Measurement of Economic Performance (8-12%)

Unemployment

Introduction    If a country keeps its workers fully employed, it achieves a higher level of GDP than if it leaves many workers idle. In this chapter, we are concerned largely with the natural rate of unemployment, which is the amount of unemployment that the economy normally experiences. “Natural” does not mean constant or impervious to economic policy. It means that it is the unemployment that doesn’t go away on its own. This reading addresses the measurement and interpretation of unemployment statistics, and some causes and cures for unemployment.

Identifying Unemployment    The Bureau of Labor Statistics (BLS) uses the Current Population Survey to categorize all surveyed adults (16 and older) as employed, unemployed, or not in the labor force.

· employed: worked most of the previous week at a paid job

· unemployed: on temporary layoff, or looked for a job, or waiting to start a new job

· not in the labor force: not in previous two categories (student, homemaker, retired) BLS then computes:

· labor force = number of employed + number of unemployed

· unemployment rate = (number of unemployed/labor force) x 100

· labor–force participation rate = (labor force/adult pop.) x 100

The labor force includes all people that have made themselves available for work. The unemployment rate is the percent of the labor force that is unemployed. The labor–force participation rate is the percent of the total adult population that is in the labor force. The unemployment rate and the labor–force participation rate varies widely across demographic groups–men, women, black, white, young, old. Women have lower labor–force participation rates than men, but once in the labor force they have similar unemployment rates. Blacks and teenagers have higher unemployment rates than whites and older workers.

The normal rate of unemployment around which the unemployment rate fluctuates is the natural rate of unemployment. The deviation in unemployment from the natural rate is known as cyclical unemployment. In recent history, the natural rate of unemployment in the United States has been about 5.5 percent. This review is concerned with explaining the characteristics and causes of the natural rate.

Because people move into and out of the labor force so often, unemployment is difficult to measure and interpret. For example, over one–third of the unemployed are recent entrants to the labor force and half of all spells of unemployment end when the unemployed person leaves the labor force. In addition, unemployment may be inaccurately measured because:

· Some people are counted in the labor force but unemployed even though they are only pretending to look for work so that they can collect government assistance or because they are being paid “under the table.” This behavior biases the unemployment statistics upward.

· Some people have had an unsuccessful search for a job and have given up looking for work so they are not counted in the labor force. These individuals are called discouraged workers. This behavior biases the unemployment statistics downward by about one–half percentage point.

Knowledge about the duration of unemployment spells may help us design corrective policies for unemployment. Evidence suggests that most spells are short–term, but most unemployment at any given time is long–term. This means that many people are unemployed for short periods, but a few people are unemployed for very long periods. Economists think short–term unemployment is much less of a social problem than long–term unemployment.

In most markets, prices adjust to balance supply and demand. In the ideal labor market, wages would adjust so that there would be no unemployment. However, even when the economy is doing well, the unemployment rate never falls to zero. The following sections address three reasons why the labor market falls short of the ideal market. The first source of unemployment we discuss is due to job search. Frictional unemployment is the unemployment that results from the time it takes for workers to search for the jobs that best suit their tastes and skills. The next two sources of unemployment fall within the category of structural unemployment. Structural unemployment is the unemployment that results because the number of jobs available in some labor markets is insufficient for everyone who wants a job to get one. Structural unemployment occurs because the wage is held above the equilibrium wage. Structural unemployment is also due to the changes in technology and in the types of goods and services consumers wish to buy; these changes affect the total demand for labor in particular industries or regions. Two possible sources to an excessive wage are minimum–wage laws and unions. Frictional unemployment tends to explain shorter spells of unemployment while structural unemployment tends to explain longer spells of unemployment.

Job Search    Job search is the process of matching workers and jobs. Just as workers differ in their skills and tastes, jobs differ in their attributes. Moreover, information about jobs disseminates slowly. Therefore, it takes time for job candidates and job vacancies to match. Frictional unemployment is due to this search time.

Frictional unemployment is inevitable in a dynamic economy. As the demand for products changes, some industries and regions will experience growth while others will contract. These changes in the composition of demand among industries or regions are called sectoral shifts. Sectoral shifts cause temporary frictional unemployment as workers in contracting sectors lose their jobs and search for work in the growing sectors.

Frictional unemployment may be reduced by improved information about job openings provided by the internet. Government may be able to lower frictional unemployment by engaging in activities that shorten the job search time. One such program is government–run employment agencies to help match workers and jobs. Critics argue that government is ill–suited to do these things and that the market does a more efficient job at matching and retraining.

Unemployment insurance pays laid off workers a portion of their original salaries for a period of time. Unemployment insurance increases frictional unemployment because unemployed workers are more likely to (1) devote less effort to their job search, (2) turn down unattractive job offers, and (3) be less concerned with job security. This does not mean unemployment insurance is bad. Unemployment insurance does provide the worker partial protection against job loss and it may improve the efficiency of the job market by allowing workers to search longer for the best job match.

European unemployment benefits may be so generous that many unemployed workers have little incentive to find work.

Minimum–Wage Laws    Structural unemployment results when the number of jobs is insufficient for the number of workers. Minimum–wage laws are one source of structural unemployment. Recall that minimum–wage laws force the wage to remain above the equilibrium wage. This causes the quantity of labor supplied to exceed the quantity of labor demanded. There is a surplus of labor or unemployment. Since the equilibrium wage for most workers exceeds the minimum wage, the minimum wage tends to cause unemployment only for the least skilled and least experienced, such as teenagers.

Although only a small portion of total unemployment is due to the minimum wage, an analysis of the minimum wage points out a general rule: If a wage is held above the equilibrium level, the result is unemployment. The next two sections develop two additional reasons why the wage may be held above the equilibrium level.

Note that with frictional unemployment, workers are searching for the right job even if the wage is at the competitive equilibrium. In contrast, structural unemployment exists because the wage exceeds the competitive equilibrium wage and workers are waiting for jobs to open up or lack the necessary skills for current job openings.

Unions and Collective Bargaining    A union is a worker association that engages in collective bargaining with employers over wages and working conditions. A union is a cartel because it is a group of sellers organized to exert market power. If the union and firm fail to reach an agreement, the union can strike—that is, withdraw its labor services from the firm. Because of the threat of a strike, workers in unions earn about 10 to 20 percent more than nonunion workers. Less educated workers gain a greater financial advantage from union membership than do better educated workers.

Unions benefit insiders (members) at the expense of outsiders (nonmembers). When the union raises the wage above the equilibrium wage, unemployment results. Insiders earn higher wages and outsiders are either unemployed or must take jobs with nonunion firms. This increases the supply of labor in the nonunion sector and lowers the wage further for nonunion workers.

Most cartels are illegal, but unions are exempt from antitrust legislation. Indeed, legislation, such as the Wagner Act of 1935, promotes the establishment of labor unions. Alternatively, state right–to–work laws discourage union membership by making it illegal to require union membership for employment.

There is little agreement about whether unions are good or bad for the economy. Critics argue that unions are cartels that raise the price of labor above the competitive equilibrium. This is inefficient (causes unemployment) and inequitable (insiders gain at the expense of outsiders). Supporters of unions argue that firms have market power and are able to depress the wage, so unions are just a counterbalance to the firm’s power. This is most likely to be true in a company town where one firm hires most of the workers in the region. Supporters also argue that unions are efficient because firms don’t have to bargain with individual workers about salary and benefits. That is, unions may reduce transactions costs.

PRACTICE PROBLEMS

a. Use the following information about Employment Country to answer question 1. Numbers are in millions.

	
	2001
	2002

	population
	223.6
	226.5

	adult population
	168.2
	169.5

	number of unemployed
	7.4
	8.1

	number of employed
	105.2
	104.2


b. What is the labor force in 2001 and 2002?

c. What is the labor force participation rate in 2001 and 2002?

d. What is the unemployment rate in 2001 and 2002?

e. From 2001 to 2002, the adult population went up while the labor force went down. Provide a number of explanations why this might have occurred.

f. If the natural rate of unemployment in Employment Country is 6.6 percent, how much is cyclical unemployment in 2001 and 2002? Is Employment Country likely to be experiencing a recession in either of these years?

2. Of the 1,800 people in Oleville, 1,200 are 16 years of age or older. Among those 16 years of age or older: (a) 900 of the persons worked as paid employees or in their own businesses last week; (b) 100 of the persons were not employed but were available for work and made specific efforts to find employment last week; (c) 125 of the persons were not employed but did not actively seek employment because they did not believe any jobs were available; and (d) 75 persons did not have jobs but did not seek work because they wished to spend their time fishing. 

a. Calculate the size of the labor force of Oleville for last week.

b. Calculate the unemployment rate of Oleville for last week.

c. Calculate the employment rate of Oleville for last week.

3. How many discouraged workers were there in Oleville, according to the information give in problem number 2? Assume for the moment that discouraged workers were counted as unemployed, and calculate a new unemployment rate for Oleville.

SHORT–ANSWER QUESTIONS

1. Name two reasons why the unemployment rate is an imperfect measure of joblessness.

2. Name two ways that a union increases the disparity in wages between members and nonmembers.

3. Does the minimum wage cause much unemployment in the market for accountants? Why?

4. How does unemployment insurance increase frictional unemployment?
5. How might the government help reduce frictional unemployment?
6. How might the government help reduce structural unemployment?
TRUE/FALSE (for every false answer explain why it is false)
1. The natural rate of unemployment is the amount of unemployment that won’t go away on its own, even in the long run.

2. In post–World War II United States, the labor–force participation rate has been rising for women and has been falling for men.

3. The unemployment rate is about the same for the various demographic groups: men, women, black, white, young, old.

4. A minimum wage is likely to have a greater impact on the market for skilled workers than on the market for unskilled workers.

5. The presence of a union tends to raise the wage for insiders and lower the wage for outsiders.

6. A union is a labor cartel.

7. If there are “discouraged workers,” the measured unemployment rate overstates true unemployment.

8. The presence of unemployment insurance tends to decrease the unemployment rate because recipients of unemployment benefits are not counted in the labor force.

