	Unemployment - the basics


	Some definitions

For most people, an unemployed person is somebody who is not employed. Unfortunately, economists would never make it that easy! There are many people in the UK economy who are in the population of working age (i.e. aged between 16 and 65, or 16 and 60 for females) and not working, but are not ‘officially’ unemployed. These people are inactive members of the population of working age. They include housewives/househusbands who stay at home, students who do not get a part-time job (an increasingly diminishing group!) and those who retire early.

To be an active member of the population of working age, and therefore part of the working population, you have to either be in employment or registered unemployed.

Unsurprisingly, the activity rates for males in the UK are over 90% from age 20 onwards, although it does start to fall after the age of 50 as some workers take early retirement. Less than 80% of males are ‘active’ in their mid 50s, and less than 60% are ‘active’ in their 60s.

The female activity rates have risen as more women have decided to have careers in the last 20 years. The figure is still lower than for males, though, at around 80%, after the age of 20. This falls to below 60% as they approach retirement age in their mid 50s.

To be registered as unemployed, you have to willing and able to work, available for work at the given wage and actively seeking work. But even the definition of being ‘registered’ as unemployed has changed over the years. It used to mean anyone who was claiming unemployment benefit, but the rules have changed as to which type of benefit one can claim when out of work. Many, for example, are paid disability benefit (even if their disability is relatively minor) so that the government can keep the ‘official’ unemployment figures down. So the official figures are probably a little inaccurate. For this reason, the government now publish figures based on a survey. Details of the two measures are outlined below.
 

The claimant count

This includes all those who are unemployed and actually claiming benefit in the form of Jobseekers Allowance. As we said above, claimants must be available to work, actively seeking work and able to work when the benefit is claimed.

This measure is felt to be inaccurate because it omits many people who are, effectively, unemployed but are not actually claiming benefit. There have been 30 changes to the way in which this measure is counted over the last 20 years, and only one of those changes made the number rise!

In the late 80s, it was decided that all 16 and 17 years olds did not count, because they could either stay in education or get government training. More recently, it was decided that one could only claim Jobseekers Allowance for six months, rather than twelve. Many unemployed women do not collect Jobseekers Allowance; otherwise they cannot claim other important benefits.

The figures are seasonably adjusted to allow for changes in unemployment that occur naturally over the year. There tends to be seasonal employment in the summer at tourist resorts and at Christmas.

Unemployment in the UK based on the claimant count in July 2000 was 1,070,000. This represented 3.7% of the working population (or workforce). This 3.7% is known as the unemployment rate. It is widely recognised as a more useful figure than the absolute numbers unemployed. A bald figure in millions can mean very little, but the unemployment rate gives a figure relative to the number of people in the workforce.

 

The ILO measure

For a more realistic count, and for international comparisons, the ILO (International Labour Organisation) measure is used. It is based on a survey, so all those that are effectively unemployed, but do not claim the highly specific Jobseekers Allowance can be included.

Those who are part of this measure but not included in the claimant count include the young unemployed who are not always eligible to claim, married women who can’t claim if their husband is earning enough, and those who claim sickness and invalidity benefits. Many only slightly inconvenienced unemployed workers are paid these benefits rather than swell the claimant count of unemployment.

Not only is this measure more accurate, but it can be used for international comparisons, as this survey is taken in most developed countries. The unemployment rate using this measure for July 2000 was 5.5%.

 

How can employment and unemployment rise at the same time?

Examiners often set data response questions using employment and unemployment data. Sometimes the data can be confusing; employment and unemployment levels are both rising (or vice versa). If employment levels are rising, then surely unemployment must be falling? It makes sense, doesn’t it?
Remember that the numbers in the working population are not fixed. There are currently just fewer than 29 million people in the UK working population. Just over one million of them are unemployed, so just fewer than 28 million are employed. If the numbers in the working population stay the same, and unemployment rises then employment must be falling. But what if the numbers in the working population are rising? It is possible that both the numbers employed and the numbers unemployed will rise.

In the 80s, the numbers unemployed rose from just over one million to well over three million. But at the same time, the numbers employed rose by about one million. The answer to this conundrum is that the numbers in the working population must have risen by three million. There are two main reasons for this. At the time the number of school leavers rose substantially as an inevitable result of the baby boom of the late 60s. Also, many females came back into the workforce, working part-time as well as looking after the family.

 

	Unemployment - the details


	The costs of unemployment

To a certain extent, these were covered in the topic called ‘Macroeconomic objectives’. They are reproduced here in a little more detail.

 

1.
Implications for government spending and taxation. High unemployment is expensive for the government and, therefore, for the taxpayer. For every unemployed person, there are two costs to the government. First, the unemployed worker will be entitled to benefit, and if he/she is young, or older but remains unemployed for a long period of time, he/she will be offered training under the ‘New Deal’. Secondly, there is the less obvious cost of the loss of income tax revenues the worker would have paid in work. These workers would have been paying VAT as well through their purchases. Put together, some economists have estimated that the cost to taxpayers of each unemployed person is up to £9,000 a year.

2.
Economic cost to the economy as a whole. There is the cost to the whole economy in terms of wasted, unused resources. The existence of any idle resources means that the economy will be at a point within its production possibility frontier (PPF).

3.
Social costs of unemployment. Unemployed workers (young men, in particular) may create other external costs in the economy, like crime for example. The governments of the 80s always dismissed the coincidence of rising crime figures and rising unemployment. Was it really a coincidence, given that many of the new unemployed were young school leavers with no experience in work?

4.
The cost of unemployment to the individual. In the short term the unemployed worker has to put up with the loss of earnings, although this may be balanced by redundancy payments. But in the long run, the long term unemployed will find it harder and harder to find a job, as they find that the skills they have become less relevant and they have had no new training.

 

Types of unemployment and their causes

Classical unemployment

This is unemployment that is caused by the real wage being higher than the equilibrium real wage. The following diagram should explain.
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If you cannot remember why the demand and supply curves for labour look as they do, see the topic called ‘Labour markets’. Classical economists (and their contemporary relatives, the neo-classical and monetarist economists) believe that the laws of supply and demand work in all markets, including labour markets. In the diagram above, they believe that the market will ‘clear’ at the equilibrium wage W1 giving a level of employment of L1.

This equilibrium can be disrupted, though, through the action of, say, a trade union, or the imposition of a minimum wage by the government. In both cases, the real wage rate is likely to be forced above the equilibrium real wage to W2. At this higher real wage, the number of workers prepared to offer their labour services increases (to L2) but the demand for labour by the firms falls to L3. This means there will be L2 - L3 workers unemployed involuntarily.

It is important to distinguish between those that are involuntary unemployed and those that are voluntarily unemployed. Remember that the supply curve in the diagram above only gives the number of people who are willing and able to work at any given wage. Some people may be unemployed simply because they are looking for a better job (frictional unemployment – see later). These people are voluntarily unemployed.

The solution to this problem of unemployment for classical economists, therefore, was to remove anything that distorts the labour market. The elimination of trade unions, any minimum wages or wage councils (who set wages at reasonable levels for the poor) would be suggested. In the UK, trade unions are now weaker than they were twenty years ago. The old wage councils were abolished in the 80s, but the Labour government has introduced the National Minimum Wage. Labour markets are now more flexible, so real wage rates will be more responsive to changes in the supply and demand for any particular sub-market. The real wage, therefore, is more likely to be at the equilibrium position.

 

Keynesian unemployment (or demand deficient unemployment)

Keynesian economists, on the other hand, believed that unemployment was not just a question of the labour market being in disequilibria. Labour, after all, is a derived demand, derived from the demand for the good that is being produced. If there is a big fall in the demand for products in the goods market (during a recession, for example) then the demand for labour will fall causing unemployment.
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Using the same diagram as before, we see that the equilibrium wage is W1 giving a level of employment of L1. Keynesians now argue that in times of recession, the aggregate demand curve for the economy as a whole will shift to the left. This will cause the demand for labour curve to shift to the left as well (from DL1 to DL2). If the real wage rate stays at W1 then there will be L1 – L2 workers involuntarily unemployed.

Of course, the classical economists would argue that the real wage rate would fall to the new equilibrium (wage W2, employment L3). The level of employment would fall (from L1 to L3) but there would be no involuntary unemployment. At the time of the 1930s depression, Keynes argued that this would not necessarily happen because wages and prices were ‘sticky downwards’. Even if the real wage rate did fall, the lower incomes of the workers would lead to lower spending in the economy, a further reduction in aggregate demand and a further reduction in the demand for labour. When would it all end?

 

Frictional unemployment

As was mentioned earlier, frictional unemployment is voluntary unemployment for workers who are looking for a better job. This all sounds very trivial, but the numbers involved are quite significant. When you hear the monthly unemployment figures announced on the news (a fall by 20,000; a rise by 10,000; etc.) what you may not realise is that the monthly change is dwarfed by the actual inflows of workers into jobs and outflows of workers into unemployment. Some months these figures can be as high as 300,000!

The bigger the imperfections in the labour market, the longer will be this period of unemployment for each worker, and the higher the ‘search’ costs for the individual. Of course, the worker could take the first job that comes his way, but it is probably better, for the individual and the economy as a whole, if he takes some time to find the right job, so that he is more productive in that job.

Some argue that this ‘search’ can become rather too ‘long term’ if, for example, the Jobseekers Allowance is too high. If out of work benefits are high, the unemployed worker might be tempted not to bother with work at all. The replacement ratio would be too high (the size of the unemployment benefit as a percentage of in work disposable income). But if benefits are too low, newly unemployed workers might take the first job that comes along, which might not be the best use of his skills. The economy’s resources would not be allocated efficiently.

 

Structural unemployment

Structural unemployment is so named because it is unemployment caused by changes in the structure of the economy. The huge shift away from manufacturing to the service sector over the last twenty to thirty years (often referred to as deindustrialisation) has caused structural unemployment to be the largest component of the total unemployment figures.

Imagine working as a shipbuilder all your life, and then, at the age of, say, 53 your dock closes and everyone is out of work. You have been trained, thoroughly, for one job, but what else can you do? Some of the skills will be transferable, but retraining will be required. Employers would rather take on an 18 year old - young, fresh and open to new ideas - rather than a 53 year old with pre-conceived ideas of how to do things.

This was a common story throughout the 80s. A 53 year old man would often not get a job for a couple of years, and then it would be impossible to find work at the age of 55 with two years out of the market. He would spend the rest of his days up to retirement age (65) unemployed and virtually unemployable.

The problem of deindustrialisation would not be so bad if the expansion of the service sector creates enough jobs to employ those who lose their jobs in the manufacturing sector. This has happened to a certain extent, but the skills required in the service sector are often different to those required in the manufacturing sector. Occupational mobility has been improved through government training programmes, in particular, the ‘New Deal’ which helps the long term unemployed get back to work. Geographical mobility needs to be improved as well, through increased low cost housing for those who need to move to a more expensive area to get a job. Recent governments have not been quite so forthcoming with money to eradicate this problem. This may be because many people are reluctant to move from the area from which they came, regardless of financial inducements.

 

Technical unemployment

One can probably think of examples where ‘technology’ has put people out of work. A good recent example is the banking sector, where the introduction of phone and Internet banking has caused the big banks to close many of their traditional high street branches. Of course, it is not quite as simple as that.

If the improved technology reduces an industry’s costs, and therefore prices, by a substantial amount, the increased demand for their product might involve an increase in employment. A substantial increase in output will require extra workers.

There is, therefore, a trade off. If, following improved technology, the increase in workers required outweighs the losses due to the more efficient capital employed, then there will be a net increase in employment. Otherwise, unemployment will rise. One important factor will be the extent to which new technology improves the productivity of the capital involved relative to the improved labour productivity. If all the reduction in costs is down to some new super machine, then the amount of labour required will probably fall.

	The demand for labour
	ur


	
The labour market is another topic that is becoming very popular with examiners. Although many students find it more complicated than some of the previous macroeconomic topics, it is, as is so much in A level economics, simply an application of supply and demand.

Before we get going, it is important that you understand how the labour market differs from the product market. In the product market, the supply curve represents the firm’s supply of the good in question and the demand curve represents the consumer’s demand for the good. With labour markets the roles are reversed; the demand curve represents the firm’s demand for labour and the supply curve represents the consumer’s (or worker’s) supply of labour.

As with the product market, we will start with demand and supply, and then combine the two to get the equilibrium price and quantity (in this case, price is the wage rate and quantity is the quantity of labour).

 

The demand for labour is a derived demand

The first point to note is that the demand for labour is a derived demand. Labour is only demanded as an input into the production process. If the demand for the good in question changes then so will the demand for the labour that helps to make that product.

In the product market, the demand curve is downward sloping. As the price of a good falls, one would expect its demand to rise, ceteris paribus. One would expect this to be the case in the labour market too. If the price of labour falls (i.e. the wage rate falls) one would expect a firm’s demand for labour to rise, ceteris paribus. If the price of labour were falling relative to, say, capital, then it would make sense for the firm to substitute labour for capital.

Of course, in the short run we assume that the amount of capital is fixed, but given the law of diminishing marginal returns (see the topic on ‘Costs and revenues’ for details), eventually, additional workers will be worth less to the firm than previous workers, and so their wage will be lower to reflect this fact. So looking at it from a different angle, one would expect lower wage rates at higher employment levels; again the demand curve for labour ought to be downward sloping.

We need to look at this in more detail. We can derive the demand curve for labour using something called Marginal revenue product theory.

	
	The supply of labour
Some definitions

This may appear to be a straightforward topic. What is the supply of labour? But before we dive in, we need to appreciate that there are many different ‘types’ of labour supply.

First, we will look at the individual’s supply of labour. How many hours of work per week is a worker prepared to offer at different wage rates?
Secondly, we will need to establish what the firm’s supply of labour curve looks like. The shape of this curve will depend upon whether the firm is in a perfectly competitive labour market or an imperfectly competitive labour market, whether the labour market is competitive or otherwise is not necessarily linked to whether the product market is competitive or not, but imperfect product markets (like oligopoly or monopoly) tend to breed less competitive labour markets.

Thirdly, we need to think about the labour supply curve for the whole industry. In particular, we will need to think about the elasticity of this curve.

Finally, there is the supply of labour to the whole economy. This is quite a big sub-topic that is covered in a separate QuickLearn called ‘The UK labour market’.
 

The individual’s supply of labour curve

What will the individual worker’s supply curve look like? At first glance, this may seem fairly obvious. The higher the wage, the more hours a person would want to work so that he can make more money. But it is more complicated than that. As the wage rate rises, there are two things going on.

On the one hand (the obvious part above) the higher wage will mean that the worker will offer himself for more hours. The price of ‘leisure’ has become relatively more expensive (because each hour taken off is costing the worker a higher hourly wage) so the worker will substitute ‘leisure’ hours for ‘work’ hours (so he works more hours and has less time off). This is called the substitution effect of a wage rise and is always positive (i.e. a rise in the real wage causes a rise in the hours worked). You may remember that this term is used when discussing income elasticity, normal goods and inferior goods.

On the other hand, the higher wage will mean that the individual’s real income will have risen, ceteris paribus. Although some people never seem to have enough money, many will get to the stage, at higher wage rates, where they are earning quite a lot of money and would like to spend more time at home with their children, or just go on more holidays. Their demand for most goods rises as their real income rises, including ‘leisure’. What is the point of earning lots of money if you have no spare time to enjoy it? So, there is an income effect of a wage rise as well. As the real wage rises, the income effect causes the hours worked to fall (i.e. the income effect is always negative).
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Look at the diagram above. This is what we call a backward bending supply curve (for obvious reasons!). Notice that the y-axis is labelled ‘real wage’. It is important that we look at hours worked relative to the real wage. The whole point of the income effect is that the worker feels richer and so decides to ‘buy’ more leisure time and work fewer hours. If the wage rate rises, but at the same time the average price level rises too, then the worker will not feel any richer at all.

The section of the curve up to point A is upward sloping. This means that as the real wage rises, the individual works more hours each week. In this portion of the curve, the substitution effect is stronger than the income effect. This is to be expected. At lower real wage rates workers do not tend to feel so rich that they feel they can afford a day off each week! If anything, at lower wage rates, any rise in the real wage rate will encourage a individual to work more hours to earn even more money.

Above point A, the curve bends backwards. As the real wage rate rises, the individual decides to work fewer hours. After point A, the income effect begins to outweigh the substitution effect. In a sense, a target income has been reached, so if the real wage rises the individual can still earn his target income by working fewer hours. In fact, if you look at the diagram, at real wage W2, the individual works fewer hours than at real wage W1, but his overall weekly income is still higher (OW2BH2 > OW1AH1).

 

The labour supply curve for the firm and the industry

As we said earlier, the shape of the firm’s supply curve will depend on whether the labour market is perfectly or imperfectly competitive. Let’s start with firms in perfectly competitive labour markets.

 

Perfectly competitive labour markets and their supply of labour curves

As with perfectly competitive product markets, perfectly competitive labour markets have numerous buyers and sellers. Remember that in a perfectly competitive product market, the firm could sell as much as it wanted at the given market price. It could not affect the market price through its actions, but at least there was no shortage of buyers at the given market price.

The situation is similar in a perfectly competitive labour market. The going wage is determined in the market and no one firm can affect this given wage through its actions. But, each firm can employ as many workers as it wants at this given wage. There are so many workers that none of them will be successful in trying to obtain a higher wage. The individual firm’s supply of labour curve, therefore, will be horizontal, or perfectly elastic.

The industry will have a normal looking upward sloping supply curve for labour. This could be explained by stating the common sense proposition that the higher the wage, the higher the number of workers who will offer their labour services (the substitution effect is stronger than the income effect for the whole economy). This argument is talking about the supply of labour to the economy as a whole, though. It does make sense, though, for the supply of labour to rise in a given industry as the real wage rises, ceteris paribus. The higher relative wage should attract workers from other, similar, industries increasing the total supply of workers. It may attract workers away from voluntary unemployment as well.

The supply curves for the individual firm and the industry are drawn below.
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