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How Much Lower Can the
Unemployment Rate Go?

JUNE 1988, the cvivilian unemployment rate
dipped to 5.3 percent, its lowest rate since May
1974. The Council of Economic Advisers {CEA), in
its 1988 Annual Report, forecast a continuing drop
in the unemployment rate, accompanied by a
decline in the inflation rate from 4.6 percent in
1987 to 3 percent in 1991

These developments raise an interesting ques-
tion: how low can the unemployment rate be
driven without accelerating inflation? In the late
1970s, considerable research was devoted to the
discussion of such a critical rate, usually referred
to as the "natural rate of unemploviment.” This
research produced estimates of the natural rate in
the late 1970s ranging between 5 percent and 7
percent, but generally were centered on 6 per-
cent.* With the unemployment rate well above 6
percent for rnost of the 1980-87 period, the debate
about the level of the natural rate had subsided;
with the unemployvment rate moving well below §
percent in early 1988, however, the debate has
now resurfaced.

This article reviews the factors that determine
the natural rate of unemployment, focusing speci-
fically on developments since 1979. First, it dis-
cusses the concept of unemplovment and summa-
rizes how the government measures unemploy-
ment. Second, it reviews the choice of benchmark
vears as an aid in the analysis. Finally, it examines
the underlying determinants of the natural rate of
unemployment in detail. Though no attempt has
been made to derive precise estimates of the naty-
ral rate, the direction of its movement in recent
vears has been detailed *

BACKGROUND: CONCEPTS AND
MEASUREMENT

To analyze recent unemployment trends, it is
useful to summarize the reasons for unemploy-
ment, Since the focus is on unemployment as
measured by the U.S. government, some detail
about how unemployment statistics are gathered
is also useful {see opposite page).

"The CEA report was prepared in February. See Council of
Economic Advisers {1988}, p. 50. For further detaii on the
Administration’s forecast, see Office of Management and
Budget (1988), pp. 3b~7-8. The annual inflation rate is that for
consumer prices measured from fourth quarter to fourth quarter.

2A representative estimate is that of Cagan (1979}, p. 215. Fora
more exhaustive survey of alternative estimates, see Weiner
{1986).

3Most of the studies were done in the fate 1970s and have not
been updated since then. See Weiner (1986). The major excep-
tions are Rissman (1986) and Gordon (1987), in which he
“assumes” continuation of the natural rate at 6 percent through
1985, He offers statistical evidence in support of this contention
in Gordon {1988).




Types of Unemploymernt

Unemployvment can be categorized as frictional,
cyclical and structural. Although the government
does not presen! its statistics in this way, such a
categorization is still helpful in understanding
why unemployment oceurs.

Cyclical unemployment can be most readily
understood as representing movements of the
unemplovment rate that result from fluctuations
of aggregate demand for goods and services. These
fluctuations, in turn, can be traced to monetary
and fiscal policy or anything else that affects ag-
gregate demand.

Frictional unemployment results from relative
shifts in the supply or demand for goods and ser-
vices between industries or occupations. Because
information about jobs is costly to obtain, people
can be “caught between jobs.” resulting in tempo-

rary unemployment while information about other
jobs is sought. Sometimes, to emphasize its short-
run transitional nature, this tvpe of unemploy-
memnt is called turnover unemployment and is
considered a vital aspect of the operation of a free-
enterprise economy.

Structural unemployment occurs when there is
a mismatch of workers and job vacancies either by
reason of skill or location. It is only artificially dis-
tinguishable from frictional unemployment in that
it is considered longer in duration and involves, in
addition to the costs of job-information search,
training or relocation costs.

Categorizing unemplovment into three tvpes is
a useful way to analyze it. The three types of un-
employment involve costs in obtaining informa-
tion about the availability of other jobs. Because
fabor markets are characterized by heterogeneity
of skills and job requirements, it takes time and




48

resources to get such information. In general, this
process continues until the expected benefit of
the search (present value of expected future in-
come} equals the cost of the continued search
tagain, in present value terms).

Defining the Natural Rate of
Unempioyment

To analyze unemployvment further, one must
clarify the meaning of the term “natural rate of
unemplovment.” This can be done by explaining
the concept using a Phillips curve diagram.

Phillips-curve analysis was popularized in the
1960s and is still useful today as an expository
device. In essence, the Phillips curve summarizes
the relationship between inflation and the unem-
ployment rate. When first introduced, it was
thought to be a relationship that policymakers
could exploit. Over the yvears, however, this inter-
pretation has changed. Analvsts now generally
accept that there is a whole family of short-run
Phillips curves, corresponding to different ex-
pecled rates of inflation (P* in figure 11,

Figure 1
Phillips Curve Diagram
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In the short run, before expectations of inflation
change, there is a trade-off between inflation and
unemplovment (shown as SR curves in figure 11
Suppose the economy initially is at point A, with
expected inflation equal to zero. If monetary and
fiscal policy become expansionary, emplovers will

note an increase in sales and will interpret the
increase as a shift in demand for their product
and attemp! to expand emplovment. Attractive
wage offers will induce many workers to cut short
their job search and accept employvment. Higher
prices and lower unerployment will result, mov-
ing the economy to point B.

This movemenl is temporary, however, as both
emplovers and workers come to expect inflation.
When the shift in demand is perceived as general,
workers will return to their normal job search
patterns and empioyers’ demand for labor will be
reduced to previous levels. The economy will
move to point C, where unemployvment is equal to
its natural rate, U, once again, but inflation is
higher than it was at point A, The vertical line is
called a long-run Phillips curve because it reflects
a period long enough for inflationary expectations
to adjust fully.

The revised interpretation of the Phillips curve
vields a definition of the natural rate of unemploy-
ment: when the actual rate of inflation equals the
expected rate, the unemplayment rate that corres-
ponds is the natural rate {shown as U, in figure 1).
This does not mean that there is anything "natu-
ral” about suich a rate. For example, it is not con-
stant over time, but rather is influenced by demo-
graphic changes as well as government policies.

The Phillips curve diagram also allows a more
precise definition of cyclical unemployment.
when unemplovment departs from its natural
rale, we have cvclical unemployment. Or, in other
waords, cvclical unemplovment results when ac-
tual inflation and expected inflation are unequal.

The governunent's unemplovment statistics
provide little help in estimating the natural rate.
Conceptually, however, the sum of frictional and
structural unemplovment is equal to natural un-
employment. Consequently, any factor that in-
fluences either frictional or structural unemploy-
ment (or both) is relevant to the determination of
the natural rate.

Past research suggests that the most important
influences on the natural rate are demographic or
instirutional. Bemographic factors involve such
characteristics of the work force as age, sex and
racial distribution. One of the most prominent
demographic factors in the post-world War I1
period occurred when the baby-boom generation
came of age and entered the labor market. In re-
cent vears, this generation has swelled the size of

sFor & survey, see Santomero and Seater (1978).




Chart 1
Inflation and Unemployment Rates
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the prime-age working group {age 25 to 54). Age
groups like this require time to develop the skills
necessary 1o match the requirements of job vacan-
cies. Such adjustments eventually take place, but
the process is usually longer than, say, the tempo-
rary nature of turnover or even cyclical unem-
plovinent.

Institutional factors can have an effect on the
natural rate, for example, the pattern of shifting
demand across industries, the minimum wage,
and government policies that influence job-
information search (personal and emplover taxes,
unemployment benefits).

CHOOSING BENCHMARK YEARS

To analvze unemployment trends, one must
begin with the choice of certain benchmark yvears
that are representative of full employment?® The

0

benchmark yvears in this study are ones that occur
late in business expansions and are free of the
influences of war. It is difficult to identify any
vears in the 1948-55 period as benchmark years,
they are obviously influenced by the economic
conditions associated with World War I, the Ko-
rean War and their aftermath. For this reason, 1956
is chosen as the first benchmark yvear. This year is
recognized generally as one of “full employment”
without serious inflation and the other benchmark
vears chosen — 1973 and 1979 — are also ones
that occur late in business expansions and are
generally free of wartime influence ®

Chart 1 summarizes inflation and unemploy-
ment. with the benchmark vears highlighted. As
one can see, Lhe relationship berween the two is
highly variable, reflecting a host of complex
factors. A direct examination of the inflation-

s"Full employment” is defined here as the employment counter-
part of the natural rate of unempioyment.

5This was probably recognized first by the Council of Economic

Advisers in the early 1960s. Actually both 1855 and 1958 are
used: de Leeuw and Holloway (1983) use 1955, while Cagan
(1979) uses 1956.
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Chart 2
Unemployment Rates

Percent
10

1945 50 55 60 65

Annual Data

Percent
10

70 75 80 85 199¢C

unemplovment relationship yields little informa-
tion about how low the unemployvment rate
can go.

Chart 2 summarizes the civilian unemployment
rate along with that for prime-age males for the
1948--87 period. Civilian unemployvment in the
three benchmark vears ranges from 4.1 percent of
the labor force in 1956 to 5.8 percent in 1979. Com-
pared with 1979, it appears that the economy
reached full employment in late 1987 when the
unemployment rate fell below 6 percent; com-
pared with the earlier benchmarks, however, there
seems to be room for further employvment
expansion,

The structure of unemployment, especially as it
reflects a changing composition of the labor force,
is an additional consideration in assessing the
nearness of actual employment to full employ-
mernit. Chart 2 also shows unemployvment for
prime-age males, the group that has the lowest
turnover rate in the labor force. The unemploy-

ment rate for this group was 2.9 percent in 1956,
2.6 percent in 1973, and a somewhat higher 34
percent in 1979. The 1887 unemployment rate for
this group averaged 5 percent, again suggesting
there is room for further expansion in
employiment,

A direct examination of those unemployment
measures that are considered most important
does not provide a clear-cut conclusion about
whether the 1987 levels of unemployment indicate
an econony approaching full emplovment. There-
fore, we examine the composition of the labor
force in further detail.

CHANGES IN DEMUOGRAPHIC
FACUTORS

The overall unemplovment rate reflects a
weighted average of many unemployment rates, as
table 1 indicates. As this table shows clearly, cer-
tain groups typically have higher or lower unem-




ployment rates than the overall average. The teen-
age group is always the highest, followed by the
20-24 year-old group. Consequently, to under-
stand more fully the significance of a given unem-
ploviment rate, one must examine both the relative
importance of each age group in any given year
and the growth rate of each age group over time.

Table 2 summarizes the relative importance of
the different age-sex groups for the benchmark
vears. One striking observation is the change in
the ratio of males 1o females that has taken place
since 1956. This changing proportion, however,
may not he critical in interpreting what has hap-
pened to the overall unemployment rate: as table 1
shows, female unemplovment is not always above
that for males.”

What is important in inlerpreting movements in
the unemployment rate over time is the shifting
importance of age groups. Obviously, the rise in
importance of the 16-19 and 20-24 year-old
groups from 1956 to 1979 was an important factor
in interpreting unemployment trends for that
period. As table 1 shows, the unemployment rate
was always highest for these groups. Significantly,
however, these voungest age groups have declined
as a proportion of the labor force from 1979 to
1987.

Table 3 summarizes the growth of the labor
force by age group between the benchmark years.

For the 1979-87 period, the 25-34 year-old group

grew fastest, reflecting the maturation of the 16-19
and 20-24 vear-old groups of the 1970s.

To aid in analyzing the eifects of changes in the
underlying demographics, a weighted unemploy-
ment rate, where the weights are based on the
composition of the labor foree, is commonly used *

“For an analysis of women in the labor market, see Shank
{1988},

tSee Clark (1977), Flaim (1979), Cain (1979], Antos, Mellow and
Triplett (1979) and Cagan (1979).




Table 4 sununarizes various unemplovment rates
and provides information about how the changing
compaosition of the labor force influences the over-
all unermplovment rate. A comparison of the alter-
native rates with the overall rate shows that demo-
graphic shifts were most pronounced in the
1956-7% period .’ Changes in the composition of
the labor force shifted the unemployvment rate
upward by 0.8 percentage points loverall less
fixed-weight column! compared with an actual
rise of 1.8 percentage points (5.9 minus 4.1}, In
other words, the labor market pressure of 4.1 per-
cent in 1956 would have changed to 4.9 percent in
1979 because of a shift in the composition of the
labor force toward the voungest groups.

There was also a widening of the difference
between the overall unemployment rate and that
for prime-age males, reaching 2.5 percentage
points in 1979, up from 1.2 percentage points in
1956. This differential yields the same general con-
clusion: considering demographic changes, the
natural rate of unemplovment rose uite sharply
bhetween 1956 and 1979.

Since 1979, the composition of the labor force
has shifted back toward the older groups, which
suggests that the natural rate of unemplovment
has declined. The difference between the fixed-
weight measure and the overall rate has narrowed
to almost zero. The smaller differential means that
demographic considerations no longer loom as

large in determining if the economy is at full em-
plovment. For demographic reasons alone, the
1987 natural rate of unemployment is only about
0.3 percentage points higher than that of 1956, and
0.5 percentage points lower than that of 1979. This
interpretation is supported by the change in the
differential between the overall rate and that for
prime-age males. Thus, although methods vary in
calculating the effects of changing demographics
on the unemplovment rate, there seems to be little
doubt that changes in the composition of the la-
bor force since 19789 have produced a lower natu-
ral rate of unemplovment.®

CHANGES IN INSTITUTHONAL
FAUTUORS

As noted earlier, In addition to the age-sex com-
position of the labor force, many other factors
influence the unemplovment rate. These factors
are discussed in this section along with a sum-
mary of their recent trends.

Minimznm Wage

Federal minimum wage legislation was intro-
duced in the United States in 1938; by 1985, 80
percent of the U.S. labor force was employed in
sectors subject to its coverage. By paying the
lowest-income workers a higher wage than the
competitive market would pay in the absence of a

“For a similar table and analysis, see Council of Economic
Advisers (1978), p. 170.

wSee Cain (1579).




Chart 3
Minimum Wage
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NOTE: Average hourly earnings are for the private nonagricultural sector.

minimum wage, this legislation raised the average
level of real wages above their competitive fevel
In response, the gquantity of labor services sup-
plied will exceed the guantity demanded, with the
difference being classified as unemploved.

When the minimum wage was first legislated in
1938, it was 8.25 per hour and covered about 40
percent of the nation’s nonsupervisory emplovees,
Owver the 193881 periad, it was raised 15 times,
reaching $3.35 per hour in 1981 and has not been
changed since. By 1985, 87 percent of nonsupervi-
sory employees were subject to the minimum wage.

The minimum wage law has had its greatest
effect on teenage employment with little effect on
other age groups. Because they have fewer skills
and less education, teenagers’ marginal products
are typicallv below those of older, more experi-

enced workers. Consequently, the minimum wage
is much more likely 10 be above the competitive
wage for this group.

To assess the impact of minimum wage legisla-
tion, the minimum wage must be viewed relative to
average hourly earnings. The comparison measure
used here is average hourly earnings for workers in
the private nonagricultural sector. The movement
of the minimum wage relative to this measure from
1947 10 1987 is shown in chart 3.

After a large jump in 1950, the minimum wage
relative to average hourly earnings fluctuated be-
tween 45 percent and 55 percent, before dropping
below 45 percent in 1972, [t then rose from aboui
40 percent in 1973 1o 46 percent in 1981, With the
minimum wage constant at $3.35 per hour since
1981, however, a steady decline in the relative

"For a survey, see Brown, Gifroy and Kohen (1382).




Chart 4
Replacement Ratio and Unemployment Rate
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NOTE: Replacement ratio is the average of unemployment benefits paid weekly as a percent of average weekly
earnings in the private nonagricultural sector.

minimum wage has occurred since then, reaching
37 percent in 1987.

Although the relative minimum wage declined
from 1957 1o 1973, the coverage increased from 45
percent to 75 percent, primarily because of the
rapid growth of teenagers in the labor force. The
minimum wage may have pushed the unemploy-
ment rate upward from 1273 to 1879, but this
trend was sharply reversed from 1979 to 1987,
Since the last benchmark year of 1979, the mini-
mum wage movements have had a positive effect
on the labor market; its decline has reduced the
natural rate of unemployment.

Unemployment Benefits

An increase in unemplovment benefits relative
to wages lowers the cost of job search.® As a result,

other things equal, individuals will search longer
for a job, lowering the amount of work that they
are willing to supply at a given real wage. Also,
individuals who are not in the labor force will be
inclined to enter it to obtain a job and be eligible
for unemployvment benefits in the future.

One important measure in assessing the effect
of unemployment benefits is the ratio of average
unemplovment benefits paid weekly relative to
average weekly earnings. This rativ is called the
replacement ratio. Chart 4 shows the ratio from
1947 to 1987 as a solid line. Because this ratio
shows cyclical movement throughout the period,
the unemplovinent rate is also charted (dashed
linel.

Generally, the replacement ratio and the unem-
plovment rate move in tandem. From 1965 to 1973,

2Far discussion and references, see Parkin (1984} and Cagan
{1979).
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however, the replacement ratio rose quite sharply
relative to unemployment. From 1973 to 1979, it
then declined slightly relative to the unemploy-
ment rate. But since 1984, the divergence between
these measures has been sharp.

A closer examination reveals that the source of
this recent divergence is chiefly a slowing of aver-
age weekly earnings while unemployment benefits
have continued to rise at relatively rapid rates.
Despite this development, the replacement ratio
seems to have had a recent upward effect on the
natural rate of unemployvment. This effect is
dampened somewhat by two considerations: (1)
recent changes in tax law whereby unemployment
benefits became partially subject to taxation in
1979, and completely so in 1987, and (2) a general
tightening of eligibility requirements in recent
vears.” Thus, the actual value of the replacement
ratio in 1987 relative to 1979 is less than shown in
the chart. It is impossible, however, to say how
much the change is without further research.

Taxes

Another factor of considerable importance in
determining unemployment trends is the role of
taxes in influencing the labor markets ™ Again, the
analysis is complex and the conclusions are not
clear-cut. As an aid in understanding the macroec-
onomic effects, i1 is useful to think in terms of the
effects on labor supply and demand separately.

Focusing first on labor supply, the tax wedge is
the difference between the real wage that the em-
ployer is willing to pay and the after-tax value of
that wage to the workers; the size of this wedge is
important in the work-vs -leisure decision that
people make. An increase in the tax wedge will
reduce labor services offered at a given real wage
and may encourage a longer job-search by redue-
ing the cost of being unemployed.

On the demand side of the labor market, the
relevant tax is the emplover’s contribution for

social insurance. Introducing lor raising) this tax
reduces the quantity of labor demanded for a
given real wage and, because of the higher cost of
labor, may also lengthen the amount of ime em-
plovers take in searching for workers.

Thus, increased tax rates, whether applicable to
employers or employees, reduce employment and
may increase unemployment. To show what has
happened to the tax wedge, employee and em-
plover taxes are combined into a summary mea-
sure and plotted against the unemployment rate
in chart 5. This tax wedge measure incorporales
personal income taxes (federal, state and local),
emplover and emplovee contributions for social
insurance, and sales and excise taxes." Using 1956
as a reference point, the tax wedge has increased
from about 21 percent to maore than 32 percent by
1987. The rise was relatively rapid from 1956 to
1873, slightly slower from 1973 t0 1979 and even
slower from 1979 (o 1987. These trends suggest
that taxes contributed to an increase in unemploy-
ment before 1979; since then, the tax wedge has
had litile effect, except perhaps to reduce unem-
plovient somewhat since 1981.

BDemand Shifi

Recent research has suggested that shifts in
industry demand also have an effect on the natu-
ral rate.* This effect is commonly called frictional
unemployment. If changing tastes, technology or
relative factor prices induce rapid shifts in indus-
try demands for labor, there will be greater uncer-
tainty in labor markets and increased search time
for both the emplovee and the employer.

Unemployvment that occurs for these reasons is
a healthy reflection of a dynamic economy. For
our discussion, however, only the long-run move-
ments in the composition of industrial output are
relevant. Chart 6 is one attempt to capture this
phenomenon; it shows the three-year moving
average of the sum of the absolute percentage

133ee Abraham (1988) and, for a state-by-state summary of
unemployment legislation in 1987, see Runner {1988).

“Mevyer (1981).
5The tax wedge for households (or suppiiers of labor services) is
wWoW (1-t)

PP (1+1)

where W is the nominal wage, P is the price level, ¢, is the
personal tax rate and t, is the consumgption tax rate. This ex-
pression can be manipulated to give

W (+t)
P o(1+1)

Chart 4 shows the vaiue of the expression following W/P
plus the employer’s contribution rate for social insurance. For
further discussion, see Parkin {1984), pp. 184-85,

6For a discussion and critique of this terature, see Johnson and
Layard (1988). See aiso Lifien (1982}, Lilien and Hall (1986),
and Rissman (1986).
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Chart 5
Estimate of Tax Wedge and Unemployment Rate
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change in sectoral employment shares.” By this unlikely that shifts in the structure of the economy
measure, there was a downward trend in the de- have influenced the natural rate of unemployment
gree of shifting employment until the mid-1960s; substantially. The relationship between “demand”
since then the measure of shifting employment shifts and the unemployment rate appears, rather,
has moved upward, although it has varied sub- to be a shorter-run phenomenon.

stantiatly around the trend.
(Uther Factors
Focusing on the benchmark years, there is a

slight downward movement from 1956 to 1973 to The above list of factors, while not exhaustive,
1979, followed by an upward movement from 1979 summarizes most of the factors that influence
to 1987. From 1982 to 1987, however, the measure unemployment trends. Government regulations,
dropped sharply ™ Viewed in this perspective, it is however, also affect labor markets. For example,
"The measure of demand shift {in yeart) is mainly manufacturing exports, the effect could have been to
raise frictional unemployment (and the natural rate} when the
100 x 129 E,  E.. dollar was rising, and lower such unempioyment when it was

falling. But since the focus here is on 1987 vs. 1979, a period

= E E- over which the rade-weighted exchange rate rose only 10
where E,, is employment in the ith industry i year t and E. is percent, there would seem to be little net sffect or: the natural
total employment in year t. Data used were employees on rate. Furthermare, manufacturing employment as a percent of
nonagricultural payrolls by maior industry. See Council of total non-agricultural employment has shown _Iittle serzs:tuy;ty 0
Economic Advisers (1988), pp. 296-97. exchange rate movements, even of the magnitude experienced

. . in the 1980s,
$Q0ne factor operating during this period was the sharp swing in

the value of the dollar, rising sharply from 1880 o 1985, and
then falling sharply to 1987. i these developments affected




Chart 6
Measure of Demand Shift and Unemployment Rate
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regulations imposed by the Occupational Safety
and Health Administration {OSHA} in the interest
of safety and health can divert funds that would
normally be used for investment spending.” These
regulations can act like an emplover tax, driving a
wedge between the wage the emplover is willing
to pay and the actual cost.

Ancther example of regulations that had an
irnportant effect on unemplovinent are work regis-
tration requirements for various government pro-
grams like welfare and food stamps. For example,
in 1972, legislation was passed that required wel-
fare mothers who were able to work to register for
work ® Although some found jobs, others were
added to the count of the unemployed.

SUMMARY OF FACTORS AFYECTING
NATURAL BATE

The role of these factors is brought together in
table 5. Shown are general conclusions about the

direction in which the structural factors have been
operating between the benchmark years since
1956. No atternpt is made to estimate precisely the
magnitude of the cffects on the natural rate of
unemployment.

The most obvicus change in recent yvears is the
shifting age distribution of the labor force, which
has reduced the unemployment rate. In other
words, the babv-boomers, who made their pres-
ence felt throughout the 1970s by pushing up the
natural rate of unemployment, are now in the
prime-age group, Having accumulated skills, edu-
cation and experience, this group is now market-
ing its productive skills, thus reducing the naiural
rate of unemployvment by about one-half of a per-
centage point from 1979,

The minimum wage has had a favorable effect in
reducing the trend of unemployvment since 1981,
bul no atternpt was made here to estimate the
magnitude of effect. Cagan, however, estimated

#For a broad survey, see Licht (1988).

2Clarkson and Meiners {1977).
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that the minimum wage contributed to an in-
crease in the natural rate of 45 percentage points
from 1956 to 1977 * The relative minimum wage in
1987 was below that in 1956. With the decline in
the proportion of tleenagers in the labor force,
however, the magnitude of the effect on the natu-
ral rate of unemployment is probably less than
Cagan estimated,

Unemployment benefits generally appear to
have affected recent unemployment trends nega-
tively. The replacement ratio has risen guite dra-
matically since 1984. This is misleading, however,
because starting in 1987, unemployment benefits
became fully taxable by the federal government,
while eligibility requirements have been tightened
in recent years. These developments have raised
the cost of being unemployved and have reduced
the trend of unemployment.

Taxes were a factor in the 1956-73 period (and
to some extent from 1973 to 1979), increasing un-
emnployment, both by reducing the cost of the job
search (reducing foregone earningsi and increas-
ing the tax wedge between what emplovers pay to
labor and workers receive. Since 1979, however,
the upward trend of taxes has slowed, suggesting
that the tax wedge has not worsened. These devel-
opments are assessed as having no eftect on the
natural rate in the 1879-87 period.

Despile considerable fluctuation in the shares of
sector employment, demand-shift factors do not
appear to have been a factor during the post-

Wortd War Il period. {n general, the key factors
that influence the natural rate of unemployment
have served to reduce it in the 1980s. As a result,
the current natural rate appears below the 6 per-
cent rate estimated in 1979.* Shifts in the age
structure of the labor force alone have reduced it
about one-half of a percentage point. Other favor-
able developments, as noted in table 5, may have
reduced it even further.

SUMMARY

Unemployment rates below 6 percent in late
1987 and early 1988 have raised gquestions about
how far the rate can fall before inflation again
emerges. The fact that inflation has shown no
clear signs of acceleration suggests that structural
changes in the U8, economy have reduced the
natural rate of unemplovment below what it was
in 1979, This article examined some of these struc-
tural factors.

Several of these factors were found to have re-
duced the natural rate of unemployment in recent
vears, when compared with previous experience
from 1956 to 1879, The age composition of the
labor force, the minimum wage, individual and
employer lax rates are a few of the factors that
have moved favorably. Any conclusions about un-
employment benefit ratios, however, require fur-
ther study. For the unemplovment rate to con-
tinue to decline depends critically on the course
of future government actions, namely, legislation
relating to the minimum wage, tax rates and un-
employment benefits.
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