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15-1c How Long Are the Unemployed
without Work?

Injudging how serius the problem of unemployment i, one quesion to consider i whether
‘unemploymenti typically a short.term o long-term condition. f unemployment i short term, one
‘igh conclude that it i not  big problemm. Workers may require  few weeks between jobs o find
he openings that best suitther tastes snd kil Ye funemployment i long-term, one might
conclude thatiti a serious problem. Workers unemployed for many months are more ikely to
suffer economic and psychological hardship.

Because the duration of unemployment can afect our view about how big a problem unemployment
15, economists have devoted much energy to studying data on the duration of unemployment spells.
Inthis work. they have uncovered aresut that is important, subtle, and seemingly contradictory:
Most spels o unemploymenare shors, but most unemployment observed at any gven tme i ong-

To see how this statement can be rue,consider an exampl. Suppose that you visted the
eovernment’s unemployment offce every week fo 2 year t survey the unemployed. Each week you
Find that there are four unemployed workers. Three of these workers re the same individuals for
the whole yea whilethe fourth person changes every week: Based on this experience, would you
say that unemployment is typically short-term o long term?

‘Some simple calcultions help answr this question. In this example, you meet total of 55
‘unemployed people over the course of a year; 52 of them are unemployed for e week, and 3 are-
‘unemployed fo the fullyear This means that 52/55, or 95 percent,of unemployment spels end in
‘one week et whenever youwalk nto the unemployment offic,threeof the four people you meet
will b unemployed for the enire yea. S0 even thoigh 95 percent of unemployment spels end in
‘one week, 75 percent o the unemployment abserved at any moment is axcibutable to those
individuals who are unemployed for  full yea.In this example, s n the world, most spells of
‘unemployment are short, bt most unemplogment observed at any given time s long- term.

“This subile conclusion implies that economiss and policymakers must be careful when interpreting.
data on unemployment and when designing policies tohelp the unemployed. Most people who
‘become unemployed will oo find jobs Yet most of the economs's unemployment problemis
ssbusbletothe elstively fee workers who sve oblessfo long periods of ine.
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15-1d Why Are There Always Some People
Unemployed?

W havediscussed how th government messures the mount o unemployment h problms that
arse n nerpreting unermployment saisics, andth findings ofabor conomists o th durstion
ofunemployme. Yo shold v have g e sbost whatsnemploymentic
This discusson, however, b no xplined why economies experience unemployment. I most
markets n theeconom, prices adjut t bring quanty supplied and quaniy demanded nto
balance 1 desl b marke, wages would adius o balnce the quansy ofabor supplied and
he quantityoflbor demanded.This adjusument of wages world ensur thatall workers ae by
flly emploped.

OFcouse,reslity does ot resembl this idesl There are shwsys zome workers withoutjobs even
when the overall economy i doing wel.In ocher words, he unemployment rae never s to zero;
instead. it fuctuates avound the natural rate of unemployment. To understand this natural rate the.

sections o his chaper the reasons actuallabor markets depart from the deal of
full employmen.

“To preview ous conclusions,we vl find tht there sve fous ways o explain unemployment in the
long s The st explanston i that it takes time for workers t sessch or the jobs that sre best
Suited for them. The unemmployment hat esult from the process of matching workers and job i
‘sometimes caled rictional unemployment, and i s ofen thought to xplain relatvely shore spells
of unemployment.

‘The nex three explanations for unemployment suggest that the number of jobs available i some
Iabor markets may be insuffcient o gve ajob to everyone who wants one. This occurs when the
quantiey of bor supplied exceeds the quaniey demanded. Unemployment of his sortis sometimes
called sructural unemployment, and s often thought to explain longer spells of unemployment.
s wvevell se,this i of unemmployment results when wages sve st sbove the leveltht brings
‘upply snd demand into equilibrium. We vill exaimine three possible ressons for an sbove-
‘equilibium wage: minimum-twage laws, unions, and efficiency wages.
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15-2 Job Search

‘Onereason economies ahways experience some unemployment is b search. fob search s the
process of matching workers with appropriate obs. Ifall workers and all jobs were th same, o that
all workers were equally wel suited foral b, fob search would not be a problem. Lid-offworkers
swould quickly find nevwjobs that were wellsuitd fo them. Butn fact, workers diffr in theitastes
‘2nd skills, b difer i their aerbutes, and information Bbout job candidates andjob vacancies s
disseminated slowy among the many rms and households i the economy:
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15-2a Why Some Frictional Unemployment
Is Inevitable

Fvictonal unemployment i ofen theresult o changesinthe demand for abor among different.
fiems. When consumers decid that they prefer Ford to General Motors cars, Ford increases
‘employment and General Motorslaysoff workers. The former General Motors workers must now
‘search for newjobs, and Ford must decide which new workers o hirefo the various jobs that have.
‘opened up. The resul of thi transition i  period of unemployment.

‘Similarlbecause ifferen regions of the county produce different goods,employment canrise in
‘one region while it fll in another. Consider,for instance, what happens when the world price of il
falls. Oil-producing firmsin Texas and North Dakota respond o thelower pice by cuting back on.
‘production and employment. At the same time, cheaper gasoline stimulates carsales,so auto-
‘producing irms in Michigan and Ohio rase production and employment. The opposite happens
whenthe world price of il ise. Changesin the composition of demand among industries or
regions are called sectoral shifs. Because ¢ takes time for workers to search forjobs in the new
sectors,sectoralshifs temporarily cause unemployment.

Changing patterns of nternationsl rade sreslso  souree of ficsionl unemployment. In Chapter 3,
welearned that nations export goods fo which they have 2 comparative advantage and import
goods for which other nations have a comparatve advantage. Comparative advantage, however, need
ot be stble over time. Ax the world sconomy evolves tions may find themselves importing and
‘exporting differen goods than they haveinthe past Workers willtherefore need to move among.
industries.As they make this transiton they may find themselves unemployed for a period of ime.

Frictonal unemployment i nevitable simply becaus the economy is hvays changing, For example,
inthe US. cconomy from 2004 t 2014, employment el by 838,000 in construction and 2.1 mllion
in manufacturing. During the same period. employment rose by 321,000 in mining 625,000 n
‘computer systems design, 1.9 millon n food services, and 2.6 mllon n healtheare. This churning of
the labor force i normal ina well-functioning and dymamic econommy. Because workers tend to move.
<ovvard those industries in which they are most valuable,the ong:run resultofthe process i higher
‘productivity and higher iving standards. But along the way, workers in declining industries find.
hemselves out of work and searching fornew jobs. The resul is some amount of rictonal
unemployment.
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15-2b Public Policy and Job Search

Even;fsome fictonal unemployment i inevitable, the precise amount i not. The faster
information spreads about b openings and worker avallabilcy, the more rapidly the economy can
‘match workers and ims. The nternet, for instance, may help faciiats b search and reduce
rictonal unemployment. In addition, public policy may play  role. f policy can reduce the time it
takes unemployed workers to find new jobs it can ediuc the economy's nstural rate of
unemployment.

Government programs ty to aciltat job search i various ways. One way i through government.
run employment agencies, which give outiformation about b vacancies Another way i through
‘public raining programs, which aim t ease workers’ transition rom declining o growing.
industies and o help disadvantaged groups escape poversy: Advoctes of hese programs believe.
thatthey make the economy operate more effciently by keeping the abor force more fully employed.
and that they reduce the ineguities inherent in 2 constandy changing market economs:

Critcs ofthese programs question whether the government should get nvolved with the process of
job search. They argue thatt s better tolt the private market match workers and jobs In fact most.
job seareh i our sconomy akes place vithout intervention by the government. Newspaper ads,
online ob sce,college career offces, headunters, and word of mouth all help spread information
aboutjob openings and job candidates. Similary, mich worker education i done privately ither
through schools o through on-the-job training These citcs contend that the government s no
‘better—and most lkely worse—t disseminating therigh information tothe ight workers and
deciding what kinds of worker trsining wold be most valusble. They clsimthat these decisions ave
‘best made privatly by workers and employers.
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15-2c Unemployment Insurance

One government program that incresses the smovnt of fictonsl unemployment ithout intending
t0d0so,s ynemployment insuranse. This program is designed to offer workers partial protecton.
‘againstjob los. The unemployed who qut their jobs, were iredfor cause, or justentered the labor
force are not ligibl. Benefits are paid only o the unemployed who were Laid off because ther
previous employers no longer needed thei skils. The terms ofthe program vary over time and
‘acrossstates,but a typical worker covered by unemployment insurance inthe United Sttes receives
50 percent o bisformer wages for 26 weeks.

‘While unemployment insurance reduces the hardship of unemployment, i also increases the
‘amountof unemployment. The explanation is based on one ofthe Ten Principls of Economics in
Chapter 1: People respond to incentives. Because unemployment benefits sop when a worker takes:
‘2nevwjob the unemployed devote less ffortt job search and are mre likely to urn down.
‘unateracive job ofers In additon. because unemployment insurance makes unemploymentless
‘omerous,workers are less ikely o seek guarantees of job security when they negotiate with
employers over the terms of esmploymen.

Many studies by labor economists have analyzed the incentive effects of unemployment insurance.
One study examined an experiment run by the stae o inoisin 1985. When unemployed workers.
‘applied to collect unemployment nsurance benefits,th stae randomly selected some of them and.
offered each 2 $500 bonus ifthey found new jobs within 11 weeks. This group was then compared o
2 control group not offered the incentiv. The average spel o unemploymentfo the group offered
the bonus was 7 percent shorter than the average spel fo the control group. This experiment shows
<he design ofthe unemployment system influences the efforethat the unermployed.
devote tjob search.

Several other studies examined search efort by following a group of workers ove time.
‘Unemployment insurance benefis ather than lasing forever, usually run out after € months or 1
‘yean These sudies found that when the unemployed become ineligibl forbenefits, he probabilty
of theirfnding a new ob rises markedly: Thus,receiving unemployment insurance benefits does

educethe seszch effort of the unemployed.

Even though unemployment insuranece redices search efort and raises unemploymens,we should
ot nscessarily conclude that the policy i bad. The prograsm does achieve ts primary gosl of
reducing the income uncertanty that workersface. In addiion, when workers urn down.
‘unateracive job offers, they have the opportunity to ook fo obs that bette st thei tastes and
skl Some economists arguethat unemployment nsurance improves the abilicyof the economy ©
match each worker withthe most sppropristejob.

The study of unesmploymment insurasce showss that the unermployment ate i an imperfect messure.
‘of 2 nations overall evelof economic wel-being, Most economists agree tht

‘unemployment inssance would rdiuce the amont of unemplayment n the esonormy: Yet
‘economistsdisagree on whether economic well-being would be enbhanced or diminished by this
change n polcy.
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15-3 Minimum-Wage Laws

Having seen how frictionsl unemployment reculs rom the prosess of matching workers and obs,
lets now examine how structural unemployment esults when the mumber ofjobs is nsuffcent for
he mumber of workers.

To understand structural unemployment. we begin by reviewing how minimun-wage laws can
‘cause unemployment. Minimum wages are not the predominant reason for unemployment n ous

‘economs; butthey have an important effect on cerain groups with particulaly high unemployment
Fates. Moreover,the analysis of minimum wagesis a natural place t stare because, a5 we will s, t
‘can'be sed o understand some of the other ressons for structural nemployment.

Figure 4 reviews the basic economics of 3 minimum wage, When a minimmurwage aw forces the
wage to remain above the level that balances supply and demand, i rases the quantiy of abor
cupplisd and recuces the quanciy of sbor demanded compared o the equilibium level There i3
surplus ofabor: Because there are more workers willng o work than there are obs,some workers.
are unemployed.

Figure 4. Unemployment from 2 Wage above the Equilirium Level
s et e vage i s 2 o satmce Wi, AL el e, e Qe o e sz
20 et f oo o il . 5 cr. e a3 & s e e e ol e Fears
e v age .t f ot g7 5 L, P2 G o o e e L. T2
g i r s £ by, s ot

‘While minimum-wage aws are one reason unemployment exists n the S economy they do not
affecteveryone. The vast maoricy of workers have wages well above the legal minimum, 5o the law.
does not prevent mostwages from adjusing to balance supply and demand. Mizimum.vage laws.
matter most for the least skilled and least experienced members ofth labor force such as

<eenagers. Their equilibrium wages tend to b low and,therefor, are mre ikely o fall below the
legal minimum. I i only amone these workers that minimum-wage laws explain the existence of
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Figure 415 dravn t show the effecs of 2 minimum awage law buttalso lustrates a more general
lescon: Ifthe wage s kept above th equilbrium levlforany reason, th resle s unempleymens.
Minimun-wage s are just one reason wages may be“to0 high In the remaining two sectons of
this chapter we consider o other reasons wages may be kept above the equilbrium lvel: unions.
‘and efficiency wages. The basic sconomics of unemployment in these case s the same as that
shownin Figure 4 but these explanations of unemployment can apply to many more o the
‘economs’s workers.

e this poin, owever,we should stop and notice that the struceural unemployment that arises from
‘an above-equilibrium wage i, in an important sense, different rom the frictonal unemployment.
i aicesfrom the process o job zesrch. The need for job sesrch is ot due tothe Flure of wages
<o balance abor supply and labor demand When job search i the explanaton for unemploymens,
workers are searching forthejobs that best sut thei tastes and skl By contras, when the wage is
‘o the equilbrium level, the quantiy of labor supplied exceeds the quantiy of abor demanded,
and workers are unemployed because they are waiting for jobs t opea up.
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15-4 Unions and Collective Bargaining

A mion s a worker association that bargains with employers over wages, benefits, and working
‘conditions.Only 11 percent of Us. workers now belong to unions,but unions played a much larger
roleinthe US. labor market inthe past Inthe 19405 and 19505, when union membership was at it
‘peak. Bbout athind of the US. labor force was unionized.
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Moreover, for a variety of historical reasons, unions continue to play  large role in many European.
‘countrie. In Belgium, Norway,and Sweden, forinstance, more than half o workers belong to
‘unions.In France and Germany, a majority of workers have wages set by callctive bargaining by aw,
‘even though only some ofthese workers are themselves union mermbers. n these cases, wages are
‘ot determined by the equlibrium of supply and demand in comperitive labor markets.
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15-4a The Economics of Unions

Aunion s ype of cartel Like sny cartl. 3 union is 3 group of sellers acting together in the hope of
‘exering their ot market povves: Most workes n the U aconomy discuss their wages, benefits
‘2nd working conditions with their employers a individuals. By contrast, workers n 2 union do 50 25
2 group. The process by which unions and firms agree onthe terms of employments called

s o
‘When 2 union bargains with  frm, it asks fo higher wages, better benefts, and better working.
‘conditions than the i would ofe i the sbsence o  union. fth union and the firm do not resch
agreement, the union can organize 3 withdrawal of Labor rom the i, called 2 sepke Becausea
strke reduces producton, sales, and profit, firm facing a ke threat s kel t agree o pay.
igher wages than it otherwise would. Economists who study the effecs o unions typically ind that
‘union workers earn about 10 t 20 percent more than similar workers who do not belong t unions.

‘When 2 union raises th wage above the equilibriumleve it raises the quantiy of abor supplied.
‘and reducesthe quantity of abor demanded. resulting in unemployment. Workers who remain
‘employed at the higher wage ae better of; but those who were previously employed and are now.
‘unemployed are worse off. Indeed, unions are often thought to ause confict between diferent
roups of workers—berueen theinsders who beneft from high union wages and the outsders who.
do ot getthe union obs.

The outsiders can respond o ther statusin one of two ways. Some of them remain unemployed and.
it for the hance to become insiders and earn thehigh union wage. Others takejobs in firms that
are not unionized. Thus, when unions raise wages in one part o the conomy;, he supply of abor
increases i other pares ofthe economy. Thisincrease i abor supply; i turn, reduces wages in
industries that are not unionized.In ther words, workers in unions reap the benefit of collectve.
bargaining, whil workers not in unions bear some of the cost.

“The rol of unions i the economy depends i art o the aws that govern union arganizaton and
collective bargaining, Normally, explict agreements among members of 2 arte are llegal. When
firms selling similr products agree toset high prices, the agreement is considered 2 ‘conspiracy in
restrain o rade;” and the government prosecutes the firmsin ivil and eriminal courtfor violatng
the antitrust avs: By contrast, unions are exempt from these laws: The policymakers who wrote the.
‘anitrustlaws believed that workers needed greater market power 2 they bargained with
‘employess Indeed,various sws are designed to encourag the formation of unions. I paricul the
‘Wagner Act of 1935 prevents employers from inerfering when workers &y t organize unions and
reqires employers tobargain with unionsin good faith. The National Labor Relations Board (NLRE)
i the government agency that enforces workers'ight t unionize.

Legilaton sffecting the market power of unions s pereanial opic of plitcsl debate. State
Iawmakers sometimes debate right t-work aws, which give workers in 2 unionized firm theright o
choose whether t join the union. In the bsence of such aws, unions can insist during collecive
bargaining that firms make union membership a requirement for employment A times, lwmakers
in Washington have debated a proposed law that would prevent firms from hiring permanent.
replacementsfor workers who sre on stike. This I would make stskes more costly for rms,
chereby the masket power of unions: These snd similar plicy decsions will help
determine the future of the union movement.
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15-4b Are Unions Good or Bad for the
Economy?

‘Economists disagree about whether unions are good or bad for the economy 2 2 whol. Lets
consider both sides o the debate.

(Crites argue that unions are merely  ype of cartl. When unions raie wages above theleve that
would prevai in compectve markets,they reduce the quansy of abor demanded, cause some.
workers tbe unemployed. nd reduce the wages in the res o the economy: The resuling allocation
oflaboris,crites argue, both inefficent and inequitabl. I i nefficent because hgh union wages
reduce employment i unionized ims below the effcent, competitve level. I s nequitable
because some workers benefi a¢ the expense of other workers.

Advocates contend that unions are a necessary antidotetothe market power of the firms that hire
workers. The extreme caseofthis market powweri the“company town. where asigle irm does
‘most of the hiring in: geographical region. Ina company town, i workers do not accept the wages
‘and working conditions thatthe firm offers, hey have lcle choice but to move o stop working I
the sbsence of s union, thersfore, the frm could use s market power to py lower wages and offer
worse working conditons than would prevail it had to compete with other ims fo the same
workers.n this case, 2 union may balance the firmy's market power and protect the workers from.
beingat the mercy ofthe firmis owners.

Advocates of unions also laim that unions ae important for helping firms respond effcently to
workers'concerns. Whenever a worker tskes ajob the worker and the firm must agree on many.
actibutes ofthe b in additon o the wage: hours of work, overtme, vacations, sick leave, health
benefis promorion schedules, b security,and so on. By representing workers views on these
issues, unions allow firms to providethe ight mix of job atrbutes Even f unions have the adverse
effect of pushing wages above the equiibrium level and causing unemployment, they have the
benefi of helping firms keep a happy and prodictive workforce.

In the end, there is no consensns among economists about whether unions are good or bad fo the
‘economy: Like many intitutions, ther influence is probably benefical in some circumstances and
adverse in others.
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15-5 The Theory of Efficiency Wages

Afourth reason economies always experience some unemployment —in addition t job search,
‘minimum-wage laws, and unions—is suggested by the theory of efficiency wages. According to this
heory, s operate more efcently f wages are above the equilbrium evel Therefore, it may be.
profitable for firms to keep wages high even in the presence of a surplus of labor.




image20.png
In some ways, the unemployment that arises from efficiency wages is similar to the unemployment
that aises from minimum.wage laws and unions.Inalthree cases, unemploymenti the result o
‘wages above the level that blances the quantiy of abor supplied and the quantity o zbor
demanded. Yetthere s alo an important difference. Minimum-vage laws and unions prevent frms
from lowering wages i the presence of  surplusof workers. Effciency-wage theory statesthat such
2 constraint on irms i unnecessary in many cases because fims may be berter offkeeping wages
above the equilibrium level.

‘Why should frms want o keep wages igh? This decision may seem odd a st for wages area
large partoffirms’ costs. Normally, e expect rofiv maximizing irms to want to keep costs—and.
herefore wages—aslow as posible The novel insightof efficiency-wage theory is that paying high
wages might be profitabl because they might rase the effiiency of s ' workers.

There are several types of effcency-wage theory: Each type suggests  diffrent explanation or why.
firms may want o pay high wages. Lecs now consider four of these types.
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15-5a Worker Health

The first and simplet typeof effcency-uwage theory emphasizes the ik between wages and.
worker health. Better-paid workers eat 2 more nutitious diet, and workers who eat a bettr dietare
healther and more productive. A irm may find it more profitable to pay high wages and have.

healhy, productive workers thanto pay lower wages and have lss heathy less productive workers.

This type of eficiency-wage theory can be relevast for explining unemployment n esz developed.
counties where inadequate mutriton can be a problemn. n these countries,frms may fear that
cutting wages would,infact adversely infuence their workers health and productviy: In other
words, utriton concerns may explain why firms malintain Sbove-equlibrium wages despite:
‘surplus of Labor. Worker health concerns ar far less relevant forfirms inrich countries such as the
‘United States, where the equilbrium wages for most workers are well bove the level needed for an
adequate diet
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15-5b Worker Turnover

4 second type of eficiency-wiage theory emphasizes thelnk betueen wages and worker tumaver.
‘Workers qui jobs for many reasons: t take jobs a other firms, t movet other pars of the.
county, o leave thelabor force, and so on. The frequency with which they quit depends on the
‘entive set of incentive they fce, including the beneits of leaving and the benefitsof staying, The
more afirm pays s workers, th less often it workers will choose toleave Thus, a frm can reduce
‘umover among is workers by paying them a high wage.

‘Why do fims care sbout urmover? The resson i that it is costly for frms o hive and tain nevw
workers. Moreover,even afer they are rained, newly hired workers are ot as producive 25
‘experienced ones. irms with higher turnover therefore,will end to have igher production costs.
Firms may find e proftsble to pay wages above the equilbrium level o educe worker tmoves.
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15-5c Worker Quality

Athird type of efficioncy-wage theory emphasizes thelink becween wages and worker qualit. All
s want workers who are talented, and they srve t pick the best applicants ol job openings.
Butbecause firms cannor perfectly gauge the qualicyof applicants, iring has  degree of
‘randomness toit. When  firm pays  high wage, it aracs 2 better pool of workers to apply for s
jobs and thereby increases the qualtyofts workforce, I the im responded to  surplus of Labor by
reducing the wage, the mos competent applicants —who are more kelyto have beter lternative
‘opporcunities than less competent applicants—may choose notto appy. I his influence ofthe wage.
‘onworker quality is strong enovgh it may be profitabl for thefrm o pay a wage above the level
that balances supply and demand.




image24.png
15-5d Worker Effort

‘fourth and fnal type o efciency-wage theory emphasizes the ink between ages and worker
effore. 1 manyjobs, workers have some discretion over how hard to work.As aresul, frms monitor
the efors oftheir workers, and workers caught shirking ther responsibiltes are ired. But because.
‘monitoring is cosdy and imperfect, not all shirkers are caught immediately: A firm in such a
circumstance is ahays ooking for ways to deter shirking.

‘One solutionis paying wages above the equlibrium level. High wages make workers more eager to
Keep ther jobs and thus motivate them o put forward theirbest effort. I the wage were at the level
hat balanced supply and demand, workess would have lss reszon to work hard because i they
svere fired, they could quickly find new obs at the same wage. Therefore, irms may raise wages
‘above the equilibrium level to provide an incentive for workers not toshirk thei responsibiltes.
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15-6 Conclusion

Inthis chapter, we discussed the measurement of unemployment and the reasons economies abways.
‘experience some degree of unemployment. We have seen how job search, minimum-vage laws,
‘unions, and effciency wages can all helpexplain why some workers do not have jobs. Which of these
four explanations fo the natura rate of unemployment e the most important fo the U economy
‘and other sconomies around the world? Unforunately, there s no easy way to tell. conomists difer
in hich of these explanations of unemployment they consider most important.

“The analysis i this chapter yields an importantlesson: Although the economy vl hways have
‘some unemployment s naturl rate does change over . Many events and policies can altr the
‘amount of unemployment the economy typiclly experiences. As the information revlution changes.
the process of job search, a Congress and sate legislatures adjut the minimum wage, 2 workers
form or quitunions, and as irms change the reliance on efciency wages,the natural rate of
‘unemployment evelves. Unemployment is not 2 simple problem with a simple solution. But how we.
choose to organize our socety can profoundly influence how prevalent a problemitis.




image1.png
Chapter Introduction

Losing ajob can be the most distressing economic event in aperson'sif. Most people ely ontheir
Iabor earmings to maintain their standard of ving,and many people also get a sense of personal
ccomplishiment from working A job loss mesns 3 lower ving standird i the present, amxiety
about the future, and reduced selfesteem. It s not surprsing, therefore,that poliiians
campigning for offce often spesk sbout how their proposed palicies vl elp crete b

In previous chapters,we have seen some ofthe forces that determine the level and growth of 2
country's standard of ving, & country that saves and nvests 2 high fracton of s income,for
imstance,enjoys more rapid growth n s capialstock and GDP than a similar country thatsaves and.
imvests ess. An even more obvious determinantof a country's standard of ving i the amount of
unemployment it typically experiences. People who would ik to work but cannot ind ajob are not
contrbuting 1o the economy's production of goods and services. lthough some degree of
‘unemployment i inevitablein a complex economy with thousands of firms and millions of workers,
the amount of unemployment varies substantially over time and across countries When a country
Keeps it workers a5 flly employed as possibl, it achieves a higher level of GDP than it would ifit
lefe many of s workers dle.

“Thischapter begins ou study of unemployment. The problem of unemployment can be divided nto
‘o categories:the long-un problemn and th short.run problem. The economy' nacural raceof
unemploymen refrs o the amount o unemployment that the economy normally experiences.
yelical unemployment efers tothe year-o-year flucuations in unemployment around s natural
rate, andi i closely associated with the short.run ups and downs of conomie actviy: Cycical
unemployment has s own explanation,which we defer until we study short.run economic
fuctuaions later i this book.Inthis chapter, we discuss the determinants of an economy's natural
rateof unemployment. As we will e, the designation ratural doss not imply thatthisrate of
unemployment i desirable. Nor does it imply thatitis constan over time or impervious ©
‘economic polic: It just means tha this unemployment does not g0 away onits own even inthe long

‘We begin the chapter by looking a¢ some of the relevant factsthat deseribe unemployment. In
particula,we examine three questions: How does the government measure the economy's rate of
‘unemployment? What problems ariseininterpreting the unemployment data? How long ave the
unemployed ypically without work?

‘We then turn o the reasons economies aways experience some unemployment and the ways in
which policymakers can help the unemployed. We discuss four explanations fo the economy's
natural rate of unemployment: job search, minimom.wage laws, unions, and efciency wages. As we
will e long s unemployment does ot aise from 2 singl problem that has  sngle olution.
Instead, e reflets 2 variety of related problems. As a resul,there i no easy way for policymakers
reduce the economy's natura ate of unemployment and,at the same tme,  alleviatsthe hardships.
experienced by the unemployed.
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15-1a How Is Unemployment Measured?

Measuring unemployment s the ob of the Burea of Labor Satsties (BLS), which s partofthe
Department of Labor Every month, the BLS produces data on unemployment and on other aspects
of the labor market ncluding types of employment lengh of the average workweek: and the
duration of unemployment. These data come from a regular survey of about 60000 households,
called the Currens Population Survey.

Based on the answers tosurvey questions, the BLS places each adult (age 16 and older) in each
surveyed household into one of three categories:

+ Employed:This category incudes those who worked as paid employees, worked intheir v
brsiness,or worked a5 unpaid workers in a family member's business. Both full tme and pare-
‘ime workers are counted. This category alo includes those who were not working but who
had jobs from which they were tmporarily absent because of, for ecample, vacation, lness, o
bad westher

+ Unemplayed: This category incudes those who were not employed, were avaiable for work.
‘and had tried t find employment during the previous four weeks. It also ncludes those.
waiting o be recaled t 2 b from which they had been laid off.

« Not in the labor orce: This category includes those who 6t neithr ofthefirst wo categories,
‘such as full time students, homemakers, and reirees.

Figuse 1 shows the breskdon o thesecategoiesfor sy 2016,
Figure 1. The Breakdown of the Population in January 2016

“The Bureau of Labor Statistics dvides the adult population o three categories: employed,
‘unempioyed, and not n the labor force.

‘Source: Burssof Labr S,

‘Once the BLS has placed all the individusls covered by the survey in  category, it computes various
taticicsto summarize the state of the sbor maket. The BLS defines the lsbor force 2 the sum of
the employed and the unemployed:

Labour force = Numberof employed + Number of unemuploye.

“The BLS definesthe ynemployment rate 3 the percentage of the sbor forc thatis unemployed:

Number of nemploysd

Unemployment ate —

1.

The BLS computes unemployment ratesfo the entire dul popultion snd for specific roups
defined by race, gender and soon.

‘The BLS uses the same survey o produce data on labor-force partcipation. The labor.force
‘participation rate measures the percentage of the toal adult population o the United Sates that s
inthe laborforce:
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Lo ARt populstion

“Thisseatisi els s th fraction of the population that has hosen to participate in the labor market.
“The labor-force participation rate. ke the unemployment ate, i computed for both the entire adult
‘population and more specifc groups.

To see how these data are computed, consider the iguresforJanuary 2016. At thattime, 1505,
million people were employed. and 7.8 millon people were unemployed. The lsbor force was

Laborforce = 1505 1 7.5 = 158.3 millon.

The unemployment ate vwas

Unenmployment rate = (73/155.3) x 100 = 4 percent.

‘Because th adult population was 252.4 millon th laborforce paricipation rate was:

Lot forc paticipation ate = (1583/252.4) x 100 = 627 percent.

Hence, in anuary 2016, almost owo-thirds of the U. adult population were partcipating i the
Isbor masket, 3nd 4.9 percent of hose lbor market particpans were without work.

Table 1 shows the satstics on unemployment and Iabor-force partcipation forvarious groups
within the US. population. Three comparizons are most sppavent. it women of prine working
age (25 to 54 yeas old) have lower rates of labor-foree paricpation than men but once in the labor
force,men and women have smilar ates o unemployment. Second. prime-age blacks have similar
rates of bor-force parcicipation 2 prime-age whites, bu they have much higher rates of
‘unemployment. Third, teenagers have much lower rates of abor-force partcipation and much
bigher rates of unemployment than older workers More generally hese data shovw that lbor-
‘masket experiences vary widsly smong groups withinthe economy:




image4.png
LEFY The Labor-Market Experiences of Various Demographic Groups

“This table shows the unemployment rate and the labor-force par icpation rate of various groups
the U.S. populaton for 2014,
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The BLS data onthe abor market also allow economists and policymakers to moritor changes n the
‘economy over time. Figure 2 shows the unemployment ateinthe United Sates snce 1960. The
Bigureshows tha the economy always has some unemployment and that the amount changes from
year o year. The normal rate of unemployment around which the unemployment rate uctuates is
called the patueal ate of unemploymen, and the devition of unemployment rom i natural ate
s called yclical umemployment The natural rate of unemployment shown i the igure s  seres
estimated by cconomists at the Congressional Budget Offce. For 2015, they estimated a natural rate
f 49 percent, close o the actual unemployment rate of 5.3 percent. Laer in this book,we discuss
shortun economic fluctuations, incuding the year-toyear fluctuations in unemployment around

Figure 2 Unemployment Rate since 1960

s graph uses amnual data on the U.5. unemployment ate to show the percentage of the labor
force vithout a job. The naturl ate of unemployment is the normal evel of nemployment around
‘which the unemployment rat fluctuates.

‘Source: .S, Deparmant of Lar, Congrssions| Budge: Offc,
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15-1b Does the Unemployment Rate
Measure What We Want It To?

Measuring the amount of unemployment i the economy might seem 2 sraghtforward task,butiis
‘ot Wil is easy o istinguish between a person with a fulltime job and a person who i not
sworking atall,it s much harder to distinguish betueen a person whe is unemployed and a person
o i notin the labor orce.

Movements into and out of the abor force are infact, common. More than one.third ofthe
‘unemployed sre recent entrasts into the lsbor force These extrants include young workers looking.
forthei firstjobs. They alo include, in greater mumbers older workers who had previously lft the
Isbor forc but have nov recurmed t look or work.Moreoves not sl unemployment ends with the

job seeker inding ajob. Almost halfof ll spllsof unemployment end when the unemployed person.
leaves th sbor force.

‘Because people move o and out ofth lbor foce 0 ofen, satisicson unemployment are
@ifcul o fnterpret On the one hand, some of those who report being unempleyed may o, infact,
e rying har tofind b They may b calling themselves unemployed because they want to
qualifyfor  government program that gives financia ssistance o the unemployed or because they
e working buepaid “under the able” o avoid taes on their earnings. It may be more sccurste to
view these individuals 5 out ofth abor force o, in some cases, employed.On the cher hand. some
of those who reportbeing out o the abor orce may wan to work.These indviduals may have tried
0 find 2ob and may have given up afer an unsuccessfl search. Such individual,called
discoursged workers,do notshowe up in unermployment statisic,even though they re truly.
workers withoutjobs.

‘Becauseof these and other problems, he BLS cslulates several other measures of sbor.
‘underutilization. in addiion o the official unemployment rate These sternative measures are
resented in Tble 2. Inthe end,e s best o view th oficial unemploymment rate 2 3 usefl bue
imperfect messure ofcblessness.
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Measures of Labor Underutilization

“The table shows various measures of joblessness for the U.S. economy. The data are for January
216,
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