














































































































518 CHAPTER 20 Unemployment and Employment
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Figure 20.10

Unemployment Rates for Young Adults
(ages 20-24)

Large, persistent differences are seen among
different countries.

We can begin by ruling out the explanation that the differences are
due to cyclical factors such as recessions. The differences in unem-
ployment have persisted for many years through various ups and
downs in the overall economy. Hence, the differences must reflect dif-
ferences in the natural unemployment rate rather than cyclical differ-
ences in the countries.

Now, let’s see whether the supply and demand model, augmented
by rationing and job search, can explain the unemployment differ-
ences in Figure 20.10. According to the model, there are several possi-
ble explanations.

Differences in Unemployment Compensation for
Young Adults

The story of job search tells us that a policy of more generous govern-
ment compensation of unemployed workers leads to higher unem-
ployment rates because unemployed workers can spend more time
searching.

In fact, unemployment compensation for young adults is much
greater in Australia and Spain than it is in the United States—amount-
ing to only 10 percent of the average wage in the United States and as

high as 40 percent in Australia and Spain. (Comparable data for France are not avail-
able.) Thus this explanation of unemployment from job search theory appears to fit

the facts.

Differences in Lifestyles

Suppose that for cultural or religious reasons it was more acceptable in some countries
than in others for young adults to live with their parents. With basic needs met for food
and shelter, unemployed young people in these cultures might have less incentive to
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Figure 20.11

Percentage of 20-24-year-olds Still
Living with Parents

Observe the close similarity with the unem-
ployment rates for these countries in Figure
20.10.

take any available job. Therefore, unemployment rates for young adults
would tend to be higher in these countries.

Figure 20.11 shows the percentage of young adults living with
their parents in the four countries in our case study. Observe from
the graph that there is a strong correlation between this percentage
and unemployment rates. Spain, which has the highest percentage of
20-24-year-olds living with their parents, has the highest unemploy-
ment rate in the case study. The United States is at the opposite end
of the scale: lower unemployment and a lower percentage of young
adults living at home.

The job search theory again appears to be consistent with the
data, but we need to worry about a reverse effect: It is possible
that more young people live with their parents because they are
unemployed.

Differences in the Minimum Wage

The supply and demand model predicts that higher minimum wage
laws would raise unemployment for younger people with low skills
whose market wage was below the minimum. Minimum wages do dif-
fer across countries. Do they explain part of the differences in the
unemployment rates for young people?
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Figure 20.12

Minimum Wage as a Percentage of
Average Wage

The minimum is lower in the United States
than in France or Australia, but lowest

in Spain.
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Figure 20.12 shows the minimum wage as a percentage of the
average wage in each of the four countries in our case study. The
United States has a lower minimum wage than Australia and France,
which suggests that this might be a reason for the lower unemploy-
ment rate in the United States.

Note that Spain also has a low minimum wage, even though it has
the highest unemployment rates of the four countries. What could
cause this apparent contradiction to the theory? One possibility is that
the tradition of young adults living at home is so strong in Spain that it
offsets the effect of the low minimum wage. In fact, lifestyle combined
with the low minimum wage is a reasonable explanation for Spain’s
unemployment rates.

Differences in Taxes

Finally, let us consider differences in tax rates on wage income in the
different countries. A higher tax rate on wages shifts the labor demand
curve down, as shown in Figure 20.13, as firms find it more expensive
to hire workers. Employment declines and unemployment increases.
Figure 20.14 gives the tax rates on wages for the four countries in
the case study. The tax rate includes all forms of taxes on wages. Once
again the theory that high taxes on labor can reduce labor demand and
increase unemployment appears to be supported when one compares
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Figure 20.13

Old labor
demand

New labor
demand
QUANTITY OF LABOR

3. ...and lowering
employment.

Effects of a Tax on Wages
A tax on labor lowers the labor demand curve by the amount of the tax because
employers must pay more for workers. The new equilibrium has a lower wage and less

employment.
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the United States, Australia, and France. And while the tax rates are
higher in Spain than in Australia and the United States, they are lower
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= than in France, meaning that some other factor, such as lifestyle differ-
. ences, is needed to fully explain the very high unemployment in Spain
60 - compared to France.
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Policy Implication and Forecast
Al I—
o0 In sum, the labor supply and demand model augmented with job
15 rationing and job search provides a pretty good explanation for the
| international differences in unemployment rates. According to this
10 — L — analysis, the economic policies that would reduce unemployment
US. Australia France Spain among young adults in Europe include: allowing a lower minimum

Figure 20.14
Tax Rates on Wages

The U.S. has a lower tax rate on wage income
than the other three countries in the case.

REVIEW

Conclusion

HEY POINTS

wage for young workers, reducing unemployment compensation, and
reducing taxes (or even subsidizing employment). None of these poli-
cies would be implemented without cost to the workers, the firms that
employ them, or the politicians who propose these policies. Therefore,
we can predict that differences in unemployment rates in these coun-
tries will persist.

= Unemployment rates differ greatly across countries.

= At least in the case of young adults, the unemployment differences appear
to be due to differences in unemployment compensation, lifestyle, mini-
mum wages, and taxes.

« These explanations show the practical usefulness of the supply and
demand model in understanding many, if not all, of the unemployment dif-
ferences between countries.

“ur analysis of employment and unemployment has put the spotlight on two differ-
ent roles of labor. In one role, labor is simply an input to the production of real
GDP We showed that the amount of aggregate hours of all workers is the most com-
prehensive measure of labor input.

In its other role, labor is the people doing the work. The study of labor in this role
looks at the problems people face when they lose their job, decide to enter the labor
force, or take a part-time job. It also looks at the effects of minimum wages and
unemployment compensation on unemployment, at the serious problems that high
rates of unemployment seem to cause, and at the reasons why more women have
entered the labor force in the past several decades.

1. Unemployment data are collected in the monthly Current Population
Survey.

2. A person is unemployed if he or she is old enough to work and is look-
ing for work, but does not have a job.
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Figure 21A.3

Growth Accounting with Capital per Hour and
Technology Increasing

Here a shift in the productivity curve and a movement along
the productivity curve due to more capital per hour of work
are combined. Productivity increases. The part of the increase
due to capital and the part due to technological change are
shown in the diagram.

hour of work? The numbered boxes in Figure 21A.3 show
that C — B equals the change in capital per hour of work
A(K/L) times the slope of the productivity curve. (The
slope times the change along the horizontal axis gives the
changes along the vertical axis.) Let the symbol r be the
slope, which measures how much additional capital
increases output. Thus, (C — B)/A is given by

AKIL)r _ AKIL) .1y
viL k)
The expression on the right is obtained by multiplying the
numerator and the denominator of the expression on the
left by (K/Y). You might want to check the multiplication
on your own. Now the term on the right is simply the
growth rate of capital per hour times r(K/Y). The amount
of income paid to capital is r times K if capital is paid
according to how much additional capital increases out-
put. Aggregate income is given by Y. Thus, the term r(K/Y)
is the share of capital income in aggregate income. This
share is approximately 's. Thus, the expression (C — B)/A s
the growth rate of capital per hour of work times . Thus,
the growth accounting formula is derived.

Key Points

1. The productivity curve describes how more capital
per hour of work increases productivity, or output
per hour of work.
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Deriving the Growth Accounting Formula

2. The productivity curve shifts up if there is an
increase in technology.

3. The growth accounting formula is derived by divid-
ing an increase in productivity into (1) a shift in the
productivity curve due to more technology and (2) a
movement along the productivity curve due to more
capital per worker.

Key Term and Definition

productivity curve: a relationship stating the output
per hour of work for each amount of capital per hour
of work in the economy.

Questions for Review
1. What is the difference between the productivity curve
and the production function?

2. What is the difference between a shift of the productiv-
ity curve and a movement along the curve?

3. Why does the share of capital income in total income
appear in the growth accounting formula?

Problems

1. Consider the following relation between productivity
and capital per hour for the economy.

Capital per Hour of Work Output per Hour of Work

(K/L) (Y/L)
$20 $40
$40 $80
$60 $110
$80 $130
$100 $140

a. Plot the productivity curve.

b. Suppose that in year 1, K/L = 40 and Y/L = 80, but in
year 2, K/L. = 60 and Y/L = 110. How much has tech-
nology contributed to the increase in productivity
between the two years?

¢. Suppose that between year 2 and year 3, the pro-
ductivity curve shifts up by $20 at each level of capi-
tal per hour of work. If K/L = 80 and Y/L. = 150 in
year 3, how many dollars did capital contribute to
productivity growth between year 2 and year 37 How
much was the contribution as a fraction of the
growth rate of capital per worker?

2. Suppose the production function Y = fIK, L) is such
that Y equals the square root of the product (K times L).
Plot the production function with Y on the vertical axis
and L on the horizontal axis for the case where K = 100.
Plot the productivity curve with Y/L on the vertical axis
and K/L. on the horizontal axis.





