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Do Business Cycles 
Affect Real Wages?

Examinations of the average real wage, like the 
average business sector real hourly compensation 
shown in the chart below, suggest that the average 
real wage does not respond to expansions or recessions. 
In fact, many economists have accepted the lack of 
cyclical variation of real wages as an empirical fact 
about the U.S. economy.

One likely explanation for the unresponsiveness 
comes from recent studies that suggest average real 
wage series misrepresent the behavior of wages over 
the business cycle so that the average observed real 
wage is less cyclical than an individual’s real wage. 
These studies suggest that recessions have differential 
effects on low- and high-wage 
workers so the composition of 
the labor force changes over the 
business cycle, introducing a 
“compositional bias” in average 
wage statistics. Specifically, if 
recessions eliminate more low- 
wage jobs than high-wage 
jobs, the average wage will be 
inflated because high-wage 
employees will have a greater 
weight in the composition of 
workers. Conversely, if expan
sions create relatively more 
low-wage jobs, the increased 
weight of low-wage jobs 
will depress the average real 
wage. Thus, the compositional 
bias introduces a countercyclical 
component to aggregate wage 
measures, masking the true

behavior of a typical individual’s real wage. Once the 
compositional bias is eliminated, however, the studies 
find that real wages are strongly procyclical.

The chart provides an illustration of a potential source 
of compositional bias over business cycles — teenage 
employment as a percentage of adult male employ
ment. The chart shows that this ratio tends to fall dur
ing recessions, that is, there are relatively fewer teens 
employed during recessions than during expansions. 
Since adult males are a larger fraction of those people 
still employed during recessions, and their median 
earnings are more than twice the median earning of 
teenagers, the average wage of all employed indi
viduals will be inflated during recessions. So, while 
the average real wage may not respond to business 
cycles, the behavior of individual real wages may be 
sensitive to cyclical movements.

— Peter Yoo
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