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Chapter 9- Unemployment and Its Natural Rate
Unemployment and Its Natural Rate 
· The problem of unemployment is usually divided into two categories:
· The long-run problem
· The short-run problem 
· The long-run problems is related to economy’s natural rate of unemployment, the amount of unemployment the economy normally experiences 
· The short-run problem is cyclical unemployment, the year-to-year fluctuations in unemployment around the natural rate 
· It is closely associated with the short-run ups and downs of economic activity 
· Besides covering what these two types of unemployment are, we will also cover the following topics in this chapter:
· How is unemployment measured?
· What problems arise in interpreting the unemployment data?
· How long does the typical spell of unemployment lasts? 
· What roles policies play in addressing unemployment? 

Identifying Unemployment
How is Unemployment Measured?
· Statistics Canada (SC) measures unemployment 
· Every month, SC conducts the Labour Force Survey (LFS), covering sample of 54,000 households
· Then survey produces data on:
· Unemployment 
· Duration of unemployment 
· Types of employment 
· Length of the average workweek 
· SC divides adult population (aged 15 and older) in each surveyed household into one of 3 categories: 
· Employed 
· Unemployed 
· Not in the labor force 
· A person is considered employed if he or she spent some of the previous week working at a paid job 
· A person is unemployed if he or she is on temporary layoff or is looking for a job 
· A person who fits neither of these categories, such as a full-time student, homemaker, or retiree, falls under “not in the labor force” 
· Once the surveyed individuals are categorized, SC will compute various statistics to summarize the state of the labor market as defined below 
Labour Force: the total number of workers, that includes both the employed and the unemployed 
LF- # of Employed + # of Unemployed 

Unemployed Rate: the percentage of the labor force that is unemployed 
U= # of Unemployed X 100 
LF 
Labor Force Participation Rate: the percentage of the adult population that is in the labor force 
LFPR=    LF			   X 100 
               Adult Population 
There are 2 interesting facts:
1. Except for age groups 15-24, within the same age group women have lower rates of labor force participation than men 
2. Young people aged 15-24 have much higher rates of unemployment than older people 
3. Similarly, aged men and women tend to have similar rates of unemployment, except after 2009, since when the unemployment rate for men is higher 

· Labor force data allow economists and policymakers to monitor changes in the economy over time 
· We see that the economy and all regions of Canada always has some unemployment and that the amount changes from year to year 
· Both the unemployment rate and the amount by which the rate changes from year to year vary widely for different regions of the country 
· International comparisons of unemployment rates can sometimes be misleading because of definitions 
· In the US the labor force id defined as the number of people aged 16 years and above, one year higher than in Canada 
· The increase in women’s participation rate is easy to understand but the fall in men’s participation is puzzling 
· Young men stay longer in school than their parents 
· Older men now retire earlier and live longer
· More fathers may stay at home to raise child 

Does the Unemployment Rate Measure what we want it to?
· Measuring the amount of unemployment in the economy is not straight forward
· It is distinguishable who has a full time job who is not working, but it is hard to distinguish between a person who is unemployed and who is not in the labor force 
· It is particular because movement into and out of the labor force is common
· Let us see how common the movement into and out of labor force is:
· More than one third of the unemployed are recent entrants into the labor force
· These entrants include young workers looking for their first jobs, such as recent university and college graduates 
· They also include older workers who had previously left the labor force but have now returned to look for work 
· Moreover, not all unemployed find a job; almost half of all spells of unemployment end when the unemployed person leaves the labor force
· Because people move into and out of the labor force so often for such a variety of reasons, it is difficult to measure unemployment  
· Take some examples:
· Some of those who report being unemployed may not, in fact, be trying hard to find a job; for example, they might be on temporary layoff and are waiting to be recalled 
· Some might be calling themselves unemployed because they want to qualify for Employment Insurance 
· Some may be working and being paid “under the table”
· It may be more realistic to view these individuals as out of the labor force or, in some cases, employed, but not unemployed 
· Take some examples on the other side; who report themselves being out of labor force but may want to work 
· These individuals may have tried to find a job but have given up after an unsuccessful search 
· Such individuals are labelled discouraged searchers by SC and do not show up in the unemployment figures although they are truly unemployed 
Discouraged Searchers: individuals who would like to work but have given up looking for a job 

How long are the unemployment without work?
· In 2014, the average spell of unemployment lasted 20.8 weeks 
· From table 9.2
· One third of those suffering through a spell of unemployment are unemployed for a month or less 
· Three-fifths are unemployed for less than three months 
· The underlying message here is that most people who become unemployed will soon find jobs 
· It can also be pointed out that the average spell of unemployment varied widely across the country 
· In 2014, the average spell of unemployment raged from a low 13.9 weeks in PEI to a high of 23.2 weeks in the province of Quebec 
· Solutions directed toward fixing the unemployment problem should be directed at those suffering prolonged spells of unemployment 

Employment Rate 
· Employment Rate: the fraction of working age (aged 15-64 years) who have found employment- can be a measure of health of the economy 
· A high employment ratio is a good indicator of successful economy along many dimensions 
· A high employment rate economy is able to fund social programs, a quality health care system, effective policing and court and more without unduly high tax rates
· In 2014, employment rate for Canada was 72%, and it varied for provinces, with highest of 77% for Saskatchewan 

Why are there always some people unemployed?
· In ideal world wage would adjust to balance the demand for and supply of workers, making all workers employed 
· But in reality, in every economy there are always some workers without jobs even when the overall economy is doing well  

Identifying Unemployment 
· What is behind natural unemployment rates?
· In every economy, there is natural rare of unemployment, the rate unemployment to which the economy tends to return in the long run 
· The exact value of the natural unemployment rate is unknown; the estimate is between 6-8% for Canada
· Economists estimate these numbers based on what they believe are the underlying determinants of natural rate of unemployment 
· Most economists agree that the natural unemployment rate increased during the 1970’s, stabilized at a bout 8% in the 1980’s, and has followed a slow downward path since the mid-1990’s
· The difference between the observed unemployment rate and the natural unemployment rate is the cyclical unemployment rate 
· The recessions in the early 80’s, the 90’s, and the most recently in 2008-09 are identified by the jump in the observed unemployment rate well above the natural unemployment rate 
Cyclical Unemployment: arises due to short-term economic fluctuations
· We focus more on the determinants of unemployment that is a chronic problem, the natural rate of unemployment 
· There are 4 determinants of natural rate of unemployment in the long run
· Frictional unemployment 
· Structural unemployment, including
· Minimum wage laws 
· Unions and collective bargaining 
· Efficiency wages 

Frictional Unemployment: unemployment that results because it takes time for workers to search for the jobs that best suit their tastes and skills 
· This is the process of matching of workers with the jobs, it has relatively short spell of unemployment 

Structural Unemployment: Unemployment that results because the number of jobs available in some labor markets is insufficient to provide a job for everyone who wants one  
· This often occurs when wages are set above the level that brings supply and demand into equilibrium 

Fictional/Job Search
Fictional unemployment is related to job search: the process by which workers find appropriate jobs given their tastes and skills 
· As workers differ in their tastes and skills and jobs differ in their attributes job search takes time 
· And this is one of the reasons for frictional unemployment 

Job Search 
Why some frictional unemployment is inevitable?
· Frictional unemployment is often the result of changes in the demand for labor by firms 
· Frictional unemployment is inevitable simply because the economy is always changing 
· The process where jobs are created in one industry but destroyed in another leads to higher productivity and higher living standards
· The mismatch between available jobs and people seeking employment explains why one in every 8 employed workers is without a job 

Public Policy and Job search 
· Even if frictional unemployment is inevitable, the precise amount is not 
· The faster the information spreads about job openings and worker’s availability, the faster match can occur 
· Government programs try to facilitate the job search in various ways:
· Government-run employment agencies 
· Public training programs
· Government programs are run mainly through employment insurance program 
· Advocates of government programs designed to facilitate job search believe that the programs make the economy operate more efficiently by keeping the labor force more fully employed 
· They state that private sector is incapable of helping those in need- such as employment collapse industry 
· Critics of these programs question whether the government should get involved with the job search 
· They argue that it is better to let the private market match workers and jobs 

Employment Insurance 
Employment Insurance: a government program that partially protects workers’ incomes when they become unemployed 
· 2 considerations determined when and for how long someone can collect EI benefits: 
· The number of hours worked in the past year 
· The unemployment rate in the area of residence 
· Current EI regulations require that workers who live in a region where the unemployment rate exceeds 16% have to work only 420 hours to become eligible for 37 weeks of benefits 
· Workers who live in a region where the unemployment rate is 6% or less have to work a minimum of 700 hours to become eligible for benefits, and this minimum amount of work makes claimants eligible for just 19 weeks of insurance 
· In 2013 it changed the definition of what deemed to be “suitable work” and “reasonable job searches” in ways intended to make the collection of the EI benefits more challenging 
· EI may reduce the hardship of unemployment, but the design of the program influences workers’ behavior in ways that will increase the unemployment rate 
· That the amount of unemployment increases as result of EI is explained by one of the ten principles of economics: people respond to incentives 
· Since EI benefits stop when a worker takes a new job, we might expect that the unemployed would devote less effort to job search and be more likely to turn down an attractive job offer 
· Also, the design of the program provides and incentive for people to enter the labor force when they may not otherwise have done so 
· Studies have found that those who collect benefits tend to quit their jobs sooner 
· Studies have also found that employers initiate layoffs only after workers become eligible for benefits, who might have accepted lower wages before (mutually beneficial)
· Studies have also found that the likelihood of finding new employment increases as the EI recipients near the end of their benefits 
· Many studies have also found that joining the labor force s influenced by the availability and generosity of the benefits 
· Although the program increases the unemployment rate, we should not necessarily conclude that it is a bad one 
· EI does reduce the income uncertainty forced by unemployment 
· Furthermore, unemployment people as a result of the EI program usually conduct a more thorough job search, resulting in a higher wage 

Structural Unemployment
1. Minimum-Wage Laws 
a. Although minimum-wage laws may not be the most important explanation for structural unemployment, it is nevertheless an important point 
b. When a minimum wage law forces the wage to remain above the level that balances supply and demand, it raises the quantity of labor supplied and reduces the quantity of labor demanded compared to the equilibrium level 
c. This causes labor surplus 
d. But minimum wage is not a main reason for unemployment because most workers earn higher 
e. The structural unemployment that arises from an above-equilibrium wage is different in an important way than frictional unemployment
i. In frictional unemployment, workers are searching for the jobs that best suit their tastes and skill whereas when the wage is above equilibrium level, the workers are unemployed because they are waiting for jobs to open up 
f. In Canada, provincial and territorial governments establish the minimum before-ta hourly wage that can be paid in that jurisdiction 
g. As of July 2015, the minimum wage has highest in Ontario at $11.25 and lowest in Manitoba and Alberta at $10.20
h. In 2009 the percentage of employees working at or below the minimum wage varied by province, from just 1.3% in Alberta to 9.3% in Newfoundland and Labrador 
i. For Canada as a whole, 5.8% of all employees worked at or below the minimum wage set by their provinces 

Unions and Collective Bargaining
Union: is a worker association that bargains with employers over wages and working conditions 
· Union memberships in Canada is greater now than it was 60 years ago 
· As of 2013, 30% of all employed workers in Canada belong to unions 
· By contrast, only 12% of US workers are union members and in Sweden and Denmark more than 75% of all workers belong to unions 
· Union membership in Canada varies by province and by occupation 
· It is highest in Quebec, where the rat was 40% in 2012 and lowest in Alberta at 23%
· In the public sector is 71% of workers are unionized, while only 16% in the private sector are unionized 

The Economics of Unions 
· A union is a type of cartel. Like any cartel, a union is a group of sellers acting together in the hope of exerting their joint market power
· Most workers in the Canadian economy discuss their wages, benefits, and working conditions with their employers as individuals 
· By contrast, workers in a union do so as a group 
· The process by which unions and firms agree on the terms of employment is called collective bargaining
· When a union bargains with a firm, it may ask higher wages, and better benefits than the firm would offer 
· If an agreement is not reached, the union can organize a withdrawal of labor from a form-strike 
· When the unions raise the wage above the equilibrium level, it raises the quantity of labor supplied and reduces the quantity of labor demanded, resulting in unemployment 
· Workers who remain employed are better off 
· But workers who were employed and lose jobs because of high wages are worse off
· It is believed that unions cause conflict between the insiders and the outsiders 
· The insiders are those that benefit from high union wages, and the outsiders are those who do not get the union wages 
· The outsiders can respond to your status in one of two ways:
· Some of them remain unemployed and wait for the change to become insiders 
· Others take jobs with firms that are not unionized 
· Thus, when unions raise wages in one part of the economy, the supply of labor increases in other parts of the economy 
· The increase in labor supply, in turn, reduces that wages and industries that are not unionized 
· In other words, workers and unions reap the benefits of collective bargaining, while workers not in unions bear some of the cost 

Are Unions Good or Bad for the Economy?
· Critics of unions argue that they are merely a type of cartel 
· They argue that union render allocation of labor both inefficient and inequitable 
· It is inefficient because high union wages reduce employment in union firms below the efficient, competitive level 
· It is inequitable because some workers benefit at the expense of other workers 
· Advocates of unions contend that unions are a necessary antidote to the market power of the firms that hire workers 
· Sometimes the firm has market power, it might be only one employer in town and in the absence of union would offer very low wages 
· In this case, union may balance the firm’s market power and protect the workers for being at the mercy of the firm 
· Advocates also claim that unions are important for helping firms respond efficiently to the concerns of works 

The Theory of Efficiency Wages 
· Besides job search, minimum-wage and unions the 4th reason why economies always experience some unemployment is due to efficiency wage 
· According to this theory, firms operate more efficiently if wages are above the equilibrium level 
· Therefore, it may be profitable for firms to keep wages high even in the presence of a surplus of labor 
· Above-equilibrium wages are paid hoping to increase the efficiency of the workers 
· In some ways, the unemployment that arises from efficiency wages is similar to that which arises from minimum-wage laws and unions
· Unemployment is a result of wages above the level that balances supply and demand of labor 
· However, there is an important difference 
· Minimum wage laws and unions prevent firms from lowering wages in the presence of a surplus of workers 
· Efficiency wage theory states that such a constraint on firms is unnecessary in many cases because firms may be better off keeping wages above the equilibrium level 
· There are few possible theories why firms want to pay higher wages:
· Worker Health: better paid workers eat nutritious diet and are healthier and more productive 
· [bookmark: _GoBack]Worker Turnover: the more the firm pays its workers, the less often its workers will choose to leave, reducing employees’ cost 
· Worker Effort: high wages make workers and incentive to put forth their best efforts 
· Worker Quality: when a frim pays a high wage, it attracts a better pool of workers 
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