Chapter 6: Unemployment

Goals:

1.
To show that unemployment is the natural consequence of labor force dynamics and that the rate of unemployment is determined by the rates of job separation and job finding.

2.
To discuss how the process of job search leads to frictional unemployment and how government policies such as unemployment insurance influence the amount of frictional unemployment.

3.
To discuss how wage rigidity leads to wait unemployment and also the various causes of wage rigidity (minimum wages, unions, and efficiency wages).

Introduction

One of the most closely watched macroeconomic variables.

We retain our long-run focus: our concern is not fluctuations in unemployment, but the long-run level of unemployment. 

The long-run or average level of unemployment is sometimes known as the natural rate of unemployment (NRU).

Q: Why do economists care about unemployment? 

A: 
- Unemployment signals a waste of a scarce resource - labor. 

· Significant human and social costs of unem​ployment 

· undesirable uncertainty about future income

· The burden of the cost of unemployment is borne largely by those who are unemployed; it is not distributed evenly across society.

Q: Why do we expect any unemployment at all in the long run? 

A: People will be moving into and out of the labor force, and will be switching jobs. 

6-1
Job Loss, Job Finding, and the Natural Rate of Unemployment

Assume that the labor force is fixed (= L)

The labor force equals the sum of employed and unemployed workers:

U+E=L


- job-finding rate: a fraction (f) of the unemployed that find new jobs every month. 

fU workers move from unemployed to employed status every month. 

- separation rate: a fraction (s) of employed workers move into unemployment, (quit or fired); 
Hence, sE workers move from employed status to unemployed status. 

We look for a steady state (levels of employment and unemployment are constant). 

fU=sE

We can use this equation and the definition of the labor force to solve for the employment and unemployment rates. Since

L=E+U,

1= E/L + U/L.

Also,

E/L = (f/s)(U/L).

So,

1 = [1 +f/s](U/L)

1= [(s+f)/s)(U/L)

(U/L)=[s/(s+f)]

AHA! To affect the NRU, policies must change either the job-finding rate or the separation rate. 

First, we want to know why we observe unemployment in society

Second, would policymakers want to change the NRU? 

Two main reasons why the unemployment rate is not zero. 

- workers may spend some time unemployed in the process of moving between jobs.

- the labor market might not be in equilibrium, where supply equals demand.

6-2
Job Search and Frictional Unemployment

Workers and firms spend time searching for each other. 

Over time, new workers enter the labor force, older people leave the labor force, and people’s skills change. 

Over time, also, the needs of firms change as the mix of goods that the economy produces changes.

The resulting unemployment is termed frictional unemployment. Frictional unemployment means that the job-finding rate is less than one, and also helps to explain why the separation rate is positive. 

We should regard it as desirable.

Public Policy and Frictional Unemployment

Many government policies influence the amount of frictional unemployment. Unemployment insurance allows unemployed workers to collect some payments from the government while they are unemployed. 

UI reduces the immediate necessity for workers to accept the first job that comes along, and may also make firms more willing to lay off workers.

Of course, the main purpose of unemployment insurance is to mitigate some of the hardship associated with being unemployed; it thus has distributional goals. It also reduces uncertainty about workers’ incomes.

UI and the Rate of Job Finding

Another piece of evidence suggesting a link between unemployment insurance and the level of unemployment is the fact that the probability of finding a job increases markedly when the worker ceases to be eligible for unemployment insurance.

6-3
Real Wage Rigidity and Wait Unemployment

Another reason why we may observe some unemployment even in the long run is real wage rigidity. 
We consider three reasons why the real wage might get permanently stuck at a level above the market equilibrium: minimum-wage laws, unions, and effi​ciency wages. 

All provide explanations of why the real wage may be “too high,” implying that some workers may be unemployed. 

The resulting unemployment is often referred to as wait unemployment, since workers are waiting for jobs to become available.

Minimum-Wage Laws

… are an obvious reason why the real wage might not clear the market. 

minimum-wage laws are relevant only for young and/or unskilled workers.

Economists are often opposed to minimum-wage laws: 

· the minimum wage will make those who have jobs better off, but it will also mean that some people who would have had jobs are now unemployed 

· it is not clear that the minimum wage really helps the working poor: heads of households represent less than one-quarter of those earning the minimum wage, while teenagers make up more than one-third. 

· A better policy option might be the earned income tax credit, which gives poor families an income tax break.

Case Study 6-2: A Revisionist View of the Minimum Wage

Standard analysis suggests that an increase in the minimum wage will increase unemployment. But a study of fast-food restaurants in New Jersey and Pennsylvania found—surprisingly—that an increase in the state minimum wage in New Jersey was accompanied by an increase in employment at fast-food restaurants in that state. Restaurants across the state line in Pennsylvania (where there was no change in the minimum wage) did not increase employment. Card and Krueger’s findings seems to have had a significant effect on policy debates in Washington.

Unions and Collective Bargaining

Wage agreements between unions and firms tend to set wages above that consistent with supply equal to demand and let the firm choose the level of employment. 

The labor market loses the features of a competitive market: workers have some monopoly power (Note that firms might also possess monopsony power.)

Insider/outsider problem: those who are employed are better off, but those who are unemployed are worse off. 

If the insiders have enough power, the outsiders may not be able to persuade the firm to employ them, even at a lower wage.

It does not necessarily follow that unions are bad for the economy. Unions have had many different effects on the pay and working conditions of workers. The long-term relationship between a union and a firm may have many desirable consequences.

Case Study 6-3:
Unionization and Unemployment in the United States and Canada

Since the mid-1970s, Canada has experienced higher rates of unemployment than the United States. Interestingly, Canada also saw unionization become more pronounced during that period, while unions have been declining in importance in the U.S. economy. Real wages also rose in Canada relative to those in the United States. This evidence is consistent with the view that unions are a cause of higher unemployment in Canada. Also, unemployment insurance increased in Canada. As discussed earlier, this tends to reduce the job-finding rate and to increase frictional unemployment. But it also interacts with wait unemployment. Higher unemployment insurance might make workers more willing to wait for a high-paid (unionized) job. Conversely, the presence of wait unemployment makes it harder to find jobs, perhaps encouraging job seekers to accept jobs more quickly. Finally, higher unemployment insurance may encourage unions to seek higher wages even if this also implies higher unemployment.

Efficiency Wages

Efficiency-wage models: the idea that workers’ productivity might be positively related to the wages they are paid. 

A firm might not want to employ a worker willing to work for less than the going wage, because the firm might also think that worker’s productivity would be lower.

- Development economics: at very low levels of income, higher wages would mean better nutrition and, hence, higher productivity. 

- Firms paying high wages may be able to attract better workers. 

- High wages may improve workers’ effort and discourage shirking.

Case Study 6-4:
Henry Ford’s $5 Workday

One famous experiment, dating from 1914, seems to support the idea of efficiency-wage theory. Ford introduced a daily wage of $5, which was approximately twice the prevailing wage at the time. The evidence suggests that this policy did indeed pay off in terms of greater effort, lower absenteeism, and other benefits.


