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LETTERS OF TRANSMITTAL

SerreMrer 18, 1973,

T'o Members of the Joint Economic Committees

Transmitted herewith is a study entitled “Lowering the Permanent
Rate of l;’lnenxplc?'xnwut." by Professor Martin S. Feldstein of Harvard
University, together with critiqnes of this study by five economist. and
statisticians with expertise in the area of employment and unemploy-
ment analysis. The Joint Economic Committee commissioned this study
and invited the critical comments out of a conviction that research ard
diseussion relating to the possibilities for lowering the rate of un-
(-mylu.vnmnt signiticantly below levels which traditionally have pre-
vailed in the United States would make an important contribution to
the execution of the mandate imposed on the committee by the Employ-
ment et of 1446,

The views expressed in the paper and the comments are exclusively
those of the authors and do not. necessarily represent the views of the
Joint Economie Committee, individual members thereof, or the com-
mittee statf,

Wricut Parmyas,
Chairman, Jaint Fconomic Committee,

—

Seeresmper 17, 1978,
Hon, Wricnr Parsas,
Chairman, Joint Econemic Committee,
I’ N, Congress, Washington, D.C.

Drar M. Cuarman: Transmitted herewith is a study entitled
“Lowering the Permanent Rate of Unemploviment,” together with
invited comments and a reply. This study, which examines the possi-
bilities for significantly reducing the rate of unemployment below the
levels which have prevailed historieally in the United States, was pre-
pared by Martin 8. Feldstein, professor of economics at Ilarvard Uni-
versity, in associntion with Data Resources, Inc., of Lexington, Mass.
Critiques of the study have been prepared by R. A. Gordon of the
Uuiversity of California. Bennett Harrison of the Massachusetts In-

_stitute of Tachnology. Charles C. Holt of the Urban Institute, Hyman
B. Kaitz. formerly Assistant Commissioner of the Bureau of Labor
Statisties, and Frank C. Pierson of Swarthmore College.

The committee commissioned this study ont of recognition of a need
for far more research on the possibilities of reducing unemployment
and out of conviction that the Employment Act of 1946 imposes on the
committee the mandate to fully and continuously investigate this ques-
tion. The study concelndes that while fiscal and monetary policy alone
cannot succeed in reducing unemployment to the levels this committee
regards as desirable. additional policies designed to shorten job search,
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improve worker training, amd supplement the wages of unskilled and
inexperienced voung workers conld make an important contribution
to lessening unemployment. Becanse many of the specitic policies pro-
wsed in this stady are innovative and controversial, the committee
mvited eritieal comments by five cconomists and statisticians with
particular expertise in the area of employment and unemployment
analysis, These comments and the reply by Mr. Feldstein have per-
mitted the assimilation into one volue of a range of viewpoints on
soveral important aspects of cmployment policy, and the committee
wonld like to express its gratitude to all the authors for their contribu-
tions to this volume.

The views expressed in this study and in the comments are those of
the authors and do not necessarily represent the views of the committee,
its individual members, or its staff,

JouN R. STARE,
Evecutive Director, Joint Economic Committee.
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INTRODUCTION

A high level of uncm})loyment is a persistent problem of the Amer-
tean economy. During the past 20 vears, the average rate of unemploy-
ment exceeded 4.5 percent. In only 1 postwar year (1953) did unem-
ployment drop below 3 percent. Although every segment of society is
affected. some groups have unemployment rates that are several times
as high as the national average. At the end of the first half of 1972,
more than 9 percent of the nonwhite labor force was unemploved.
Among men under 25, the unemployment rate was 11.5 percent. These
high unemployment rates imply substantial personal and aggregate
losses. Moreover, as I shall emphasize below, the American pattern of
unemployment is a symptom of a more serious failure in the develop-
ment and use of our Nation’s manpcwer.

Unfortunately, there is no reason to expect that the next 20 vears
will be better than the last. Without substantial new policy initiatives,
American nnemployment. rates will remain significantly {xigher than
those that prevail in Western Europe and in meost other industrial

ations. Now that the nnemployment rate is beginning to fall from
the very high rates of 1970 and 1971. it is important to ask whether
there is anything that can be done to lower permanently the average
rate of unemployment to 3 percent or below.

That is the question posed by the Joint Economic Committee in
commissioning the current study of the possibility of 2 percent unem-
ployment. Although the current conclusions and propesals should be
regarded as tentative. I believe that it is important to stimnlate dis-
cussion about these particular issues at the current time.

My basic conclusions can be summarized briefly:

First. I believe that we probably can lower the permanent nnem-
playment rate to a level substantially below the average of the post-
war period. An average unemployinent rate significantly less than
3 percent for these sceking permanent full-time employment, and
possibly close to 2 percent. is a realistic goal for the next decade.

Second. the economy is not likely to achieve such & goal, or indeed
to perform any better than it did in the past two decades, without sig-
nificant changes in employment poliey.

Third expansionary macroeconomic policy cannot be relied upon to
achiev _ne desired reduction in unemployment. Any Yosaible in-
erease in azgregate demand that does not have unacceptable effects on
the rate of inJation would leave a high residue of unemplovment. I
believe that this is true even if one is very optimistic about the effect
of increases in aggregate demand on inflation. The structure of unem-

lovment and the current functioning of our labor markets imply a

iigh overall rate of unemployment even when key unemployment rates

AvTHOR'S NoTE—I am grateful for helpful discussions with E. Allison, R.
Brinner. P. Doeringer, J. Duesenberry. J. Dunlop, 0. Eckstein. J. Flemming, R.
Freeman. R. Hall. and B. Wrizht. [ am also indebted to Mr. Wright for assistance

with the statistical calculations, “
)
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are extremely low. Better management of aggregate demand has a
role to plav, but it cannot do the entire job.

Fourth, lowering the overall rate of unemployment will require new
types of policies aimed at increasing the stability of employment
among voung workers, at eliminating unnecessary seasonal and cyeli-
cal fluctuations in labor demand. and at increasing the speed with
which the unemployed return to work. Several such policies are sug-
gested below. .

The first section discusses the effects and limitations of increasing
aggregate demand through fiscal and monetary policy. The analysis
presented there, based on simulations with an econometric model of
the economy, indicates the inability to achieve the desired level of
unemployment simply by stimulating demand. Section II explains
some of the reason for this by analyzing the characteristies and strue-
ture of our current unemployment. The specific problems of unemploy-
ment among young workers are examizied in the third section. .\ better
understanding of the problems of this key group suggests a number
of passible policies that could have important effects. Section IV dis-
cusses the four major sources of unnecesarily high unemployment
among adult workers: the evelical and seasonal instability of demand
for laf:or; the weak job attachment among important subgroups of the
lxopulntion; the problem of theose with severe physical and mental
wndicaps; and :he long delays before some of the unemployed return
to work. Specific policies are suggested for dealing with these separate
problems. Section V deals with the particular problem of improving
the incentive effects of unemployment compensation. There is then a
brief summary section.



I. THE LIMITED EFFECTS OF INCREASING DEMAND

The basi¢ framework of Keynesian economics, conditioned by the
experience of the 1930%, has always emphasized the inadequacy of
aggregate demand as the sonrce of unemployment. While economists
have debated the relative merits of different instruments of monetary
and figeal pelicy. it was generally. and is still quite widely, believed
that unemployment ean be reduced to very low frictional levels of less
than 3 percent by sufliciently stimulating demand.

Phillips' (1958)* famous article warned economists that low rates
of unemployment could only be achieved at the cost of high inflation.
Specific estimates of the Phillips curve for the United States, begin-
ning with a paper by Samuelson and Solow (1960), suggested that
the United States faces a less favorable inflation-unemployment trade-
off than Britain. ‘The high rates of inflation that accompanied falling
unemployment in the late 1960's has again focused attention on the
potential costs of inereasing the pressure of demand.

Moreover, some cconomists now claim that the sitnation is worse
than Phillips recognized. Friedman (1968), Phelps (1969) and others
have argued that there is no long-run tradeoff between inflation and
unemplovment, Attempts to ﬁ)\ver unemployment below some
“natural” level by raising aggregate demand would only increase
inflation without any effect on unemployment. Aceerding to this point
of view, the Phillips curve is at most a short-run statistical phenome-
non, an accidental byproduct of the fact that higher than average
rates of inflation ave generally associate:d with rising rates of inflation.

There is till a great deal of controversy about this issue. Although
most empirical studies (e.g.. Solow (1969) and Gordon (1970)) do
not support Friedinan’s position, this may merely reflect an inade-
gnately specificd measure of expected inflation or an historical period
in which high rates of inflation did not persist very long. Empirical
work on this problem is likely to continue for some time. What might
now he dos<-ri‘l>ed as n “maoderately optinsistic” position, suppoited by
hath theoretical analysis (Tobin. 1972) and empirical research
(Eckstein and Brinner, 1972), is that some tradeoff between inflation
and unemployment exists as long as the rate of inflation is relatively
low but that there is some rate of unemployment below which the
eeonomy eannot be moved by raising the rate of inflation. Eckstein and
Brinner sugaest that this ocenrs at an unemployment rate in the range
of { to 4.5 pereent,

It is clear that even this relatively optimistic view implies that the
ability of macrocconomic policy to reduce unemployment is very
limited. I prefer to avaid in this m{)m- the intricate controversy about
the precizse form and dynamices n} the Phillips relation. Rather I wish
to consider the effects that further increases in aggregate demand

! Complete references to material cited in this way are provided at the end of
the paper.
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would have if the problem of inflation could somehow be avoided.
More specifically, I will use an econometric model to study the effects
of a decade of expansionary fiscal and monetary policy in an economy
in which wages and prices are not permitted to respond to increases in
demand. Ailthough one possible interpretation of this would be as a
description of an cconomy with a successful prices and incomes
policy? I prefer to regard the assumption that prices do not respond
to demand only as an analytic device for examining issues that could
not be considered if one began with the view that the permanent rate
of unemployment could not be driven below 4 percent.

Within this new framework, three interesting questions can be
asked. First. how would the unemployment rate of prime age males
respond to different levels of fiscal stimulns? Second, what overall rate
of unemployment would then prevail? Third. how would other charac-
teristics of the economy—real income. investment, tax collections,
’{_roﬁts, et cetera—respond to these higher levels of aggregate demand?

he remainder of this section answers these questions., The results
imply that even very large increases in Government spending, although
capable of reducing certain key unemployment rates to very low levels,
would leave the overall unemployment rate relatively high. Neverthe-
less. since even quite modest unemployment gains would be accom-
panied by snbstantial benefits in higher income. investment, et cetera.
it is clear that such expansionary policies would be worth while if they
were not in fact a source of substantial inflation.

The alternative policy simulations have been calculated using the
Data Resources madel of the U.S. economy. This is a large. quarterly
econometric model constructed by several economists under the gin-
eral direction of my colleague, Otto Eckstein.® Each of the equations
of the model has been statistically <stimated using observations from
the early 1250's through the most recent available data. The model is
continually Leing revised and upecated. It is currently used to make
detailed shm=-term 2-year and intvrmediate 10-year forecasts that, are
widelv used in business and government.

It is of course important to recognize that. like any econometrie
forecasts, the curvent analysis reflects all the sLortcomings of ar. his-
torically estimated model. There is & further problem in the current
case. The policy simulations require descriptions of an econom)y that
is behaving in a very different context from anything that has actuall
heen observed during the period that was used to estimate the model.
The results must therefore be regnrded more as illustrative of the gen-
eral impact of policy than as precise forecasts.

Econometric forecasts reflect not only the structure of the medel but
also the assumed hehavior of such esogenous variables as tax rates.
Government spending. and population that are not determined by the
madel. The current policy simulations use essentially the same values
for those exogenous variables as those incorporated in the July 1972
Data Resources 10-vear projections. The values of the exogenous vari-
ables reflact the latest available information. official projections and

! The general fallure of sitch policiex in Europe should warn against any opti-
mism about the prospeets for long-run suecess in the United States. For a recent
survey of Europenn experience. see Ulman and Flanagan (1971).

‘For a general description of the mndel as well ax specifications of each
equation, see “The Data Resnurces Econometric Forecasting System: A Pre-
liminary Account,” December 1871,

v



-

)

jmlﬁmeuts of the Data Resources professional staff. Instead of de-
scribing the specific assumptions abont these variables,® it is easier and
more meaningful to show the implications of these assumptions and
the model itself by indicating the forecast values of some of the key
cndogenous variables. These are shown in table 1 for 1972, 1976. and
1980.

TABLE 1.~BASELINE PROZECTIONS FOR 1972, 1976, AND 1980

{Doliar amounts in billions)

Variable 1992 1978 1500
Unemployment rate (oere®m). ..o ioii it i ieeeeeanas 8.6 4.7 4.8
Consumer pricedefiator. .. ..._..... ........ ..o .ol 138.8 154.5 169.8
Grossmational product . .. . .o oLl el S0 §1,547.1 $1.998.3
Gross national Droductin 1958 dotlaes . LI Tttt 180.8 4.2 i.097.4
Federal Government expenditures . . .. . ... . ... 245.0 318.3 445
Federat Government purchases of goods and services .. .. 196. 4 125 ) 152.0
Federal Government receints .. ... . ... ... 220.6 2917 ».1
Government surplus or sefici) (~) NIA Daws. . ..o ot -20.4 ~20.6 -17.4
Consymer expenditures in 1958 daiters. ., oo LTIttt 513.8 623.2 7.4
Fuxed private noneesidantial investment in 1855 dottars .S oTLL Tt %.5 106.9 126.5

It is clear from these figures that the currently projected path of the
economy involves a fall in the rate of unemployment from recent
abnormal highs to slightly above the postwar average of 4.6 percent.
It should be recalled tfmt this unemployment rate is also just above the
range at which. according to the model. further increases in aggregate
demand raise inflation without lowering unemployment. The rise in
the consumer price level from 138.8 in 1972, to 169.8 in 1980, implies a
maderately high annual inflation rate of 2.5 percent. While I do not
subscribe to all of the assumptions embodied in these forecasts, I
aceept these projections as a reasonable deseription of the future path
of the economy and. in particular. as a baseline from which to consider
the effects of alternative macrocconomic policies.

To study the effects of stimulating aggregate demand. I have con-
sidered t!:ree alternative increases in the level of Federal Government
spending on nonmilitary goods and services. The first simulation cor-
responds to adding $3 billion to the annual rate of nonmilitary Gov-
ernment spending in each year from now through 1980. In the second
and third simulations, the increases in each vear's spending are $5
billion and §1¢ billion. In each case, tax rates were assumed un-
changed. As I explained above, the model of the economy’s behavior
has been madified to prevent wazes and prices from rising in response
to these increases in demand. The key wage and price variables—the
index of compensation per man-hour, the GNP price deflator, and the
consumption component of the price deflator—were constrained to
follow the same time path that they wonld have without the additional
Government spending. With these varinbles st exogenously. the other
wages and prices followed approximately the same course that they
would have without the incrcase in aggregate demand.®

* Fof a detailed description of the exogenous variables and individual equation
adjustment factors, see "The Data Resources Review,” Na. 7. July 1972

* The Data Resources model does not currently permit & more detajled specis-
cation of the form of Federal civilian spending.

‘ The Data Resources model was modified for all the simulations by assuming
that the negative time trend term in the model’s equation for the unemployment
rute of married men does not persist prat 1972, Fallure to do this would further
lower the married male unemployment cate §n future years relative to the over-
all unemployment rate.
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Table 2 rhows tha impact on unemployment rates of the alternative
fisen] policies. It is clear that none of the increases in spending is suf-
ficient to reduce the overall unemplayment rate below 4 percent. To
sve why, it is useful to focus on Simulation II1, a sustrined increase of
$10 billion in the annual rate of noumilitary spending. The baseline
projection—no additional Government spending—indicates a fall in
the kev unemplovment rate for white males 20 vears old and over from
the enrrent. evelically high level of 3.6 percent to 2.9 percent in 1980.
With a 810 billion anmmal inerease in Government spending, that un-
emplovment vate is dziven down to 2.5 percent. Similarly, while the
baseline projection indieates that married men would still have an
unemployment rate of 1.9 percent at the end of the decade, the addi-
tional fiscal stimulus yields a rate of 1.8 percent.

TABLE 2.—-EFFECTS ON UNEMPLOYMENT OF INCREASED FEDERAL GOVERNMENT SPENDING?

{Dollars in biltions)
Policy simulation—
Basstine | " n
‘A’:.n:u !nc:m'a n:. F'edml mmﬁ:&n&?ﬁlgn ........ eeereveresannees 0 .0 $5.0 $10.0
ment rate for males, wi us:
}8;;?' e eeieeescesesas e eetemacerceceseacattatatavastonn 3.2 gg gg g.:
" lgooii'?'.‘".t.'ifioifiii.fIZ“I‘;'_ITZZIZZ.L.'ZIZZ.ZZZ'.LZZ'.ZZLZIZIZ'.:Z'.ZI %9 2.8 28 25
Gyment 12 mare .

1972 et innn e, veotesmattestoeveates reaseen 2.3 2.1 2.8 .7
9W6.............. eeens e caaaeans teereerarenarenrrae .. 1. 1.9 1.9 7
o«:?o""&i""i\'t"n .......................................... 1.9 2.0 2.0 1.8

v remployment rate:
B0 T e eee e et eerereeeemeee. S8 55 5.8 5.3
1926, i ieeiieennnn Netesetesarisase evasstanasertsasascstns 4.7 4.5 4.4 4.1
4 I D O 4.3 4.6 4,5 4.3

1 Sea text for astumptiors.

Such levels for these two key unemployment rates represent a very
tight labor market. In only 5 years during the mstwar period did the
married male nuemployment rate actually fall below 1.8 percent. The
rate for white men 20 years old and over only dropped below 2 percent
briefly during the inflationary boom at the end of the last decade. Yet
the velatively tight labor market conditions that would be produced
hy a 210 billion increase in Government spending are insufficient to
bring the overall nnemployment down to even 4 percent by the end of
the current decade.

The nodel implies that the structure of unemployment is such that
an undesirably high overall rate of unemployment is consistent with
very low rates for prime age men.” The next sections of the paper will
analyze the specific features of the structure of unemployment that

*The Data Rerources model a1 nther econometric models use some form of
“Okan's Law™ to relate ngeremte demnnd and unemployment, This may cause
an underestimate of the effect of very large increases in demand on unemploy-
ment If the true relation {s diYerent at low rates of unemployment than in the
range of histarical observations. It need not, however, affect the relation among
unemployment rates, The detailed evidence presented below supports these infer-
encen, Of course. all of the forecasts of unemployment rates and other economic
magnitudes assume that the hasie strneture of the economy is unchanged. The
specific policles suggested in sections ITI through V are designed to alter the
current structure.
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revent the economy from achieving any desired nnemployment rate
oy a suflicient increase in demand. First. however, it is worth examin-
ing some of the other effects of an expansionary fiscal policy. The
inability to achieve a very low unemployment rate should not obscure
the very important real benefits that would follow fiom a significant
expansion of the economy if that could somehow be done without
exacerbating the problem of inflation.

Table 3 shows the effcets of o sustained $10 billion increase in Gov-
ernment spending on a number of key economic magnitudes in 1980.
The 0.5 percentage point fall in the overall unemployvment rate—from
4.8 percent to 4.3 percent—is associated with an increase in GNP of
abont 1.3 percent. The proportional increases in disposable income and
consumer expenditure are also of this size. Investment and corporate
profits rise somewhat more. Federal Government receipts rise faster
than GNP but less than the increase in spending. The deficit vises $3.1
billion becanse the higher level of Government spending is only partl
oflset by the increased tax collections that follow from a larger GNI{

TABLE 3.—EFFECTS OF A SUSTAINED $10,000,000,000 INCREASE IN FEDERAL GOVERNMENT
SPENDING

{Dollar amounts in bithons)

Predicted values for 1980
. Baseline Pohey Percentage
Variable projection simulation N1 change
Groee nationat produet. .. . ... ... $1.999.3 $2,025. 4 +1.31
Personal disposable income. ... . .....ceeee..... 1.341.8 1.359.5 +1.32
Consumar expendhture.. . ... e eeeaniitececescsasesasasscaeticennas 1,24.9 1.252.4 +1.
Fixed private nonresidential investment 207.3 213.0 +2.72
COrpOrate® profits after taX. . . eueeceneunne vecennnncreannnannnaan 92.9 95.1 +2.33
Dwvidends . .. ..o e iiiiiieieitonanaans vanieneene. e eeennane 46.7 47.2 +1. ;S
Corporation tax aceruals_ .. __, . 72.3 73.5 <+
Federal Goverament recepts . .oe . voiimeinnnnnnn.. 1 44.0 +1. 74
Government surplus or deficit (=), NIA. .. ..euueeene. .4 ~20.5 +12.9
Federal Reserve Board index of industrial production.....ceeaeneenns . 168.1 172.5 +2.63
Unemployment 1218 (POrCeAT). e o coeeimennmnnensencmecneesomannn.n 4.8 4 -9.17

Even if prices and wages do not respond to an economice expansion,
the effects of additional Government spending are limited by the
economy’s antomatic dampening mechanisms, The fiscal stimmlus in-
ereases the net demand for funds, decreases overall liquidity and raises
all interest rates. Beeause higher interest rates reduce husiness invest-
ment and residentia; construction. the total impact of additional Gov-
ernment spending is reduced. The increase in imports and the rise in
tax receipts that also accompany any expansion further reduce the
fiscal multiplier. In order to examine the effects on unemployment of
a much larger rise in aggregate demand. the three fiscal experiments
described above were repented with the additional assumption of ac-
commodating monetary and import policies. Since the specific chan-
nels of monetary policy are not of particular interest in the current
context. accommadating monetary policy was introduced simply by
constraining the interest rates to the path projected in the absence of
additional Govermuent spending. Imports were also set exogenously
at the originally projected values. .

These changes in the basic specifieation of the model have an impor-
tant effect on the economy’s projected response to fiscal policy. Treat-
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ing interest rates and imports as exogenous greatly increases the GNP
expenditure multiplier. The effect is so large that, as will be seen
below, the model indicates that the economy could not adjust to a
sustained $10 billion increase in the annual rate of Government spend-
Ing; aggregate demand is so increased that the economy’s capacity and
manpower are insufficient.

The increase in the expenditure multiplier does not change the basic
conclusion ;: Government spending can increase agaregate demand but
2 large increase in aggregats demand has only a small effect on overall
unemrloyment. Toble 4 shows the impact on unemployment rates of
the alternative fiscal policies with exogenous interest rates and im-
ports. It is best to begin by examining Simulation V, a sustained
mncrease of $5 billion in the annual rate of nonmilitary spending. The
key unemployment rates are driven down to 1.8 percent for white
males aged 20 plus and to a 0.4 percent for married men. Such an
extremely tight labor market has never heen experienced in the post-
war period: the married male unemployment rate never foll as low as
1 percent and the rate for mature white men never dropped below 2
percent for more than a few months. Yet even these very tight labor

market conditions only bring the overall rate of unemployment down
to 2.5 percent.

TABLE 4.—EFFECTS ON UNEMPLOYMENT OF INCREASED FEDERAL GOVERNMENT SPENDING WITH EXOGENOUS
INTEREST RATES AND IMPORTS

[Dollars in billions]

Policy simulation—

Baseline Y v

Annual increase in Federal nonmilitary spending.....coceeeesceasenencen 0 $3.0 $5.0 $10.0
semplayment rate for males, whito, age 20 plus:

T N R B e 18 315 13 3.3

1976, o cnceenneteireeetaonceromeetattancnetoane et tanee e eenn .8 4 2.2 L5

" lw-...t.-....f.......‘.'a. ................................. 29 2.3 1.6 [0

mu}\gl;éymn rate for married men: %; % g %z z.g

7 . . . .

1980, 1.9 1.5 -4 (O]

Overynampluyment 56 55 55 5.3

970 . reeeeenceerernaacaanenoscenensnacnsacananaseacnsenna . 4.7 4.2 38 2.6

}!80 4.8 s 2.5 (O}

¢ Economy cannot sustain inCreased demand until 1980 see text,

The conclusion ahout the limited ability of increased demand to
lower unemployment is shown even more strongly by Simulation V1.
The model indicates that a $10 billion sustained increase in Govern-
ment spending rapidly depresses prime age male unemployment rates
to levels far below any historical experience. Nevertheless, the overall
unemployment rate remaing at 2.6 percent. Morcover, even vwith prob-
lems of inflation and the balance of payments artificially assumed
awayv. the model indicates that a $£10 billion increase cannot be
sustained indefinitely. The simulation implies that the economy ean-
not abzorb the expanded demand beyond 1976 and ceases to provide
any vesults after that date. ) .

As a check on these model simulation results, I have reestimated the
relation between the overall unemployment rate and the rate for males
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over 21 years old using scasonally adjusted quarterly data for the
peried from 1954 :1 through 1972:2, The statistical estimates are shown
n equation 1.1:

(LD RU,= 2,08 1 0.85 RUNM 25+,
(0.15) (0.04) R=0.84

Where RU, is the overall unemployment rate at time t and RUM
25+, is the concurrent unemployment rate for males at least 25 years
old. The parameter values imply that even if males over 25 enjoyed an
unemployment rate of only 1.5 percent, the overall unemployment rate
would be approximately 3.4 percent. Since RUM 25+ has never
reached 1.5 percent in the pustwar period, this equation supports the
view that tightening the primary labor market will not bring the
overall unemployment rate close to 2 percent.

Before turning to a detailed analysis of the structural features of
the economy that currently keep the unemplovment rate from falling
sufficiently as demand increases, it is interesting to compare the gen-
eral effects of a $2 billion expenditure increase that is supportege by
fully accommodating monetary and import policies with the corre-
sponding effects of the ®10 billion expenditure increase with endoge-
nous interest rates and imports. Table 5 presents the relevant com-
parisons for Simulations TIT and IV, Tt is clear that the accommeodat-
ing monetary and import: policies substantially increase the long-run
expenditure multiplier. The £3 billion expenditure increase with fixed
interest rates and imports has a larger effect than the $10 billinn ex-

wnditure increase when interest rates and imports are allowed to rise,

he difference in the hehavior of interest rates is particularly impor-
tant for the volume of investment. The larger GNP increase raises
Government receipts by £12.6 hillion above the baseline projection of
297.1. This reduces the overall defieit by $9.6 billion in contrast to
Simulation TITin which the deficit rises by $3.1 billion.

It is important to be very clear about the meaning of estimates of
the type presented in table 5. First. these calculations are based on the
assumption that aggregate demand can be expanded without inducing
an accelerating rate of inflation. In fact. the overall unemployment
rate of 8.8 percent lies helow the range within which the Data Re-
sources model indicates that the Phillips curve becomes vertieal : that
is halow the range in which increased demand begins to add to inflation
without lowering the unemplovment rate. Second, the very substantial
multipliers and the net decrease in the deficit in Simulation IV reflect
the assumption that the expansionary fiseal policy does not raise
wrices, intereet rates or imports, Third, the income gains should not

i interpreted as the results of the fall in the unemployment rate to
5.8 percent. If policies other than an inerease in aggregate demand
were used to lower unemployment, the magmitude and pattern of real
economic gnins would be quite different, The gains shown in table 3
are associated with those unemployment rates precizely hecanse an
inerense in demand is the only policy used to lower unemployment.
The use of direct emplovment policies. especially public employment
programs, would have a much smaller impact on aggregate output.
While this would reduce the size of the benefits distributed throughout
the economy. it would also limit the inflationary effect of the lower
unemployment,
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TABLE S.~COMPARISON OF THE EFFECTS OF A $10.000,000,CC0 INCREASE IN FEDERAL SPENDING AND A
$3,000,000.000 INCREASE WITH EXCGENOUS INTEREST RATES AND IMPORTS!

{Dollar amounts in bill-ons)

Predicted values for 1980
Policy Puhey
simulation simulation  Percantage
Varisble 1] Vv difference
Gross nationdl PIOJUCt .. .. ... icioiieicenacecreectectcntannstottancan $2.025.4  $2.050.7 +1.24
Ai3pOSADI® INCOMM. . ... iannnnnnccansacsascaanmasasascsaannss 1.3%.5 1.372.6 +.
Consumter expenditure...... ... ..... .24 1.265.8 +1.03
Fixed private nonresidentia investment 3.0 220.5 +3.5
Corporate profits after tax........... . 95.1 9.7 +3.78
Dividonds.......coeecueveenannninan .. - 47.2 4.9 +1.
Corporation 1 2CLIUAIS . e coeneierenannraacs cooamurnscnannnnntotroncnas 73.5 75.7 +2.99
Federal Government receipls. ... ... i icieicicecanctaanatttetatocantan 404.0 403.7 +1.4
Governmant surplus of defieit (=) Nl1A ... coniuiiaiaiancinantstananecunes ~20.5 -7 -6 4
Faderal Rasarve Board index of industrial production.a...cceececencannnnanne 172.5 1’3.0 +3.18
Unemployment rate (POFCANt). . ...iceaeienconssnatoncecmcntnoassannanan 3.3 3.8 =11

A Simulation 111: 2 $10.000.000,000 increase in Government spending; simulation 1V: & $3,000,000,000 increase in Gove
ermment spanding with excgenous interest rates and exports.



II. THE STRUCTURE OF UNEMPLOYMENT

Most macvocconomic analyses of unemployment are based on idens
about the canses and structure of unemployment that are inappro-
priate and out of date. The conventional view of postwar unemploy-
ment might be described as follows : “The growth of demand for goods
and services does not keep pace with the expansion of the labor foree
and the vise in output per man. Firms therefore lay off employees and
fail to hive new wembers of the labor foree at o suflivient rate. The
result is a pool of potential workers who are unable to tind jobs, Only
policies to merease the growth of demiand can ereate the jobs needed to
abxorb the unemployed.™

This picture of a hard core of unemployed persons unable to find
i‘ohs is an innceurate deseription of our economy and w misleading
asis for policy. \ more aceurate description is an active labor market
in which almost evervone who is out of work ecan tind his usual type of
job in a relatively short time. The problem is not that these jobs are
unavailable but that they are unattractive. Much of the unemployment
and even more of the lost manpower ocenrs among individuals who
find that the available jobs are neither appealing in themselves nor
rewarding as pathways to better jobs in the future. For such indi-
viduals, job attachment is weak, quitting is common and periods with-
out. work or active job secking are frequent. The major problem to be
dealt. with is not a chronie aggreante shortage of jobs but the insta-
bility of individual emiployment, Decreasing the overall rate of unem-
ployment requires not merely more jobs but new incentives to encour-
age those who are out of work to seck employment more actively and
those who are employed to remain at work, As I shall explain below,
an important part of these incentives is 1 change in the iinds of jobs
that are available,

It iz difliendt to renlice our old notions about demand determined
unemployment by this new view. Let me therefore deseribe in more
detail ome of the characteristios of Ameriean nneniploviment dnring
the pa<t decade. T will begin with the experience of the total labor
force and then consider differences among demographie groups.?

Firet, the duration of unemployment is quite short, Even in a year
like 1971 with a very high unemployment rate, 43 vercent of those
unemployed had been out of work for less than & weeks, In 1069, this
proportion was almost 58 percent. Similarly, very fow are without
jobs for as long as 27 weeks: in 1969 this was 4.7 pereent and in 1971
it was 10,4 percent.

Seeond. job losses account. for less than half of total unemployment.
In 1971, only 46 pereent of the unemployved had lost their previous
jobs. Tn the more favorable market conditions of 1969, this proportion

! For additlonal evidence supporting this view of unemployment, see R. ¥all
{ lﬂ‘l-“ [ . -
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was only 36 percent.? The remainder ave those who voluntarily left
their last jobs, are reentering the labor force or never worked before.
In 1969, with an overall unemployment rate of 3.5 percent, job loss
contributed only 1.2 percent.

Third, the turnover of jobs is extremely high. Data collected from
manufacturing establishments show that total accessions and separa-

tions have each exceeded + percent of the labor force per month sincé ™" ™" hd

1960. Morecover, the number of quits has consistently exceeded layoffs
during the past 5 years. Even with the high unemployment of 1971,
more workers quit manufacturing jobs than were laid off. Many lay-
offs are both temporary and brief: in 1971, firms were rehiring about
85 percent of the workers that they had previously laid off.

A comparison of these figures with corresponding data for Great
Britain indicates that they achieve a generalry? lower unemployment
rate partly by having a very different structure of unemps’oyment:‘I
During the 1960's, Britain's average unemployment rate—as adjusted
by the U.S. Department of Labor to U.S. concepts—was only 2.7
percent.* The structure of British unemployment corresponds more
closely to the traditional picture of cyclically inadequate demand,
chronic structural unemployment in particular regions, and a very
low level of frictional job search. Despite the lower overall unemploy-
ment rate, British durations of unemployment are much longer. &hfle
13.6 percent of unemployed men were out of work for 27 weeks or more
in the United States in 1971. in Britain the corresponding figure was
23.8 percent in a recent period of high unemployment (April 1969).
Similarly. while only five-eighths of American unemployed men were
out more than 5 weeks. in Britain the same fraction of men were out
more than 8§ weeks. This longer duration is compatible with a much
lower overall unemployment rate only because many fewer men be-
come unemployed. One indication of this is that British turnover rates
are approximately half of U.S. levels. Britain achieves a low nnem-
ployment rate by completely avoiding much of the short-term uneni-
ployment that prevails in the United States, Some of the specific ways
1n which this occurs will be examined below.

Perhaps the most important characteristic of our current unemploy-
ment problem is the differences in unemployment experience among
demographic groups. The unemployment rates in certain groups are
not only very high but are also quite unresponsive to changes in the
aggregate demand for labor. Tt is this that explains why the simula-
tions presented in the last section showed that fiscal policies that dras-

2 These fizures may overstate the contrihution of job loss to unemployment.
Kince job losers have somewhat longer durations of unemployment. the propor-
tion of unemployment spells due to job loss I8 less than the proportion of nunem-
ployed days cited above.

3 A study of the British experience Iz particularly useful because Britaln.
unlike some other European eomntries, does not maintain full employment for
its own lahor force by permitting temporary lmmigration of forelgn laborers,
The agricultural sector in Britain {3 alsn small =0 that, unlike other Furopean
countries, unemployment {8 not dampened by shifts from Industry to agriculture.

¢ A ecomparlson based on the British 1966 Census suggests that the official
correction Iz ton small and that the British unemployment rate, on American
definition®, was approximately 3.1 percent,
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tically cut the unemployment rate of muture white males would still
leave 2 high overall unemployment rate.

To study these differences I have estimated the relation between the
unemployment rate in each demographic group and the concurrent
unemployment rate for males over 24 years of age. This rate for
mature men provides one of the best measures of cyclical variation in
labor market pressure. Equation 2.1, for example, relates the season-
ally adjusted quarterly unemployment rate for teenage males (RUM
16-19) to the mature male rate (RUM25+ ) :

(2.1) RUM 16-19= 9.22 4 143 RUNM 25+
(0.62) (017)
=049 (1954:1 to 1972:2)

The coeflicient of RUM 25+ indicates that a change of 1 percent in
the unemployment rate of mature men is associated with 2 1.45 percent
change in the teenage male unemployment rate. A change in aggregate
demand therefore has a greater absolute effect o the teenage unem-
ployment rate than on the rate for mature men. Nevertheless, varia-
tions in agaregate demand account for a relatively small fraction of
the high fevel of teenage male unemployment. This is shown by the
large constant term (9.22). Even if the mature male rate was de-
pressed to 1.5 percent—bhelow the level reached at any time in the post-
war period—the equation implies that the male teenage rate would be
11.4 percent. Although the absolute sensitivity of male teenage unem-

loyment to aggregate demand is a serious problem., it is the very high
evel of the cyvelical troughs that prevents macroeconomic policy from
reducing the overall unemployment rate to o level of 2 to 3 percent.

Table ¢ sumimarizes the estimated equations linking the unemploy-
ment rates for major deriographic groups to the rate for mature men.*
Columns 6 and 7 compa e the 1971 unemployment rate for each group
with the rate that the equation implies would prevail in an extremely
tight labor market in which the mature male rate was 1.5 percent.
Each of the eight equations conveys an interesting story about the
differences in labor force experience among demographic groups.
Equation 2.2 implies that tecnage females also have a very high unem-
ployinent rate ndep:ndent of labor market conditions. With the
mature male rate at {.5 percent, teenage females would still have an
unemployment rate over 13 percent. The very low and statistically
insignificant coeflicient of RUM 254 in this equation also suggests
that the female teenage unemployment rate is almost completely un-
affected by aggregate demand. Indeed a comparison of equations 2.1
through 2.4 indicates that the only teenage group whose unemploy-
mm;)t is influenced to a significant extent by market tightness are white
malies,

$ All of these equations are linear. Although it is possible that these relations
change <ihstantinlly at very low rates of unemployment, preliminary examina-
tion of this lssue does not suggest important nonlinearities. Further analysis of
this question ean be found in Martin Feldstein and Brian Wright, “Nonlinearities
in the Structure of Unemployment and Employment,” mimeographed, 1078.
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TABLE 6.—DIFFERENCES IN UNEMPLOYMENT EXPERIENCE AMONG DEMOGRAPHIC GROUPS

Unemploy UMmtplor
m - ment rate
Cosfficient of _ mentrate, atRU

Equation Bemographi¢ group Constantterm  RUM 254 Ri " B4 ml,

M @ @ (1)) (6] ® o

21 Males16t019. ... ..., 9.22 (0.62) 1.45 (0.1 0.492 16.7 11.4
g.Z Femates 16ta 19 .. ..., 13.28 (.83 .26 (2 . 002 12.4 13.7
3 .- Whites 1619, . [ 928 (&) 1.03 (1D .33 15.2 10.8
24 Nonwhites 16to 19, _..... .13 (1.8 .26 (5D -.010 3.3 21.5
25 . Males, white 204, ........ .32 (.08) .92 (.02) .960 4.0 1.7
2 TR, Males, nonwhite, 20+..... =22 (21) 233 (.58) . 956 7.3 33
2o ieieeo.e.. Females. white. 20+ _ ... 2.35 (. 15) .58 (.08) L7143 5.3 3.2
FX: RO Females, nonwhite 204~.... 4,62 (.30) .39 (.08) . 660 8.7 6.1

u?su {E.—Estimates are for 1954.1 through 1972 2, Standard errors are shown 1n parentheses Ses text for further de-
1S,

Equation 2.6 shows that although the nonwhite adult male unem-
plovment rate has also been quitc high, it behaves very differently
from the rates for teenagers and women. The constant term in this
equation is small and negative, Nonwhite men are very much more
sensitive to aggregate demand than other groups in the labor force.
Their unemployment rate parallels that for white men but at a much
higher level. The result is that a 1.5 percent level for RUM 25+ leaves
a 5.3 pereent vate for this group.

For both white and nonwhite women. there are substant:al constant
terms and significant sensitivity to RUM 25+. Nonwhite women are
more sensitive to labor market conditions. Their unemployment
changes at the same rate as that of mature men.

The simple structure of these equations may of course produce mis-
leading results. Changes in the unemployment rates of individual
demographic groups during the past 20 vears have reflected not only
agaregate lahor market conditions but also the complex effects of the
changing demographic structure of the population, the structure of
relative wage rates. the inerease in school attendance, variations in the
size of the Armed Forces, increased labor force participation of mar-
ried women, the relative increase in the minimuin wage. et cetera. An
analvsis of the likely effects of these factors is beyond the current
study, The vapid increase in the proportion of teenagers in the popu-
Iation has liowever heen identified as an important. influence. The post-
war haby hoom veached labor foree age in the carly 1960%, Statistical
estimates sugeest that this raised teenage unemployment rates in the
sixties and thus prevented teenagers from sharing in the general fall in
unemployvment rates. Equation 29 deinonstrates this result for male
teenagers:

(29 RUM 16-19=—7.63 4+ 235 (RUM 25 =) +146.5 Pop. 16-12
(1.49) (0.13) - (12.6) Pop. 16+ _

R1=0.524

where (PO 16-19/T0O1 16+) is the proportion of the population
over age 15 that is between 16 and 19 years old, The equation implies
that the rise in this proportion from 0875 in 1961 to .1083 in 1972,
inereased the unemplovment rate for nuile teenagers by 3.05 percent-
age points. Note that the effect of allowing for this demographic trend
is a substantial increase in the implied responsiveness of the teenage-
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rate to cyclical conditions. Similar effects are observed when this
demographic variable is added to the equations for other teenage
groups (2.2 through 2.4). However, because of the trend-like behavior
of this demographic variable during the past decade, it is difficult to
indge whether its implied impact is real or only a statistical artifact.
Only after the current demographie trend for this age group turns
will it be possible to resolve this. Nevertheless, even if equation 2.9 is
accepted as & more accurate picture than 2.2, the hasie conclusion ahout
the effect of increasing ageregate demand is unchanged. Equation 2.9
implies that reducing RUM 25+ to 1.5 percent would yield a male
teenage unemployment rate of 11.6 percent with the current demo-
graphie structuve [ (POP 16-19 'POP 16+ ) =0.108].

The equations reported in table 6 indicate that overall unemploy-
ment would remain high even in a very tight labor market but do not
explain why individual unemployment rates behave so differently.
Some understanding of this at a relatively crude empirical level can
he obtained by examining the proportions of the unemployed in dif-
ferent demographic gronps who are job leavers, job losers, new en-
trants. and reentrants. Table 7 presents comparative data for a high
unemployment year 1971 and a low unemployment year 1969.

TABLE 7.—COMPOSITION OF UNEMPLOYMENT RATES, 1969 AND 1971

T«nuier
Male, 204 Female, 20+ 16t 19 White Noawhite
Reason :0r unemployment 1969 1971 1969 1971 1969 1971 1969 1971 1969 1371

Jobiosertate . ........., 1.2 2.9 1.2 2.8 1.8 31 1.1 2.8 23 4.2
Job leave rateccouneeen.e.. .4 .5 .6 .8 1.5 1.6 .5 .6 .9 1.1
Reentrant rate .5 .9 1.7 23 4.2 5.5 1.1 1.6 22 a
flew entrant rate .1 .1 .2 .2 4.8 67 N .7 1.0 1.5

b (17 T 2.1 4.4 3.7 57 122 169 kR | 54 64 9.9

The primary difference between the structure of unemployment
for mature males and females is the higher unemployment rate for
women among those who are reentrants to the labor force. Unfor-
tunately. the term “reentrant” is unclear. It includes not only women
who return to the labor force after caring far a family for a number
of vears but also those who are seeking work after a brief period of
voluntary withdrawal from the labor force. This component of the
higher unemplovyment rate of women probably represents both the
natural frictional unemployment at a second entry into the labor
market and the result of a weaker attachment to employment of some
women who move temporarily in and out of the labor foree, The
higher rate of women’s unemployment due to job leaving provides
support for this view of weaker labor force attachment,

Although teenagers have a slightly higher and more cyclical rate
of unemployment due to job loss, the much higher teenage unemploy-
ment rates arc clearly due to the high rate for new entrants. reen-
trants. and job leavers. Although these components are also cyclically
sensitive, thev remain very high even in a year with a tight labor
market like 1969, I shall return to discuss this more fully in the next
section,

Finally, nonwhite unemployment rates are higher in every category
but again job loss accounts for less than half of total unemployment.
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Even though nonwhites have more difficulty in finding employment.
unonqi)lg‘vment- due to voluntary separations and withdrawals from
the labor force are approximately twice the level for whites.

The evidence presented in this section can be summarized briefly:
The current structure of unemployment in the American economy
is not compatible with the traditional view of a hard core of un-
employed who are unable to find jobs. Even with-the high unempley-
ment rate of 1971, the durations of unemployment were short, job
losers accounted for less than half of unemployment and quit rates
generally exceeded layoffs. An examination of the past experience
of individual demographic groups indicates very sugstantia varia-
tion in the response of unemployment rates to aggregate demand
and implies than even an extremely tight labor market would leave
some groups with high unemployment rates. The nest three sections
examine why these unemployment rates are not more sensitive to
ageregate demnand and suggest possible policies to deal with these
problems.



III. UNEMPLOYMENT AMONG YOUNG WORKERS

Unemployment rates for young persons scem outrageously high.
In 1971, male teenagers had an unemployment rate of 16.6 percent.
Even among those aged 20 through 24, the unemployment rate was
10.3 percent. If unemployment in these groups could be reduced to
the same rate as for mature men, the overnll rate would fall by more
than one-third.

Similar results are obtained if attention is limited to the full-time
labor force and to persons whose major activity is not attending
school. Among male teenagers in the full-time labor force, the 1971
unemployment rate was 16.9 percent: for 20- to 24-year-olds, it. was
10 percent. Among males aged 16 through 21 whose major activity was
not going to school. the unemployment rate was 13.5 percent.

. <An examination of the British experience indicates that such rela-
tively high rates am(;x:{: ﬁoung persons can be avoided. The 1961
British census?® showed that the unemployment rate among male
nonstudents aged 16 to 17 was only 2.1 percent. The same rate also
prevailed for 18- to 19-year-olds ang 20- to 24-vear-olds. For 25- to 34-
vear-olds, the rate then fell to approximately 1.6 percent. British
young people have extremely low unemployment rates, both absolutely
and, by comparison with the United States. in relation to older work-
ers. I shall return later to what I believe are some of the reasons for
the very favorable British experience.

The statistical analysis presented in the last section shows that the
unemployment rates of young persons would remain high even in a
very tight labor market, Youth unemployment is not primarily due
to inadequate demand. There are two sources of the chronic high
unemployment in this age rani;e: unnecessarily slow ahsorqtion of
new entrants and low jog attachment among those at work, New en-
trants to the labor force in 1971 spent an average of 9.1 weeks until
their first employment. Among teenagers, new entrants contributed
6.7 percent to the unemployment rate. For this group, new entrants
therefore accounted for 40 percent of total unemployment.

The second source of unemployment—the high rate at which yvoang
men and women lose jobs, quit jobs, and drop out of the lahor force—
is both & more serious problem and a more difficult one to attack. All of
the evidence points to this highly unstable character of employment.
rather than to any long-term difficulty in finding jobs, as the primary
source of unemployment among experienced young workers. First,
the mean duration of unemployment is much lower for this group
than for the rest of the labor force. Even in 1971 when the mean
duration for all unemployed was 11.4 weeks, among 16- to 21-year-olds
the mean was only 8.5 weeks; while 24 percent of all workers were

It Is necessary to use census data for Britain because continuous unemploy-
ment statistics are based only on registered unemployment; there is no con-
tinuous survey data.

an
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unemploved for more than 15 weeks, only 13 percent of 16- to 21-year-
olds were, Seeond, unemployment among job-leavers and those re-
entering the Iabor foree is mueh more important for younger workers
than wiemplovient among job-losers, In 1971, teenage job-leavers and
reentrants contributed 7.1 pereent. or more than two-thirds of the un-
cmploviment among expericneed teenage workers, Third, these high
reenirnt rates appear to be associzted with relatively high rates of
being entside the lakior fovee. In 1971, among 16- to 21-year-old males
whose nijor activity was not artending school, morve than 13 percent
were not in the labor foree, The “nonemployment rate,” i.e., the ratio of
the nnemployed plns thase outside the labor force, is therefore an ex-
tremely high 27 percent, Of those 16- to 19-year-olds entside the labor
force and not in selivol, only about one-tenth stated the inability to find
a job as the reason for not seeking work. Another one-tenth indiented
ill-health and home responsibilities, The rest are reported in the gen-
eral “all other reasons™ category. For 20- to 24-year-olds, the results
are vory ~imilar: for enly one-tenth of those outside the labor force
wag an exp cted inability to find work the reason for not secking
emploviien'. Finally, a survey  that followed the same group of
voung men from October 1966 throngh October 1968. found that ap-
proximately one-fourth of black 16- to 20-year-olds had three or more
spells of uncmployment and ahout half had two or more interfirm
shifts during the 2t months. Among whites the proportion experi-
encing at least one spell of unemployment was similar—after educa-
tional differences are taken into account—but multiple spells of nn-
emplovimnt were less common, Still one-fifth of whites and two-fifths
of blacks between 16 and 24 who were completely out of sehool experi-
enced some nuemployment during those 2 years despite the very low
overall rational unemployment rate.

Why 1s employment. so unstable and labor force attachment so weak
in this age range? Why do young American workers experience so
much Ligher unemployment rates than their British counterparts?
I believe that a fum‘nmont:\l reason is the types of jehs that are avail-
able and the lack of adequate reward for stable employment. I will
return helow to diseuss this in more detail and te suggest possible
remedies, Before doing o, owever, T want io indiente soveral ways
in which the officia] figures overstate the meyaitude of the social and
econome problem of unensployment among young people.

Part of the high quit rates and rates of leaving the labor foree ?
merelv reflects the impnet of our educational system and the seasonal
character of the lnhor foree activity of students. Those who have not.
gtopped  their formal eduention seck fall-time employment when
sehools are ~losed and may also seek different part-time jobs during
the school vear, Since attending school is the major activity of more
than 23 pereent of the lahar force hetween 16 and 21 years of age,
the peenliar Jnhor market hehavior of that group has o substantial
impact on the statistieal picture of yonth unemployment. If those

*The Natimal Longitudipal Survey, sponsored by the U.R. Department of
T.ahor. See Parnes ot al. (1970).

$There 19, unfortunately. no regnlarly published Information on the way in
which reentrants to the lahor force were separated from thele previous job.
More information on the frequency of quits among different types of individuals
(i.e.. not based on establishment data) and of leaving the labor force would be
very valuable,
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who are looking for {mrt-timn work only are not counted in the un-
employed, the unemployment rate for 16- to 21-year-olds drops from
15 percent in 1971 to 10.2 percent. Moreover. many of those who leave
school and take jobs later return to being full-time students. High
unemployment among young Americans is therefore in part a reflec-
tion of our commitment to providing many more years of schooling
than is common in other countries and is in part the price we pay for
a very fluid educational system which encourages people to move back
and forth he ween full-time work and full-time education.

If attention is limited only to those for whom going to school is
not the major activity, the unemployment rates are still very high.
Among 16- to 21-year-olds in 1271, the official unemployment rate was
13.6 percent. There is. however, some evidence that the method used
by the Current Population Survey (CPS) causes the official estimates
to overstate considerably the rates of unemployment among out-of-
school youths. The CPS generally gathers information about all mem-
bers of a household from one of its adult members, most frequently the
housewife. The extensive Nationa! Longitudinal Survey of males 14 to
24 vears of age, sponsored by the Department of Labor and directed
by Prof. Herbert Parnes of Ohio State University, found that inter-
viewing the young men themselves produced quite different answers
than the CPS obtained to the same question by interviewing a single
household adult. Published reports on the surveys of 1966, 1967, and
1968 confirm the existence of this substantial bias. Tabie 8 compares
the unemployment rates estimated by Parnes and his associates with
the corresponding CPS figures.* The data relates to October 1966, and
18 limited to young men who are out of school. Comparing columns 2
and 3 shows that the CPS rate is nearly twice as high in every age
group as the unemployment rate reported by the young men them-
selves. The overall CPS rate for 16- to 21-year-olds is 7.4 percent, the
corresponding Longitudinal Survey rate is onlv 4.3 percent. For black
16- to 21-vear-olds. the unemployment rate falls from 11.6 percent
hased on CPS methods to 6.8 percent in the Longitudinal Survey.
Columns 4 and 5 show that the CPS also overstates the fraction of
out-of-school youths who are neither employed nor looking for work.

TABLE 8.—UNEMPLOYMENT AND LABOR FORCE PARTICIPATION AMONG YOUNG MALES NOTV ENROLLED IN
- SCHOOL: A COMPARISON OF CPS AND LONGITUDINAL SURVEY ESTIMATES, OCTOBER 1966

Labor ferce

Unemployment rates participation rates
Color and age cPs LS!? cPs LS
(4)] (¢3] (&) “ )
Whites:
i§§§gj::::::::::::::::::::::::::::::::::::::::::::::: ’ﬁ ;% §§§ 3%;’3'
L oA %3 T wae  ed
'ltz:w 17 et e ieiaeerecteartatarcocesconorsarcossssreanen 22.9 16.3 9.3 84.9
L T st | X | 3 B 4 §§3
F 2 L I L R 31 31 96.2 0

1 LS is the longitudinal survey. Ses text for refarences.

¢ The comparizon is based on Parnes ¢t al. (1970), p. 235.
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The <ze of the surveys, the consisteney of the pattern, and the
replication of the results in 3 separate years convinces me that the dis-
crepancies found by the Longitudinal Survey are not due to statistical
chance or differences iu interpretation, It is clear that more young
men have jobs thau is reported to the Current Population Survey.®
But even with the more encouraging estimates based on the Longi-
tudinal Survev, the unemployment rates of those under 20 are much
higher than they need be, The Longitudinal Survey estimates of 8.3
wreent among white 16- to 17-vear-olds is four times the British rate
i the same age group and the 4.2 peveent for 18- to 19-yenr-olds is
twice the British rate, I'art of this difference no doubt reflects the fact
that & nmech smaller proportion of Ameriean youths have joined the
full-time labor foree n this age range, The Americans under 20 who
are seeking full-time employment. are therefore probably a less able
group than British workers in the same age group. Nevertheless. the
Longitudinal Survey rates are high in absolute terms and probably
represent. a renl excess in comparison with British experience.

In considering the gap between the unemplovment rates of yvoung
persons and of more mature workers, it is important not to lose sight
of their differences in motivation and attitudes. Most young workers
have no family responsibilities and mauy continue to live with their
parents. It is sigmificant that the 1971 unemployment rate for 16- to
24-yvear-old males who were classified as “honsehold heads” was only
6.4 percent while all others in this age-sex group had an unemploy-
ment rate over 16 percent. Although teday’s high wage rates provide
a snbstantial reward for working. thev also permit a comfortahle
standard of living with significantly less work or less responsible
work than was required 20 vears ago. Many yvoung persons want more
leisure than is cousistent with full-time employment and a perma-
nent attachment to a particulav firm. They prefer to alternate be-
tween working and other activities rather than secking and holding
’I’,"“"“"""t employment. These remarks are not intended as criticism.

he hehavior of these young persons is seen in better perspective by
comparison with our student population. The major activity of over
40 percent of 18- to 21-year-olds is attending school. The academic
schedule provides frequent long vaecatious. For those in higher edu-
cation. the daily rontine is varied and the individual is generally free
to choose his own activities and pace of work. Perhaps much of the
high turnover and voluntary labor force withdrawal reflects an at-
tempt to enjov the same freedom and occupational variety that we take
for granted in our student population of the same age,

The extremely high unemployment rates are therefore not. quite
what they seem. They reflect the peculiar labor force behavior of
students, the CPS methods that may lead to substantial underestimates
of youth employment. and the temporary and voluntary unemploy-
ment that young people can afford in an affluent society. Despite all of

$ There i8 <ome ovidence that the CP8 estimates may actually be too low in
certain geographical areas. A special census survey of low income urban areas
found higher youth wnemployment and nonemployment ratea than the CPS8 had
reported for those areas. [In a comment on this report, Mr. Hyman Kaitz of the
Rureau of Labor Statistics notes that a coding error in the Parnes data has
been discovered. In my reply I indicate why this does not alter the general
conclusions of the current analysis.]



21
this, I believe that there does exist a real and serious problem. T'he high
turnover rates and voluntary unemployment are a response to t?‘.e
unsatisfactory type of job that is available to many young workeis.
These are often “dead end” jobs. offering neither the opportunity for
advancement within the firm nor training and experience that would
ba useful elsewhere.* The young worker's incentive to stay at work is
ofien further reduced by a seniority system that implies that ithe
newest employees are most likely to be laid off during the next small
business downturn. Moreover. the lack of sufficient opportunities to
begin carcers leading to high paving jobs or to obtain valuabie on-
the-job training in industry and business is no doubt responsible for
an excessive reliance on formal education. I shall not venture to %‘I:QSS
how many of our college students might be served better by working
if more adequate jobs were available.

I believe that the Government can and should develop new policies
aimed at reducing unemgloyment among new entrants to the labor
furce and at increasing job stability among young workers. Improving
the transition from school to permanent work is the easier problem.
New entrants constitute over 10 percent of all unemployed and more
than a third of the teenage unemployed. Nearly 80 percent oi all
unemployed new entrants are under 20 years old. In 1971. half of
new entrants spent more than a month in finding their first job. One-
sixth searched for more than 15 weeks.?

The single most. effective way of redncing unemployment among
new entrants as well as improving the quality of first jobs would be
the establishment of a special Youth Employment Service. The British
experience with such a program suggests its potential impact in
America. In a recent year in which approximately 280,000 boys be-
tween 15 and 17 cntered the labor force® the Y%uth Employment
Service arranged 200,000 employment placements for boys in that a
group. While some of these placements are not for new entrants. the
magnitude of the British achievement is enormous. Part of their
success is due to their direct contact with students: nearly 80 percent
of school leavers who are not going to universities are interviewed in
school by the Youth Employment Service.®

I would favor a Federal program that reimbursed States for the
cost of operating a Youth Employment Service that met certain Fed-
eral standards. The Service should he separate from the regular Em-
ployment Service. It should deal only with persons below 21 years of
age, Although availabie to those who have already left schoel, its pri-
mary focus shouid be an active program of advising and placing those
who are about to Jeave, A participant State should require each student
to be interviewed by the Youth Employment Service before he grad-

¢ :1199 Doeringer and Piore (1971), especially chap. 8, for a discussion of these
problems.

! Unfortunately. the available statistics do not distinguish new entrants who
are seeking permanent emplorment from new entrants who are students looking
for summer work or & part-time job during the school year. I suspect that the
duration of anemployment among new entrants seeking permanent employment
would be longer than average.

* Compulsory education in Britain did not extend beyond 15; approximately
one-fourth of those new entrants hetween 15 and 17 were 15-year-olds,

u: t;l‘hewo 9!;011 program with similar experience in Germany. 8ee Department of
or (1970).
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uates from high school or is allowed te leave scheol leFally. Making
a Youth Employment Service an integral part of the educational sys-
tem should facilitate the transition from school to job.

The knowledge that everyone entering the lubor force is scen by the
Youth Employment Service would encournge employers to list jobs
that are not now given to the regular Employment Service. If those
leaving school are more aware of the options open to them. they are
more likely to find a job with which they will be satisfied. They will
not only find a better job in this way but will also be less likely to
leave that job in an illusory hope of improving their position.

Additional increases in the stability of youth employment will be
mucn harder to achieve. For many young workers, especially for thase
with less than the average amount of aducation, the available jobs do
not induce sufficiently strong job attachment. Part of the solution in
these cases is to change the expectations that condition the behavior
of emplovers and employees. The employers anticipate high quit vates
and design the job situation to minimize the costs associated with
turnover. On<the-job training and the development of general skills
is minimal. Any decrease in demand leads to the laying off of sume of
the recently hired workers, The young employees who find themnselves
in this unattractive “secondary labor market” *° respond to these condi-
tions by high absenteeism and frequent quits.

At the root of these mutually reinforcing counterproductive expee-
tations is the hard economic reality that firms cannot afford to offer
useful on-the-job training to a broad class of young employees. A firm
can generally provide the opportunity to acquire new marketable
skills—by on-the-job training, di#ailed supervision, or even just
through learning by experience—aiuy to a worker whose net product
during the period of training is at least equal to his wage.!* For those
voung workers who come with some skilis and who learn quickly,
there is no difficulty in providing additional training while paying
a reasonable wage.** But the disadvantaged worker who comes to the
labor market with a low skill level and limited learning speed will
generally not receive opportunities to learn as much.

Tt is here that the minimum wage law has an inambignously harm-
fu! effect on some voung workers. Even if an individual were willing
to “buy” on-the-job training by taking a very low wage for 8 months
or a vear, the minimum wage law would not permit him to do so.
It is unfortunate and ironic that we encourage and suhsidize expendi-
ture on formal education while blocking the opportunity for individ-
uals to “buy” on-the-job training.!* The British experience contrasts

» See Doeringer and Plore (1971), for & direnssinn of secondary labor markets
and of the importance of internal job structures within firms.

" This of course need not be true for firm speecific skills or in other situations
where the individual eanaot readily market his new skills elsewhere,

11t {s sienificant that although young blacks generally have much higher
unemployment rates and turnover than whites, those blacks who followed voea-
tional training programs in high school had approximately the same employment
experience as all white high school graduates. It is also clear that thnse who bad
been employed while they were students have more favorable labor force
experience after they leave school but the reasons here are obviously ambiguous.

B There are some Strange exceptions to this such as hospital schools of nursing
that charge very low fees and obtain substantial services from the student
nursex, Presumably. & negative wage is consistent with the minimum wage law
but not a low positive wage.
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sharply with our own. More than 40 percent of male employces under
20 are classified as apprentices, articled clerks ** and formal trainees:
less than 18 percent of males between 16 and 19 are students'®

The burden of this effect of the minimum wage law falls most
heavily on the disadvantaged. Because they bring little to the labor
miarket, they are able to obtain little in exchange. It is clear from the
few successful programs in training the disadvantaged that for some
time these workers produce little if any net revenue over the costs of
training.¢ A job at the minimum wage will 1.0t permit any significant
amount of training. The disadvantaged youth, for whom more formal
education is unsuitable, is therefore forced into dead end jobs without
training or opportunities for advancement. In the short run. this
meaus ﬁigh absenteeism, high quit rates and high turnover. The long-
rin effects are even more serious. The lack of additional training for
those who start with low skills makes them part of the permanent
poor. For the disadvantaged, the minimum wage law may have the
ironic effect of lowering lifetime incomes by a very large amount.’

The problem then is to remove the barrier to better on-the-job ex-
Eerience and training that is currently posed for some young workers

v the minimum wage law. There are a variety of ways to do thi.. The
wethod that one chooses depends in part on who one wants to bear the
cost of these better job opportunities. One obvious solution would be
to modify the minimum wage law so that its full force dons not apply
to voung workers. This would put the full cost of the better training
on the young workers themselves. Although there is strong opposition
to changing our current minimum wage system, the case for a mini-
mum wige is clearly weakest when applied to young workers. At best,
the minimum wage is an administratively simple way of providing a
minimum annual income for every family with a full-time working
member. It suffers even in this context from its failure to relate that
income to family size. This is particularly relevant to young workers
who are single and who often live with their parents.

There are, however, two practical objections to relying solely on a
reduction in the minimum wage for young workers as the means of
facilitating boetter job experience. First, some young workers would
simply not he able to afford to take a job with adequate training and
experience. The low incomes associated with such jobs would effec-
tively exclude those with family responsibilities. Single individuals
who had to support themselves would also be eliminated from the best

»rnrrmms; the cost >f some successful training programs has been so
igh that without a direct subsidy employers could offer little more
than a “tuition-free education.” Second, many of those who could both
afford and benefit from 2 low wage job with training would not take

¥ he term refers to apprentices in commercial and professional aceupations.

¥ Beitain has no minimmum wage law. Other countries with a minimum wage
often treat young warkers differently from adults.

¢ See Doeringer (1969) for summaries of a number of cases,

1 Note that this view of the harmful effects of applying the minimum wage
law to young workers is quite different from the usual proposition that the
minimum wage law creates Unemployment Lecause at the established level the
supply of workers exceeds the demand. The evidence on that {s ambigr~us, 1
i clear that there is no lack of jobs in the sense that nearly any you~: - -
can get a Job but it is not certain that they all could. The view develope :n !
text attributes toe unemployment to the indirect effect on the strength of .. or
force attachment.
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the opportunity. Uncertainty about the future value of the training
and impatience for immediate income would lead many to jobs wit.
higher pay but less useful experience. Some form of subsidy is there-
fore necessary if sufficient on-the-job training is to be achieved. Given
the substantial direct and indirect subsidies that are now given to stu-
dents, a_program of subsidies for young workers is onry equitable.
Such subsidies would also have the favorable effect of reducing the
current distorting incentives to choose formal education rather than
learning on the job.

The advantage of removing the minimum wage barrier to training
could be achieved without any change in the minimum wage if a sub-
sidy were paid to employers for all young workers. This would, how-
ever. be an inefficient way to deal with the problem because it would
provide the same subsidy regardless of the young person’s family
mcome. Such a program would either yield relatively little useful
traiuinE or be quite expensive. A more reasonable solution would be
to combine a decrease in the minimum wage with a stipend that is
related to the financial situation of the young worker an«i)e his family.

A wide variety of alternative programs, iffering in the degree of
control that the Government exercises over the individual's training,
could be designed. Central to all such programs would be a Youth
Employment Scholarship which is paid to young workers as a supple-
ment to their wage income.’® At one extreme, each individual would
receive his scholarship and make whatever job arrangements he
wished. The program would rely on the individual worker to select the
job that offered him the most valuable combination of training and
current wage. The danger. however. is that because of uncertainty.
ignorance or impatience, many would fail to take advantage of the
opportunity to acquire training and would seek the highest current
wage.1? At the other extreme are arrangements like the current JOBS
program in which the Government contracts directly with firms to
provide specific training to individuals selected in a particular way.
Neither the rate of acceptance of this program in the business com-
munity nor the end results for the trainees has been encouraging. The
contract route places undue emphasis on the formal characteristics of
the program and puts the Government in the inappropriate role of
buying specific educational services rather than of subsidizing suitable
job settings for young workers.

Along the spectrim of possibilities between these two extremes are
different combinations of prior approval. supervision and incentive
payments. Youth Employment Scholarships might be restricted to
persons holding jobs t‘mt have been approved on an ad hoc hasis by
the lncal vouth employment service. Alternatively, the use of Youth
Employment Scholarships could be restricted to firms or job programs
that had previously been certified to satisfy minimum national stand-
ards. Over time, a firm's eligibility could be made conditional on its
achieving a satisfactory average performance with respect to the aver-

™ Although the size of each scholarship shauld be related to each individual's
circumstances, a minimum stipend independent of family income would be desir-
able. This would both influence the character of the program and partially off-
set the current indirect subsidies of formal education that benefit all students.

»This tendency could be partly controlied by making the size of the scholar-
ship larger 1f the wage rate is lower.
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age job tenure, quit rate and income gains of those who came with
Enmployment Scholarships.

Specific incentive payments to the empleyer firms could increase the
effectiveness of the program. Very high quit rates and rapid turnover
among the young workers in a firm mdicate that their jobs are not
providing nseful experience and are not part of effecrive internal
career structures. Firms conld be encouraged to develop better oppor-
tunities for training, experience and advancement by a system of
incentive payments or tax credits. The payment, based on the number
of Employment Scholarship employees., shonld reward a record of
high retention rates and income increases while penalizing high sep-
aration rates and income stagnation. The traditional investment tax
credit has been a successful stimulus to business investment in phyvsical
eapital. A\ well designed Employee Investment Tax Credit could spur
better efforts to develop our Nation’s stock of human capital.

The cost of a Youth Employment Scholarship program would be
influenced by five key factors: (1) the level of the minimum wage
for voung workers; (2) the amount of training and experience that is
to be “bought™ by sacrificing short-run output per worker: (3) the
average duration of the individual scholarships; (4) the magnitude of
the supplementary incentive payments to employers: and (5) the
effect. of family cireumstances and the young person’s wage rate on the
size of the Employment Scholarship. Any effective program will be
expensive. To ohtain an order of magnitude, consider a program that
provides all teenagers with a scholarship for their first vear of fll-
time lubor force participation with the size of the scholarship a
funetion of individual circumstances. If scholarships ranged from
8300 to 82,500 with an average of $1.500, the total cost of scholarships
would somewhat exceed $2 billion. The supplementary Employee In-
vestment. Tax Credits wonld inerease the total cost of the program.
This level of scholarship snpport is compatible with a relatively low
minimum wage for young workers. A higher minimum wage would
permit smaller scholarships but would reguire large subsidies to em-
ployersif effective training is to be obtained.z®

Although the cost of such a program is high in relation to Federal
spending on previous manpower programs. it is not high in relation
to the other subsidies nsed in the attempt to eut unemnloyment. The
traditional investment tax credit alone has a substantially higher cost
than the Employment Scho'arship and Employee Investment Tax
Credit outlined above, Moreover. the gains from such a program
would be much more than a reduction in the unemplovment rate for
voung workers. The better jobs that are created in this way would
permanently increase the productivity of workers and would open
carcer ladders to higher paving jobs. This would not only reduce
lifetime poverty among disadvantaged labor force entrants but wonld
also re'nce the artificially inflated demand for formal education by
those wno could bencfit more from industrial and commercial experi-
ence. An appropirate combination of a reduced minimum wage for
teenagers. a substantial Youth Employment Scholarship program and

*1f, for administrative or other reasons, the minimum wage for young work-
ers cannot e reduced, the alternative to larger employer subsidies would be to
give a larger scholarship to each new worker who could then use the scholarship
to pay his employer for on-the-job training.
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a system of specific incentives to tirms would not only alleviate the
symptoms of hif;h unemployment among the young but would also

treat the underlying disease of inadequate opportunities for man-
power development.*

T The Youth Employment Scholarships could substantlally increase the effec-
tiveness of tLe youtlh employment service, Without such scholarships and with the
current minimum wage, many of the most disadvantaged young workers could
only be hired for unskilled and temporary jobs. This in turn would deter employ-
ers from hiring them in advance through the youth employment service. Because
scholarships would transform the nature ot the jobs, employers would be more
interested in secking in advance those students who would later be good trainees
under the new program.



IV. FOUR SOURCES OF UNEMPLOYMENT AMONG ADULTS

Unemployment among mature workers reflects several distinct
grobloms. Identifying these separate aspects suggests & mix of possi-
le policies for lowering the unemployment rate. This section will dis-
enss four reazons why the adult unemployment rate is higher than it
should be, Several possible policies wilf)be considered })x'icﬁ}'. The next
section will examine in more detail the potential effects of changing
our unemployment compensation system,

Some uncmployment is, of eourse, the inevitable consequence of a
healthy a-d dvnamic economy. The changing mix of output and the
process of technological advance displace workers who generally be-
come temporarily unemployed. Women often return to the labor force
as their children grow older; in 1971, reentrants accounted for 40 per-
cent of the unemployment ameng women 20 years old and over. Fani-
ilies occasionally migrate to new areas in order to find botter employ-
ment opportunities and then spend time searching for work. All of
these sonrees of unemployment produce iinportant gains for the econ-
omy and often for the unemployed themselves, It is clear that they
should not be discouraged. In particular, it is important to avoid the
temptation, to which other countries have sometimes succumbed, to
prevent temporary unemployment by permanent subsidies for un-
wanted output and inefficient technology.

Although seme unemployment among adults is a propriate, the
actual unemployment rates among experienced men c{:'arl represent
an undesirable and unnecessary waste of resources. In tﬂe postwar
period, the unemployment rate among males aged 20 and over aver-
aged 3.5 percent. In 1971, it was an unfortunate 4.4 percent. As already
noted in section II, the rate has generally been higher among women
than men. In 1971, it was 5.7 percent. The combined unemployment
rate for adu'ts* was 4.9 percent. These rates, and the U.S. postwar
experienca in general. are much higher than the unemployment rates
experienced in most, other industrial nations. Even Britain, which un-
like some other European countries does not maintain full employ-
ment by temporary imports and exports of foreign laborers, has
achieved adult unemployment rate below 2.5 percent in the 1960%.
What could he done in the United States to achieve a comparable
performance?

Although hetter management of agoregate demand has a more im-
portant role to play in lowering the adult unemployment rate than in
Improving the teenage employment situation, macroeconomie policies
cannot do the job alone. This point was stressed in section I and exam-
ined statisticallv in section II. It is now time to consider the more
specific reasons why a variety of policies are needed to achieve &
more desirable level of unemployment among adult workers. To do

! The term “adult” is used here in contrast to “teenager”: It includes persony
aged 20 and over.
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so. it is useful to distinguish and analyze the implications of four
different sonrces of adult unemployment: (1) the cyclical and seasonal
volatility of the demand for labor: (2) the weak labor force attach-
ment of some groups of workers; (3) the particular difficulty in find-
ing permanent employment for persons with very low skills or other
employment disabilities; and (4) the average of several months of
unemployment among job losers.

OycLical AND SeasonaL VaAriation 1N Deaanp

The American unemployment rate is not only higher than the rates
observed in foreigm countries but also much more cyclically volatile.
During the 1960's the total U.S, unemployment rate varied from 3.5
pereent to 6.7 percent. The cyelical variation in unemployment—the
gap between peak and trough—was 3.2 percent. The unemployment
rate was nearly twice as higrx in the worst year as in the best. Durin
the same decade, the corresponding British unemployment rate ® vari
from 2.1 to 3.4 percent. The evelical variation was only 1.3 percent,
substantially less than half of the U.S. gap. Despite the much lower
rate in the best vear. the cyelical swing only increased the British rate
by some 60 percent.

It would be wrong to infer from these data that Britain’s less vola-
tile unemployment rate is dne to a more stable growth of demand and

roduction. A comparison of American and British experience shows
instead that changes in aggregate demand have a substantially smaller
impact on emplovment in Britain than they do in the United States.
More specifically. T have examined statistically the relation between
annual changes in the unemplovment rate and the corresponding
changes in industrial production in the two countries. The results
show that. a 1-percent change in industrial production has about twice
as big an effect on the unemployment rate in the United States as it
does in Britain. Moreover, while nearly all of the year-to-year varn-
ation in the U.S. unemployment rate can be explained by fluctuations
in industrial production, the association between unemployment and
industrial production is much weaker in Britain,

Equations 4.1 and 4.2 relate the annual chan%:a in the male unem-

loyment rate to the corresponding percentage change in the index of
industrial production.’ In the United States, a 1-percent fall in the
Federal Reserve Board index of industrial production (JINDUS)
implies a rise in the male unemployment rate (RUMUS) of 0.2 per-
centage points. The variation In industrial production explains 91
percent of the annual chantg{es in unemployment. In contrast, a 1-per-.
cent fall in the Unitced Kingdom index of industrial Eroductlon
(JINDUK) only raises the unemployment rate ﬂRUMU ) by 0.11
percentage points. Less than half of the historical variation in these
unemployment changes can be explained by changes in industrial
production.

Ar——

* Adjusted to U.S. concepts by the Department of Laher.

$The rate for males is used because the annual British data for female unem-
ployment is seriously incomplete. The United States and United Kingdom male
unemployment rates can reasonably be considered comparable for the current

purpose.
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(41) RUMUS,~RUMUS,;=0.80— 0.20 JINDUS.-JI_ILDUSM)
(0.02) JINDUS
R=0.91 (1955 to 1971)

(42) RUMUK,—~RUMUK,,=0.46~ 0.11 JINDUK.—JINDUK,.,)
| (. JINDUK -, _
R=0.49 (1950 to 1909)

These differences between United States and United Kingdom ex-
perience are corroberated b,}r studying the relation between the level
of unemployment rate and the concurrent deviation of industrial pro-
duction from its trend value. In the United States, the index of indus-
trial production grew at an annual rate of 4.8 percent from 1954
through 1971. The variable CYCLEUS will denote the ratio of the
actusl index of production (JINDUS) to the value predicted by the
exponential growth function. Equation 4.3 shows that if the index of
Industrial production falls 1 percent below the trend, the unemploy-
ment rate rises by 0.20 percentage points. Additional lagged values of
CYCLEUS are nct significant,

(4.3) RUMUS,—=24.35—19.77 CYCLEUS, -
(2.34) k3==0.81 (1954 to 1971)

The corresponding United Kingdom cycle variable (CYCLEUK)
represents the ratio of industrial production to Britain’s 3.1 percent
growth path. Equation 4.4 shows that the effect of changes in
CYCLEUK is smaller and that very much less of the historical varia-
tion in the United Kingdom unemployment rate can be explained by
fluctuations in industrial production.

(4.9) RUMUK,=15.48—13.37 CYCLEUK, -
(5.71) &£1=0.18 (1949 to 1969)

These equations * suggest that much of the difference between the
volatility of the United States and United Kingdom unemployment
rates is due to the different ways in which enéployment in the two
countries responds to changes in aggr{af:ate emand. The specific
regression coeflicients suggest that the U.S. cyclical unemployment
range of 3.2 percentage points during the 1960’s would have been about
1.0 percentage points if the American economy responded to variation
in industrial preduction in the same way as the British economy. The
lower British responsiveness therefore accounts for about two-thirds
of the difference between the U.S. {eak-to—trgugh gop of 3.2 percent-
age points and the corresponding United Kingdom gap of 1.3 per-
centage points. . )

British unemployment is less volatile because there is more cyclical
labor hoarding und more disguised unemployment in British firms,
During cyclical downturns, British firms are more likely than Ameri-
can firms to retain workers and assign them to less productive activi-

‘A varlety of other equations, including the use of manufacturing production
and the exclusion of young workers, continues to support the results that British
unemployment is less sensitive to fluctuations in industrial production,
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ties rather than to lageﬁhem off for a temporary pericd. The reasons
for this difference in behavior is unclear. It may reflect specific differ-
ences in seniority arra ents and unemployment insurance provi-
sions or more general differences in industrial structure, the competi-
tiveness of product markets, and the long-established national atti-
tudes about the proper relation between employers and employees.
British employment practices bri{;ﬁ advantages in the form of income
maintenance and job security. When remaining employed is a sub-
stitute for temporary unemployment and subsequent recall, there is
also & gain in higher national income. In contrast, when remaining
employed is a substitute for switching to a job with a different em-
ployer, the British practice will result in a lower ag§refrate produc-
tivity of labor. It would clearly be valuable to study why British firms
and workers have chosen to respond differently from their American
counterparts.®

A variety of special schemes might be developed in the United
States to encourage firms to reduce the sensitivity of employment to
changes in aggregate demand: re uired minimum notice before em-
ployees are laid off, large compulsory severance payments, a gnar-
anteed annual wage, substantial tax penalties ( rewards) for volatile
(stable) employment, and so forth, Similar policies have already been
adopted by some European countries. However, such actions can only
lower the volatility of unempioyment by reducing the efficiency of the
labor market and therefore lowering real wages. There is no reason
for the Government to impose a lower wage and the correspondin;.\i'ly
greater employment security than the employees themselves actually
want. Collective bargaining agreements can achicve any desired
degree of employment security through the same techniques of mini-
mum notice, supplementary unemployment benefits. and so forth. The
outcome of collective bargaining, moreover, can reflect the employees
preferences and the real opportunity costs of lost earnings. The Gov-
ernment should only provide inducements to disguised unemployment
to the extent that these are considered a more eflicient form of deficit
spending ® or that they provide tangible benefits to persons other than
the individual employees and employers. It should go without saying
that the government should also avoid policies that artificially stunu-
late the responsiveness of unemployment to changes in aggregate de-
mand. Nevertheless, as I will discuss below, our current system of
unemployment compensation may have the undesirable effect of stimu-
lating the volatility of unemf)loyment in this way.

Because American unemployment is very sensitive to variations in
aggregate demand, it is particularly important that aggregate demand
itself be made more stable. The causes of past demand fluctuations
and the possible remedies for the future have been studied and dis-
cussed at great length, A further elaboration of thess topics would be

* The potentially important effect of differences in unemployment compensation
are dlscussed in section V.

® For example, unemployment compensation payments are now used to stimu-
late aggregate demand. It might be possible instead to pay wage subsidies to
firms to reduce lay-offs rather than allowing higher unemployment to occur and
then taking steps to stimulate re-employment of those workers, If there are
dgniﬂo&m’, hiring and training costs, such “preventive” wage subsidies might he
more efficient.
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out of place in the current paper. It would, however, be useful to con-
sider very briefly the related issue of the effect of economic growth
on the rate of unems‘kwjment.

It is often suggested that a higher rate of economic growth would
bring with it a lower rate of unemgloyment.’ The usual argunient in
support of this proposition might be summarized as follows:

In a rapidly growing economy in which real output increases at 10 percent
per year, even a serlous cyclical fall in the rate of growth still leaves output
increasing substantially. A 4 percent fall from the usual growth path still leaves
output growing at 6 percent. With such rapid growth of output, firms still need
additional labor and will not reduce thelr employment.

Such a statement misconstrues the nature of rapid growth. The
high rates of growth of output in countries like Japan and Germany
represent a rapid increase in output per employee. not in the numhber
of emplovees. A 10 percent growth of output might, for example,
reflect an 8 percent increase in productivity and a 2 percent inerease in
employment. Such rapid productivity growth requires a rapid in-
crease in demand just to maintain the old level of employment. If
potentinl output grows at 10 percent while demand grows at only 6
percent. there is n substantial fall in the need for labor. 1t is simply
not true that an increase in the rate of votential growth will necessar-
ily lead to lower unemployment. The evidence that Japan and Ger-
many, both very rapidly wing economies, have enjoved low
unemployment might. be explained by Japan’s peculiar employer-em-
plovee relatinns pnd Germany's use of temporary migratory labor,
vouth emplorment policies, et cetera. At this point, the idea that a
higher rata of productivity increase would alzo lower the rate of un-
emplorment must be reenrded as an optimistic hypothesis without
theoretical justifieation or omrirical support.

Seaeonal variation in employment Semand raises quite different
i=aites from the eyelica! variation that has been discussed until now.
Seasonal unemployment is clearly not involuntary. An individual wito
aceepts a ioh with seasonal fluctuations kmows that he will be laid off
or at lenst that there will be a sigmificantly higher probability of being
laid off. The total efect of seasonal variations in unemplovment is
snhstantial. During the 12 months from June 1971 through May 1972,
the seaconally adjusted unemployment rate remained nearly constant,
varving only between 5.2 and 5.5 percent. In the same period, the
seasonally unadjusted rote varied from a low of 4.5 percent to & high
of 6.3 percent. If seasonal unemplovment could he avoided completely,
the average unemplorment rate would fall by more than 0.75 percent.
While some seasonal unemployment may be technically necessary,
other scasonal unemployment conld no doubt he eliminated by chenges
in production methods, inereased holding of inventories, the integra-
tion of firms with complementary seasonal demands, et cetera. Addi-
tional reductions in seasonnl unemployment could be achieved if
workers who are seasonally laid off would make the transition to new
jobs with less time out of work. If these improvements could eliminate
half the current seasonal unemplovment, more than 300,000 man-years
of unemployment would be avoided every year. It should be empha-

?This iden is emphasized and developed in “Measuriag Emplaoyment and Un-
employment: Renort of the President’s Committee to Appraise Employment and
Unemployment Statistics” (1962).
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sized, however, that some amount of seasonal unemployment is desir-
able. Even if public policies could be designed to eliminate seasonal
unemployment completely, this would only be achieved at substantial
real economic costs. The proper aim of public policy should be to
avoid distorting the natural pattern of seasonal unemployment that
would reflect both the preferences of employecs and the attempts of
employers to produce at minimum cost. Section V will discuss the ways
in which our current system of unemployment insnrance encourages
excessive seasonal lay offs and unnecessarily long unemvloyment
among those who have been laid off.

Weax Laror ForCE ATTACHMENT

Unemployment caused by weak labor force attachment is generally
a smaller but move serious problem among adults than among young
workers. While some of the unemployed adults who are not seeking
permarent unemployment are still students or are mothers with young
children. the social problems are associated with the group with low
skills and little education. These adults suffer from the same limited
oppottunities as some of the young workers deseribed in the last see-
tion. Because they have low skills, little education, and generally bad
work habits, they never enter the mainstream of employment oppor-
tunities, The only jobs open to them are the dead end jobs with low
pay and no future.

High unemployment among the men and women in this “secondary
labor market” 8 reflects their rejection of the jobs that are available.
Many of those with very limited 1)'ob opportunities prefer to remain
unemployed rather than accept what they consider undesirable jobs.
Many others who take these jobs scon quit.

Boston's experience with trying to secure employment for a lar,

up of such low skill workers dramatically illustrates that the pro

em is not rovidinﬁ jobs but making these jobs acceptable to the un-
emploved. During the 8 months beginning in September 1966, Boston's
ABCD program referred some 15,000 disadvantaged workers to jobs,
Seventy percent were offered jobs. Nearly half of the {'ob offers—45
percent—were rejected. Of those who did accept work, less than half
remained on the job for 1 month. A very high proportion of these
separations were voluntary. Fven among those over age 25 who were
being paid more than $1.75 per hour in 1967, the separation rate in the
first month was 33 percent.® .

What can be done to reduce unemployment: amon§ low skilled adult
workers? It is clear that the problem cannot be solved by increasin
aggregate demand in order to create more jobs. There is no evidence o
a shortage of jobs for this group. The Boston experience shows that
jobs can be found but that they will not be accepted.’® Lowering the
rate of unemployment requires stegs to bring tha characteristics of the
actual jobs and the standards of the acceptable jobs closer together.

Tt is sometimes suggested that expansionary macroeconomic policy

* See DNoeringer and Plore 1971, chapter 8, for an extensive discussion of the
characteristics of the secondary 1abor market,

* See Doeringer 1969, for a more detailed description to this experience,

® The special problem of those with such severe employment bandicaps that
they cannot earn the minimum wage will be discussed below.



33

can play an important role by improving the quality of the jobs avail-
able to the least able workers. Those who support this view argue that
the better fObs and higher pay that become available in a tighter labor
market will reduce the voluntarv unemployment and nonparticipation
among this group. There is, unfortunately, insufficient data with
which to evaluate this proposition. The aggregate unemaployment
statistics by age. sex, and color do not provide enough detail to
identify the low skilled workers.” Although such workers are a dis-
proportionately large fraction of nonwhite males, it is impossible to
say how much of the fall in unemployment for this group during
any cyclical tightening is actually due to a reduction in voluntary un-
employment a.monﬁ those who nre able to find better johs.

he best available evidence~the statistics on labor force participa-
tion rates—indicate 2 pessimistic conclusion. Since 1948, the labor
force participation rates of nonwhite adult males has dropped dra-
matically: from 97.2 percent to 92 percent among 35- to 44-year-olds
and from 94.7 pereent to 86.9 percent among 45- to 54-year-olds.
Among white males in those age groups the thanges were extremel
small: from 98 percent to 97 percent and from 95.9 percent to 94.
percent. This nearly threefold increase in voluntary withdrawal from
the labor force occurred during a 25-year period in which wage rates
rose nearly 50 percent. This is clearly contrary to the notion that
higher wage rates would reduce voluntary nonemployment. Much of
the decrease in labor force participation occurred at the same time as
labor markets were tightenin:iz. From 1961 through 1969, while the
overall unemplovment rate fell from 6.7 percent to 3.5 percent, non-
white adult male labor force participation rates continued to fall:
from 94.8 percent to 92.7 percent among 35- to 44-year-olds and from
92.3 to 89.5 percent among 45- Lo 54-year-olds.

Similar conclusions are implied by the fall in the labor force par-
ticipation rates of nonwhite adult males living in urban poverty neigh-
borhonds during the period from 1967 through 1969, while the unem-
plovment rate for that group was falling sharply, In 1967, with an
unemployment rate of 5.7 percent among nonwhite adult males in
urban poverty areas, 19.6 percent of that group were neither em{;loyed
nor seeking work. By 1969, their unemglorment rate had fallen to
4.3 percent: despite the tightening of the labor market, nonpartici-
pants rose to 21.4 percent of that population group. .

The evidence on nonparticipation rates contains two lessons. It is
a warning that macroeconomic expansion and tighter labor markets
are unlikely to bring a significant reduction in the voluntary unem-
plovment that characterizes low-skill groups. It is also a reminder
that the officially defined unemployment rate is the tip of the iceberg!
For these low-skill groups. withdrawal from the labor force is much
more common than official unemployment. .

Recognition of these limit J ¢xpansionary macroeconiomic policies
has encouraged the creation of several major manpower programs
during the past decade. All of these programs share the common
philosophy that the best way to reduce nonemployment in the groups
designated as disadvantaged is to provide traming that can improve

3 The longitudinal survey of experienced adult workers (see Parnes et al.,
1970) will provide a unique opportunity for an analysis of the cyclical experience
of low skilled workers,
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the quality of jobs open to them. During the 9 years from 1963 through
1971, there were more than 6 million new enrollments in Federal man-
power programs. Even if the Neighborhood Youth Corps—which does
not deal with adults—is excluded, there were nearly 3 million new
enrollments during that period. In 1971, the six major programs that
do not concentrate on young persons enrolled more than 350,000 per-
sons over 21 years old. The total Federal cost of these programs from
1963 threngh 1971 was nearly $7 billions in 1971, the Eedeml obliga-
tion was $1.5 billion.

Despite 10 years of experience with these large programs, there has

en no clear and definitive evaluation of their impact. We do not
know whether unemployment rates are lower and participatioa rates
are higher for those who have enrolled in a manpower program than
among those with the snme characteristies of age, sex, edueation, et
cetera. who liave not. There have apparently been no controlled ex-
Q«rvmonts to compare the effects of institntional training under the
MDTA program with on-the-job training in the JOBS program. The
isolated evaluations of particular local experiences or the results with-
in individual firms have generally sugaested that manpower programs
have positive but smal! effects. The interpretation of these evaluations
is clouded. however, by a lack of adequate controls and by the prob-
lem of self-selecting trainces.’? The clenrest successes have been ob-
tained by large firms that have combined expensive periods of on-the-
job trinining with opportunitics for further employment and advance-
ment,?

Among adults who have been out of school for several years or
more, the handicap of low skills is exacerbated by the problem of
bad employment habits. Absenteeism, frequent lateness. petty thefts,
and high quit rates are characteristic of workers in the secondary
labor markets, It is diffiecnlt for them to break these habits and con-
form to the discipline of mainstream employment. The possibility
of preventing theze problems by better experience and truininF of
young workers makes the policies discussed in the last section all the
more important.

Macroeconnmic policies and manpower programs both seck to re-
duce nonemployment by making the nvailable work more attractive.
It is important not to lose sight of the fact that the extent of volun-
tary nonemployment also depends on the attractiveness of not work-
ing. Today’s welfare rules are a notorious deterrant to work for
those who are receiving welfare. Morcover. the rapid rise during the
last docade in the valie of pnblic assistance that is available to a
family with little or no earnings—including cash payments, Medi-
caid, food stamps, and housing subsidies—-has substantially increased
the attractiveness of nonemployment. or intermittent. employment for
those with low sgkills. The increased levels of unemployment compen-
;utin‘q also encourage intermittent work, especially among two-earner

amilies.

There is also the complex problem of unreported earnings among
low income families. Some of this derives from eriminal activities
or from lawful services performed for illeg:l employers. But cash

" Ree Rohert Hall 1971, for a discussinn of this ovidence and a generally pessi.
mictie view of the potential of manpower programs,
8 gea Doeringer 106D, for soveral case studies that fllustrate this,



35

payments designed to avoid taxes and to prevent reductions in un-
employment compensation or welfare benefits are also important. For
casnal workers in the secondary labor market, cash payments can
avoid Federal income taxes at & minimum marginal rate of 14 percent,
plus combined employer and employee social security taxes in excess
of 10 percent, plus State income, unemployment compensation, and
worknien's compensation taxes. These taxes may easily total more
than 30 percent of the worker’s gross pay. By evading taxes and
receiving pavment in cash, the effective net wage can be increased
by nearly 50 percent. This provides a substantial incentive to both
emplovers and employees in situations where recordkeeping prac-
tices can be lax to share the potential gains of nonreporting. The
higher wages in such casual labor markets are a further inducement
to intermittent employment.

The most effective way to achieve a substantial reduction in non-
employment among low skilled gronps is to combine improved man-
power programs with a reexamination and redesign of the current
adverse incentives,

Tue CurrRENT UNEMPLOYABLES

In addition to these who are cyelically unemployed or voluntarily
out. of work. there is a substantial residue of unemployables who wonld
be unable to find steady employment even in a very tight labor market.
Pormanent. physieal di=ability, subnormal intelligenee, or psychologni-
cal problems severely limit the productivity of these men and women.
The problem iz most serious among these with both a physical im-
»airment and limited education.’* Law and custom prevent firms from
owering wages to the levels at which it would pay to hire handicapped
individuals,

Although rocational rehabilitation conld imprave the prospects for
some of them. in many cases, especially among these who are older
and less educated. the costs of additional training would exceed the
benefits. Two forms of jub creation for these permanently disadvan-
taged workers have been suggested : snbsidies to firms and direct per-
manent public employment.’®* A third option, integrating the mini-
mum wage law with general income maintenance, 1s also possible.

Wage subsidies to private firms are desizmed to fill the gap be-
tween the productivity of these very low skilled workers and the
minimum wage. The primary objection to such a policy is that much
of the subsidy would &. paid for hiring workers who would have bheen
hired anyway. Although this problem might be reduced by a careful
procedure of certifving eligible handicapped workers, such a process
wonld inevitably involve a Jarge number of arbitrary individual deci-
sions. The tack would be made more diflicult by the need to speify
different subsidies for different degrees of occupational bandicap. The
seaope for abuee, however. wonld be verv much limited if the total
wage—including the subsidy—were limited to the legal minimum

" See Luft 1972, for estimates of the impact of disability on unemployment
and of the way in which this is exacerbated by low educational achievement.

¥ See Schultze et. al. 1971, for a description and alternative evaluation of
these proposals, They do not distinguish between job creation for the handi.
capped and the general problem of unemployment among Jow skilled workers.




36

wage in that type of employment and if the handicapped individual
could take his wage subsidy to any employer. Since most workers can
earn more than the minimum wage, there would be no incentive to
seek an inappropriate wage subsidy. Even if low skill Wwerkers in
general were subsidized excessively, there would be no undue subsidy
to employers if workers could take these subsidies to any firn. Com-
petition among firms for these subsidies would pass the advantage of
the subsidy back to the low-income workers themselves. The most
serious problem with the subsidy plan would then be that substantial
government funds went to raising the wages of very low paid em-
ployees rather than reducing unemployment. A system of wage sub-
sidies to close the gap between the productivity of handicapped
workers and the minimum wage is therefore quite appealin%.“
Permanent public emplovment for those who are currently unem-
ployable in the private sec'r is advocated by those who doubt the
otential efficacy or cost-effectiveness of private wage subsidies. A
rther advantage claimed for public employment is that the Govern-
ment. unlike private employers, could give primacy to job creation
and make the production of a useful product & secondary considera-
tion. Such a philosophy currently guides the program of sheltered
workshops for the blind and for others with severe physical or mental
impairments. Should it, however, be extended to t’l)uose with less ob-
vious occupational handicaps? The difficulty with a pro%mm of public
employment is indicated b’ the question posed by Schultze and his
collaborators (1971) :

What would be the appropriate size of a public employ-
ment program? The answer depends on the answers to two
other questions: How many potential enrollees are there,
and what proportion of them would actually enroll? . . .
Two alternative actions might be taken to determine the
“proper” size of a public employment program. One would
be to guarantee 2 job to everyone applying, and find out how
many do apply. A more practical procedure would be to start
at a relatively low level and, if the jobs offered at that level
were quickly snapped up, to offer more until some acceptable
degree of saturation is reached (pp. 200-201).

The number of enrollees would, of course, depend on the rute of pay
and the conditions of work. If the pay were not limited to the minimum
wage, workers would be drawn away from productive private
employment into these unproductive public positions. Even if these
special public employees were only paid the minimum wage for man-
ufacturing employees, workers who are currently employed in private
jobs in agriculture and services would find public employment more
advantageous. If the managers of the public employment program
consider any useful output to be of secondary importance, public em-
ployment is likely to be less productive and therefore more costly to

¥ A second objection to the use of wage subsidies is that for some workers no
feasible subsidy would be large enough to induce an employer to hire them
it managers fear that, because of their unreliability, production lines would be
interrupted, machinery destroyed. and so on. (See Schultze et. al, 1971, p. 200).
This is unlikely to be a very serious problem. Although such nareliability may
make some people nnemployable at any wage in some firms and occupations,
there are clearly other jobs in which they could be profitably employed at a
sufficiently low net wage.
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the Nation than ... ¢ wage subsidies. Moreover, if the case for
subsidized job cren ici =ather than direct incowme support is based on
the value to the inutvidaal of a sense of accomplishment, it is impor-
tant that the employee be involved in useful production. There seems
little reason to support a program of public employment with little
coneern for production unless a program of private wage subsidies
has been tried and rejected.

Not all discussions of public employment have assumed that such
a prozram would emphasize job creation rather than useful produe-
tion. Some advocates of the continuation and expansion of the cur-
rent Public Employment Program have stressed that Federal subsidies
for such State and Jocal employnient is a useful way of satisfying un-
met public needs. 1t would, however, be preferable to separate sub-
sidies for publie services from subsidies for those who have difficulty
finding work. Failure to do so is likely to lead to an inappropriate
mix of public services and a less productive use of currently unem-
ployed workers, It would, of course, be appropriate to permit State
and local governments to compete with private firms in hiring work-
ers with wage subsidies. There is no reason to limit the subsidized
workers to private employment. But the subsidy for public services
should be given on its own merits and not as an indirect way of creat-
ing specifie jobs.

It is sometimes suggested that the unusually high unemployment
rates among youth. women, and minority groups could be reduced by
targeting a permanent {mblic employment program at these workers.'?
Thix ignores the fact that there 1s no evidence that these workers are
permanently unable to find work. In contrast, jobs appear to be avail-
able with relatively little delay and the duration of unemployment
is generally short. Moreover, the creation of public jobs may have
little effect on unemployment in these groups. If those who are out
of work find that the new public jobs are no more attractive in pay
or working conditions than the jobs already available in the private
sector. they will not increase their rate of employment. The public
jobs will be filled instead by those who are already at work in the
private sector. If instead the public jobs offer higher pay and better
working conditions than are currently available, some of the un-
employed will of course want to take these jobs. But the creation of
these jobs will only lower the unemployment to the extent that the
jobs are not filled by those who would otherwise be working in the
private sector. The higher the wage on these public jobs, the greater
the risk that they will be filled in this way. Finally, permanent public
employment is an inappropriate policy for dealing with the short-term
unemployment of unskilled labor that results from high lay-off rates.
For such unemployment, public jobs would primerily be a replacement
for private employment: for an unskilled worker who currently
experiences 6 weeks of unemployment per year, a permanent public
job would only prevent 6 weeks of unemployment but would eliminate
46 weeks of private employment.

An alternative to the development of a formal wage subsidy pro-
gram is to integrate the minimum wage law and the system of income

¥ public service jobs for young persons could give useful employment experd-
ence for labor force entrants, Outside clerical and related oceupations, however,
public employment iz unlikely to provide the type of on-the-job training that
eould later be valuable in industrial employment,
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maintenance. With a negative income tax. such an integration could
be aceomplished simply 1f the minimum wage is interpreted as apply-
ing to the sum of employees’ market wage and the income maintenance
payment converted to an hourly basis. For example, if the minimum
wage is &2 per hour, an individual whe receives $1.500 per vear in
itcome maintenance would be treated as receiving support of v cents
per hour and cou'd therefore aceept a job that paid anything over $1.25
per hour. The actual application of such a principle wovld take into
account the fact that the annual income maintenance payiaent depends
on the amount that the individual earns. As a simplified examy:le,
consider an income maintenance scheme that pays an annual amount
(\) ¢qual to a basie payinent that depends on family size (B) less
oue-half of the annual varned income (I.K'(.‘.) :
A= B—=150INC),
The in~ome maintenance and minimum wage rules might be integrated
by detining income, for the purpose of the minimum wage control,
as 2000 times the individual's market wage (WAGE). The income
maintenunce formula is then:
A=DB-1000(WAGE).

Thiz implies that the hourly income maintenance payment (a=
A, 2000y s

B
=5 000 1/2 (WAGE)

The grazs wage to which the minimum wage law applies is then the
sum of the mariiet wage and the hourly income maintenance paryment.

a

Gross wage = WAGE +§Ié%6" 1/2 (WAGE) =2'0_Bm £1/2 (WAGE)
An individual with a basic payment of $3,000 therefore earns a
gro:s wage of £1.50 per hour plus one-half the market wage. If the
minimum wage is $2 an hour, the individual can accept a job with a
market wage above &1 an hour. If the basic payment is smaller, the
minimum market wage is higher. If the basic payment exceeds $4,000,
the individual can accept any form of employment.

This cxample is simplified but captures the basic principles. In
practice, the rules would have to take into account the problems of
families with more than one earner, of varring wage rates, and of
temporary unemployment. This could be done without altering the
basie notion of integrating income maintenance and the minimum
waze, Such an inwgration would strengthen the income maintenance
provisions for those who would otherwise be involuntarily unemployed
while avoiding the cumibersome administrative problems of direct wage
stbsidies,!s

® It might still be valuable to have direct wage subsidles so that low-skilled
persons who would receive very small income maintenance payments. for exs
ample, some single {ndividuals, could still obtain empiryment. A progrom of
public employment at or below the minimum wage would also be desirable if
the iueome maintenance program requires employment as a conditlon for re-
ceiving benefits. This would be especially important if income maintenance is
not integrated with the minimum wage. It would be ironically unjust if a low-
skilled person were prevented from working by the minimum wage law and then
denied income maintenance payments because he was unable to find work.
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Deration oF UNEMPLOYMENT

Much of the recent theoretical discussion of unemployment has
emphasized that workers remain unem loyed because they are search-
ing for better job offers.® A worker who is laid off often does not ac-
cept the first job offer in his own line of work but investigates several
job possibilities over a period of months before accepting new em-

loyment. Part of this process of scarching is information gathering.
The worker who has not recently beer unemployed generally does
not know what wage and working conditions his own skills and experi-
‘nee will command in the market. ITe spends time locating relevant
jobs and learning about them. Part of the search also consists of
delaying in the expectation that the next job offer may be better.
The greater the individual’s uncertainty and the greater the variance
of wage rates and working conditions in his relevant markct, the
longer he will tend to search.

Not all unemployment can be interpreted as conscious or uncon-
seions search. Some skilled workers and union members know just what
the local market wage is in their occupation and prefer to wait until
such work becomes available rather t{;an accept alternative work at
substantially lower pay. Some workers are waiting to be rehired into
the same job from which they were temporarily laid off because of a
seasonal or cyclical fall in demand or because of scheduling problems,
Some workers, especially those with severe handicaps, are not able to
find any employinent. At the other extreme. some of those who report
themselves as unemployed are not seriously interested in fin ing
employment and have made only limited efforts to find work.

The average duration of unemployment during the postwar period
has been about 3 months.* This varies cyclically: in {)971, it was 11
weeks: in 1969, it briefly dropped below 8 weeks and in 1961 it rose
over 16 weeks. These mean durations reflect a very skewed distribu-
tion. Although the mean in 1971 was 11 weeks, more than two-thirds
of the unemployed had Aurations of less than 11 weeks and 45 percent
were out of work for less than 5 weeks.»

Any reduction in the mezan duration of unemployment would lower
the average unemployment rate. A fall of 1 month in the average dura-
tion of unemployment would lower the projected future unemploy-
ment rate from 4.6 percent * to less than 3.1 percent.”®* Even a 2 week
reduction would reduce the uneaployment rate by (.75 percent. Those
who stress the importance of search activity suggest that the duration

¥ See Mortenson (1970) and Pheips (1970) for a development of this theory.

®There are severn]l problems in interpreting this number. It refers to the
mean perind that those whe are currently unemployed have been out of work.
The shape of the distribution of unemployment durations implies that this is
elese fo, but not exnctly equal *o. the mean length of completed spells of unem-
rloyment. The problem is further complicated by the unemployed who drop out of
the Jabor forve,

# This distribution reflects substantially shorter perinds of unemployment than
the British experience but, as noted in Section II, many fewer become unem-
ployed in Britain so the durations are not comparable for the current nurpose,

%1 nhia is the nnemployment rate projected for 1980 in Section 7. The average
rate in the pastwar period has beon 4.5 percent,

7 This nesnmes that the shorter duration of unemployment does not increase
the number who become nnempioyed. Although the shorter durations may induce
increased quit rates. the effect of this is likely to be small, especially if the
shorter durations are not due to changes in job opportunities,
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of unemployment conld be reduced by improving the flow of {ob mar-
ket information. The computerized “job banks” recently developed by
the Department of Labor are a primary example of this. So also 1s
the recent proposal by Holt and others (1970) to increase greatly the
size of the 1.8, Employment Service.

The duration of unemployment also depends on the cost to the un-
employed of remaining out of work. Our current system of uncmploy-
ment.  compensation substantially reduces—indeed often almost
completely climinates—the cost of temporary unemployment. Because
unemployment compensatior. affects adult unemployment more gen-
erally. including not only the duration of job search by the unem-
ploved but also the cyclical and seasonal variation in labor demand
and the job attachment of many low-skilled workers, the subject of
unemployment compensation will be dealt with mor: generally in
the next section.



V. IMPROVING THE INCENTIVE EFFECTS OF
UNEMPLOYMENT COMPENSATION

For more than 30 years, unemgloyment compensation has provided
valuable support for millions of unemployed workers and has bean
an Important source of security to millions more who are employed. It
1s important to reexamine and strengthen this system by adapting it to
the changing nature of unemployment.

All of the basic features of our current unemplovment system were
designed and adopted in the depths of the depression. The modern
Keynesian principles of incrme determination were neither under-
stood nor accepted. Now we are all Keynesians. We have come to
accept the Government’s general responsibility for maintaining a
high level of demand through variations in spending, taxation, and
monetary policy. The structure of unemployment has changed accord-
ingly. The large pool of long-term unemployed workers has been
replaced by a much smaller relative number whose durations of
unemployment are also much shorter. Almost every unemployed per-
son can now find & job in a very short time. Despite the changing
nature of unemplovment, the system of unemployment compensation
continues in essentially its original form.

Under the economic conditions that have prevailed in the postwar
period, our current system of unemployment compensation is likely
to have increased the average rats of unemployment. The usual pre-
sumption, that unemployment compensation reduces unemployment
because it automatically increases government spending when unem-
ployment rises, is really irrelevant. The same fiscal stimulus would
now be provided through other expenditure increases or tax cuts by a
government committed to maintaining agfregate demand.! The pri-
mary effect on aggregate unemployment of our current system of un-
employment compensation is not its contribution to aggregate cemand
but its adverse impact on the incentives of employers and emplo'\ieas.

This section explains why unemployment compensation is likel
to increase nearly all sources of adult employment : seasonal and cyeli-
cal variations in the demand for labor, weak Inbor force attachment,
and unnecessarily long durations of unemployment. It then suggests
how the system of unemployment compensation could be restructured
to reduce these bad incentives while actually increasing the protection
that it offers to workers who are unemployed.

Our current system of unemployment has two distinct but related
bad incentive effects. First, for those who are already unemployed it
greatly reduces and often almost eliminates the cost of increasing the

'This could of course be done through a formula plan that tied the fiscal
stimulug to changes !n ageregate unemployment. This may not be advisable.
fince unemployment rises after the level of aggregate demand has been falling
for some time-—as judged by hours, orders. et cetera—the unemployment com-
pensation payments are inappropriately delayed.

(41




42

period of unemployment. Second, and more generally, for all types
of unsteady work-—scasonal, cyclical and casual—it raises- the net
wage to the employee relative to the cost to the employer. The first
of these effects {)rovidos an incentive to imhpproprmw y long dura-
tions of unemployment. The second provides both employers and
employees with the incentive to orgunize production in a way that
increases the level of unemployment bf making the seasonal and
cyclical variation in unemployment teo large and by making casual
and temporary jobs too common. Both of these disincentive effects
rc«xxim urther explanation.
detailed example can be very helpful. Consider a worker in
Massachusetts in 1971 with a wife and two children. Ie earns $500
per month or $6,000 per year if he experiences no unemployinent. She
earns $350 per month or $4200 per year if she experiences no un-
employment. If he is unemployed for one month, he loses $500 in
ss carnings but less than $100 in net income. How does this occur?
A reduction of $500 in annual earnings reduces his federal income tax
by $83, his social security payroll tax by $26 and his Massachusetts
income tax by $25.* The total reduction in taxes is $134. Unemplog-
ment compensation consists of 50 percent of his wage ? plus depend-
ents’ allowances of $6 per week for each child. Total unemployment
compensation is therefore $302. His net income therefore falls from
$366 for the month if he 1s employed (i.e., his 8500 gross earnings
less $134 in taxes) to the $302 paid as unemployment compensation.*
The combination of taxes and unemployment compensation imposes
an effective marginal tax rate of 87 percent. The same very high mar-
ginal rate continues for several more months. If he returns to work
after 1 month his annual net income is only $128 higher than if he
returns after 3 months.

Moreover, part of the higher increase in income would be offset b
the cost of transportation to work and other expenses associated wa
employment.

If the man does not become unemployed but his wife loses her job
the implied marginal rate may be even higher. If she is unemployed
for 3 months, her gross earnings fall by $1,050 but the family’s net
income may fall by only $72. The fall in earnings reduces taxes by
$297 while the unemployment compensation provides $525 in regular
benefits and an additional $156 in dependents’ benefits.® The effective
marginal tax rate is over 93 percent. If the family has three children
instead of two, the family’s n°t income is actually higher if the woman
is unemployed for 3 months than if she works for that period.

These astounding figures are not very sensitive to the specific de-
tails of the example. Extremely high effective marginal rates would
also be implied if the man were not married, or if he were married
but his wife did not work, or if his income were 30 percent higher or

* All of these numbers are based on 1971 tax rates, The income tax assumes
that the standard deduction is used,

*The compensation formuls actually applies to his average earnings during
the previous 52 weeks. The figures in the text ignore the waiting period of up
to five working dags.

¢ Unemployment insurance benefits are not taxable income.

’ In Mascachusetts the wife may collect dependents’ hepefits when her hus-
bhand (lls still employed if she has previously listed the children as income tax
dependents,
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lower. In particular, a single man with earnings of $500 per month
faces a 78.¥>ercent, marginal rate. If he is married with two children
and his wife does not work, his marginal rate is 8¢ percent. With a
monthly earnings of £650. the married man with two children has an
effective marginal rate when he becomes unemployed of 83 percent ;
if his monthly income is $350, the marginal rate is 87 percent. In
every case, & middle or lower income individual loses almost no net
income if he is unemployed for a short time. Only as incomes rise
substantially does the net income loss become significant. For a mar-
ried rran with two children and menthly earnings of $900, the effec-
tive marginal rate when he becomes unemplo ed is (3 percent; with
monthly earnings of $1,500 the marginal rate falls to 49 percent.®

In some industries the cost of unemployment is reduced further or
even made negative by the supplementary unemployment benefits
paid by employers under collective bargaining agreements. The effect
of these is particularly important becauce it continues to apply on
an earnings related basis even above the level at which the State
unemployment compensation plans reach their maximum.’

How do people respond to these very high rates of marginal net
unemployment compensation? The response does of course vary
among individuals and differs according to specific circumstance. But
the overall effect is almost certzainly to increase the duration of the
typical s;l)ell of unemployment and to increase the frequency with
which individuals lose jobs and become unemployed.

Consider first the duration of unemployment. As we have seen, a
man who normally earns $500 per month will lose only about $7% of
additional net income if he remains out of work for 2 months instead
of 1 month. Each additional week of unemployment costs him less than
$20, substantially less if there are costs of traveling to work, union
dues, and other expenses connected with employment. The unemployed
person who does not expect to be recalled by his previous em{)loyer
can expect to find a better job by searching and waiting for a longer
time. use the cost of additional waiting time and searching time
is so very low, the unemployed worker is encouraged to weit until there
is almost no chance of a better job. For example, since finding a job
that pays as little as 5 percent more means an increase in net income
of approximately $200 per year, even an additional 10 weeks of un-
employment wonld pay for itself within a year. It is clear that an
individual who is actively searching for a better job in this way is
neither loafing nor cheating. He is engaged in trying to increase his
long-run income. His search is economically rational from his per-
sonal point of view but inefficiently long for the economy as a whole.

¢The effective marginal rate for the unemployed falls as income rises even
though marginal income tax rates rise because (1) the marginal rate of the
socinl security tax 18 zero: (2) the unemployment benefits have a weekly maxi-
mum; and (3) dependents’ benefits do not increase with income,

TA common form of these supplementary unemployment benefit plans is to
provide a basic amount (including State unemployment henefits) of 60 percent of
average pay plus a small dependents’ allowance. For an individual whe would
otherwise pay 25 percent in Federal and State Income tax and 5 percent in social
security tax, these benefits reduce the cost of unemployment almest to zero. The
effect 18 only slightly limited by the fact that the supplementary benefits, but not
the State payments, are subject to income tax. There is a limit to the amount of
supplementary benefits but the effect is still to bring the very high marginal
rates to higher income workers,

94-053—73——4
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The unemployed individual loses valuable productive time in order
to achieve a slight gain in future income because taxiuyers provide
a $1.000 subsidy during his 10 weeks of inereased search.

Not all of the increased duration of unemployment is a search for
a better job, When the return to work adds less than $20 to the week’s
net income, there is certain to be a strong temptation to use some time
for doing repairs and other tasks at home or simply having a short
period of additional vacation. Some who are waiting to be recalled
to a previous job may also engage in casual work for unreported in-
come. All of these temptations are likely to be even stronger when
there is another person in the family who is employed. Glaring evi-
dence of this type of voluntary unemployinent are the “inverse senior-
1ty” provisions that are now part of the employer-employee agree-
ments in several industries; these provisions give workers with more
seniority the privilege of being laid off earlier than other workers
and rehired later.

There are of course rules in our unemployment compensation system
that are designed to limit the extent to which indivi(mals voluntarily
extend their -luration of unemployment. A worker who is deemed to
be unavailable for work or who refuses suitable employment may be
disqualified from receiving benefits. Although this may prevent
flag -ant abuses and deter some from any voluntary unemployment,
it 1s common observation that many who could find employment in
their own line of work are able to continue receivinﬁlunempl ment
benefits. The employment service is limited in its ability to find suit-
able jobs for unemployed workers because it is only notified of a frac-
tion of all openings.® Moreover, it is not at all difficult for a worker
who is interviewed by a prospective employer to avoid being offered
a job if he prefers to remain unemployed.

Longer durations of unemgloyment is only the first of the bad incen-
tive effects identified above. The more general effect of unemployment
compensation is to increase the seasonal and eyclical fluctuations in the
demand for labor and the relative number of short-lived casual jobs.
It doe: this by raising the employee’s net wage for such unstable jobs
relative to the cost to em&loyers. This distortion in the cost of unstable
employment influences the patterns of production and consumption
in the economy. Because the price of unstable labor has been artifi-
cally subsidized. employers organize production in o way that makes
too much use of unstagle employmenut. Similarly, the economy as a
wh«;lo. consumes relatively too much of the goods that are produced
in this way.

A work{r who accepts a seasonal job knows that he will be laid
off (or will have n much greater risk of being laid off) when the sea-
son ends. Similarly, a worker in a casual or temporary job or in a
highly eyelical industry knows that he is much more likely to be laid
off than a worker with a regular job in an industry that 1s not cycli-
cally sensitive. If there were no unernplorment compensation, work-
ers could be induced to accept such unstable jobs only if the wage rate
were sufficiently ligher in those jobs than in the more stable positions
in which they coulf find alternative work. The pay differentials among

! For example, in Massachusetts in the year ending June 30, 1970, there were
more than 485,000 initial claims for unemployment compensation. There were
however a tots] of only 252,000 referrals and only 182,000 placements.
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johs would reflect the chances of being laid off and the expected dura-
tion of unemployment after being laid oif. The higher cost of labor
in unstable jobs would induce employers to reduce the instability of
employment by greater smoothing of production through increased
variation in inventories and delivery lags, by additional development
of off-season work, by incurring costs to improve scheduling, by less
cyclical sensitivity of employment to changes in production, by the
introduction of new techniques of production (for exs.m;])le, new
methods of outdeor work in bad weather to reduce seasonal layoffs),
et cetera. The higher wages in unstable employment would also
increase the prices of the output produced by such firms and indus-
tries. The higher prices of these goods and services would reduce the
demand for them. This would reduce further the amount of unstable
emlplo ment in the economy.

n the absence of unemployment compensation, the amount of un-
stable emgloyment would reflect the employees’ balancing of higher
wages and employment stability. the employers’ attempta to produce
at minimum cost. and the consumers’ choice among oogs and services
at. prices that reflect their cost of production. The effect of unemploy-
ment compensation is to offset the market forces that would otherwise
prevent an excessive amount of unst:ble employment. Because un-
employment compensation provides a subsidy to workers in unstable
employment, it reduces the wage differential required to attract work-
ers to seasonal, cyclical and temporary jobs. Because employers pay
a relatively small premium for their unstable employment, there is
little incentive to reduce this instability. Finally, the prices of these
goods aud services do not reflect the higher social cost of production
with unstable employment. The taxpayers subsidize the consumption
of those goods whose production creates the most unstable employ-
ment.*

To what extent are these harmful incentives offset by the current
method of financing unemployment compensation through an experi-
ence rated employer tax?! Employers contribute to the State unem-
ployment com%ensation fund on the basis of the unemployment
experience of their own previous emsloyees. Within limits, the more
benefits that those former employees draw. the higher is their own tax
rate. The theory of experience rating is clear. If an employer paid the
full cost of the unemplovment benefits that his former employees
received, unemployment compensation would provide no incentive
to an excess use of unstable employment. Although money wages
would not be substantially higher for such jobs, the total cost to the
employer would be.

In practice. however, experience rating is a very imperfect check
on the disincentive effects of unemployment compensation. There are
three reasons for this. First, the extent of experience ratm%is limited
by a maximum rate of employer contribution. In most States, the
employer’s contribution is based on a “reserve ratio” formula. The
reserve ratio is defined by (CON~-BEN)/PAYROLIL where CON is

*In describing the harmful effects of unemployment compensation, I do not
wish to imply that these ovtweigh the benefite of the program. Unemployment
compensation provides valuadle support and security to millions of workers
The problem, however, is to redesign the system to preserve the advantages
while reducing the harmful incentives. I will return to this below,
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the employer’s total contributions to the unemployment compensation
fund since the system begun. BEN, is the total benefits collected by
the unemployed previous workers that were charged against his ac-
count and PAYROLL is the firm’s average payroll (generally during
the past 3 years). The higher the employer’s reserve ratio, the
lower his rate of tax. Most States, ho'vever, limit the tax to 8 maximum
of 2.7 percent of the first $3,000 of ench employee’s annual income. The
maximum rate applies when the reserve ratio is below some low level,
generally 5 pereent or less, In the long run, any firm in which average
annual benefits generally exceed average annual contributions will pay
the maximum rate of the tax, A firm in a seasonal industry that lays
off 20 percent of its average labor force for 2 months each year will
pay the maximum rate if the average wage of those laid off is equal
to or greater than $500 per month.' Move generally, using the 3-month
nean uneyloyment duration and assuming that those who become
unemployed had earned an average of $500 per month, any firm in
which an avernge of 11 percent of the average labor force become un-
employed each year will pay the maximum. A study of experience in
Massachusetts found that in 1959 the maximum tax rate was paid by
31 percent of construction employers, 40 percent of apparel manu-
facturers, and 26 percent of leather manufacturers. For any firm that
already pays the maximum rate, there is no cost for additional un-
employment and no gain from a small reduction in unemployment.

he second reason that the current method of experience rating has
only a limited deterrent effect is that the relation between current
layoffs and contributions is often quite weak. This is partly due to
the use of the firm's entire experience since the beginning of the
unemployment compensation system. Because the contributicn rate
reaches & minimum when the reserve ratio is above some level,’ a
firm that has paid contributions in excess of benefits for a Jong time
will have a very high reserve ratio and a contribution rate that will
not respond to a change in the layoff rate for a long time. The weak
link between layoffs and the contribut: -, rate is also due to the way
in which the system pools all workers in the firm. A firm in which most
employees are not subject to seasonal or cyclical variations can have
high layoff rates for certain jobs and in certain product lines without
increasing its contribution rate. For a large firm this is reinforced
when there are relatively few reserve ratio levels at which the con-
tribution rate changes; there is a substantial “notch” at thege levels
but no extra cost between them. .

Even if there were neither & maximum rate nor & minimum rate
and the contribution rate responded quickly and continuously to
changes in the unemployment rate, there would still be a strong in-
centive for an excessive rate of layoffs. This occurs primarily because
a worker who is temporarily unemployed avoids income tax and
payroll tax at his maximum marginal rate on the lost earnings while

* Thig understates the effect of the maximum rate since the maximum differen-
tial between the maximum rate and minlmum rate is generally less than 2.7
percent.

U See Warden (1967) for & more general analysis of unemployment compensa-
tion and the experience in Massachusetts,

“In Massachusetts, a minimum of 0.5 percent is reached when the reserve
;-'mn P.V'(::dﬁ 10 percent. In other States, the minima vary between zero and

.5 percen
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paying no tax on the unemployment compensation. Since the mar-
ginal rate for even relatively low-income families can be over 30 per-
cent when Federal, State and payroll taxes are combined, the tax
etfect is quite substantial. In the example discussed above, a married
man with a working wife and two children whose wage rate is £500
per month would receive only an extra §64 of net income by reducing
his unemployment from 2 months to 1 month; if his unemployment
benefits were taxed in the same way as other earnings, he would re-
ceive more than twice as much, $154. The 890 differential represents
a current subsidy out of general tax revenues in addition to the
un=mployment compensation,

In summary, it is clear that our current unemployment compen-
s1rion system {)rm-ides incentives to employers and employees to he-
have iu ways that incrense the rate of unemployment in our economy.
Although there have heen no careful studies to assess the magnitude
of these incentive effects, there is a variety of statistical evidence to
support the commen observation that these effects are economically
important. TTall (1970) has shown that the number of weeks of un-
employment per year deolines sharply as the wage rate increases.
Chanin (1971) has shown that mean durations are longer in States
with inore ample unemployment benefits, The very existence of the
“inverse seniority” provisions shows that some workers value the
opportunity to hecome unemployed.

The recent British experienee is particularly interesting. Until 1966,
unemployment insurance in Britain puid a relatively %ow flat rate
benefit that was not related to the nnemployed person’s previous earn-
ings. There was al<o an additional flat rate dependents’ allowance, The
“earnings related supplement.” first pavable in September 1966, pro-
vided for an additional payment equal to one-third of the claimant’s
previous avernge weekly carnings between £9 and £30, The maximum
supplement was therefore £7. The total benefit iz subject to a maximum
of §5 percent of the average weekly earnings. The effect of the earn-
ings related supplement was, in eflect. to convert the British system
from one with very low relative unemployment benefits for all but the
lawest wage group to a benefit structure more similar to that in the
Uhited States,

In Qctober 1966, 1 month after the change in unemployment insnr-
ance, British unemployment began rising dramatically. The number
of registered unemployed rose from 340.000 in September to 436,000
in Qctober and 513,000 in November. The registered unemployment
rate for males rose from 1.8 percent in August to 3.3 percent in
January. It is, of course, diﬂiru‘lt to know how much of this increase
should be attributed to the change in unemployment compensation.
Other macroeconomic and tax policies occurred at approximately
the same time, It is noteworthy, however, that unemplovment rates
above 3 percent had been seen only once hefore in the postwar period
(during an unusually bad winter) and that such a rapid rise in the
rate of unemployment had not been seen before. Moreover, the male
uncmployment rate has remained over 3 percent ever since then. The
previous relation between the unemployment rate and the vacancy
rate censed to hold after 1966. An examination of the occupational
composition of unemployment shows that the proportional rise in
unemployment among skilled manual workers was greatest and among
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the lower paid unskilled workers (who would benetit less from the
earnings related supplement) was least. The increase among profes-
sional. technical and administrative oceupations was also greater than
would be expected on the hasis of recent past recessions. A survey of
uncmployed workers designed to evaluate the eifect of the earnings
related supplement fnumfn sigmiticant. effect : an_ inerea~ of £1 per
week in the level of unemployment benefit tended to increase the
length of unemployment by almost half a week.?* Although there are
problems in interpreting cach piece of data on the British experience.
the evidence as a whole clearly indicates that the new method of earn-
ings related unemployment compensation has raised the level of
unemployment.

There is little room for doubt about the qualitative conclusion that
our current system of unemployment compensation increases the rate
and duration of unemployment. Although the nignitude of this effect
is unknown, it should be emphasized that rather snmll changes in the
duration of unemployment. the cyclical and seasonal fluctuation in
labor demand and the frequency of temporary jobs can have a very
important impact on the overall rate of unemployment. A reduction
of 2 weeks in the current average duration of 2 months would, other
things equal, lower the overnll rate of unemplovment by 0.75 pereent.
If one-third of the seasonal unemployment were avoided. the overall
unemployment rme would fall by an addition 0.25 percent. If the
cvelical variation in labor demand were also reduced by 20 percent
this woull reduce unemployment. by another 0.25 pereent. A decrease
in the number of casual temporary jobs would have a further impa.t,
Although ench of these changes ix singll, the total effeet 1s a fall in the
unemplovment rate of more than 1.25 percent.’ These numbers should
not be interpreted as specific estimates of the extent to which our
current system of unemployment compensation raises the unemploy-
ment rate. They should be viewed as illustrations of the powerful
cumulative effect of small changes in the several sources of adult
unemployment. It is quite peseible, however, that the disincentive
effects of our current system are responsible for at least this much
increased unemployment.

The challenge at this time iz to restructure the unemployment com-
pensation system in a way that strengthens its good features while
reducing the harmful disincentive effects. The virtue of our system
is that it permits the fainily of a lower- or middle-income worker who
is temporarily unemployed to maintain approximately its previous
level of spending. Although the fall in net income is relatively greater
among higher-income workers. almost all insured families are pro-
tected against a substantial change in net income. The disadvantage
of our current svstem is that it raises the rate of unemployment and
imposes an excessive welfare loss. This welfare loss orcurs hecause
the unemployment compensation system enconrages each individual
employee to act in a way that is in conflict with the interests of all
employees as a group. More specifically, althongh most of the cost of

¥ Qee MacKay and Reld (1972). Their methods seem likely to underestimate
the effect.

* Reenll that the postwar eyclical variation in British unemployment is suh.
stantinlly less than half the American experience,

¥ Adding the effects tends to overstate slightly the total effect since there is
an interaction between the duration effect and the others.
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the unemployment benefits and the reduced Federal and Scate tax
collections falls ultimately on employees as a whole,*® each individual
employee is induced to behave in ways that increass this cost. It is
rational for the unemployed individual to delay returning to work
and for the jobseeker to give less than the correct weight to the risk
of future unemployment. For the group as a whole, however, such
behavior incurs costs that far outweigh the benefits. This is the es-
gence of the welfare loss.

What could be done to reduce the harmful disincentives without
losing the.valuable features of unemployment compensation? Some
gains could be achieved by removing the ceiling on the employer’s rate
of contribution and by lowering the minimum rate to zero. Employers
would then pay the full price of the unemployment insurance bene-
fits. The change in the rates of contribution would encourage employ-
ers to stabilize production and employment. It would also tend to
increase prices for goods produced in firms with unstable employ-
ment. This would have the effect of shifting production to firms and
industries with more stable employment.

Further improvement could be achieved if unemployment insurance
benefits were taxed in the same way as other eamings. This would
eliminate the anomalous situations in which a family’s net income 1is
actually reduced when an unemployed memoer returns to work. More
generally it would significantly reduce the very high implicit mar-
ginal tax rates that an unemployed person faces when he considers
returning to work. It would also end the distorting situation in which,
for the same total cost to the employer. a worker with some unemploy-
ment during the year receives more net income than a fully employed
worker. Since the lowest income families pay no income tax, the taxa-
tion of unemployment benefits would not be a burden to the peor.
Even at higher incomes, the total effect on family income of taxing
benefits would be small even though the marginal effect is sizable. In
any case, the current system is inequitable in imposing a higher tax
on an employed person then a person with the same net income and
family circumstances who does not work the entire year.

A much more important reform could be achieved by shifting the
basis of experience rating from the firm to the individual. This would
have the advantage of making the individual consider properly the
costs of a longer duration of unemployment and of a job with a greater
risk of unemployment. One possible way of shifting the basis of
exgerience rating would be to calculate a reserve ratio for each iudi-
vidual. The individual reserve ratio would be defined in the same way
that it now is for employers: the difference between the cumulative
contributions made and the cumulative benefits received by that indi-
vidual. divided by the individual’s recent covered earnings.!” Each
individual would have a prescribed contribution level based on his
current reserve ratio. With individual experience rating it would be
necessary to have a maximum rat~ of contribution.

¥ he fact that the tax is nominally paid by employers I8 irrelevant, The
variable rate makes the incidence issue more complex but the statement in the
text is essentlally correct.

"The additional admintatrative costs would be small in comparison to the
advantages. Only 2 additional numbers, cumulative contributions made and
cumulative benefits received, would have to be added to the individual’s social

security record.
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There are a varicty of possible ways to finance these contributions.
One possibility would be to require that employers pay the maximum
rate of contribution for each employee with the provision that the
employee receives, as a wage suppleent, the ditference between the
muxinium tax and the contribution that is required on the basis of -
his own reserve ratio. A\ wage supplement based on the individual's
fmst experience would have the eflect of rewarding workers who have
wd shorter durations of unemployment and encouraging individuals
to seck more stable employment.

Under this indi\'ic{ual experience plan, an unemployed worker
would receive benefits just as he does now.* Ilowever, the longer he
remains unemployed. the more his own reserve position would fall,
When he returns to work. he would receive no wage supplement or
a reduced supplement until his reserve ratio reaches the appropriate
level, The im[ividual experience plan in effect provides an opportunity
for an unemployed person to borrow against his future earnings (at
u zero rate of interest). Because the individual will repay these bene-
fits, it should be possible to raise the benefit rate in each income class
and to increase the maxitnum benefit. Other special features, such
as allowing workers to withdraw a lump sum arcant to pay for
noving expenses or to cover the costs of tuition. in a private training
rmgx-:un or educational institution, should also be possible. Ir short,
»v introducing individual experience rating into our current system,
unemployment compensation can provide greater security without
the current harmful disincentives.

There are, of course, 2 number of problems that would have to be
solved in the design of a practical individual experience plan. Bene-
fits would have to continue even after an individual’s reserve is ex-
hausted. Moreover he must not ba permitted to have such a large nega-
tive reserve ratio that there is no incentive for him to try to raise his
reserve position.’® Some provision must also be made to reward re-
tiring workers who have accumulated positive reserves. But these and
other problems could be solved by balancing the objectives of income
security and improved incentives. The result of doing so can be a more
eflicient economy and a much lower rate of unemployment.

" The Individual experience plan dees not elilminate the desirability of taxing
unemployment benefits,

“In particular, it might be desirable to maintain employer experience rating
to avoid ahuses in seasonal industries,
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VI. SOME CONCLUSIONS AND RECOMMENDATIONS

The analysis of this report has been both pessimistic and optimistic.
On the negative side, it was coneluded tHnt the average long-run
employment rate probably cannot be lowered below 4 percent by ex-
pansionary fiscal and monetary policy alone while maintaining an
acceptable inflation rate. A study of alternative policy simulations
with an econometric model and a more detailed examination of the
structure of uncmployment. showed that the overall rate of unemploy-
ment would retain high even in extremely tight Inbor markets that
pushed the unemployment rate for mature men below historic lows.
Although there is currently a evelical excess of nnemployment. the
long-run problem is not a lick of adequate demand.

The prospeet for improving the overall unemployment rate through
sro«:iﬁc employment policies is more optimistie. Substantial progress
should be possible in dealing with the particular problems of young
workers, A signiticant part of this unemployment is among new en-
trants to the iabor force and others who are seeking their tirst full-
time job. A special Youth Employment Service, firmly linked to the
schoois and prinarily concerned with the transition from school to
permanent einployment, could have a major impact on unemployment
n this group.

The problem of unstable employment among young workers is both
more serious and more diflicult to solve. Much of the unemployment
among expericnced young workers oceurs not beeause jobs are un-
available but because they are unattractive. For many young workers,
the available entry level jobs are also deadend jobs. They offer neither
valuable training nor opportunities for significant advancement
within the firm. Since employers have made no investment in these
workers, they do not hesitate to lay them off whenever demand falls.
Since comparable jobs are easy to find, these young workers do not.
hesitate to quit. The growth of our economy during the past few
decades now permits relatively high wages even for those with entry
level jobs, Among the young and single, these high wages encourage
an increased demnnd for leisure, If the content of the job and the
structure of the firm's employment policy do not outweigh this, job
attachment will be weak and quit rates high.

The key to this problem is better on-the-job training and experience
for young workers. Unfortunately, the current minimum wage law
prevents many young people from accepting jobs with low pay bnt
saluable experience. Those who cone to the labor market with sub-
stantial skills and eduecation need not he affected by the minimum
wage. They are productive enough to permit empioyers to pay at least
the miniinum wage while also providing further training and opportu-
nities for advancement. But for the disadvantaged voung worker, with
few «kills and below average education, produring enough to earn ‘he
minimum wage is incompatible with the opportunity for adequate
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on-the-job learning. For this group, the minimum wage in;glies high
short-run unemployment and the chronic poverty of a life of low
wage jobs. Reducing the minimum wage for young workers might
be useful but it would not be sufficient. A more effective policy would
emphasize Youth Employment Scholarships that temporarily supple-
ment earnings and allow young workers to “buy” better on-the-job
training. An Employee Investment Tax Credit could provide specific
incentive to employers to reduce turnover and to develop opportunities
for internal advancement for these young workers.

Better management of aggregate demand has a more important role
to play in lowering adult unemployment than in improving the teen-
age employment situation. Nevertheless, even here macroeconomic
policy can only achieve a small part of the total possible reduction
in unemployment. The current study analyzed the imglications of
four different sources of adult unemployment: (1) the high cyclical
and seasonal volatility of the demand for labor; (2) the weak labor
force attachment of some groups of workers; (8) the particular prob-
lem of finding permanent employment for persons with very low
skillz and specific occupational handicaps; and (4) the unnecessarily
long average duration of unemployment among job losers.

The American unemployment rate is not only higher than the rates
observed in foreign countries but also much more cyclically volatile.
A comparison with British postwar experience shows that most of the
greater U.S. volatility reflects a more sensitive response of unemploy-
ment to changes in aggregate demand. The seasonal variation in em-
plovirent is also substantially greater in the United States than in
Britain. This contrast in the cyclical and seasonal variation in labor
demand may reflect a number of institutional differences between the
two countries. Within the American context, however, the current
system of unemployment compensation is likely to increase substanti-
ally the extent of cyclical and seasonal unemployment.

Not all of the adult unemployment that can be described as the
result of weak labor force attachment is undesirable. The ability of
married women and of older students to enter and leave the labor
force is a positive feature of our economy. The serious problems are
assoriated with low-skill workers. Here nonparticipation rates are
much higher than unemplovment rates. The fact that these nonpartici-
pation rates have continued to increase during periods of rising wages
and tightening labor markets indicates that expansionary maero-
economic policy is not likely to reduce the current high rates of
voluntary unemployment. The solution lies instead in manpower pol-
iries that can improve substantially the quality of available jobs plus
changes in our system of incentives to enccuarage workers to accept
full-time employment in the jobs that are available.

There are more Severe problems for some workers with major
physienl, psrchological or mental handicaps. Because of their very
low productivity. these workers cannot. obtain permanent work at the
minimum wage that is currently established by law and custom. Sec-
tion TV examines the proposals for permanent public employment
and for wage subsidies to private employers. If earnings in the sub-
sidized employment are limited to the prevailing minimum wage and
i# the wage subsidy is attached to the individual rather than to the
gpecfic job. the system of wage subsidies could be a more effective and
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efficient method of dealing with the problem of the very low-skilled
worker. A tLicd possible option. integrating the minimum wage law
with income maintenance policy, is also described. By including both
the market wage and an appropriate fraction of the annual public
income maintenance payment in the definition of the minimum wage,
the administrative problems of direct wage subsidies to employers
conld be avoided while still permitting those with very low skills to
find permanent employment. Such an integration of the minimum
wage and income maintenance would reinforce the desirable features
of a negative income tax.

The final source of our high adnlt unemplayment rate is the un-
neeessarily long avorage duration of unemployment, An individual’s
delav in returning to work generally does not reflect an inability to

find any employtaent, Instead, the period of unemplorment may in-
volve searching for a better job, waiting to be recalled to a previous
position without taking alternative temporary employment, or merely
using the time for activities in the home,

TUnfortunately. the current system of unemployment compensation
en. onrages exeessive delays in returning to work. For many lower-
and middle-income families. the combined effect of unemployment
compensation and income taxes is to reduce greatly. and often almost
oliminate, the cost of remaining unemploved for an additional 1 or 2
months, For a majority of the insured unemployed. the effective
mareinal tax rate on the wages earned by returning to work is prob-
ably over 80 percent, s the examples in Section V show, it is not dif-
ficalt to have a marginal rate over 100 percent: that is, to receive a
higher net income by remaining unemploved than by returning to
work, especially in a family with two earners.

Our eurrent unemplovnient compensation system al=o provides both
emplovers and employees with the incentive to org-nize production
in a way that increases the level of unemployment by making the
seasonal and cvelical variation in unemployment too large and by
making temporary jobs roo common. These important adverse incen-
tives arise becanse, for all types of unstable work. the unemployment
compensation system raises the net wage to the employee relative to
tiie net cost to the employer.

Although the exact magnitude of the disincentive effects isunkno-wn,
it is elear that rather small changes in the duration of unemployment,
the evelical and seasonal fluctnation in labor demand. and the fre-
qneney of temparary jobs can have a very important cumulative effect
on total unemployment. For example. a 2-week decrease in the current
average duration of unemplovment of 3 months would lower ti.c over-
all unemployment rate by 0.75 percent. Equally conservative illustra-
tive estimates of the potential reductiong in evelieal and seasonal un-
emplovment sugrest that the enrrent unemployment compensation dis-
incentives may increase the overall permanent unemployment rate
by at least 1.25 percent.

The enrrent srstem of unemployment. compensation shonld be re-
formed in a way that strengthens its gond features while reducing the
harmfl disinecative effects, Eliminating the maximum and minimum
limits on the rate of emplover contribution and taxing unemployment
compensation benefit= in the same way as other earnings would sub-
stantially improve the incentive effects of the current syster. A much
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more important reform could be achieved by shifting the basis of
experience rating from the firm to the individual. This would have the
advantage of making the individual consider properly the costs of a
longer duration of unemployment and of a job with a greater risk of
unemployment. Because the switch to individual experience rating
woul({) sitmificantly reduce the tendency to draw excessive benefits, it
would be possible to strengthen the protection provided by unemploy-
ment coipensation theough raising the benefit rate and increasing
the maxinum level of benefits.

All of the analysis of the current study su%ports the conclusion that
our permanent rate of unemployment can be lowered substantially.
Reducing the rate below 3 percent and keeping it there permanent{y
is a feasible target for ec nomic policy, It is 1mportant to recognize
that macroeconomic policy alone 1s unlikely to reduce the permanent
rate of unemployment much below the 4.5 percent that has prevailed
over the postwar period. Nevertheless. « series of specific policies
could reduce the unemaployment -rate for those seeking permanent
full-time employment to a level significantly below 3 percent and
perhaps closer te 2 percent. Ssmding the absorption of young work-
ers into employment and stabilizing their employment through better
on-the-job training could lower the overall unemployment by at least
0.5 pereent. A restructuring of the unemployment compensation sys-
temn conld reduce the unemployment resulting from cyclical and sea-
sonal instability and from unnecessarily long durations by an addi-
tional 1.25 percent or more. Further desirable reductions in unemploy-
ment could be achieved by wage or income cubsidies for handicapped
workers and others with very low skills. There is, in short, no need
to allow the high rate of unemployment that has prevailed in the
postwar period to continue in the future.
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COMMENT BY R. A. GORDON*
1

Professor Feldstein has written an interesting paper that is cer-
tain to stimulate discussion of a critically important problem. That
problem has to do with the comparatively high level of unemploy-
ment that has persisted in the United States, particularly among the

less favored segments of the labor foree. . L
The aut}hor summarizes four “basic conclusions” in his introductory

section. First, he states that “we probably can lower the permanent
unemployment rate to a level substantially below the average of the
postwar period.” For “those sceking permanent full-time employ-
ment® it should be possible to get the unemployment rate down close
to 2 percent. Here are two uses of the word “permanent,” and I am
not sure what he means precisely by either. The phrase “permanent
rate of unemployment” also appears in the title of the paper. In my
dictionary ‘permanent” means ‘remaining unchanged.” This certainly
is not what he means. Presumably he means the average rate of un-
employrient over a considerable number of years—say. a decade or
more. Obviously. he is not considering how to bring about a satis-
factorily low but énvariant unemployment rate.

And when he raises the possibility of an unem¥loyment rate of less
than 8 percent “for those seeking permanent full-time employment.”
who, piccisely does he include in this category ¢ Has he in mind every-
one who would like to work full-time, inclntiing teenagers and young
adults, rot excluding high school drop-outs? Is he including also all
those disconraged workers who have dropped out of the labor force?
Avd when he speaks of an unemployment rate of 2 or 3 percent, does
he envisage that all of the employed labor force who want full-time
jobs have them? In 1972, for example, there were 2.4 million nonfarm
workers on part-time work for economie reasons, of whom a million
usually worked full time.* The latter figure was more than a fifth of
those officially counted as unemploved.

I comrlet,e]y agree with the author’s second conclusion : that we are
not likely to reduce the “permanent unemployment rate” to 2 or 3
percent “without significant changes in employment policy.” These
changes in employment policy, however, will need to go beyond merely
the suggestions that he makes in the body of his paper.

I agree also that we cannot rely merely on expanding aggregate
demand to achieve the desired reductions in unemployment without
bringing about an unacceptable rate of inflation. Professor Feldstein
does not consider, however, what might be done to influence wages
and prices directly. His analysis is concerned entirely with what he
calls “employment policy.”

:Profeuor of economics, University of California.
Manpower Report of the President, March, 1973. p. 162.
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One can hardly quarrel with the fourth conclusion stated in the
introduction. Lowering the overall unemployment rate will requive
a range of new policies aimed at reducing job turnover among youth,
reducing seasonal and cyclieal fluctuations in employment, and *in-
creasing the speed with which the unemployed return to work.” This
is merely to restate the problem. .

I turn now to the main part of his analysis.

II

The first main section of the paper seeks to discover how much we
can reduce the national unemployment rate merely through expand-
ing aggregate demand. T am quite prepared to accept the author’s
conclusion that the possibilities here ave limited, although T am not
much impressed by the procedures he employs to reach this conclusioi.

T do not really know what to make of his simulations with the DRI
mode] with wages and prices taken to be fixed. The equations in the
model have been fitted to data covering a past period in which prices
and wages were definitely not fixed. To assume constant wages and
prices with the economy continuing to expand is to refer to a world
that does not exist. How then can we draw inferences from this non-
existent world about the actual American economy of the 1970°s?

I should also like to know about some of the other assumptions
that enter into these model simulations. A footnote tells us that it is
assumed that “the negative time trend for the unemployment rate
for married men does not persist past 1972.” Why? The ratio of the
rate for married males to the overall rate rose sharply from 1952 to
1958 and then declined fairly steadily to 1969, after which it rose
moderately as a result of the 1970 recession. What is a reasonable as-
sumption to make for the rest of the 1970’s? More important, what
demographic assumptions are built into these simulations? Is ade-
quate account taken of the larg,e increase that will occur in the share
of the labor force composed of 25-34 years olds (the teenagers of the
last decade) and of the fact that the teenage share of the labor force
will even decline moderately; olso that the female share of the labor
force is likely to increase much more slowly in the 1970’s than in the
1960’s? How much further will the share of the labor force composed
of males age 35-64 decline?? What effect will these and other dem-
ographic changes have on relative unemployment rates? And what
effect, and with what lags, will civil rights legislation and affirmative
action programs have on the relative unemployment rates of women
and minority groups? How dq all these and possibly other changes
affect our ability to bring down the ovemﬁ unemployment rate
through an expansion of aggregate demand ?

I do not know the unswers to these questions. But they need to be
asked before we play with simulations of the sort that the author
attempts.

! For some estimr tes offering tentative answers to these questions, see my re-
cently published paper, “Some Macroeconomic Aspects of Manpower Policy.”
in Lloyd Ulman, ed., Manpower Programs in the Policy Mir (Baltimore: Johns
Hopkins Press, 1973), p. 45.
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III

Let me turn now to the section entitled “The Structure of Unem-
ployment.” I applaud the author for concerning himself with the
interrelations among unemployment rates for some of the major age-
sex-color groups. But I can hardly applaud the simple, mechanical
regression anaﬁvsis that he employs to examine these interrclations.
Simple regressions of scctoral uncmployment rates on the rate for
prime-age males badly confuses short-term and long-term relations
and leaves at least this reader quite uncertain as to low to interpret
his regression and correlation coeflicients. To cite only one example,
his equation 2.1 relates the male teenage rate to that for prime-age
males, the regression being fitted for the period 1954-1972. He in-
terprets both the constant and the regression coefficient on the male
prime-age rate in the resulting equation as summarizing the way these
two unemployment rates are rgated today and (presumably) how
they will be related in the several years ahead. He completely ignores
the change that has been occurring in the relationship between these
two rates over the last 20 years, nor does he consider how and in what
way this relationship may change in the future. The same criticism
can be made of his other regressions. His equations for tcenagers and
adult females are strongly influenced by demographic trends and
trends in labor force participation, and they can hardly be taken at
face value in revealing merely cyclical relationships.® To cite one more
example, we are told that one of the regressions “suggests that the fe-
male teenage unemployment rate is almost completely unaffected by
argregate demand.” I recommend that the author look at the data.
U:sing merely annual data for the business recessions since 1953, I find
that the female teenage unemployment rate rose from 7.2 to 11.4 dur-
ing 1953-1954, from 10.6 to 14.3 during 1957-1958, from 13.9 to 16.3
in 1960-1961, and from 13.3 to 15.6 in 19691970, Is this cyclical in-
sensitivity? ¢

I can only agree with him when he comments that the “simvle struc-
ture of these equations may produce misleading results.”

. Professor Feldstein’s conclusion from the analysis in this section
is that the “current structure of unemployment in the American econ-
omy is not_compatible with the traditional view of a hard core of
unemployed who are unable to find jobs.” On the contrary, the dura-
tion of unemployment is typically brief. The trouble is primarily high

! Somewhat belatedly, after presenting all his simple regressi Professor
Feldstein does recognize the effects of the postwar baby boom ao::'lntroduceo
another variable to reflect changes in the teenage share of the population, He
does this only for male teenagers, The result is sharply to increase the eyclical
sensitivity of teenage unemployment and to convert a large positive constant
into a significant negative one. He does not explain what interpretation is to be
placed on such a negative constant,

* A scatter diagram in which the female teanage unemployment rate is plotted
against the 25-and-over male rate for the postwar period reveals two quite distinet,
approximately linear relationships, with the ghift occurring at the heginning
of the sixties. For the period 1063-1972, the relationship is quite close, but at
a much higher level than for the 1950's. A straight line also fits the points fairly
well for the period 1048 to the end of the 1950’s. A similar shift in the rela-
tionship 18 also evideni for male teenagers and for white and nonwhite teen-
agers. For both subperiods, the relationship is poorest for nonwhite teen-
agers, although the shift from the fifties to the sixties is still quite evident.
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quit rates and frequent job changes. (To which might be added the
considerable unemployment generated by the movement of tecnagers
and women into the labor force.) With all of this one can only agree.
The “traditional view” he criticizes is not held by present informed
observers, And his simple regressions add very little to our under-
standing of how unemployment is related to aggregate demand or why
particular unemployment rates arcas high as they are.

IV

This paper contains some useful suggestions for reducing the very
high unemployment rates among young workers, particularly teen-
agers, although one can quarrel with particular points in the analysis.
Essentially, the author recommends that we try some combination
of the following proposals.

(1) A new state-operated but federally financed Youth Employ-
ment Service to provide counseling and placement services to vouth,
chiefly those who are about to graduate from or drop out of high
school. This proposal is patterned after a sim’lar British program that
has apparently been quite successful. This is an excellent idea. but 1
should carry it still further. The counseling should begin long before
graduation from high school: vocational programs. including those
that provide actual job experience while in school, need to be im-
proved and oxpandm{: and local employers need to be brought into
the schools in a variety of ways. The proposed Youth Employment
Service conld benefit all teenagers moving out into the full-time lahor
force, including those who will fairly quickly find “primary jobs."

Professor Feldstein’s remaining—and more controversial—pro-
ﬁosals are almed particularly at youth suffering from a variety of

andicaps who, under the present arrangements, are likely to remain
more or less permanently in the secondary labor market. moving from
one low paying job to another (and in and out of the labor force), and
never receiving the training and experience that will qualify them
for primary jobs. His three chief proposalsare:

(2) A lower minimum wage for young and inexperienced workers.

(3) Youth Employment Scholarships, perhaps for the first year of
full-time labor-force participation, as n supplement to wage income.

(4) Some form of incentive payments or tax credits to employers,
hased on their performance in providing stable, ladder-type jobs along
with the training that such jobs would require.

There is a gnod deal to be said for a package of this sort. Perhaps
the most controversial suggestion is the differential minimum wage
for youth. Nonetheless, there is a good deal of evidence to suggest the
need for a modification of the minimum wage along these lines—
provided that work incentives are maintained. that employers are not
permitted to abuse the system, that some form of supplementary in-
come is provided according to a reasonable formula, and that the
lower wages really do lead to the training and permanment jobs that
are required. Professor Feldstein’s other proposals are intended to
insure that these conditions are met.

It is perhaps too much to ask, but what I miss are more detailed
suggestions as to how these proposals might be implemented. The ques-
tion of political feasibility is not mentioned. The problem of cost

94-053—73—5
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is touched on but not dealt with in any detail. How large should the
Youth Employment Scholarships be, and who should receive them?
Is it necessary or degirable, as he suggests at one point, to offer them
to all teenagers during their first year of full-time labor-force par-
ticipation? (I do not think this is necessary.) And how do we ensure
that employers actually provide the training, working conditions, and
restructuring of jobs that are called fort Perhaps the Joint Eco-
nomic Committee might commission a second study to secure detailed
answers to these and related questions.

\Y%

Let us turn now to unemployment among adult workers. Professor
Feldstein deals with four sources of adult unem&](a:ment as follows.

1. Cyclical and seasonal volatility of demand. With respect to cycli-
cal fluctuations in unemployment. 1 am prepared to accept most of
what tht} author has to suggest, although I do not think that this takes
us very far.

It is undoubtedly true that in Britain changes in employment and
unemployiment are less sensitive to year-to-year changes in output than
is the case in the United States. While there is ample evidence that
this is so, I again have difliculty with the simple regressions that the
author uses to demonstrate the contrast. lle ignores differences in
the composition of output in the two countries and changes in the com-

osition of output and employment over the periods of fit. Further,

is British figures extend only through 1969 and omit the =harp
rize in unemployment in_ 1950, Nonetheless. it is clear that employ-
ment has been less sensitive to changes in output in Britain than in
the United States. Along with this relative stability of employment
has gone labor redundancy, relatively low productivity, and a slow
rate of growth.

Clearly the most important thing to do here is to reduce cyclical
fluctuations in output in the American economy, which (along with
the Canadian) is still the most cyclically volatile among the major
industrial nations. I share Professor Feldstein’s caution in making
specific proposals to induce employers to retain redundant labor in
times of slack .emand. As he suggests, some steps can be taken through
collective bargaining, and we can improve our income maintenance
programs to take care of those who lose their jobs and are not ade-
quately provided for by unemployment compensation (which, how-
ever, Professor Feldstein seems to think may already be too generous).

Let us turn now to the quite different topic of seasonal unemploy-
ment. This is clearly a subject on which Professor Feldstein has not
done a areat deal of work—either as to the types of scasonal unem-
ployment. in this country or as to what has been done to reduce this
type of unemployment 1n other countries.® His estimate of the total
amount of seasonal unemployment in the United States is of the right
order of magnitude,® but he has little to sav about the kinds of workers
most subject to seasonal unemployment. He may or may not realize

? For references to some of the relevant literature, see Gordon, op. oit., p. 25.

*T have caleulated that seasonal unemployment accounted for about one-fifth
of total unemployment in 1069, or ahout 0.7 out of a total unemployment rate of
3.5 percent. Ibid.
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that the largest single contribution to seasonal unemploymeat in the
Jast few years has made by those with no previous work ex-
perience—nearly a quarter of the total; the second largest contriba-
tion, as we should expect, was made by construction workers.”

The way to reduce seasona]l unemployment among the first of these
two groups is to reduce search time for teenagers and young adults,
and perhaps ﬁndi':ﬁ ways to spread through the year their shift from
school to job search instead of concentrating this shift in Junse as at
present. As for seasonal unemployment amon, construction workers,
there are a number of things that could be done, including for ex-
ample, the German program of Schlechtwettergeld and the Swedish
system of not granting permission for public (including municipal)
building rlz%ects during the summer. )

2. Wenk labor force attachment. Under this heading Professor Feld-
stein deals with the problem of declining labor-force participation and
high unem‘ployment among underprivileged adult workers in the
secondary lsbor market, particularly blacks and members of other
minority groups. This is a problem that is mceivi.t}g increasing at-
tention, particularly from younger economists. Unfortunately, it 18
also a problem that the present Administration seems to be trying
to de-emphasize and for which it is seeking to shift more of the re-
sponsibility to state and local governments.

I have no quarrel with the author’s brief treatment of this problem,
except that again it is too brief and does not Erobe deeply enough.
My main criticism is that he has nothing specific to propose. He has
two snggestions to make: (1) “improved manpower programs,” de-
spite the admitted lack of success of past programs, and ( 2) “reex-
amination and redesign of the current adverse incentives.” These
broad suggestions hardly provide a useful guide to policymakers.
And I miss any mention in this section of the possible contribution
that might be made bg“n. well designed, permanent, public service
employment program, Public emﬁloyment for “unemployables” is dis-
cussed in the next section, to which I now turn.

8. The current unemployables. These are the physically and mentally
disabled. whose problems are frequently exacerbated by limited edu-
cation. Three ways of securing employment for these disadvantaged
workers are considered: subsidies to employers, permanent public
employment. and a combination of a low minimum wage and income
maintenance,

For a variety of reasons, I should prefer not to rely on government
subsidies to private employers. As for public employment, I find that
Feldstein’s treatment 1>aves much to be desired. By public employ-
ment, he seems to have in mind something different from the public
emplovment program initiated by the Emergency Employment Act
of 1971, perhaps because he has in mind disabled workers. Otherwise
T cannot understand his reference to public jobs as “unproductive.”
But he also argues against public employment programs aimed at
reducing unemployment among physically able youth, women, and
members of minority groups—i.e., so-called secondary workers. He
seems to ignore the ggesibility of developing skills and satisfactory
work habits in a public employment program or the possibility that
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such a program can in turn lead to primary jobs in either the public
or private sector,
lis final proposal is to “integrate the minimun wage law and the
?f'stem of income maintenance.” His proposal seems to imply both a
ifferentiated version of a minimum wage and some form of a nega-
tive income tax, neither of which now exists. If something along these
lines were to be seriously considered, it certainly shonlﬁ be framed
with more than “the current unemployables” in mind.
Again this is an area in which we have much to learn from Swedish
experience.®
4. Duration of unemployment. Professor Feldstein’s brief discus-
sion of this problem does not carry us very far. He has virtually noth-
ing new to propose, and his brief discussion of duration in terms of
averages and without any reference to past and rosFective changes
in the composition of the demand for and supply of labor leaves a
rood deal to be desired. Apparently, he would put a good deal of re-
1ance on a less generous system of unemployment compensation as a
way to reduce the average duration of unemployment. 1 therefore
turn now to his long section on improving the incentive effects of un-
employment compensation. VI

The section on improving the incentive effects of unemployment
compensation is the least satisfactory in the entire })aper. The analysis
leaves ninch to be desired s the recommendations for reform are very
questionable; and I doubt that many informed students would ac-
cept the author’s conclusion that “the current unemployment com-
pensation disincentives may increase the overall permanent unem-
ployment rate by at least 1.25 per cent.” The following paragraphs do
not exhanst all of my questions about this section OF the paper.

First of all, the author badly exaggerates the extent to which those
counted as unen:p:!oved in the official statistics are covered by unem-
playment compensation, particularly in prosperous years. 1972
the number of insured unemployed under Stat« programs avemged
only about 38 percent of those counted as unemployed in the Current
Population Survey., The national unemployment. rate was 5.6 percent.
In 1971, with a national unemployment rate ..t 5.9 percent, the equiva-
lent percentage was as high as 43. In 1967, with an unemployment rate
of only 3.8 percent. the picreentage was about 40.°

Professor Feldstein. like all informed students of the causes of high
unemiployment in the United States, emphasizes the extent to which
so-called secondary workers contribute to the level of unemployment—
and that this problamn has heen becoming worse over the last decade.
Bnt a large fraction of these secondary werkers—particularly the
teenagers and womer. newly entering or re-entering the labhor force—
are not eligible for nnemployment compensation. After all. in all 50
States, one has to have been employed for some minimum period to
qualify for unemployment compensation.

* See, for example, Bertil Olsson, “Labkor Market Policy in Modern Society:
With Particular Reference to Marginal Manpower Groups.” in R. A, Gordon.
ed.. Tmeard a Manpnmwer Policy (New York, Wiley, 1967). pp. 260-268.

“' AN dg;g are from appendix tahles in Manpower Report of the President,

arch. 1078,
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The following detailed figrures for an average week in the year 1967

will illustrate my point dramatically. The figures are in millions:*
All unemployed 3.0
Recelving unemployment compensation e ————————————— e = 1‘.0
Covered by unemployment Insurance but not compensated. . ooo—eeeoo oo .6
Previously employed but not covered. i e cmemsencecneeeen .4
New entrants and re-entrants (not elighble) . e maas 1.0

1 Includes 0.2 midllon filing for noncompencable walting period.

Thus only a third of the unemployed in 1967, on the average, re-
ceived unemployviaent compensation,

1 ddo not have comparable fieures for a more recent year. Coverage
was broadened in the Employment Security Amendments of 1070,
whi Loalso eueh procision for exconded duration on a triggered basis.
But a= I have already indieated, state programs covered only 38 per-
cent oof those nnerploved in 1972,

In short, considerably less than half the unemployed, even in a year
of relatively hizh unemployment like 1971, are covered by unemploy-
ment compensation.

It would appear that Professor Feldstein alko exaggerates the dis-
incentive effects for those unemployed persons who do receive unem-
ployment compensation. While he is to be commended for bringing
out the possib'v disiveentive effeets of having uncmployment compen-

ation exempt from federal and state inerine taxes, his arithmetic
examples exaggerate the size of these disincentive effects.

Firt of all. his arithmetic calenlations are based on the situation
in only one state. Masenchugetts, But there are 50 different state svs-
tet=. and Massachusctts’ is almong the more generous ones, In 1070,
the ratio of average weekly henefit to average weekly wage in Massa-
chusetts was 0.272, compared to a national average of 0.357. The ratio
of the maaimum weekly henefit to the arerage wokly wage in 1971
was uuich higher—raneging from 0,525 to 0.78. In 1071, for the country
as a whole. this ratio was less than 0,50 for about 65 percent of total
covered emplovent.t

Second. Massnchusetts is one of only 11 states that provides de-
pendents” allowances. Inclusion of these allowsnees in Feldstein's
illustrations. whether the husband or the wife is uneniployed. further
reduces the less of income from being unemploved. And finally, his
caleulations -+ further biassed because he admittedly ignores the
waiting perie -1 « ¢ up to five working days before compensation begins.
This ommission is obviously important, particularly in his hypothetical
case of one month’s unemployment.

The author concludes that, under our svstem of unemployment
compensation, the small loss of after-tax income from being unem-
ploved almost certainly increases the duration of the typical spell of
unemployment and “the frequency with which individuals lose their

“The figures are taken from Unemployment and Income Security: Goals for
the 1970's, A Report of the Committee on Unemployment Insurance Objectives
sponsored by the W. E. Upjohn Institute (Kalamasco, Michigan, Upjohn In-
stitute. 1969), p. 11.

i 3ge U.S. Manpower Administration, Handlook of Unemployment Insurance
Financlal Data, 1938-1970, p. 139, and Summary Tables of Unemployment In-
aurance: Program Statistics, 1970-1971, pp. 34, 88,
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jobs and become unemployed”—thus raising the overall unemploy-
ment rate. I still have to be convinced that this was a significant effect
of the introduction of unemployment insurance in the United States
in 1935. Has the author studied Lebergott's estimates of unemploy-
ment among nonfarm employees for the decades before 1935¢ And is
his canclusion consistent with relative postwar trends in the unemploy-
ment rates for different age-sex-color groups?

Another claim made is that unemployment compensation tends to
increase the seasnnal and cyclical fluctuations in the demand for labor
and the relative number of temporary casual jobs. No factual evidence
*~ presented. Instead it is argued that unemployment compensation, by
providing a subsidy to workers in unsta{;lo unemployment, lowers
wages in unstable ocenpations and industries below what they would
otherwise be, reduces incentives to employers to stabilize emplovment.
and subsidizes the purchasers of the goods and services produced by
firms with unstable unemployment. Is there any evidence that a sig-
nificant change in this direction has occurred in the last 30—40 years?
Has the composition of catput and emplovment heen shifting toward
sectors that are more volatile, cyclically and seasonally? T am not
aware of the evidence pointing in this direction.?

I hav-: said enough to suggest why I believe that Professor Feldstein
greatly exaggerates the effect of unemployment compensation in in-
creasing the rate and duration of unemployment—particularly in the
last couple of decades in the United gtates. There may have been
some effect. But this paper tells me little or nothing about the magni-
tude of this effect.

Several proposals are made “to reduce the harmful disincentives”
of the system. I have no objection to removing the ceiling on the em-
ployer’s contribution rate, but I do not agree that the minimum rate
should be lowered to zero. I am not prepared to accept the proposal
that unemployment compensation be taxed in the same way as earnings
from employment. MK objection here rests on two grounds. First, as
already indicated, I think the author underestimates the loss of after-
tax income from i)ecoming unemployed. And, second, I think that he
pays entirely too little attention to the psychological costs of becoming
and remaining unemployed. Being employed in a decent job and able
to support oneself and one’s family by one’s own efforts carries a large
positive utility. The typical worker, particularly men and increasingly
women, would rather be employed than unemployed even if there 18
no loss of income from being unemploy

The proposal that the basis of experience rating be shifted from
the employer to the individual seems to me to be entirely without
merit—so much so that I sus(fect that I may not really understand
what is being proposed. If I do understand it, then the author is ap-
parently proposmilthat those workers who experience the greatest
unemployment be further penalized by having their net wages (when

3 \vith respect to seasonal unemploymeat, I might cite one plece of evidence
in the opposite direction. Since 1960, there ssems to have been some modest re-
duetion in the seasonal fraction of total unemployment among experionced work-
ers in the private nonfarm sector, but 2 large part of this improvement has been
offset by the sharp increase in the proportion of total unemployment among those
without previous work experience, for whom seasonal unemployment is very
high—and who are not eligible for unemployment compensation. Cf. Gordon,
“Some Macroeconomic Aspects of Manpower Policy.” p. 25.
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they are em]ployed) decline relative to the wages of those workers who
experience little unemployment.** Blacks, for example, typically earn
lower wages »nd experience higher unemployment than whites. By
shifting experience rating to the worker, let us widen this difference
in wages still further ! Underprivileged workers generally suffer from
relatively low wages and high unemployment. s it being proposed
that their relative earnings be lowered still further?

So far as I can see, this proposal, if I understand it correctly. rests
on two related assumptions. First, there are no barriers to mobility—
among occupations, industries, and geographical areas—that the indi-
vidual worker cannot overcome by his own efforts and with his own
resources. And second, if we penalize harshly enough those who are
most prone to unemgloymont (for whatever reason), they will some-
how overcome these barriers and move into more stable jobs.

VII

Despite my many criticisms, I heartily concur with Professor Feld-
stein's final sentence: “There is, in short, no need to allow the high
rate of unemployment that has prevailed in the postwar period to
continue into the future.” In my own work, I have sug that an
appropriate set of manpower programs might eventually permit us
to set the full-employment target at an unemployment rate of about
3 percent.™ I did not propnse tinkering with our system of unemploy-
ment insurance, and 1 wrote before we began to experience the unwel-
come combination of both high unemployment and an unacceptable
rate of inflation. I am still hopeful. but I suspect that we shall need
also to move much further in the direction of a permanent incomes
policy than I once thought either necessary or desirable.

Prefessor Feldstein 1= aven more optimistic. He seems to think that
we can get what he calls the “permanent” unemployment rate down
below even 3 percent. Apparently half or more of this improvement
would come from revision of our system of unemployment compensa-
tion. I regret to conclude that, so far as I can see, he has failed to
prove his case.

¥ The author does not spell out the details of his proposal. He gugfests that
the maximum rate of contribution, which presumably would have to be raised,
might be paid by the employer for each employee, with the latter receiving a
wage supplement equal to the difference between the maximum rate and the
contribution required on the basis of his own reserve ratio, the latter reflecting
his particular unemployment experience. Workers with the most stable employ-
ment experfence would receive the largest wage supplements, Since, on net bal-
ance, some wage supplements would be paid and no wages reduced, total con-
tributions and total labor costs to the employer could presumably be higher than
under the present system. Prices also would apparently be higher. Hence the
proposal would presumably entail a reduction in the real wages of those workers
with the worst unemployment experience,

U The Qoal of Full Employment (New York, Wiley, 1867), Chap. 7.




COMMENT BY BENNETT HARRISON*

INTRODUCTION AND SUMMARY

In his extremely well-written paper, “Lowering the Permanent Rate
of Unemployment,” Martin Feldstein attempts to make use of some
of the insights of “dual labor market theory™ to analyze the causes
of, and preseribe remedies for, the pervasive high unemployment in
the United States. In the course of his researeh, he has produced some
very useful statistical results on the consequences of labor market dual-
ity (or, more generally, “labor market segmentation™ *), o

I am in agreement with at least part of his suggested reorganization
of th.. unemployment compensation system. In most other respects,
however, I must take issue with the analysis and, more importantly,
with the policy inferences which Prof. Feldstein draws from his re-
search. 11wy opinion, he has mi~understood or misapplied the most
important elements of the dual labor market theory. ile he does
recognize the existence of a *‘secondary labor market™ of low-wage,
inherently unstable jobs, to which large numbers of teenagers, women,
and adult nonwhite men are disproportionately confined, his policy
recommendations amount for the most part to suggestions about how
to induce this segment of the labor force to be more willing to increase

_their attachment to such jobs.
" Moreover, remarkable as it may seem, Feldstein hardly mentions
race and sex discrimination as a major cause of the high unemploy-
ment of this class of workers, and he makes no suggestions whatever
about reducing their unempfoyment through increased government
sanctions on discriminating employers. I share with Barbara Berg-
mann * the conviction that diserimination in employment is mani-
fested in the unwillingness of many employers to substitute persons
other than white adult (mainly married) men (whom I shall here-
after designate as WAMM{ for these “Preferre ? workers. This in-
substitutability is oniy partly “rational,” i.e. based on the technical or
gkill incapacities of the non-WAMMSs (and where it s technical, train-
ing programs can remove the bottleneck). In either case, this insub-
stitutability creates the condition which Feldstein has so usefully quan-
tified for us with the aid of the Data Resources econometric model :
very low unemployment rates for WAMMs co-existing with extremely

*Assoclate professor of cconomics and urban studles, Massachusetts Institute
of Technology.

1 The theory of labor market “dualism” is developed in Peter B. Doeringer and
Michael J. Plore, Internat Labor Markets and Manpotwer Analysis (Lexington,
Masa.: D.C. Heath, 1971), che. 7-8; David M. Gordon, TAcories of Poverty ond
Underemployment (Lexington: D.C. Heath, 1972) ; Bennett Hurrison, Bducation,
Training, and the Urban Ghetto (Baltimore: The Johns Hopkins Press, 1972),

, 5,

f Barbara R. Bergmann, testimony before the Joint Economi¢ Committee. Hear-
fngs: Reducing Unemployment to 2 Percent, 92 Cong., 2d Sess.,, U.8. Government
Printing Offce, 1872, pp. 37-62,

(661
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high rates for non-WAMMs, producing on the avera%e a2 national un-
em;aloyment rate which seems now to be “permanently” above 4 per-
- cen

A number of Feldstein’s arguments are based upon technical anal
which he himself qualifies. Y wish to draw additional attention to these
qualifieations (and some others that I will intrvduce), for I think they
are more important than is implied by the brief space they receive in
the Feldstein paper.

Finally, I shall make the i)oint that the problems of unemployment.
and poverty are inseparable, and that value judgments—political
choices—are inescapable in this area. We can reduce measured unem-
ployment. significantly if we are willing to force the poor (of whom
non-WAMMs constitute the overwhelming majoritsgf to accept and re-
main in the millions of low-wage, dead-end jobs still available in our
economy. Or we can try to fashion public policies which will trans-
form these jobs through economic development programs. By uggrad-
ing the jobs, e.g. with technical and capital assistance to employers
(coupled with tough sanctions on noncooperating employers), we can
create an economic system in which no employer néed pay poverty
wages, Feldstein recognizes (correctly, I think) that it is their un-
willingness to remain in such indecent jobs (combined with their em-
plovers’ disinterest ir worker stability) that best exglains the high
short-term unemqloyment. of the non-WAMMs. But he then goes on
to recommend policies designed in effect to change their attitudes to-
ward those jobs. I would cha.nge the jobs themselves.

T shart, Feldstain wonld foens poliey attention on the workers: I
would focus attention on their employers. He would attempt to induce
different behavior on the part of the non-WAMMS; I would trans-
form the economny so that no employer would need (or be allowed) to
{m,\‘ the kind of Yow wages that are responsible for that unstable be-
wvior in the first place. He would reinforce the distinctions hetween
WAMMs and non-WAMMs by creating special categorical placement
and other manpower programs for the Jatter group; I would use equal
employment opportunity enforcement with strong sanctions to prevent
employers from distinguishing between WAMMSs and non-WAMMs
on any grounds other than technical insubstitutability (and in the lat-
ter case. I would design extensive on-the-job training programs to
eliminate such insubstitutabilities as q.uick{y as possibleI;.

The choice. I repeat. is political; it 1s not something which can be
settled by recourse to the outputs from anyone’s econometric model.
Moreover, the question of “which strategy 1s more efficient” (the sort
of question that Scnators and (‘ongressmen often ask) is irrelevant
here, since Feldstein and I are not addressing identical goals. His
approach might reduce measured unemployment, but it would not
materially reduce the underemployment, poverty, alienation, or anger
of the mllions of working lpoor 1n this country. “My” approach * is
addressed primarily to the latter; I am really arguing that the best
way' to reduer unemployment in the U.S. is to eliminate poverty and
at least the manifestations of lubor market discrimination.

et —

*My position is, I think, representative of the views of a growing number of
young econolwists, especially those associated with the radical economics move-
ment. I should not like to claim undue paternity for ideas which have been
“brewing’ among a number of us for several years.
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Tar Lnotep EFFects oF INcrEasing DEaanp

The policy simulations described in this section of the Feldstein

per are ingenious, and useful. The inflation-unemployment (“Phil-
})i;s”) tradeoff is assumed away (by constraining future qrxces to their
“normal” gath) in order to isolate the projected partial effect of in-
creased federal spending (as much as $10 billion a year, which coin-
cidentally is precisely the magnitude of the Cranston-Hawkins Public
Emplo{ment bill) on the unemployment rates of WAMMSs aud non-
WAMMs. Feldstein finds that no politically feasible increase in spend-
ing will drive the unemployment rates of the non-WAMM groups
below 4 percent, although the unemployment rates of WAMMs got
well below 8 percent, He concludes that undifferentiated, non-selective
expansion of aggragste demand will not be sufficient to significantly
lower aggregate unemployment.

This is certainly correct as far as it goes, but it doesn’t go far
enough. On page 4, Feldstein admits that “it is of course important
to recognize that, like any econometric forecasts, the current anal%m.s
reflects all the shortcomings of an historically estimated model.” This
needs greater elaboration. The historical data from which the Data
Resources model is estimated embody the discriminating behavior of
employers, i.e. their unwillingness to substitute non-WAMM for
WA labor inputs.

The model then tells us that, under fiscal stimulation, the market
for WAMMs will becoms as tl,ght as we could wish, but that non-
WAMM labor “won’t respond.” But it is not that women. teenagers,
and black men “won’t respond”; it is that employers would prefer to
bid away already-employed WAMMSs from their fpwsenl; jobs rather
than have to hire non-WAMMs.* Since this kind of employer behavior
was in fact %tsstn;g on during the 1950s and 1960s, it is not surprising
that the Feldstein model reflects it. Indeed, there is no way that the
model could neot reflect it.

lu short, the conclusion that m-.croeconomic policy cannot reduce
aggregate unemployment below 4 percent holds, given labor market
segmentation. That is a crucial qualification.’ )

ne further point: at the end of Part One, Feldstein refers obliquely

to a public service employment program, but seems to dismiss it on

the grounds that it “would have & much smaller impact on aggresnta

:tl;txﬁm” l:;hatnﬁiqueml purchgs«;;i1 from the pri(vatl: sactoh t r.Ido l;/mt un er)-
why this is germane. Such & program (which I strongly support

would surely have a larger job-cxl')eatxon impat than any alter%%%ive

¢ Since the WAMM labor market is already tight, thia process bids up the wages
of WAMM workers. If firma pass these cost increases alore to their customers—
as the “primary” firms which are most prone to discriminace in favor of WAMMs
are powerful enough to do—then vrices will rise as well. This ia in fact the in-
flationary process that Phillips originally had in mind. And just as aggregate
unemployment could be reduced by forcing employers to substitute non-TVAMMs
for WAMMYy, 50 could inflationary pressures in the economy.

S Feldstein’s equations could be used to monitor the impact of a program to
reduce labor market segmentation, Thus, for example, progress would be re-
flected in equations such as (1.1) on p. 9 by the intercept term approaching
zero in value over time, and by the alope term approaching unity.



69

measure.* And Feldstein himself admits (in the following sentence. on
p. 9 that a public employment program would be less inflationary
than any alternative approach.

Tur STRUCTRRE 0F UNEMPLOYMENT

This seetion begins with a statement with which T am in complete
agrecment @ “Decreasing the overall rate of unemplovment requires
not merely more jobs but new incentives to [1] encourage those who
are out 0("y work to seek employment more actively and those who are
employed to remain at work * * * [2] an important part of these
incentives is a change in the kinds of iohs that are available” (p, 11).
Unfortunately, Feldstein's subsequent analyvsis continues to dwell on
the first point while alimost completely foigotting about the second.

The presentation of evidence that high turnover is now more im-
portant than a shortage of jobs per se in explaining the high nnem-
ployment rates of non-WAMMs is excellent. Even though there is some
{(very tentative) evildence that the importance of turnover in contrib-
uting to the inierteraporal variance in unemployment rates is exag-
gerated by Feldstein and Robert Iall.? T think this is the best “work-
ing hypothesis™ we now have, The discovery of the role of turnover
(as opposed to so-called “hard-core” or long-term unemployment) is
surely one of the main contributions of the dual labor market “school”
of economists, the work of Peter Doeringer and others of this “school”
having preceded the work of Hall and George Perry,

Feldstein®s inferences from the regressions in table ¢ suffer from
the same profla zs the one T diseussed earlier: those regressions were
fitted to dara drawn from an environment of segmented Iabor markets.
Thevefore the conclusion that “the unemployment rates in certain
grond s are not only very high but are also quite nnvespensive to
clanges in the agaregate demand for labor™ (p. 12) must be qualified
by the addition of the phrase: “giren labor market segmentation”,

The decompuosition of unemployment rates in table 7 into such cate-
go.ies us “job losers™ and “job) leavers” implies a precision in the dis-
tinction between involuntary and “voluntary™ unemployment which
goes directly against the grain of dual labor market. theory.® That “job

* Bennett Harrison, testimony before the Senate Subcommittee on Employment,
Manpower und Poverty, Hearings on Comprehensive Manpower Reform 1972,
42 Cong, 2d Sess.. U.8. Gvt Proig Off, 1072, pp. 1566-1618 (see especially pp.
1615-16) ; also Bennett Har sison, Harold L. Sheppard, and William Spring, “I*ub-
lie Jobs—Public Needs," The New: Republic, Nov. 4, 1972, reprinted in U.S. Sen-
ate, Hearings, pp, 2451-57,

" Barbara R. Bergmann, “Labor Tarnover, Segmentation and Rates of Unem-
ployment: A Simulation-Theoretic Approach”, Unlversity of Maryland, Project
on the Economies of Diserimination, 1678, mimeo.

*In the Boston labor market study which initiated the “dualist” approach to
manpoewer economics, Doeringer and his associntes emphasized the ambigity of
the conventional categories: “in/out of the labor force,” “voluntary/involuntary
unemployment.” etc. Peter B, Doeringer, et, al., Low-Income labor Markets and
Manpower Programr. U.S. Dept, of Labor, Manpower Administration, Research
Findings No, 12, 1972. For example, low wage employers often enuse workers
to quit by providing no incentives for them to stny, Indeed, some smployers ac-
tively cnoourage instability, perhaps to avoid having to grant pay raises, or to
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losers accounted [in 1971] for less than half of inemployment and
[that] quit rates generally exceeded layoffs” (p. 16) simply does nat

rmit the inference that the high turnover exhibited by the non-
%:\M‘.\[ labor force is the result of unstable personal behavior which
public policy can (or should) change.

UneMrLoyMENT AMONG YoUNGc WORKERS

The unstable nature of their jobs is. as Feldstein says, surely the
dominant factor in explaining teenage unemployment. And I agree
that, of all the groups within the class of non-WAMMs, teenagers are
more likely than the adults to frefe:' unstable work (whetheri)ecause
they are still “‘shopping" for a line of work, or because they have other
things to “take care of” before settling down to a regular, steady job).

Nevertheless, many &perhaps most) teenagers do want to work.®
Therefore, their scanda ous}y high unemFlo ment rates constitute an
especially serious problem for public policy. Feldstein suggests that
the measured rate probably exaggerates the severity of the problem,
due to biases in the Current Population Survey methodology (in the
CPS, a parent is usually reporting on the employment status of his
or her children. Surveys which interview the teenagers themselves
reveal only half as much unemployment). It seems to me that inter-
views with teenagers may be just as biased. Teens may, report them-
selves “at work” or “looking” more often than do their parents be-
cnuso they (the teens) are more sensitized to and adept at conning the
“Man” (1.e. giving the “correct” answer), or because they consider
thoi'r hustling activities to be real jobs (which, to be truthful, they
are!).

In)any case, as Feldstein himself says, “the unemployment rates of
those under 20 are much higher than they need to be” (p. 20). Part. of
the high turnover of this group is undoubtedly truly voluntary, but
part is “a response to the unsatisfactory type of job that is available
to many young workers. These are often ‘dead-end’ jobs, offering
neither the opportunity for advancement within the firm nor training
and experience that would be useful elsewhere” (p. 21). Again, I agree
completely. How, then, can Feldstein—only two paragraphs later—
suggest that “the single most effective way of reducing unemployment
among new [teonuge? entrants as well as improving the quality of first
jobs would be the establishment of a special Youth Employment Serv-
1ce . .. [whose] primary fecus should be an active program of advisin
and placing those who are about to leave [school]” (p. 21) # How wi
a streamlined placement program change the quality of the jobs in the

deter unionization. My own regearch indicates that many ghetto dwellers move
back and forth between (or are simultaneously engaged in combinations of) legal
work in the secondary labor market, ptrticipation in paid training programs,
enrollment on welfare, and illegal or qrasi-legal hustling. Harrison, Education,
Training, and the Urhan Ghetto, ch. 5. Technically, the latter three activities are
classified as “nop-participation” in the 1abor force, or what economists conven-
tionally call “leisure.” In the present context, that word—and Feldstein's neat
distinctions—are seriously misplaced.

* A steady, part-time job s regular work, and this is precisely the kind of job
that many teenagers seem to prefer. Orthodox analysis gives short shrift to this
category of work, i.e. voluntary part-time employment. Bertram Gross, Stanley
Moses. Russ Nixon, axd Larry Sawers are among the (very) few scholars study-
ing this question.
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secondary labor market? There is considerable evidence that the pub-
lic schools and the Employment Service already serve as a placement
mechanism for secondary employers.** Would Feldstein increase this
implicit subsidy to low-wage employers?

He then goes on to make what secem te me to he two unwarranted
assumptions: (1) that primary employers would list their vacancies
with his Youth Employment Service (YES) (how? why ¢ under what
incentives? with what sanctions?); and (2) that teenagers passing
through such a treatment will be more reconciled to the jobs they ulti-
mately do get. Even if primary sector employers did list with the YES
(and the Cranston-Hawkins bill does toy with the idea of a compulsory
listing of vacancies by all firms). what is to prevent high school coun-
sellors from continuing their present common practice of “steering™
tllleirg ssudents into different “tracks” according to sex, race, and
classt?

Even more inconsi~tent with his earlier perception that the problem
lies in the nature of the jobs is Feldstein’s recommendation that Con-
gress relax or otherwise surmount the minimum wage law for teen-
agers. He assumes that teens are highly unproductive, and are there-
fore expensive to emplofyers (in terms of ontput foregone by hirin
the teenager in place of an exp‘friencod ac ult). If employers coulg
recoup their temporary losses by tauxing the worker (or receivin
a subsidy) in the amount of the foregone revenue (plus any cost o
providing on-the-job training), then they would be indifferent hetween
hiring teenagers 2 or other non-WAMMs; the lo'gic applies to them as
well) and hiring WAMDMs, This would be heneficial to the teenagers.
since they would then be receiving valuable on-the-job training and
work experience. Thus. it is important to relax the minimum wage law
for tee 3, one way or another (“another” way would be the provision
of wage subsidies to employers, or “training vouchers” to new
workers),

In the first place, F . ldstein’s assumption that primary firms would
hire teenagers if it became profitable for them to do so is questionable,
Previous wage subsidy programs (such as J.0.B.S.) have not heen
particularly successful. More fundamentally, Doeringer and Piore
(whom Feldstein cites extensively in his paper) have shown - that
primary firms with “internally structured labor markets” do not in
general follow marginal pricing rules in designing jobs, setting pay
scales. or recruiting and selectiug new employees. If primary em-
ployers believe that teenagrers (cr other non-WAMMs) will not “fit in”
(in terms of style and attitude, as well as productivity), then incre-
{nehnta] subsidies are unlikely to persuade them to change their hiring
whavior.

While the marginal firms in the secondary labor market probably
would respond to wage subsidies or vouchers (just as they seem to be
the ones who are most likely to respond to subsidies for locating in
poverty areas **), these employers do not offer the kind of training or

¥ Harrison, Education, Training, and the Urban Ghetto, pp. 146-50.
" C1, Patricia Cayo Sexton, Bducation end Income (N.Y.: Viking Press, 1839).
et s CobeR, At o '
ennett n, * 0 Economic Development,” Journal of Boonomie
Literature, December 1973, Part Five, pmenty d
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experience, attainment of which was Feldstein’s objective in recom-
mending the policy in the first place ! . )

In the late 18th century, the British established a (short-lived) -
guarantesd minimum income, to be administered through the parishes.
Shortly after the “Speenhamland law” was promulgated, private firms
began to cut their wages, in a “rational” move to shift part of their
labor costs onto the public purse.'* Primary firms in the U.S. today
would probably not attempt such a thing; apart from their great visi-
bility, the fragility of their internal job and pay structures militates
against such a drastic procedure. But secondary employers might well
attempt such across-the-board pay cuts. If they did, Feldstein's sub-
sidies/scholarships/vouchers would be inadequate the instant after
they were introduced! The controls necessary to prevent (or at least
moderate) such private sector wage reductions would be 2 bureau-
eratic nightmare.

The suggestion about providing incenti:gdpayments to firms, pro-
portional 1n amount to the retention rates wage increases of their
young workers, seems free of this particular danger, and I think this
should be examined further.® But I see no reason to expect that this
would produce especislly large results. Primary firms are not naive
profit maximizers (so that the “incentive” may not be especially im-
portant to them), while secondary firms more closely approximate
that model. But there is no payoff to “incenting” secondary employers
to be more concerned about turnover, if our objective is to provide
teenacers with on-the-job training and useful work experience, for
these employers do not have such things to provide.

Sources oF UNEMPLOYMENT AMONG ADULTS

Most of the analyses and policy recommendations presented by Feld-
stein in this section of his gaper are subject to the same criticisms as
those raised above. Let me briefly note some additional points.

Feldstein observes that lower uoemployment rates in Europe and
Japan may be attributable in part to tKe willingness of their Erimary
employers to “guarantee” the jobs of their workforce throughout the
business cycle (in Japan, some workers sign on with a company for
life). Government, says Feldstein, should not attempt to legislate this
kind of employment security in the U.S., first, because it is “inefli-
cient” (and would therefore lower real wages), and second, because
unions can take care of this in th2ir collective bargaining ments.
I for one am intrigued by the possibility of legislating su “guaran-
teed job” arrangements (as opposed to “guaranteed income” plans,
which run the risk of inducing another Speenbamland). Unions (only
a minority of which might be powerful enough to wrest such & major
concession from employers, anyway) represent less than a quarter of
the American labor force, And in any case, the “inefliciency” of
“hoarding” labor when production schedules call optimally for cyclical

h"%(arl Polanyi, The Great Transformation (Boston: The Beacon Press, 1060),
ch, .

T gaonld point out that this was suggeated six years ago by Lester Thurow ;
see his “Rai ‘ng Incomes Through Manpower Training Programas,” in Contridu-
tions to the Analysis of Urban Problems, ed. Anthony H. Pascal (Santa Monica,
Cal.: RAND Corporation, August i068), decument no, P-3868,
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cutbacks must be traded off agrinst the increased equity attained by
doing so.**

I can only applaud Feldstein's warning (on p. 33) that the officially
defined unemployment rate is only the tip of the iceberg, and that for
non-WAMMs, withdrawal from the labor force (e.g. through dis-
couragement) is as important as nominal “unemployment.” This is an
area in which I have had an interest for a very long time,"

Several times in this part of the paper, Feldstein refers to the “un-

roductiveness™ of public employment (cf. p. 36 and note 17, p. 371 1
ly do not understand this bias, Perhaps it results from a mynpic
view of public empl:rment a8 largely bureaucratic “pencil-pushing”
(in fact, more than half the jobs in state and local government are bino-
collar or non-administrative service jobs). Surely Feldstein is incor-
rect in asserting (in footnote 17) that “public employment is unlikely
to provide the Eind of on the job training that could later be valuable
in industrial employment” first, because there are many operative
and technical jobs In government, and second, because the typical
private sector job is no longer in goods preduction (which is how I
suspect Feldstein intends us to interpret the word “industrial”), but
rather in service production. Government employees produce s.rv-
ices.!
Tue UxeMpLoyMEXT COMPENSATION SysTEM

I am sympathetic with Feldstein’s criticism of the current unem-
ployment compensation system. For those currently unemployed, it
does reduce the opportunity cost of extending the period of jobless-
ness (although it si1ll does not reduce the social stigra of being with-
out a job, at least for the working class. nor is there universal cover-
age). and it does encourage competitive employers (in the secondary
labor market) to economize on capital, forege intorducing technical
improvements that might improve their ability to pay hi% er wages,
and _intensively employ low-skilled, unstable labor. As I suggested
earlier, @l income transfer systems which have the effect of enabling
some workers to survive at low wages indirectly subsidize secondary
employers, thereby reinforcing (institutionalizing) the existence of
the secondary labor market,

“1 am imvatient with cries of “inefBciency” on other grounds. The theory of
the “second pest” telly us that, if multiple “market fallures” exist in an econ-
omy, the elimination (or correction) of one of them will not necessarily move
the system closer to “bliss”. Qurs is an economy permeated with market im-
perfections; one need only start with the extent of oligopoly. In such an en-
vironment, it is rather unfair to select lubor as the factor whose performance
:lmnl(lti ge made to match as closely as possible the textbook model of perfect
competition.

¥ Cf. Willlam Spring, Bennett Harrison, and Thomas Vietorisz, “The Crisis
of the Underemployed”, New ¥Y¢i: Times Magazine, Nov. 5, 1972; reprinted in
U.8. Sepate, Hearings, pp, 2281-86. See also pp. 2276-2889 of the latter volume,
dealing with the concept of “subemployment”. Subemployment in the ghetto is
the subject of ch. 3 of my Pennsylvania doctoral dissertation, Education, Train-
ing, and the Urban Ghelto, op. cit. See also Sar A. Levitan and Robert Taggert,
“Employment and Earnings Inadequacy: A New Socizl Indicator,” Center for
Manpower Policy Studies, George Washington Unlversity, July 1978, mimeo-

Bennett Harrison, Pubdlic Employment and Urban Poverty (Washington,
D.C.: The Urban Institute, 1071, paper no. 113—48).
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The search theorists (such as Charles Holt and Feldstein) all want
to make extended search more expensive to workers. thereby encour-
aging them to settle into a job sooner than they might have otherwise.
By thus reducing the duration of unemployment, the overall avera%e
rate of unemployment will be reduced. also. But so long as the only
jobs effectively open to non-WAMMs are in the secondary labor mar-

ot, constraining their search time amounts ¢ ly to push.mlg them
back into the same class of unsatisfactory jobs more rapidly than
would have occurred otherwise. Measured unemployment might fall,
but the inequality in wage incomes Kmduced by labor market seg-
mentation would ot be affected much (if at all).

Nevertheless. Feldstein would change the unemployment compen-
sation system to penalize hoth workers and employers for indulging
in excossive separation. He would do this by making employers pay
the full cost of unemployment insurance benefits, Workers would
“pay” in the sence that their “reserves” of UL “credits” (the amount
o? unemployment compensation to which they were entitled by law)
would he drawn down with each separation. It is an ingenious scheme,
and T . hink the imposition of full cost responsibility is an important
precedent that needs to be established. T am therefore in support of
this recommendation.*

CoxncrusioNn

T return to the main themes of my Introduction.

Al of Feldstein’s forecasts based on the analysis of historical
data are snhject to the gualification that they only hold. ginen labor
market sementation. Policies to incrense the substitutability of
WAMM and non-WAMM labor will go a long way toward reinstat-
ing the traditional relationship betv -~ aggregate demand and un-
employment.

iven the ambiguity of categories of employment status in the real
world (especially in the periphery of the economy), we must be cau-
tious ahout inferring from evidence on what appears to be “voluntary”
unemployment that the problem is the unstable behavior (poor moti-
vation. ete.) of the non-WAMMs in the system. The instability of
Inbor in the secondary labor market appears to be as acceptable, i.e.
functional. to the emplover as to the employee.

The omission from Feldstein's paper of any serious discussion
of discrimination is remar-able. Discrimination by se®, race, and class
is surely the most abrious (if not the most fundamental) eause of the
ingubstitutability of WAMM and non-WAMM labor, and this insubd-
atitutubility i the eig to understanding why we have suchk high unem-~
{f()]/lm nt (even, as Hall puts it, when we are at “full employment™).
Moreover, Jdiscrimination is remediable, although not by any of the

¥ 1 remain uncomfortable with the mechanism for making workers “pay"”.
I am alsn skeptienl of Feldstein's evidence that such a reform would make a
significant difference, i.e. hiy finding that “the average duration of unemployment
is very much greater among those unemployed who are eligible to receive bene-
fits than among those who are not.” As bhe himself admits, the duration of
unemployment of the ineligibles may he understated, since these are the very
people who are most likely to drop out of the labor force.
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policies recommended by Feldstein, What is needed arve strong equal
opportunity programs, with teeth in them, combined with a far-reach-
ing program of economic development to transform the structure of
the secondary labor market (Doeringer calls this policy the “Japon-
ization™ of the American economy).

Our cconomy has a large secondary labor market of low-wage, in-
herently unstable, futureless jobs. By forcing (or “inducing™) poor
people to enter those jobs more rapidly, and to stay in them once they
get there. we can indeed lower the ineasured rate of unemplovment. Is
that kind of *full employment™ a proper object of public policy ? This
is a value—a political—judgment. ¥o= my part, the answer is a re-
sounding *NO™.




COMMENT BY CHARLES C. HOLT*

Profegsor Feldstein areuss in his parer that the United States will
not be able to lower its unemployment {0 an acceprable level simply by
increasing aggregate demand, beeause if it tries to use that traditional
approach to fnll employment, it will trigger of unasceptable inflztion,
However, by making structural changes in manpower policy. uten-
ployment can a:.d should Le lowered signifieantly. T azree with that
]n'oposition. since rescarch at The Urban Institute has le:d my esl-
eagrues and me to the same broad vonclusion. Against Jris hackground
of general agreement, I would like to examine some specifie points of
his analysis.

¥'_idstein makes an important contribution: to eritical economic prob-
lems by focusing attention on new structural policies that might be
used. Unfortunately, his contribution is not likely to be appreciated,
because few policy analysts on the political or economic scene appear
to be receptive to what he issaying.

In this paper Feldstein faces the diflicult problem of developing the
reader's understanding of the inferaction between macro econoinic

roblems and structural issues. At long last the Keynesian lesson lins
n learned—perhaps too well—by political leaders of both parties
and the public: “Demand policies should be used to regulate the level
of unemployment. When unemplorment is excessive, increases in
money demand should be used to stimulate the creation of jobs. But a
limit to employment would ultimately be imposed by increasing infla-
tionary ;i)ressures.” Thus, when Feldstein discusses such structural
issues as labor turnover, which are not directly relevant to the determi:
nation of ag%'regata demand, the action proposals to which he is led
appear largely irrelevant to the lowering of unemployment. Lack of
understanding of the implications of structural measures for aggre-
gate demand policy is reflected in such asse.tions as “The Emf) oy-
ment Service can’t produce jobs, so don’t expect it to lower
unemployment.” Such arguments rest on an implicit other-things-
squal assumption, which is incorrect. Structural measures can t
designed specifically to facilitate the noninflationary increase in
demand. Imy ~ovement in the 1f)erformance of the Employment Service
could enable the number of jobs to be increased without being
inflationary. There is, as yet. no agreement among economists on
exactly how the trade-off befween unemployment and inflation depends
on the hehavioral and institutional structure of labor and product
markets, but there is a general. thongh vague, consensus that improre-
mentx in the trade-off require chwnges in that structure, This vagueness
is not surprising. because the structural relationships governing em-
plovment and the wage-price change processes have not yet been
adequately formulated, identified, and estimated. Until a new theo-
retical perspective on these relationships is developed. tested. and

*The Urban Institute.
(76
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understoad, policy 1econpaendations aland ar stractned clianges will
tend to fall on deaf cars. Fortunately, the search-turnover theory of
tiwe ltbor market is rapidly evolving to supply jart of the ~oneeptual
framework that is aceded. but mueh more understanding of the roles
of arket power by employvers and uions and price dvpasies is
needed.

The connecting link between Feldstein's structural recommenda-
tio s and aggregate demand is that improving structure will make it
wssible to .nerease demand and lower unemployuient withount indeing
inflatien. Unfortunately. the lack of cuantitative knowledge shout
labor market structure makes it difficult to judze whether Feldstein
has proposed the mast effectire sivictural improvenionts. ITowever. the
kev to evaluating his proposals is in understanding the thres-weey J e
actiog betveen nflation, unemployiient and structural cliange. While
the above 5, 1 am sure. fully elear to Feldstein. he does not stress in
hiz yaper the extent to which his proposals are intended to facilitate
increasing aggregate demand. cither I)y directing it to the reduction
of npemployment in a noninflationary way. or by reducing inflationary
prossures, NStated another way. changes in aggregate demand are
norimally assocvinted with movements along a Phillips curve. But
struetural changes that move the Phillips curve would in general
necessitate a corresponding change in aggregate demand—other things
would eriphatically ot be constant. The question of whether the long
run Phillips curve is vertical or not is important in the formulation
of aggregate der:and policies. but it is largely irrelevant to the issues
that 7 1dstein considers of improving the structure of the economy.

In Section I a large-scale econometric model is used to explore what
would happen if wages and prices were somehow prevented from
rising in response to increases in demand. While it is easy to delete
equations from an econometric model and substitute external values
for the associated variables, the resulting calculations are severely
sespect. The specifications of econometric models are still sufficiently
crude that we cannot be sure that the true strueture is estimated. In a
highly collinear world the explanatory wvariables in statistical esti-
mates chronically act as inadvertent proxies for others. This may

[ 4 . . . . . d
cause no great difficulty in making predictions if the whole model 1s
utilized. However. when equations are simply excluded. there can be
no sassurance that the results can be clearly interpreted. Even though I
wou!d accept his conclusion that an undesirably high overall rate of
unemployment is consistent with a low and inilationary unemploy-
ment. rate for prime age men. Feldstein’s methodology is quite risky.

When in Section II he linearly relates the unemployment rates of
various demographic groups to the mature male unemployment rate,
his estimates have no clear economic meaning.! No one wonld expect a
causal relation and he develops no theoretical basis for this particular
statistical relation. Again. his conclusion is undoubtedly correct that
severe stractural imbalances exist between the unemployment rates of
different demographic groups. Estimated relations with aggregate un-
employmenrt or. hetter yet, with aggregate vacancies would have had
a clearer meaning.

! Alsn, 1ahor market theory sup:;gests the greater relevance of logarithmic rela-
tions in this cave,
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The balance of the paper develops policy recommendations that are
all relevaut, rensonablle, and stimulating.® Their critical quantitative
evaluation requires more knowledge of the operation of labor markets
than is currently available. Hence, they can only be discussed here
rather generally. : .

That the unémployment rate >f vouth is relatively high is undeni-
able, and that this results from 1.igh turnover rates is well established.
Much less clear is wwhy. Is it becs use available jobs are unappealini, as
Feldstein asserts, or that emplo:vers discriminate, that young workers
explore jobs widely, that seniority blocks them out of good jobs, or
that they cannot earn the minimum wage? Popular analysis now
stresses €he “good” and “bad” jobs of a dual labor market. Lut this
appears much too simple. The segmentation of the labor market is
many dimensional. not bisected, and there are reasons to expect all of
the above factors to contribute to youth unemployment.

The recommendation of a Youth Employinent Service could cause
undesirable segmentation of the labor market as well as improving
communications with youth. The proposal of a Youth Employment
Scholarship program strikes me as “right” in terms of fairness for
noncollege youth, sacial stability that would derive from the increased
employment security of having marketable ski'ls, and a healthy in-
crease in human investment® at a critical point in the worker’s life
cvele. Unfortunately, I don't think that we have enough knowledge to
be sccure in recommending this program as the cure for high youth
turnover. However, it should be one component in an effective program
directed at youth unemplovment.

If this skill training could be quickly responsive to help fill in-
flationary skill shortages so that demand coulg be increased, the pro-
gram would have even more to recommend it. Young people have the
%reatest capability to be geographically and occupationally mobile

ut this could be largely thwarted by a combination of seniority and
age discrimination.

Feldstein's emphasis on work 1etivation, as affected by high effec-
tive marginal tax rates. is important in evaluating minimum wages
and unemployment compensation. Both of these prograins have long
histories. but neither has received the careful research attention that
has characterized recent analysis of income maintenance programs.
These areas require critical ~eexamination.

Unemployment compensation, like Blue Cross medical programs,
makes limited payments, but one can argue that the unemployment
equivalent of medical disaster insurance would be even more impor-
tant, since unemployment lasting more than 2 month can have dis-
asterous consequences for family finances and well being. Also, long
term unemployment ideally should trigger basic adjustment assistance
in the form of training, mobility, counseﬁing, etc.

2 For a similar set of proposals, see “Manpower Programs To Reduce Inflation
and Unemployment : Manpower Lyrices for Macro Music,” by Charles C. Holt. C.
Duncan MacRae, Stuart O. Schweitzer, and Ralph E. S8mith, The Urban Institute,
Paper 350-28, December 1871,

s Feldstein makes passing reference to an Employee Investment Tax Credit.
One might also recommend that corporations capitalize their training invest-
ments and show them as corporate assets on their saccounting statements. This
would raise the visibility of human capital.
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While I would be inclined to agree with many of Feldstein’s recom-
mendations on unemployment compensation, his suggestion that ex-
perience ratings be applied to individual workers would not be sound
1f it goes so far as to require each worker to pay, in the long run, the
full cost of his unemployment. We know that hoth losing and finding
jobs involves large random risks and the insurance aspect of unem-
ployment compensation should be preserved.

eldstein recommends keeping programs for increasing public
services separate from job creation programs for disadvantaged and
handicapped workers. Although appealing in terms of logical purity
and efficiency, such separation may weaken political support and in-
crease program stigma for the workers being gelped.

Feldstein's proposals involve a complex interaction between the con-
flicting objectives of equity in income distribution, income security,
work and employment motivation, and compensation for handicaps.
This makes tﬁe optimal policy resolution far from clear. Research
and experimentation is indicated.

Over all, Feldstein's thoughtful study clearly illustrates the com-
plexities of the structural changes that are needed in the manpower
area. As long as the knowledge base remuins shaky, different policy
analysts will reach somewhat different conclusions. and these differ-
ences cannot he effectively resolved by debate. Even after the problems
are fully understood, the organization of efficient operating programs
for the delivery of services, payments, etc.. poses additional subtle
problems that will require extensive field experimentation.

Our continuing failure to formulate fully effective manpower pol-
icies and programs for resolving these structural problems puts
macroeconomic policies in a no-win plight for which we are paying
dearly in recurring inflation, unemployment. lost production. an
poverty. The government has not organized adequate manpower re-
segrch and program experimentation to arswer the issues that Feld-
stein raises. The same point is equally true for the other major policy
strategies that might be used for coping with inflation.




COMMENT BY HYMAN B. KAITZ*

The following con ments on the Feldstein report do not claim to be
comprehensive or exhaustive. In general I suguest a reasonable
amount of humility in this report, and parenthetically for many other
students of labor force analysis. There is much we do not know about
the dynamics of the labor force: the discipline of econoinics is an in?
complete instrument for adeyquate research here. In addition. objec-
tivity is rare, since many writers including the anthor of this repoit
appear to have some predispositions and preconcepticns in their writ-
ing. This and other studies of unemployment are aL‘o incomplete, since
there are many peeple not elassified as unemployed who must be con-
sidered since they have u potertial role vis-a-vis the labor market even
tl%uu.srh they may not engage in any overt job-secking at a given point
o1 tinw.

Part of our humility must arise from our observations that the
nature of the labor mariket and of labor force behavior has been chang-
ing over the years in ways only mmperfectly anticipated. For example,
labor force projections have ﬁad only a mediocre success at best. In
addition, t‘o{ationships among quantitative measuves of labor force
behavior typically exhibit many unsatisfactory characteristics (some
examples in the Feldsicin report are eited below ) indicating that (here
are significant aspects to these relationships for which we have not
accounted.

Our lack of adequate understanding of the workings of the labor
market should make us correspondingly modest ia proposing policics
of various kinds for the Federal Government to reduce unemploymer .
There are by this time some examples on hand of the lack of success of
past Federal programs. This is not to imply that all Federal programs
are poorly designed, but that plans and subsequent realization and
implementation do not always conform to one another. Feldstein is
very critical of the unempioyment insurance program which has been
in operation for over thirty years, but his suggestions for reform must
be viewed with some reservations at least for the reason cited above.
More specific comments on his policy proposals aplpear belcw.

A number of other comments deal with technical errors or deficien-
cies in the report. Many of these could be corrected without altering
the basic structure of the report. Nevertheless, such corrections will. in
some instances at least, diminish the force of the argument at that
point in the text, a diminution which I believe is justified.

Finally, the Feldstein report inadequately recognizes the hetero-
geneity of the unemployed, of jobs and of labor markets. Implications
that the voung unemployed, or adult male uncmployed. are homo-
geneous. with the same motivations, same interests. same opportunities
in the labor market, make it possible to describe their hehavior in a

*Formerly Assistant Commissioner for Current Emplorment Analysis, Bureau
of Labor Statistics.

(80)
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simplified way with a casual type of analysis. Some brief references to
the dual labor market do not answer this criticism.

Specific comments are given below in numbered sections.

1. Footnote 6 to chapter I says: “The DRI model was modified . . .
by assuming that the negative time trend in the model’s equation for
the unemployment rate of married men does not persist past 1972.
Failure to do this would further lower the married men unemploy-
~.¢nt rate in future years relative to the overall unemployment rate.”
This explanation is forthright, but the ad hoc decision to alter the
equation has no rationale apart from convenience. How can we trust
the projections based qn this altered equation? The basic relationship
is apga.rent]y inadequate.

2. Equation (1.1) is obviously imperfect, and I expect that ithe
Durbin-Watson coeflicients, which are not shown here or elsewhere,
would reflect this imperfection at least in part. This relationship.
should take into sccount, at the least, the changing proportions of
demographic groups in the population.

. Ore example of Feldstein’s perspective on unemployment is given
in the following quotation. “A more accurate description is an active
labhor market in which almost everyone who is out of work can find his
usnal type of job in a relatively short time . . .” Thie kind of exag-
gerated statement occurs elsewhere in the report, and some additional
examples are cited below. It ignores the segmentaticn of local job
markets mentioned earlier, discrimination among various groups, of
which there is no lack of documentation, of possible mismatches be-
gui:on the skills of the unemployed and those required by the available

obs.
. 4. The duration of unemployment is an important characteristic. and
guite relevant to the discussion in this report. However, much of this

iscussion is ambiguous since it does not distinguish between the cross-
section duration (duration of the currently unemployed up to the ref-
erence week) and duration of completed spells whick is the more
appropriate measure, but is not directly available from published
data and must be deduced from them. The two duration distributions
are sufficientlv different from each other so that they cannot be used
interchangeably. The derivation of the distribution of completed spells
is given in an article, “Analyzing the Length of Spells of Unemploy-
ment.? in the November. 1970 Monthly Labor Review. For example,
while about half of the unemployed have been unemployed less than 5
weeks up to the reference week (cross-section). the completed spell
distribution shows that almost three-fonrths of completed spells are
less than five weeks= in duration.

Several pages later in the renort the following statemont oceurs:
“New entrants *o the labor foree in 1971 spent an average of 9.1 weeks
until their first employment.”” Again this is a cross-section avera-~e.
and not the anprapriate one to use, The trus average of completed
spells. as noted, is significan:ly lowor. In this ease it ie probably be-
tween five and six weeks. However, spells of uremplovment can he
" terriinate 1in either of two ways: by finding employment. or by with-
drawing from the labor frce. Among teenagers who constitute a
large proportion of now entrants, unen plovment spells are terminated
in many instances by withdrawal from the labor force for sn-h ren-
sons as return to school or other activities. Footnote 20 on a later page
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save that the cross-seetion and completed spell duration distributions
are about the same. As indicated above, this is not the case at all, The
average duration of completed spells is about three-fifths of that of
the ernss-section Anration distribution, Tn the adjacent text. the state-
ment is again made that this avernge tells us how long people have
been out of work. If the correct average is used, it would still have to
be doseribed as the length of time people have heen out of work and
gecking srork,

5. The diseussion of equation (2,1) which compares percentage point
aheolute) changes in the teenage unemployment rate with the adult
male unemployment rate may he mixleniling. unless one knows that
the teenage rate is about five times as large as the adult male rate,
Usine these levels as a basis for comparvizon, we find that for every
one percent change in the adnlt male rate, the teenage rate changes
by 0.2% percent. In relative terns, the teenage rate has only a small
sensitivity tn the bhusiness evele (assuming the aduit male rate to be
a proxy for the Intter.)

6. Unfortunately. through no fault of Mr. Feldstein's. the whale
Parnes Jongituding] anslvsis should be deleted from this report. Re-
cent in:formation indicates that coding errors in the Parnes data have
made the unemplovinent rates for teenagers lower than they should
be. and lower than they will be after these data are revised. Advance
indieations are that these revisions will be substantial. Ax a conse-
quence, the comparizon hetween the Parnes data and CPS data will
not stond ap. Tt may be that the Parnes unemployment rates w.ll stall
be lower than CIS pates, but the disenssion in the text will not have
the <ame foree as it now has,

7 Feldetein recommends formes on of & Youth Employment Serviee
Seoprate from the regular Fmg oyment Serviee.” e refers to the
Britizh madel for svidanee, e shonld be aware that the British ave
now alterine their sy<tem, Their report : “People and Johs: a Medern
Emplovment Serviee™ of December, 1971, sava: “The present arrange-
ment« are hecoming inereasingly unsatisfactory. A division of re<pon-
sibilits betwoen the Yenth Employment Service and the adult em-
plovtient service hased on age is beeommg less than appropriate
as sonee people continte education to a later age. The time has come
for a more notural and more flexible division of funetion=™ T will
not quiote more, but indicate that the United States has bern econsid-
erably nhead of the UK. with reference to the propartinu of people
who continne edueation to a later age, The flexibility the British are
secking i= one whicli should be a part of Feldstein's recommendation,
rather than the eavlier British model,

M eeneeal. eateful thought should be given to recommendations
about the vols of the Employment Service, T bas limited rapport with
employers, partly on historieal grounds, and partly becanse of the
role of the l:"‘l'i".\'"""lf Service in recent vears when it was concen-
trating on services to the dizadvantaged instead of on plarements
of non-dizadvantaged workers.

. & Tn seetion 11T on lI.llvml:!')}‘l‘m'nf.nf voung workers it savs that
“the hard cconomie reality 1s] that firms eanpat afford to offer use-
ful en-tipejob training toz brasd elass of young employees, A firm can
gpn«-rally provide the opportunity to acquire new marketable <kills—

v on-the-job training, detailed sup- cvision, or even through learn-

ERIC

Aruitoxt provided by Eic:



83

ing by experience—only to a worker whose net product during the peE
riod of training is at least equal to his wage. During the time o

Charles Dickens (and mueh later also) young people had to pay to
take jobs in firms where there was some prospect of a future. In re-
cent years, I suspect that the reverse has often been true; that sho 't-
age of workers in the late 1960’ led to the hiving of many voung
people whose marginal product was less than their wage, }int 1 eco-
nomie conditions and the sacial milien must be kept in mind, There are
many noncarcer jobs (the ones most likely to be available ut low wage
rates). such as dishwagher, where the relationship hetween the mwar-
ginal product and the wage rate is complicated by the easual relation-
ghip between the employer and his cmiployees. with high turnove-
rates and absentee rates in conseguenee. Inferences about minumum
wage rate offects hers arve quite uncertain. o

9. * for the disadvantaged. the mindmum wage may have the ironie
effect of lowering lifetime incomes by a very lurge amount.” 1 think
this iz a rather questionable generalization, and could only stand ng
if the employient offered at low wage rates proved to be useful an
helpful expericnee in subsequent work careers at higher wages and
Detter jobs. Far same workers this might be true, but T expect the more
Tikely situntion both in the past and at present is that these low wage
jobis would lead to nothing much in carcer development. The disad-
vantaged are and have been affected by diserimination of various
kinds. and there is little evidence that such diserimination would be
reduced in hiving a 23 vear old black at a good job, if the employer
knew that e hadd heen employed since the age of 16 at a variety of
unskilled jobs paying low weges, The disudvantaged dyoung have for
the most part tended to grow into disadvantaged adults regardless
of their work backgrounds.

In the subsequent text in Section 111, the elaboration of detail on
how more yoiuth might be employed is too gimicky. The fact that
prior programs have had only a limi* 1 snccess at best does not make
for optimism in viewing other sugg. uions for programs which differ
essentially in detail rather than susstance from previous programs.
Incentive payments are also suspect. In operation, such devices are
found to serve purposes for which they were not originally designed.

10. Tn Section IV, equations (+.1) and (4.2), to be properly inter-
pretec. should have the percent change, rather than the percentaﬁe
point change in uncmployment rates, It is clear that the lower UK
rate would vield a percent change closer to that for the U.S, than is
indicated by the comparizon of percentage point changes. In addi-
tion, the lower R? for the UK indicates that there is less simultaneity
of response in the UK than in the U.S. This, alone, would tend to
redice the size of the b coeflicient in the UK equation. If there s a
difference in business evele phasing of unemployment and industrial
production in the UK, this should be looked at. The discussion in this
section appears to Le incomplete.

11, Section IV : “Seasonal unemploynmnt is clearly not involuntary.”
This is another example of Mr. Feldstein's perspective. Undoubtedly
th-re are some people for whon seasonal unemployment is voluntary,
but there are enough counterexamples to make this statement weak
and narrow in scope. At the beginning of Section V, another such
statement occurs: “*Almost every unemployed person can now find a

o8
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job in a very short time.” Is it necessary to take issue with this state-
ment, or should one rely on the good sense of the reader to reject it
out of hand ¢ :

12. Section V on unemployment compensation deserves a more ex-
tended critique than is offered here. For one thing, the “usual as-
sumption” about unemployment compensation in reducing unemploy-
ment is not the usual assumption, which is that it replaces some of tge
wage loss of unemployed workers. The countercyelical effects of in-
come flows, while important, is secondary. There is an extensive dis-
cussion of Massachusetts, one of eleven States with denendents’ al-
lowances. The Massachusetts law is one of the most liberal of these.
I think it is fair to say that for some workers, disincentives to find
work more quick!y are present. However the relationship between
weekly wage Erior to unemployment and the unemployment com-
pensation weekly benefit amount (the latter is supposed to be eqillal
to about half og the former) breaks down at the maximum weekly
benefit amount (wba). In other words, beyond a certain weekl
wage (or specified froction of high quarter earnings) claimants will
receive no more than the maximum wba. Hence, in a State with a $50
maximum wba. u worker who had received $200 a week will only be
getting one-fourth of his gross wage rate. This is a small disincentive
to return to work. In 1968, 46 percent of all beneficiaries were entitled
to the maximum wba. In 13 States in 1964, 60 percent were at the maxi-
mum. I expect that later statistics are not much different. In addition
15 percent. of claimants who have monetary determinations made are
found to be ineligible to receive henefits. These undoubtadly include
many people with seasonal or casual attachments to the labor force,
and I suspect, the ones most likeiy to be subject to disincentives if they
could have received benefits. I cannot support this suspicion however.

T do not doubt that the effects Feldstein talks about are real, but I
believe he exaggerates their effect on unemployment. However, be-
cause income taxes are now important, but were not when the unem-
E;onnent compensation program began, it may be that benefits should

taxable. However, this suggestion mu<t be qnalifieq, since fringe
benefits have also become increasingly important over the years, and
money wage is no longer an adequate measnre of regular compen-
sation.

The reasoning in this section about what jobs a worker will take
is rather simplistic and unrealistic. In many labor market areas, and
in many segments of other labor market areas, there are workers who
either take seasonal jobs or none at all in their ckills. Some of these
wurkers will be able to claim unemplovment benefits when laid off,
but others will not have had monetary eligibility. All States have pro-
visions designed to reduce the incidence of seasonal claims, althouih
these provisions operate imperfectly. In addition, many leid off work-
ers go to work elsewhere. It would be interesting to see what evidence
could be adduced to show what workers in seasonal industries did e-
fore the advent of unemployment insurance. The reasoning th-¢ em-
ployers faced with higher costs would tend to smooth production and
stabilize employment i8 a hope, only marginally realized. Employers
use nny devices available fo them to keep costs in line, including gov-
ernment subsidies, and tax loopholes which they would seek. 'l‘Ee is-
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tory of experience rating for emploers, a topic discussed in this
section, is a prime example of how g¢-«d but simple economic reason-
ing is u'*imately overwhelmed by the complexiiy of human behavior.

The discussion in the text of experience rating makes this tax sys-
tem appear more restrictive than it really is, largely because the spec-
itications given are out of date. The Federal taxabic wage base is now
£4.200. Five States have taxable wage bases above thi:. ranging from
84504 in North Dakota to $7.200 in Alaska. In addition, the maxi-
muw tax rate is not 2.7, but ranges. under the most favorable sched-
ules in individual States (wien the State reserves are high) irom
2.8 in Rhode Island to 6.¢ in Michigan. At least 30 States have these
higher maxima. Neverthcless there is a time lag between the higher
unemployment bhenefits charged to a firm, and the increase in the tax
rate for that firm. Kxperience rating laws are also riddled with spe-
cial provisions which operate to reduce the relationship between bene-
fits charged and tax rates, for both geod and bad reasons.

Mr. Feldsteir has a telling commenc in this section : “Chapia (1971)
has shown that mean durations are long ¢ in States with more ample
unemployment benefits”. What are the facts? Chapin found in cross-
section analysis amonz States that the average duration was related
to the maximum duration of the State law. The longer the maximum
duration. the longer the average duration. Unfortunatelv, Chapin’s
~tudy is seriously defective. It cnu easily be shown that the average
duration is arithmetically related > the maximum duration, since {he
average can onl* be based on weeks of benefits veceived up to the maxi-
v, Hepno, iy the maximuam is raised. ceteris paribus, the average
will also rise, and this has nothing to do with insentives to remain
unemployed. Feldstein’s inference, here and elsewhere is that ..igher
benefits imply longer duration. This means that unemployment should
be sho-ter for high wage claimr.nts, whose benefits are a smwaller per-
centage of their net wages, 1.nd longer for low wage claimants with
higher replacement percenta However. the percentage of iong
term unemployed among the insured unemployed in the professional,
technical and managerial categories has generally been as high or
higher than the percentage in the industrial categories (28.5 percent
as against 16.7 percent in January, 1972; 29.4 versus 28.7 in April
1972: 83.0 versus 27.8 in June, 197..).

With respect to suggestions for redneing seasonal unemployment,
no_industry has been studied more carefully than the construction
industry. Studies of ways of reducing seasonality in this industry
have he2n made at least since the 1920’s in Germany. the United States,
and Can~da, among otuers. These studies have been directed at re-
ducing the total costs of construction. The end results up to this time
seem to be rather marginal.

I don’t think the sugmestion for shifting tha basis of experience rat-
ing from the firm to the individual should Lie taken seriously. How-
ever, it is consistent with some of the other statements throughout
this report which apﬁear to suggest that unemplovment is essentially
voluntary. that a worker is responsible for his own unemplovment, that
he can make his choice between working or not working, or hetween
working on one job or another job. If this concept were valid, then one
should argue for much tighter curbs on unemployment insurance than
does Mr. Feldstein.
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The fact that the tux is paid by employers is not irrelevant, as Feld-
stein suggests. Kmployers have lobbied. individually and through as-
sociations, fiercely against increases in taxes throughout the history
of the unemployment insurance program. They must obviously feel
that they are affected by it. I mn more impressed by their behavior,
than by the inferential anulyses of economists studying the tax in-
cidence.

13. The conclusions and recomriendations in the final section of tue
report have already been commentcd on here to some extent. However,
I would like to utfer sume general comments as well. The basie pretu-
ise of this report seems to Le that unemployment per se, is bad. As
a result, all sorts of proposals which would reduce unemployment,
from lowering (or not raising) flie minimum wage to more restrictive
unemployment compensation provisions are put forth. However, if
one aceepts the idea that workers stay unemployed longer because of
uncmployment benefits, then unemployment cannot belgbad from the
worker’s perspective, So the argument must turn to whether the econ-
omy is worse off with unemployment benefits than with people work-
ing perhaps at unsatisfactory or marginal jobs. I suggest that the basie
premise of reducing unemployment be reexamined more carefully.
One should keep in mind the fact that i 1972, for example, -1 per-
cent of 16-19 vear old nnemployed were looking for part-time work,
and 20 pereent of adult women were looking for part-time work. \lso,
in 1971 (the Jatest year for which I have this information), 23 percent
of all job-seekers, 16-24 vears old, were locking for temporary work.
A considerable number of people in the labor foree, particularly young
people, have a easual attachment to the labor market, associated with
2 high degree of mobility, Is this mohility, this experimentation among
many workers, a good or bad thing? T would be very cautious about
instituting government programs which changed this pattern of mo-
bility in the interests of reducing unemployment for that part of the
lahor force which was not in deprivation or. need. For those in need,

-with presumably otlier incentives. a separate study should be made.



COMMENT BY FRANK C. PIERSON*

The veport by Martin Feldstein is addressed to three crucial issues
in the continuing debate over the prospects for unemployment in this
country: (1) whether the mu-mp}uymont rate can be reduced much
below "L3 percent by expanding aggregate demand even if the infla-
tionary «flects of suchoan expansionist potiey arve disregarde s 2.2)
how the stenetare of anemplovment that has emerged <ince World
War I in the Unitod States and the persistently high level of inem-
plovment that has characterized this period ave related to one an-
other: ¢3) what poliey measures ave ealled for to deal with thisaspeet
of the unzemployment problem. Despite the rath v assured tone of his
report, Professor Feldstein would doubitle: < he thie first to adnir that
his findings arve highly tentazive and may be considerably revised if,
as | hope ix done, a fuller analysis ix undertaken. Sinee my discusgion
i chiefl - concerned with how the present report naght be improved
on the a~suwiption a further analysiz is planned. T shall concentrate
on what I cotsider to be the report’s major weaknesses.

I

In studying the employment effects of macro-demand expansion pol-
ictes, Feldetein uses the well-known Data Resources (DRI model. or.
more accuraiely. one of the later versions of the DRI long-term growth
madel to predive what effects a0 poliey of sustained fiseal stimuhas
would have on the neemplovment rate, assiming the poliey did not
induce any additional inflationary tendencies, Unless he is nsing a ver-
=it of the maodel unknown to me. T think this first and hasie step
in his analysis is open to serious gquestion, The DRI wodel is a large,
econonetrie svstem nved for aualyvzing broad. macro-ceonomice rela-
tionships, Applving a maero-tede] of this cort to the eeoraray, par-
tienlariy to the intrieate interactions linking labor markets to the rest
of the cconoray, i< a most hazardovs wndertaking, Thic applies with
special foree, of comrse, to sinmilotion prediction-, sieh as those shown
in table 2 of the peport, which compare unemploviment onteomes for
particalar gronps inthe lahor foree, '

No less important, ot is my anderstasading that the long-term DRI
mode! is a demnd model eibedying essentially the same relation-
ships, and based on essentially the sune assumntions, as the DRI short-
term model, This means that the principal findings of this part of the
report were renched before the investigation was begun in the sense
that the relationships between unemployment rates for different
groups in the short-term model were assiumed to remain unchanged in
the long-term model,

*Joseph Wharton Professor of Political Economy, Swerthmore College. Rob-
fnson G. Hollister. Jr., and Bernard Saffran assisted in the preparation of these
comments,
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This assumption is certainly questionable: indeed, is it not the cen-
tral question which Feldstein is examining? In the short-term. a de-
mand model embedying a set of linear relationships is a valid basis
for analyzing the prospects for employment and unemployment, but
in the long-term, the supply aspects of the model must be introduced.
If this is done, account would need to he take. of differing substitu-
ticn rates among various categories of labor, i.e, non-linear relation-
ships that reflect changes over time.

Feldstein touches on another aspect of the difficulties he faced in
this investigation when he notes that his pol‘cy simulations describe
an economy *. . . that is behavirg in a very ditferent context from any-
thing that has actually been obseived during the period that was used
to estimate the model.” In effect he is saying, even though the model
is not based on any data for periods in which the unemployment rate
for married men remained below 2 gercent for any extended length
of time, the model can nevertheless be used to project. not only what
the overall unemployment rate will be under such conditions, but what
the rates for various sub-categories of the labor force will be as well.
Te treat simulations of this nature . ., more as illustrative of the
genera’ impact of policy than as precise forecasts” is to ask consider-
ably more of the model than seems to me justifiable.

It may wall be that further revisions of the DRI model will make it
pussible for Feldstein to get at some of these questions, but I think
quite different modes of attack could well prove more effective. One
possibility wonld he to examine inter-sector shifts in ontput and em-
ploviment with a view to estimating employment elasticities of liffer-
ent categories of labor. Another would be to study comparative em-
ployment-unemployment records of differenc labor force groups in
various high-employment periods, i.e., the “genuinely” full-employ-
ment World War IT period, the briefer, less complete, high-ernploy-
ment periods of the 1950's and 1960’s, and t1e still briefer, even more
incomplete, expansion of the early 1970’s. Still another would be to
test certain hypotheses about the labor market status of particular
groups against the longitudinal employment data now becoming avail-
able to regearchers. Compared to these more discriminating types of
analysis, I doubt if a macro-forecasting model, no matter what its
form, is going to throw much light on the kinds of long-term, inter-
sectoral questions to which the Feldstein report is addressed.

II

The section of the report dealing with the structure of unemploy-
ment is replete with imaginative insights and interesting compari-
sons. The statistical estimates of unemployment rates for major dem-
ographic groups under conditions of extreme labor market tightness
between 1954 and 1972 contain a number of useful leads for further
investigation, I have some questions, however, about Feldstein’s inter-
pretations ¢ his preliminary results. As already noted, linear equa-
tions of thr sort used in this part of the report may be quite inappro-
priate wh._.1 there are low rates of unempl?‘yment sustained over long
periods, despite Feldstein’s comment that ¢, . . preliminary examina-
tion of this issue does not suggest important noxﬁinearities.” The data
he is using in this section largely reflect cyclical variations in demand
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bur the results of this anatvsis are <ot forth in long-terny projection
tertus, For reasons eited above. this is a highly questionable proce-
diire, . .

One of the most puzzling aspiects of this part of the diseussion is
Feldstein's interpretation of the Inege constant term in the teenage
rnemplovinent eqrations in table 6. He coneludes. for example, that
equation 2.1 shows thar even if the mature male rate was depressed
to 1 pereent. . . . the equation implies that the male teenage rate
would be 1LY perect:t,”™ But at o larer point (equation 29) he ob-
srves thate when aflowanee i made for the relatively more rapid
inerease in the proportion of teenagers in the cotal population, the
constant tern f:n‘l.- dramatically wnd. when allowance is made for this
demographic trend. there is *. . . a substantial increase in the implied
responsivencss of the teerage rate to cyelical conditions.™ Feldstein
nonetheloss coneludes that, given the current demographic struetnre,
the male teenage unemployment rate would still remain unacceptably
high even under vory tizht market conditions. Could it not equally
well be araued that. as the teenage bulge moves upward into the 20-
and S0 year eategories, the nule teenage imemployment rate could be
expectad to be more responsive to ageregate demand changes? Sim-
ple terssls this gquestion ilinstrates again the danger of treating chang-
INg ratins as constant ratios in long term projections.

The general explanation for the persistently high unemployment
among teenage and other jobless-prone groups which Feldstein de-
vilops is that the only jobs open to them are so menial they are hardly
worty taking, naich Jess keoning for any length of time. He asserts at
<tveral points in the report that the problem is not inadequate overall
letand but the unattractiveness of the johs available to these groups,
Thre is a certain plausibility to this “dual labor market™ view of
empiovment conditions but there is nothing in the figures Professor
Feldstein adduces. or indeed in the general literature, which justifies
hiz auite categorical generalizations on the matter.

Feldstein's treatment of the counter positior that the improve-
ments in the quality of job opportunities associated with tightenin
labor markets will sooner or later even reach down to the most seri.
ously disndvantaged workers, is a puzzling one. In support of his
critweisms of this position he cites evidence to the effect that labor
force participation rates for n.nwhite male adults have declined dur-
ing perieds of tighte.i::z labor markets. According to table 6, how-
ever. which appears in the first section of the report. the unemploy-
ment rate for nonwhite men is shown to be «, . . very much more
sensitive to afgregate demand than other groups in the labor force.”
Presumably, he would argue that this contrasting behavior refers to
two difierent categories of workers, those with relatively weak labor
foree attachments in the furst case and those with relutively strong
labor force attachments in the second. My own view is that the two
sets of data probably refer to different time periods rather than dif-
ferent categories of workers, the former primarily reflecting long-
term trend influences and the latter. short-term cyelical influences.
In any event, this is hardly convincing evidence that lon periods of
extreme market tightness will not reduce the level of vo untary un-
employment among low-skill adult workers,
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I found much of Feldsiein's di ‘cussion of the structure of - m-
loyment, especially his comparisons between particular groups and
{wtwwn the U8, and UK., illuminating and provoeeaiive. I do not
agree that the evidenee he presents vields the conclusions he derives
from it. but he raises questions vhich deserve careful investigation.
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The poliey review seetion of the report provides an excellent eri-

tique of various suggestions, other than naero-demand eXpansion,
for reducing unemployment among these “hurd-to-empioy™ groups.
Feldatein diseusses four approaches, with differing emphases de-
pemding on the group involved: aproved m:uql)ow(-r training, wage
sutbsidies, public job ereation programs and redesign of current dis-
incentives to wm*l,i. Despite hix earlicr theme that the main problem
is the imattietiveness of the jobs available to these groups. Feldstein
suts heavy stress in thi. seetion of his veport on closing off the various
ures to idleness, singling ot the wurk-disineentive effects of the un-
emploviment compenszation system for special attack. True, he conples
these eriticisms with sonee general references to the need for more
and hetier career opportunities but the poliey aqalysis section of the
report. centers almost entirely en wavs to induce hard-to-cuploy
groups to tuke whatever jobs may be available. Admittedly, some of
Feldstein's proposals in this connection would make it harder for
employers to fill menial. dead-end jobs but most of his proposals
would have precisely the opposite effeet.

As to Feldstein's specific suggestions for removing work disinee,-
tives. 1 wonder how eflective tTwy would be. His analysis of the high
marginal tax rates to which individuals receiving unempolyment com-
pensation benefits are subject if theyv return promptly to work is log-
1cally convincing. but I question how much a worker’s decision to take
a job one month rather than another would be affected by making his
unemplo ‘nient Lenetits taxable, Uis proposals for redueing the mini-
I wage barrier to better job opportunities for disadvantaged younyg
workers by a system of Youth Employment Scholarships and/or com-
pany teaining subsidies to be known as Emplovee Investment Tax
Credits, secm to wme to he more promising. Tiw Tatter two proposals
have the = 'vantage of limiting tl'u- employee or employer subsidies to
jobs proviamg training opportunities. while the p: posal to make un-
emplovinent benefits taxa )L- does not. As Feldstein emphasizes at sev-
eral points in his report. the important need is to enlist public support
in raising the quality of jobs and careers open to teenage and other dis-
advantaged workers, Merely increasing the cost to workers of not
working by taxying unemployment henefits, or decreasing the cost to
emiployers of hiring low-productivity employees by reducing the mini-
mum wage of such workers. will not met at this fundamental need.
Such proposals would earry quite a different impact, however, if they
contained job-enhancement and career-improvement requirements.

As with the other parts of the report, the section on policy calls
for reexamination and elaboration. What is needed is a set of rec-
ommendations which will bring gennine career-opening jobs in the
most offective manner possible to disadvantaged unemployed and em-
ploved we kers at the lowest net cost to the public. Professor Feld-
stein’s policy analysis falls considerably short of this goal but it marks
an important step in this direction.




E

Q

REPLY BY MARTIN S. FELDSTEIN

The five dixcussants invited by the Joint Economic Committee pro-
vide wide-ranging and interesting comments on my paper. 1 am
pleased that in spite of the diversity of views within the gronp there
18 general acceptance of my analysis of the nature of nnemployment
and snbstantial support for the policies that I suggest, Of course,
there are also important disasreements. Not surprisingly, <ome of the
discussants support my recommendations without fully accepting my
diagnosis of the )mbfmn. Similarly, some of the discussants conenr
with my conclusions about the nature of unemplevment without
accepting all of the statistical evidence that I present to support those
conclusions,

In this brief reply T will not attempt to deal with all of the ques-
tions raised by the discussant=, Some of the points that they make
involve ervors of fact or analysis that would require longer answers
than are appropriate in this note. Moreover, although several of the
discus<ants pressed for more details abont the structure of niiemploy-
ment and about iy own proposals, T will not take the opportunity of
this veply to present new analysis or to expand the descviption of the
policy proposals,

My purpose here is to elarifv <ome points of genuine misunderstand-
ing and to reply to xome criticisms that 1 find to he without any basis.
For simplicity. these remarks ave divided into the same sections as the
original paper.

1. Tur Lorren Eiericaey or INcrkasing Deaxaxp

The purpose of the first twao sections of m» paper was to show that
expansionary macroeconomic poliey eannot he relied nupon to achieve
tha desired reduction in unemployment. None of the discussants dis-
agreed with this fundamental conclusion, This stands in sharp con-
trast to the mara traditionai emphasis on fizeal and monetary policy
that was stressed ia the hearings and in most of the nonprofessional

eSE,

I have no basic quarre]l with Holr and Gordon who explicitly accept
this conclusion but. cantion that the nswe of conditional econometric
forecasts to support thig view is franoght with dangers, In commission-
ing my study as a background paper for the heariners, the committes
specifically requested that T meepare econometrie forecasts of the type
that T reported. T was careful to emphasize that, in addition te the
usual “shortecomings of an lustorically estimated model." the current
forecasts involve *descriptions of an economy that is behaving in a
very different context from anvthing that has heen observed during
the period that was used to estimate the model.” T warned that : “The
results must therefore be rewardil more as illustrative of the general
impact of poliey than as precise foreeasts™ T helieve that, despite
their limitations, the simulations are useful in illustrating the limited

eflicacy of increasing demandl.
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Harrison and Pierson express concern that the forecasts are based
on the asumstion that the behavior of the labor market that has been
observed until now will continue to prevail in the future. They im‘ply
correctly that changes in the behavior of the labor market would alter
the future response of unemployment to macroeconomic policy. Iow-
ever, the pu of the simulations was to show that unless the micro-
economic benavior of the labor market ix changed macroeconomic
policy can have little effect. The econometric forecasts are not intended
to show what might be but what waswld be if only maeroesonomic
policy were used. The pessimistic conclusion that emerges is the very
reason for the policies to alter the behavior of the labor marker that.
I develop in subsequen. sections of the paper.

2, Trr STRUcTTRE oF UNEMPLOYMENT

To support the conclusion th. macroeconomic policy cannot he
relied on to achieve a substantial reduction in unemployment, T dis-
cussed threa important features of the current labor market: (1) the
short duration of unemployment and high turnover of jobs: (2) the
great. differences in unemployment experience among demographiec
groups: and (3) the fact that job loss accounts for less than half of
total unemployment.

T presented evidence to show that long-term unemplovinent is
extremely rare and that almost every unempﬁ),ved rson finds a job in
a relatively short time. Although this is not widely appreciated, ir is
now generally accepted by economists who study unemployment. Iro-
fes-or (Fordon writes:

Professor Feldstein's conclusion is that the “current struc-
ture of unemployment in the American economy is not. com-
patible with the traditional view of a hard core of unem-
ployed who are unable to find jobs.” On the contrary. the
duration of u.--mployment is typically brief. The trouble is
primarily high quit rates and frequent job changes. * * *
With all this one can only agree.

Only Mr. Kaitz appears to disagree with my conelusions nhout the
short duration of unemployment, Moreover. his criticism seems to be
contradicted by his own published research. In his comment. Kaitz
writes:

One example of Feldstein’s perspective on unemployment
is given in the following quotation: “A more accurate de-
seription is an active labor market in which almo-t evervone
who is out of work can find his usual type of job in a relu-
tively short time * * * This kind of exaggerated stalement
occurs elsewhere in the report * * *, It ignores the segmen-
tation of local job markets * * *,

At a later point. Kaitz quotes my statement. “Almost every unem-
ploved person can now find a job in a verv short time.* and then asks
rhetorically, “Is it peeecssary 1o telie istue with this starement. or
;hm:ll;l’ona rely on tha gnod sense of the reader to reject it out of
and?’
I hope that the evidence that T presented and Professor Gordon’s
comment quoted above will restrain the reader from rejecting my
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important conclusion in faver of the “traditional view of a hard core
of unemployed who are unable to find jobs.” Moreover, Kaitz provides
some detailed statistics in his comment that adds further support for
the conclusion that the duration of unemployment is generally very
short. In iny paper. I cited the usual oflicial statistics on the distribu-
tion of durations of unemployment; i.e.. the number of weeks that.
eurrently unemployed persons have been unemployed. In an interest-
ing and valuable article, Kaitz derived an alternative measure: the
length of completed spells of unemployment. The evidence on com-
pleted spells implies even shorter average durations of unemployment
than the nsual published statistics. As Knitz nowes, “while half of the
unemployed have been unemployed less than § weeks up to the ref-
erence week, the completed speil distribution shows that almost three-
fourths of completed spells are less than 5 weeks in duration.™ After
stating that only one-fourth of all unemplovment spells last more
than § weeks, how can Kaitz reject the conclnsion that “Almost every
unemployed person can now find i« job in a very short time?"?

The analysis of differences in unemployvment exyperience among dem-
ographic gronups showed substantinl variation in the response of unem-
ployment rates and implied that even an extremely tight lahor mar-
ket would leave some groups with high unemployment rates. Althongh
this conclusion was not challenged. several of the discnssants objected
to the use of simnle linear relations of the tvpe nsed in equations 2.1
throngh 2.8, Subsequent work with mare general nonlinear eqnations
has now contfirmed these conclusions, The new equations also imply
that even if the unemployment. rate for mature men were only 1.5 per-
cent. the unemployment rates for teenagers wonld he extremely high.
Adjustments for the changing demographic structure of the labor force
also leave the conclusion unaltered, *

Gordon and Pierson raised the question of whether the differences
in the sensitivity of unemployment among demographic groups would
continue to be ohserved in eyelical and seenlar movements in uneinploy-
ment were distinguished. A recent. paper by Kosters and Welch' pro-
vides evidence that this is e,?

It is important to reiterate that although the equations do appear to
capture correctly the genernl characteristie that vnemplovment rates
for some wroups will remain high even in a tight labor market, the'
simple form of the equations may be misleading in some details. 1
showed. for example, (t]hat allowing for the changing age structure of
the labor foree <ubstantially raised the estimated responsiveness of
male teenagers but left essentially unchanged their predicted unem-

! Note that although a spell of unemployment cnn be terminated by dropping
out of the laber force. aLiong men aged 25-50 who were not in the labor foree
in 1972, less than 3 percent were not {n the labor force hecause they thought that
they could not get a job. The percentage Is even lower in other age and sex groups,
*There is some confusion in the comments about the interpretation of equation
29, In particnlar. the negative constant term raised some unnecessary doubts.
With the demographic variable in the equation, the eonstant term rsannot he
conshiered in isolation. If the constant term is combined with the demographic
varlable evaluaied at the 1972 value of 01083, the combined “constant term” is
824, Morenver, the equation predicts almost exactly the same male tecnage
unemployment rate with RUM25-- = 1.5 as the simpler equation 2,1 (11.6 jer-
cont instead of 11.4 percent.)
' M. Kosters and F. Welch, “The Effect of Minimum Wages on the Distri-
gutlm; 92; Changes in Aggregate Employment,” American Ecomnomic Review,
une 1972.
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ployment rate when the rate for mature men was lowered to 1.5 per-
cent. Although a similar analysis was not presented for female teen-

aers. Gordon’s evidence of a shift between the 1950’s and 1960’s and
of the experience of this group during four recessions suggests that
a similar result would be obtained. More specifically, during the four
contractions cited by Gordon, the proportional rise in female teenage
unemployment rates was substantially less than the corresponding
change for adult men: an average of 32 percent for teenage females
and 64 percent for adult males. Moreover, throughout the 1960’s the
annual unemployment rate for teenage females never fell below 13.5
percent.

3. UNEMPLOYMENT AMONe YounNg WORKERS

Any discussion involving the minimum wage seems bound to in-
voke strong reactions and some misunderstanding. I argued that the
unemployment among voung workers could be reduced if their jobs
could be changed te offer more on-the-job training and opportunities
for advancement. I explained that our current minimum wage law
prevents many young people from accepting jobs with low pay but
valuable experience. Those who come to the labor market with sub-
stantial skills and education need not be affected by tne minimum
wage. Tley are productive enough to permit employers to pay at least
the minimum wage while also providing furtﬁer training and op-
portunities for advancement. But for the young worker wh»> has few
skills and below average education, producing enough to earn the
minimum wage is incompatible with the opportunity for adequate on-
the-job learaing.

I was careful to note that lowering the minimum wage for young
workers might be useful but it would not be sufficient. Some young
workers wonld not be able to afford to take a job with adequate train-
inf' and experience. Others who could both afford and benefit from
a low wage job might not take the opportunity. I therefore suggesied
that Youth Emplovment Scholarships be used to supplement earnin&zs
and to allow young workers to “buy” better on-the-job training. If
political realities preclude a minimum wage differential for youth,
the Youth Employment Scholarship could by itself provide the op-
portunity for buying on-the-job training.

Gordon and Holt support the propesed youth employment scholar-
ship and Pierson descriggs it as “promising”., Kaitz rejects the idea
but offers no facts or analysis to support his view. Instead he writes:

During the time of Charles Dickens (and much later also)
young people have had to pay to take jobs in firms where
there was some prospect of a future. In recent years. I suspect
that the reverse has often been true: that shortages of workers
in the late 1960’s led to the hiring of many young people
whose marginal product was less than their wage.

Even if this was so for some young workers, it does not in any way
contradict the fact that many voung persons with few skills and
little education were unable to obtain employment with valuable on-
the-job training. Kaitz also comments that :

I expect the more likely situation both in the past and at
present is that these low wage jobs would lead to nothing much
1n career development,
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This again ignores my entire analysis of the minimum wage and of its
effect on on-the-job training. Young workers who nosw earn the lowest
wages are generally those with the lowest skills. Because of the mini-
mum wage, they are denied the opportunity to buy on-the-job train-
ing. It is not surprising that the past experience of this group has
been that low wagte jobs are also dead end jobs. Kaitz apparently does
not understand that the basic purpose of the Youth l;imploynwnt
Scholarship is to break the historical pattern by permitting the dis-
advantaged young worker to buy on-the-job training without sutfering
financial hardship during the period of training.

Harrison rejects the Youth Employment é:ﬁolarship because he be-
lieves that firms that could offer valuable job experience would not
vespond to financial incentives: “Feldstein’s assumption that primary
firms would hire teenages if it became groﬁtable for them to do so
is questionable.” Of course anything could happen if firms were really
not interested in making profits and were willing to forgo profits in
order to indulge an irrational prejudice against young workers. I pre-
fer to believe that firms can be induced by wage subsidies to hire
young workers into jobs with valuable experience and promotion pos-
sibilities.* The experience of other countries supports this belief, In
several countries where 2 minimum wage law does not provide an
effective constraint (1) earnings rise ra.;ii ly during the first few years
of employment, (2) there is substantial on-the-job training, and (3)
youth unemployment rates are relatively low.?

Harrison and Kaitz also suggest that the Youth Employment Schol-
arship would not be effective because of labor market discrimination
against young blacks. It is important to remember that 78 percent
of unemployed teenagers in 1972 were white. Although the unem-
ployment rate was higher among nonwhites, the unemployment rate
for white teenagers was 14.2 percent. Even if labor market discrimina-
tion against voung blacks were so strong that they could not be helped
by financial incentives, the Youth Employment Scholarship would still
sérve a very important social and economic function. Moreover. I do
not believe that irrational discrimination would make employers in-
sensitive to the inducements of the Youth Employment Scholarship.®
On the contrary. because low skills and little education are most com-
mon among minority youth, this group could henefit most from a pro-
gram of employment subsidies for young workers.

One final issue in section 1II deserves attention. In a pmising the
officinl estimates of the youth unemployment rate. I described the
results of a national survey conducted under the direction of Pro-
feessor Herbert Parnes for the Department of Labor. The survey,
conducted by the Bureau of the Census, interviewed young men about
their employment status and future plans. In contrast, the official
unemployment rates obtcined by the curr-.t population survey are

¢T dixcuss in the text why the faflure of previous wage subsidy training pro-
grams such as J.0.B.S. is not relevant to the current proposal.

* See Burean of Labor Statistics, Youth Unemployment and Minimum Wages,
Bulletin 1657, Washington, 1970, and Peter Doeringer, “Low Pay, Labor Market
Dualism. and Industrial Relations Systems,” Harvard Institnte of Economie
Research Diaenasion Paper, 1973.

®See Richard Freeman, “Changes in the Labor Market for Black Americars,
1048-72", Rronkings Papers on Eoonomic Activity, 1978, for evidence that tra-
ditional patterns of labor market diserimination are rapidly diminishing.
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based on interviews with only one person in each household, usnally
the mother of the young man. The Parnes survey found much lower
rates for nonstudents than the official estimates, T eited this evidence
to indicate the complexity and uncertainty involved in analyzing
the official statistics. T explained that even if the official figures
are replaced by the Parnes estimates the general conelusion remains
that youth unemployment rates are extremely and unnecessarily high.
Kaitz notes that the Parnes estimates reflect a coding error that makes
the teenage unem;i)lovment rate lower than it should be. The error
was to treat those looking for their first jobs as not in the labor force
and therefore not unemployed. Although new labor force entrants are
a large fraction of unemployed yoiuth during the summer months. the
comparison of CPS and Parnes fizuves in the report refers to October
when new entrants are much less important. With 5.225 voung persons
in the sample, the coding error relates to only 97 individuals. Un-
fortunately. at this time the corrected data has not been fully re-
analyzed. A comparison of the available ageregate fipures shows that
a very substantial difference remains even after the correction iz made.
For all men less than 25 vears old. including both students and non-
stulents. the published Parnes estimates indicate an unempioyment
rate of 7.5 percent, higher than the CPS rate of 6.9 percent for the
same week.” Adding the 97 miscoded unemployed to the unemployed
count by Purnes raises the Parnes nnemployment rate to 9.4 percent.
It is clear that the measurement of unemplovment among young per-
sons involves many severe difficulties. The possibility of substantial
ereor in the CPS ficures therefore remains and the reasons for the
different estimates require further study.

4. Forr Sotrces oF UNEMPLOYMENT AMONG ADULTS

T am afraid that my discussion of public employment was not clear:.
In contrast to the impression that Ip_e'nve to at least two of the die-
cussants, T have no objection to public employment or public pro-
fmms as such, In advocating the use of wage subsidies for those whase
ow skills or handicaps prevent employment at the minimum wage. I
intended that these subsidies could bhe used in either public or private
emplovment. My criticisms were directed at the ereation of publie
jobs whose primary purpose is to create employment rather than
useful services.

Is the proposal for “unproductive public employment” really &
straw man? T think not. In Settin )&zh'lma] Priorities: The 1972
Budget. Charles Schultze and his collahorators provide a very valuable
analysis of alternative approaches to job creation. They review the
history of ;nb creation in the depression, contrasting the strategies
of the smaller Works Progress Administration and the larger Public
Works Administration (p. 195) :

The two agencies had different approaches to the problem
(of job creation). The WPA emphasized the creation of
jobs rather than the usefulness of the project.

" Note that for all young men the Parnes unemployment rate exceeds the CPS
rate while the opposite is true for those who are not students,
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When they turn to the current choice between public employment and
subsidies to private employers, they emphasize that (p. 200):*

The advantage of public employment is that the Govern-
ment can give primary consideration to creating a job and
secondary consideration to turning out a useful product, as
was done by the WPA.

The problem of the 1930's was not to fird work for those with few
skills or specific handicaps. Rather it was to increase aggregate de-
mand for goods and services the production of whieh wonld rovnq’)l]‘ny
the nearly 25 percent. of the labor force who were without work. The
WPA played a significant role in achieving economic recovery be-
cau-¢. lik» othor forms of deficit spending, it provided a stimulus
to ageregate detand and a basis for the Keynesian mmltiplier process,

The purpose of job creation in the 1970’ is very different. The cur-
rent problem is to find work for the 1 or 2 percent of the labor force,
whe. bacause of low skills, would atherwise be permanently nwnem-
ploved. Productive jobs for this group should be the aim of our cur-
rent policy.

Let me reiterate that these jobs could be either public or private.
The wage subsidy vouchers and the integration of the minimum wufxe
with income maintenance are equally applicable to private and public
employment.

3. ImpProviING THE INCENTIVE ErFrecers oF UNEMPLOYMENT
CoMpENSATION

Section V of the report explains why our current system of un-
employment compensation is likely to ircrease nearly all cources of
adult unemployment : seasonal and cyclical variations in employment,
weak labor force attachment, and unnecessarily long durations of
unemployment. For those who are already unemployed, it greatl
reduces and often almost eliminates the cost of increasing the peri
of unemployment. Mote generally, for all types of unsteady work—
seasonal, cyclical and casual—it raises the net wage to the employee
relative to the cost to the employer. This encourages employers and
employees to organize production in ways that increase the level of
unemployment by makmﬁ the seasonal and cvelical variation in un-
employment too large and by making casual and temporary jobs too
common.

I suggest three ways to reduce the current bad disincentives: (1) in-
cluding unemployment compensation benefits in taxable income; (2)
removing the lower and upper limits on the experience rated employer
tax; *and (3) shifting part of the experience rated contributions from
the firm to the individual,

*The analysis by Schultse et al. does not favor either public or private em-
ployment but presents the cases for and against each approach.

* Although Kaitz is correct that States have recently been increasing the tax
br -+ and maximuym tax rate, the current levels are still far short of full ex-
peance rating The ¢ax base in 1939 was §3,000: in 1972, only flve States
exceed, ! $4,200. The maximum tax rate under the least favorable schedules av-
cerages appooximately 3.7 percent: under the most favorable schedules, the av-
erage Is only about 2.7 percent.
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The discussants are again divided. Holt notes that he agrees with
many of the reconmendations. Harrison supports the proposal because
he believes in the “imposition of full cost responsibility™."" Pierson
finds that the analysis of the higlh “marginal tax rates” implied by
unemployment compensation is “logically convincing™ but questions
the effect that this has on duration. Kaitz also agrees that the dis-
incentive effects are “real™ but believes that their effect on unemploy-
ment is exaggerated. He nevertheless agrees that it may be that un-
employment benefits should he part of taxable income.

vordon disagrees strongly with the proposals to reform unemploy-
ment compensation and, on some of the issues. is joined by Kaitz.
Three basic eriticisms of the analysis in the report can be distinguished :
(1) the coverage of unemplovinent compensation is exaggerated: (2)
Massachusetts is so atypical that the examnples of disincentive are mis-
leading: and (3) the estimate of 1.25 percent additional unemployment
due to our current system of unemployment compensation is there-
fore too high. I find none of these criticisms to be convincing. I will
esamine each in turn.

Gordon claims that the report “badly exaggerates the extent to which
those counted as unemployed in the oflicial statistics are covered by
unemployment compensation, particularly in prosperous years.” I do
not believe that I made any exageerated estimates and Gordon pro-
vides no fizures of mine to support his assertion. He does offer some
firures of his awn to show that many unemploved receive no unem-

lo¥ment compensation but these figures are themselves misleading.
More snecifically. Gordon notes that in 1971 the number of insured
unemployed under State programs averaged only 43 percent. of those
eennted a~ 1nemployed in the current population survey. However,
unemplovn:ent compensation is not limited to Stafe programs. Fed-
eral employees, veterans, railroad workers and others receive henefits
without heing counted under Sfofe programs. In 1971, insured un-
employment under o7 programs was 52 percent of the official number
of unemployved. Gorrdon's conelusion that. “In <hort. considerably less
than half the unemployed. even in a year of relatively high unemploy-
ment like 1971, ave covered by unemployment compensation,” must be
rejected,

Moreaver, if attention is limited to unemployed adults the extent
of nmemplovyment compensation is very much greater. In 1971, 82.7
pereent of the insured unemployed under State programs were 23
vears old ar over, In contrast, only 56.6 pereent of all the unemployed
were in this age group. By applying the 82.7 percent to all the insured
unemploved (not just those under State programs). we ean estimate
that V5.9 percent of all the unemployed over age 24 were insured.

Althongh unemployment compensation is intended primarily for
job losere, under certain conditions thoze who have voluntarily left
their previons emplovment or who are recntering the labhor force are
alen elizible. Tt is interesting that in 1971 the number of insured un-
emplaved under all programs (2.393.000) actually exceeded the total
number of unemployed percons who were rlassified as job losers
(2.313.000).

® Harrison appears to misunderstand the method that I propose for individual
experience rating: T would have the employee’s confribution and not his pro-
spective benefita depend on past experience,
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These figures leave no do:  that coverage of unemployment com-
pensation is extensive and that amone adults wl - are not yew entrants
-or reentrants it is nearly uni cersal, Since the disineentive effects that
T disenssed in section V' dealt with this group, 1 cannot accept Gordon's
claim that I exaggerate the extent of coverage,

Both Gordon and Kaitz assert that the examples exaggerate the
magnitude of the disineentive etfoet for those “-Ln are nnemploved
and receiving compensation. They base this assertion on the fact thut
Masachusetts was uzed {or the examples and that Massachusetts her.o-
fits are said to be relatively gencrous. Although the particular rules
differ among States. almost all States provide approximately 50 per-
cent of previous earnings up to same maximum weekly benefit, The
maximum weekly benefit varies among the State<: the 1972 Massa-
chusetts maximum of $74 is above the national average of $65. But
the ahsolute maximum is less relavant than the relation between the
level of nnemployment campensation in the State and the level of
wages in the State, States with high levels of un~mnolyment henefits
are grenerally also those with high wage levels, As Gardon notes, the
ratio of avernge weekly benefit to averase weekly wage in Massachu-
setts was 0.372, or less than 5 percent above the national average of
0.357." Thus when the benefit level is related to local wages. Massa-
chugretts does not appear unusually genoarous,

Gordon and Kaitz also imply that, sinc» Massachusetts is one of
only 11 States that pay dependents’ allowances, the example in the
text exaggerates the extent to which unemployment compensation re-
duces the less of income from heing unemployed. The provision of un-
emplovment benefits iz actually more widespread than is suggested
by reference to only 11 States. In 1971, these States contained 33 per-
cent of the insured unemploved. Examrles of the effects of unemploy-
ment compensation with dependents’ allowances are therefore of suh-
stantial interest. But even if the dependents’ allowances are excluded.
the cambination of untaxed unemployed compensation and the rel-
atively high margina) taxes on wages implv that unemployment com-
pensation replaces o very high fraction of last net income. Consider
the example in the text: 2 man who earns $500 per month and whose
wife earns &350 per month: If he iz unemploved for 1 month his taxes
fall by R134, He therefore loses €366 of net income. Unemplovment
rompensation pays f2:0 or 68 percent of his lost net wages.?? Viewed
somewhat differently. return to work yields only an additional §118

U1t i« fmportant to reiterate that this ratlo must not he interpreted as a
measure of the extent to which unemployment compensation replaces lost earn-
inge. This i3 a common fallacy. Since lower wage workers are more likely to be-
come unemployed than higher wage worikiars, this ratin compares the henefits
of a low wage group with the earnings of the entire population. Moreaver, the
average wage i grosy of tax while the unemployment benefits are not taxed.
As the examples in the report and {n the next paragraph of this reply indicate,
unempioyment compensation typleally replaces more than half and often more
than two-thirds of earnings. For workers with low wages, especially in two
earner families. the replacement can even be much greater,

2 As I noted in the report, this ignores the waiting perlod of 1 to 5 days. The
existence of a wailting period may however increase unemployment. In some
nccupations (e.g., truck drivers, construction workers, general laborers. painters,
ote.) there are Jobs that may last only a few days. Those who are already col-
leeting unemployment compensation will be reluctant to take work that Is
expected to last only a few days and then to result in a new waiting period.
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or 23 percent of gross wages: the marginal “tax™ is 77 percent, Nitee
the example assumes no (i-ependents' allowances, a 50 percent benefit
rule and a relatively low weekly dollar benefit, the 77 percent can be
regarded as a conservative estimate. With dependents’ allowances for
two children, this rises to 87 perceut. The percentage is even greater
for someone whose marginal rate of Federal income tax is higher.
i.c.. whose earnings are higher (up to the State maximum), or whose
wife has higher carnings or who is single.

On the basis of my analysis of the available evidence, I estimated
that the current unemployment disincentives increased the 1972 un-
employment rate by at least 1.25 percent. Because Gordon believed
that I exaggerated the extent of coverage and the magnitude of the
disincentive. he concluded that the 1.25 percent was an overestimate.
Now that the facts on the extent of coverage and the replacement of
income have been examined, the estimate of 1.25 percent should seem
morve likely.

First, the report explained how our system of unemployment. com-
»ensation increases the responsiveness of unemployment to changes
in output. If our eyclical responsiveness were reduced to that of
Britan, the cyclical range of unemployment. rates in the 1960’s would
have been cut by 1.3 percentage points. If a reform of unemployment
compensation achieved one-third of this, the unemployment rate would
fall by more than 0.4 percent.

Second. unemployment compensation flso exacerbates seasonal un-
employment. 1f seasonnl unemployment eould he avoided completely,
the average unemployment. rate would fall by more that 0.75 pwereent.
However. as I was careful to note, some sensonal unemployment is
technologrically desirable. Gordon also notes that about one-fourth
of the seasonal unemployment. reflects new labor force entrants who
are unaffected by unemployment compensation, Nevertheless, unem-
ployment compensation raises the rate of seasonal unemployment in
an undersirable way. If one-third of unemployment were eliminated
by reforming unemployment compensation, an additional 0.25 per-
cant would be eut. from the overall rate of unemployment.

Third. the 1971 unemployment rate of 5.9 percent was associated
with an average duration of 11.4 weeks, A reduction of 2 weeks would
therefore lower the unemployment rate by 1 percent (to 4.9). Since the
insured unemployed are 52 percent of all unemployed, & 4-week re-
duection in their unemplovment durations would lower overall unem-
plovment by 1 percent. Similarly, a 3-week reduction would lower
overall unemployment by 0.75 percent. Although com rable data on
the unemployment. durations of insured and uninsured workers is not
available. the differences in the age distribution alone suggests that
the average duration of insured unemployed is greater. A 3-week re-
duction probably represents less than a 25 percent fall in average
duration. The very skewed distribution of durations (the median is
only 5 weeks) implies that this could be achieved if a relatively small
fraction of those now unemployed for several months found work much

earlier.

# he eonclusion that very high rates of net income replacement are common
in all States ix supported by additional analysis completed since the original
report was suhmitted. See my “Unemployment Compensation: Adverse Incen-
tives and Distributional Anomalies,” mimeographed, 1978,



101

These threa contributions to a lower unemployment rate—0.40 per-
cent from reduced cyclical responsiveness, 0.25 percent from less sea-
sonal variation, and 0.75 percent from shorter durations—imply a
fall in unemployment of 1.40 percent. These estimates are obviously
crude but need not be regarded as biased in the direction of optimism.
In addition, a change in unemplcyment compensation would reduce the
relative number of casual jobs and of jobs with a Ligh probability of
termination. Unemployment compensation is a dominant factor in the
economics of unewployment, and its reform could sustantially lower
the permanent rate of unemployment.




