CHAPTER 2

Rising Employment, Productivity, and
Income

“MAXIMUM EMPLOYMENT, PRODUCTION, and purchasing
power” are the fundamental goals of economic policy established by
the Employment Act of 1946. These goals are among the most im-
portant criteria by which the success of the Administration’s econom-
ic policies must be assessed. The overall record of the last 7 years is
good. Since the longest peacetime expansion began in November
1982, 15 million new jobs have been created; production, as meas-
ured by real gross national product (GNP), has increased by almost
23 percent; living standards, as measured by real GNP per capita,
have grown at an average annual rate of 3.2 percent; and inflation is
down from double digits to a 4 percent annual rate.

Despite these accomplishments questions have been raised about
the breadth of U.S. economic growth, the strength of the industrial
base, and the rate at which incomes and productivity are rising. And
as the unemployment rate recently approached its lowest levels in 15
years, people have wondered if further reductions in unemployment
will accelerate inflation, as has happened in the past.

Many of these concerns are based on misconceptions about recent
trends in employment, productivity, and income growth. These
trends indicate that (1) most major demographic groups have shared
in the employment and income gains realized during the current ex-
pansion; (2) employment growth has been strong particularly in high-
paying occupations; (3) the U.S. industrial base remains strong and
has not lost ground to other sectors of the economy; (4) incomes and
productivity have rebounded after a period of slow growth in the
1970s; and (5) as U.S. economic growth continues, further reductions
in the unemployment rate can be sustained without the damaging ef-
fects of accelerated wage and price inflation.

These features of the current expansion have not only ensured in-
creased employment, production, and income; they also have im-
proved the prospects for future growth. By virtue of its longevity and
steadiness, the recent economic expansion has simultaneously im-
proved both living standards, through increased employment and in-
comes, and competitiveness, through improved productivity. These
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gains in competitiveness can be expected to generate further gains in
employment and incomes in the future.

EMPLOYMENT AND OUTPUT

Strong employment growth is one of the outstanding features of
the current expansion. Since the expansion began in November
1982, total employment has increased by 15 million, and the unem-
ployment rate has fallen by 4.9 percentage points to 5.7 percent. By
December 1987 the proportion of the working-age population em-
ployed reached a record 62.3 percent, and the unemployment rate
stood at its lowest level since July 1979, and within 0.2 percentage
point of its lowest level since 1974.

These employment gains exceeded the average rate of growth ex-
perienced in other postwar expansions, and they far surpassed the
growth rates of other major industrial countries. Employment has
risen at a 2.7 percent annual rate as compared to a 2.5 percent rate
in past expansions. The U.S. economy has added three times as many
workers as the six other economic summit countries combined, as
ineasured from either 1973 or 1982. This accomplishment is remark-
able, considering that the combined working-age populations of
these countries are more than one and one-half times the working-
age population of the United States. This difference in growth re-
flects not only the rapidly growing U.S. labor force, but also the
more than tripling of unemployment rates in France, Germany, and
the United Kingdom since the mid-1970s.

These strong gains in U.S. employment have been associated with
a brisk rate of growth in real output. The real value of goods and
services produced in the U.S. economy has increased at an annual
rate of 4.2 percent since the expansion began, a pace that is compa-
rable to the average rate of growth in other U.S. postwar expansions,
but exceeds the rate of growth experienced by many other major in-
dustrial countries. Only two other postwar expansions, the first be-
ginning in 1949 and including the Korean war, and the second be-
ginning in 1961 and including the Vietnam war, have had faster real
output growth over a 5-year period.

The recent strength of GNP growth in the United States as com-
pared to other industrial countries marks a break from past trends.
Between 1960 and 1980 real GNP growth in the United States lagged
behind output growth in the other six economic summit countries,
except the United Kingdom. In contrast, since 1982 only output
growth in Canada has exceeded growth in the United States.
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THE BREADTH OF EMPLOYMENT GAINS

Increases in employment and reductions in unemployment during
the current expansion have affected all major demographic groups
and virtually all areas of the country. During the current expansion
unemployment rates for men and women have fallen by 5.4 and 4.3
percentage points, respectively, recording their largest declines of
any expansion in the postwar era. This progress reflects both the
depth of the 1981-82 recession, and the durability of the current ex-
pansion. Moreover, during this expansion, the unemployment rate
for women has fallen to nearly the same level as the unemployment
rate for men, in contrast to earlier periods when the rates for women
were significantly higher than those for men.

Gains in employment and reductions in unemployment rates have
been particularly large for minority groups. Employment of black
workers has risen by 2.4 million since November 1982, with black
female employment rising by 1.3 million and black male employment
rising by 1.1 million. As shown in Table 2-1, these employment gains
are significantly larger than those for other workers. As employment
has risen, unemployment rates for black males and black females
have fallen by 9.9 and 6.1 percentage points, respectively. Both the
gains in employment and reductions in unemployment rates are sub-
stantially larger than those recorded during the 1975-80 expansion.

TABLE 2-1.—Changes in Employment and Unemployment by Selected Demographic Groups,

1975-87
Employment Unemployment rate
Demographic group! 1975 1980 1982 1975 1980 1982
to to to to to to
1980 1982 1987 1980 1982 1987
Average annual percent change Percentage point change
ALL CIVILIAN WORKERS...............coocconnneeen...d 33 —0.3 27 ~23 45 —-50
Females 48 9 33} -217 33 —43
Males 23 —1.2 23 -21 53 —-54
Both sexes 16-19.............cocccuccee.. ] 26 -13 1.0 —-34 16 -80
Black 38 -8 47 -21 1.2 —8.0
49 1 5.1 —-2.3 5.6 —6.1
29 -17 44 -18 87 —-99
Both sexes 23 -93 8.2 —-29 11.2 -16.1
Hispanic 93 1.2 6.8 -34 6.5 ~11

1 Persons 16 years of age and over, except as noted.

Note.—Changes are measured from business cycle trough in March 1975 to business cgcle peak in January 1980, from peak in
January 1980 to trough in November 1982, and from trough in November 1982 to December 1987.

Source: Department of Labor, Bureau of Labor Statistics.

Civiian employment of Hispanic workers has risen 2.3 million
since the expansion began. In percentage terms the employment of
Hispanics has risen much faster than the rest of the work force, al-
though more slowly than the rapid pace set during the late 1970s.
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The rapid pace of Hispanic employment growth during the 1970s
was partially due to rapid growth in the Hispanic labor force, which
between 1973 and 1980 grew by 8.6 percent per year. Since 1982 the
rate of Hispanic labor force growth has fallen by about one-third,
and this slowdown accounts for the difference in employment growth
during these two expansions. In recent years the pace of Hispanic
employment growth has exceeded the rate of growth in their labor
force, thus allowing their unemployment rate to fall by 7.1 percent-
age points.

Youth employment has risen relatively slowly during the current
expansion, reflecting slower growth of the population between 16
and 19 years of age than during the 1970s. Yet employment gains for
black youths have been among the strongest of all demographic
groups. During 1987 alone employment of black teenagers increased
by nearly the same amount as it did during the entire 1975-80 ex-
pansion. At the same time unemployment rates, especially for black
youths, have declined dramatically. For all youths the unemployment
rate declined by 8.0 percentage points between November 1982 and
December 1987 to reach its lowest level in 8 years. For black youths
the unemployment rate declined by 16.1 percentage points to reach

. its lowest level in 13 years. Unemployment among black youths is,
however, still unacceptably high.

Gains in employment and reductions in unemployment rates also
have been widespread geographically. Between November 1982 and
November 1987, total employment increased in all but three States.
It increased by more than 5 percent in 43 States, and by more than
10 percent in 38 States. During this period unemployment rates de-
creased in all but 2 States, declining by at least 2 percentage points
in 39 States, and by at least 4 percentage points in 27 States. Most
States with small employment gains and small unemployment rate re-
ductions were energy producers that were affected adversely by the
decline in energy prices, especially during 1986.

The large and widespread gains in employment and reductions in
unemployment rates during the past 5 years are primary benefits of a
long and vigorous economic expansion. These gains demonstrate the
principle that economic growth benefits all groups who participate in
the economic system. And conversely, as shown in Table 2-1, virtual-
ly all groups are injured during periods without economic growth, as
occurred between 1980 and 1982.

CHANGES IN JOB QUALITY

Employment gains during the current expansion have been largest
in higher paying occupations. Nearly two-thirds of the new employ-
ment growth has been in managerial, professional, technical, sales, or
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precision production occupations. Within these broadly defined occu-
pational categories, employment growth has been strong for a wide
variety of jobs. It has been less vigorous in lower paying, low-skilled
occupations and in part-time work.

For full-time workers, data recently available on employment and
earnings in nearly 500 occupations show that about 50 percent of the
.increase-in full-time employment between 1983 and 1986 occurred in
occupations with real median earnings of at least $20,000 per year.
The median earnings of these occupations were at least 10 percent
above the median earnings of all full-time workers. Managerial and
administrative jobs, which tend to pay the highest wages and salaries
and employ the most educated workers, accounted for 21 percent of
the gains in employment, even though these occupations accounted
for only 11 percent of all existing jobs in 1983.

In contrast, in low-paying occupations such as food preparation
and services, janitorial services, and retail sales, where new job
growth is commonly thought to be strong, the share of new employ-
ment growth was almost the same as the share of existing jobs. Em-
ployment growth was smallest, relative to its share of all jobs, for ma-
chine operators and other semiskilled blue-collar occupations.

Moreover, studies have indicated that the share of total full-time
employment accounted for by the lowest paying occupations declined
during the 1970s and has continued to fall during the current expan-
sion, while the share accounted for by mid- and high-paying occupa-
tions has increased. Thus the growth in employment during the cur-
rent-expansion has not occurred solely in higher or lower paying oc-
cupations with fewer employed in the occupations in between.

The shift in employment toward higher paying occupations among
full-time workers does not mask a shift from full-time to part-time
employment. More than 90 percent of the increase in employment
during the current expansion has been in full-time work. This share
exceeds the share of full-time employment in the civilian workforce.
For those employees who work part time, the vast majority, nearly 80
percent, work part time voluntarily, according to surveys conducted
by .the Bureau of Labor Statistics (BLS). The fraction of part-time
workers who report that they would prefer to work full time rose in
the late 1970s. After increasing substantially during the 1980 and

1981-82 recessions, it has fallen steadily during the current expan-
sion.

SHIFTS IN SECTORAL OUTPUT AND EMPLOYMENT

During the current expansion real manufacturing output has in-
creased more rapidly than real GNP, offsetting the effects of the re-
cession and pushing the share of manufacturing output in real GNP
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very close to its peak for the postwar period. The share of final
goods (as distinct from services and structures) has also risen and ap-
proached its highest level since 1960. In fact, except for business
cycle movements, the shares of real manufacturing output and real
final goods output have been remarkably stable for 25 years. In
contrast, there has been a long and relatively steady decline in the
fraction of all workers who are employed in manufacturing or in
goods-producing industries, and a consistent upward trend of the
fraction employed in service-producing industries. More rapid gains
in productivity in manufacturing and in goods-producing industries
than in the rest of the economy have allowed declining shares of
workers in these sectors to produce roughly constant shares of real
GNP. :

Shifts in Final Product

The value of the economy’s total final product, as measured by
real GNP, is divided officially into three broad categories: goods,
services, and structures. The value of these products includes the
contribution of intermediate goods and services from many different
industries. For example, the price of an automobile includes the
value of the transportation provided by the railroad industry, the
value of the electricity provided by the utility industry, and the value
of the salesperson’s time provided by the retail industry. These par-
ticular services are not included as final services, since their value is
already embodied in the output of the goods sector.

Final goods and structures account for more than one-half of total
output. These products’ share of real GNP has fallen slowly during
the postwar era, while the share of final services has risen gradually.
However, since 1960 final goods’ share of GNP has remained rough-
ly unchanged. In 1987 final goods represented 43 percent of GNP,
the same share as in 1965 and only 0.7 percentage point below its
level in 1960. During the last two decades the slight gains in final
services have coincided with a declining share of output in structures.
The relative stability of the shares of final goods, services, and struc-
tures in total GNP demonstrates that the United States is not becom-
ing primarily a service economy.

While final goods’ share of GNP has remained stable over the last
two decades, there have been dramatic changes in the types of final
goods produced and consumed. Since 1948 production of durable
goods has risen substantially relative to nondurable goods. Even
within these product categories, there have been changes in the
goods demanded by consumers. In durables, consumption of books
and kitchen appliances has fallen relative to motor vehicles and elec-
tronic equipment. Similarly, in nondurables, consumption of basic
food stuffs has fallen relative to processed foods. These changes in
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the distribution of production across final products reflect the re-
sponses of the economy to changes in consumer demand.

Shifts in Value Added

GNP also can be partitioned based on the contributions that par-
ticular industries or sectors make to the value of the final product.
Value added (or GNP originating) in an industry is the difference be-
tween the value of its output and the value of inputs purchased from
other industries. For example, the measure of value added in the
motor vehicle industry removes the contribution of the railroad,
public utility, and retail industries from the total value of an automo-
bile. The remaining portion, the value added, represents the indus-
try’s contribution to GNP.

Therefore the value added of the goods-producing sector (which
includes agriculture, mining, construction, and manufacturing) is not
equal to the final value of goods and structures. In 1986 real value
added by the goods-producing sectors accounted for 32 percent of
GNP, whereas the share accounted for by final goods and structures
was 53 percent. The share of value added for the goods-producing
industries has declined throughout the postwar period. The econo-
my’s goods-producing sector accounted for 42 percent of GNP in
1948, 40 percent in 1960, and 36 percent in 1973. The declining
share in this sector has occurred entirely as a result of declining
shares of value added in agriculture, mining, and construction.

The share of value added in manufacturing has remained remark-
ably stable throughout the postwar years, fluctuating in a narrow
range between 19 and 23 percent. The manufacturing sector’s share
of value added has risen since the last business cycle peak in 1981. In
1986 manufacturing accounted for 22 percent of GNP, about 1 per-
centage point above its share in 1981, and only 0.7 percentage point
below its peak share in 1973.

Manufacturing’s share of GNP has remained stable despite substan-
tial changes in the types of final goods, services, and structures pro-
duced in the economy. These changes reflect the shifting demands
for final goods by consumers and for intermediate goods by produc-
ers. To accommodate the shifting demand for new products, capital
and labor have been reemployed in new tasks in the manufacturing
sector. This sector has maintained its share of total output because it
has adapted to the changing demand for final goods, and because it
continues to be an important supplier of intermediate products for
final services. ’

Shifts in Employment

Large shifts in employment of labor across industrial sectors have
occurred during the postwar period. The share of employment in
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service-producing industries has risen steadily. In 1948 these indus-
tries (which include transportation, communications, public utilities,
wholesale and retail trade, finance, insurance, and real estate, and
other business and personal services) accounted for nearly 58 per-
cent of all nonfarm payroll employees, and they contributed more
than 59 percent of total GNP. Over the years the share of employ-
ment in the service-producing sector increased faster than its share of
GNP. Recently the share of employed individuals working in this
sector has exceeded 75 percent, while the share of total value added
in this sector has topped 67 percent.

Movements in the share of employment in goods-producing indus-
tries are roughly the opposite of such movements in the share for
service-producing industries. The share of goods-producing employ-
ment and manufacturing employment has declined throughout the
postwar era. Currently there are 1.6 million fewer nonfarm jobs in
the goods-producing sector and more than 1.9 million fewer jobs in
manufacturing than in 1979. The share of total employment in manu-
facturing has declined from 35 percent in 1948 to 26 percent in 1973
to 19 percent in 1987. Moreover, this trend is not confined to the
United States. In all the major industrial countries, shares of employ-
ment in manufacturing have been declining since at least 1960, and
in all except Japan the absolute level of employment in manufactur-
ing has been declining since 1979.

CHANGING PATTERNS OF DEMAND AND PRODUCTIVITY

While manufacturing’s share of employment has declined, its share
of value added has remained roughly constant. These trends are il-
lustrated by Chart 2-1, which compares the ratio of manufacturing
employment to total nonfarm employment with the ratio of value
added in manufacturing to real nonagricultural gross domestic prod-
uct (GDP). In 1960 about 31 percent of all nonfarm workers were
employed in manufacturing and produced approximately 21 percent
of total output. By 1986 a slightly larger proportion of total output
was produced by 19 percent of nonfarm workers. This trend does
not suggest any long-term weakness in the manufacturing sector. In-
stead, it reflects stronger productivity growth in manufacturing than
in other sectors of the economy. ‘

More generally, the rise in the share of employment in the service-
producing sector and the corresponding decline in the manufacturing
sector reflect expected responses to changing patterns of demand for
goods and services as well as differential rates of productivity growth
among various sectors of the economy. For most of the past 40 years
the output of services has risen faster than real GNP, because house-
holds have wanted to spend a larger fraction of their rising incomes
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Chart 2-1
o Real Qutput and Employment Shares in Manufacturing
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Sources: Department of Commerce and Department of Labor.

on services. The output of services can rise faster than GNP when
productivity growth is more rapid in the service-producing sector
than in the rest of the economy, or when employment expands more
quickly in services than in goods. However, productivity growth in
much of the service-producing sector lagged somewhat behind pro-
ductivity growth in the goods-producing sector until 1973, and it has
stagnated since then. The large gains in output of services have been
fueled not by productivity advances but by relatively large increases
in employment. Thus the increase in the share of employment in the
service sector is the result of growing demand and lagging measured
productivity. '

Like manufacturing, the agricultural sector’s share of total employ-
ment has exhibited a downward trend for some time. Productivity
growth in agriculture has been quite strong, while its share of nation-
al output has been falling. As discussed in Chapter 5, it is estimated
that in 1810 approximately 80 percent of the U.S. labor force was
employed in agriculture. In 1910 agriculture’s share was approxi-
mately 30 percent; in 1987 it had fallen to 3 percent. During this
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long period the share of agricultural output declined less rapidly
than the share of agricultural employment, reflecting rapid increases
in productivity.

Even though agricultural employment as a share of total employ-
ment and agricultural output as a share of total output have de-
creased, Americans today are significantly better fed and spend a
smaller fraction of their incomes on agricultural products than they
did during the 19th century. Because of rapid and sustained increases
in agricultural productivity, the small fraction of the U.S. labor force
working in agriculture is able to produce all the food required for
domestic consumption, plus a substantial surplus available for export.
Forestalling the downward trends in the shares of agricultural em-
ployment and output would have been counterproductive. Despite
the interference of many agricultural policies, resources have moved
into and out of agriculture in response to changes in consumer
demand, agricultural productivity, and nonfarm opportunities.

Similarly, it would be a serious policy error to attempt to maintain
the share of output or employment in manufacturing, or in any other
industry. The relative constancy of the share of U.S. manufacturing
output for the past 40 years is a consequence of particular circum-
stances. It is not an appropriate objective for economic policy. The
declining share of employment in manufacturing in the United States
and other industrial countries is not a sign of economic weakness.
Indeed, even though it has contributed to a decline in the share of
employment in manufacturing, the acceleration of productivity
growth in U.S. manufacturing during the 1980s is unambiguously a
source of economic strength.

INCOME AND PRODUCTIVITY

By the broadest available measure, American living standards have
resumed a steady rate of increase during the 1980s, after a period of
sluggish growth in the 1970s. To a large extent, these gains reflect
improved productivity growth. During the 1970s, gains in real GNP
per capita resulted primarily from an increasing proportion of work-
ing-age persons in the population and signified little gain for individ-
ual workers. During the 1980s, by contrast, improved productivity
growth has allowed more rapid growth in compensation per worker.
These gains in labor compensation are broad-based, benefiting all
major demographic groups. Furthermore, the upswing in productivity
growth will sustain gains in both per capita income and labor com-
.pensation in the coming years.

Another beneficial effect of improved productivity growth has been
its impact on the competitiveness of the manufacturing sector. Com-
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bined with slower compensation growth, higher productivity growth
in manufacturing has reduced the real cost of producing manufac-
tured goods. The benefits of these cost savings have been realized
broadly across the economy through lower consumer prices. Togeth-
er with the recent depreciation of the dollar, lower real costs and
lower relative prices of manufactured products have enhanced the
competitiveness of U.S. manufacturers in world markets, thereby con-
tributing to recent strong growth of exports.

These gains would have been impossible, however, had labor and
management failed to take advantage of opportunities for productivi-
ty improvement, or if they had failed to meet the challenges posed by
foreign competition. The many collective bargaining agreements that
have called for wage freezes or concessions, and that have addressed
labor’s concerns about job security and management’s concerns
about work rules, reflect the cooperation of labor and management.
As a result, the manufacturing sector has corrected many of the im-
portant problems that plagued it a decade ago, and it stands well-
positioned for the future.

INCREASES IN LIVING STANDARDS

The broadest measure of the economy’s ability to support the
living standards of the American people is the real value of all goods
and services produced in the economy each year, divided by the total
population, i.e., real GNP per capita. As indicated in Table 2-2, real
GNP per capita has grown at an annual rate of 1.8 percent since the
last business cycle peak in 1981. This rate of growth has approached
the rapid rate recorded between 1948 and 1973, has exceeded the rate
experienced between the business cycle peaks in 1973 and 1981, and
has equaled the average rate achieved in the United States since 1900.

TaBLE 2-2.—Growth in Real GNP per Capita and Productivity, 1948-87

[Average annual percent change]

Contribution to real GNP per capita
. Business
Real GNP Working-
Period per Real GNP | EMPIOY- age sector
capita per melnzj popu?ation p{-"%“‘;"
worker | POPUBLON | Tas share ity
of total
1948 IV to 1966 IV 22 2.6 01 —04 32
1966 IV to 1973 (V. 20 8 2 10 20
1973 IV to 1981 Ih 1.1 2 2 8 N
1981 1 to 1987 vz 18 8 8 2 15

1 Qutput per hour, all persons.
2 Preliminary.

Sources: Department of Commerce (Bureau of Economic Analysis) and Department of Labor (Bureau of Labor Statistics).
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Real GNP per capita rises when a larger fraction of the population
works or when those who work produce more. As indicated in Table
2-2, the importance of these two factors in generating higher living
standards has differed over time. Between 1948 and 1966 real GNP
per worker grew rapidly and more than offset the decline in the pro-
portion of the population at work. The high birth rates of the 1950s
increased the share of children in the population, thus causing a de-
cline in the share of working-age persons. Between the mid-1960s
and the early 1980s productivity growth declined significantly, but an
increase in the fraction of the population at work partially offset
these losses and helped to maintain a steady rate of growth in real
GNP per capita.

Productivity growth slowed during the mid-1960s, just as the baby-
boom generation began to enter the labor force. This influx of inex-
perienced workers slowed productivity growth but did not entirely
account for the slowdown. From 1966 to 1973 growth in real GNP
per worker averaged only one-third of its earlier postwar rate, and it
nearly ground to a halt between 1973 and 1981. Yet living standards
continued to rise during these periods, because the fraction of the
population employed increased dramatically. As the baby-boom gen-
eration matured, the proportion of children in the population fell,
and the potential pool of workers increased. During the middle and
late 1970s nearly all gains in living standards resulted from an in-
crease in the share of the population at work.

In contrast, living standards have risen faster since 1981 because of
accelerated productivity growth. While the rate of growth of real
GNP per worker remains well below that achieved during the early

-postwar era, these gains represent a substantial improvement over
the 1970s. In addition to the encouraging gains in productivity
growth, increases in the fraction of the population working continue
to contribute to rising living standards. During the current decade, as
women have entered the labor force in increasing numbers, the em-
ployment to population ratio has grown rapidly. This effect has been
offset by slower growth in the share of the population 16 years of
age and older. The decline in the birth rate since 1960 ensured that
during the 1980s the share of adults in the population would grow
more slowly and that increases in this share would play a lesser role
in raising living standards than they did in earlier decades.

In the longer term, strong growth in living standards at rates com-
parable to those of the early postwar era will require continued
steady growth in productivity. Increases in the fraction of the popula-
tion at work are likely to slow to about 0.8 percent per year; the
share of working-age persons in the population is forecast to grow at
0.1 percent, and the employment-population ratio is forecast to grow
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at 0.7 percent over the next 5 years (Chapter 1). Thus in the years
ahead further gains in real GNP per worker will be the key to con-
tinuing rapid increases in living standards.

Gains in real GNP per worker are closely related to standard meas-
ures of productivity growth. These measures differ because labor
productivity usually refers to output per. hour in the business sector
of the economy, rather than output per worker for the whole econo-
my. If the second and last columns of Table 2-2 are compared, it is

. apparent that labor productivity growth is generally somewhat
higher, but follows the .same general pattern, as growth of real GNP
per worker. This difference reflects both a decline in the number of

-hours worked per worker during the postwar period and slower
measured productivity growth in the nonbusiness sector, which con-
stitutes one-seventh of the economy. Nonetheless, the implication
from these two productivity measures is that recent gains in living
standards are the consequence of recent increases in labor productiv-
ity growth, and that future gains in living standards depend critically
on continued labor productivity growth.

LABOR COMPENSATION AND PER CAPITA INCOME

The growth of labor productivity exerts a powerful influence on
the compensation earned by workers. Payments to workers, either in
the form of wages and salaries or nonwage benefits, cannot consist-
ently outstrip labor productivity growth without diminishing incen-
tves for investment. Over time, slower investment is likely to mean
slower growth in labor demand, labor productivity, and labor com-
pensation. Conversely, strong labor productivity growth means that
firms can increase their workers’ pay and benefits without impairing
profits.

The experience of the United States and other major industrial
countries is broadly consistent with this linkage between hourly com-
pensation and labor productivity growth: After a period of sluggish
or declining growth during the 1970s, U.S. productivity and compen-
sation growth rebounded after 1981. Recent rates of growth, howev-
er, remain below the levels attained between 1948 and 1973, when
compensation and nonfarm business sector productivity grew by 2.7
percent and 2.3 percent, respectively. After 1973 the rates of produc-
tivity growth slowed considerably, and real compensation actually de-
clined slightly. Since 1981 productivity growth has averaged 1.4 per-
cent per year, up from 0.6 percent during the previous decade, while
compensation growth has resumed its upward trend, averaging 0.7
percent per year. Similarly, in the other leading industrial countries
there has been a significant slowdown in labor productivity and com-
pensation growth since the early 1970s.
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After the early 1970s measures of real labor earnings in the United
States showed an even more pronounced slowdown in growth than
real labor compensation. As shown in Chart 2-2, real hourly earnings
(for production and nonsupervisory workers) grew rapidly during the
late 1960s, reaching a peak in 1973. They then fell by 10.1 percent
between 1973 and 1981, and in 1987 real hourly earnings remained
9.5 percent below their peak level. Other measures of earnings, such
as real weekly earnings of usual full-time workers, are similar and
were lower in 1986 than in 1973.

Chart 2-2 . .
° Real Hourly Earnings and Compensation

{Deflated by CPI-W and CPI-U-X1)
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Note.—Dats relate to sverage hourly earnings of production workers or nonsupervisory employees
on nonfarm payrolls and to average hourly compensation in the nonfarm business sector
(all persons). CPI-U-X1 is the consumer price index for all.urban consumers incorporating.
- arental equivalence measure for homeownership costs. Data for 1987 are preliminary .
Sources: Department of Labor and Council of Economic Advisers.

The pattern exhibited by the real earnings data is broadly consist-
ent with movements in labor productivity, but it significantly distorts
the impression of what has been happening to the level of real pay-
ments to labor. The consumer price index (CPI), used to correct for
inflation in constructing real earnings series, overstated increases in
homeowner costs before 1982. This distortion caused the rate of in-
flation to be overstated and measures of real earnings to be too low.
Furthermore, data on earnings do not include employer-provided
benefits (such as most pensions and health insurance) and employer
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contributions to social security. The share of such employer-provided
benefits and contributions is estimated to have risen from 10 percent
of labor earnings in 1967 to 16 percent in 1987.

Real labor compensation growth slowed during the 1970s, but nev-
ertheless maintained an upward trend and is substantially above its
levels of the early 1970s. The second line in Chart 2-2 shows the
effect of using an alternative price index to correct for inflation when
calculating real earnings. The BLS devised this index, the CPI-U-XI1, -

- to correct for the biases in the CPI during the 1970s. As seen in the
chart, real earnings deflated by the CPI-U-X1 do not exhibit a sub-
stantial decline after 1973. If the measure of earnings is broadened
to include other nonwage and nonsalary income, real hourly labor
compensation of all workers is even higher. The third line in Chart
2-2 shows that real compensation grew between 1973 and 1981, and
that it is presently 9 percent higher than in 1973.

In general, the real incomes of American families also have risen
since 1973, with most of these gains recorded after 1981. Real family
income measures the total labor compensation and nonlabor money
income of households with two or more related persons. Real income
for the median family, measured in 1986 dollars, declined from
$29,730 in 1973 o $26,990 in 1981, and rose to only $29,460 in
1986. As with measures of real earnings for workers, measures of
real family incomes suffer from the bias in the CPI, which overesti-
mates inflaton during the 1970s. After correcting for this bias by
using’ the CPI-U-X1, real family income still shows a $790 decline be-
tween 1973 and 1981. However, the adjusted real median family
income in 1986 was the highest in U.S. history, and $1,430 higher
than in 1973. '

Changes in the composition of families account for part of the
trend in real family income. Over time, an increasing number of
people have set up houséholds separate from their parents or chil-
dren. Thus the number of separate households (made up of either
families or unrelated individuals) has grown relative to the size of the
population, and average family size has decreased.

Data on income per capita confirm that the trend toward lower
family incomes during the 1970s was mainly due to smaller family
sizes, not lower compensation. When the standard CPI is used to
correct for inflation, real income per capita, measured in 1986 dol-
lars, was unchanged at $10,220 between 1973 and 1981, and then
rose $1,450 to $11,670 in 1986. When the CPI-U-X1 is used to cor-
rect for inflation, income per capita rose $680 between 1973 and 1981,
and $1,360 between 1981 and 1986.

Gains in real per capita income have been widespread across major
demographic groups. When the CPI-U-X1 is used to adjust for infla-
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tion, real per capita income for whites rose 7.7 percent between 1973
and 1981, and 13.1 percent between 1981 and 1986. For blacks, real
per capita income rose 6.4 percent between 1973 and 1981, and 15.5
percent between 1981 and 1986. For Hispanics, real per capita
income was up 14.0 percent between 1973 and 1981, and 7.6 percent
between 1981 and 1986. These gains in real per capita income for
major demographic groups, and the gains for the total population,
are broadly consistent with movements in real GNP per capita and
productivity.

DETERMINANTS OF PRODUCTIVITY GROWTH

Productivity growth, which contributes to gains in living standards
and compensation, results from the combined effects of many factors.
The productivity of labor is increased by human capital (such as edu-
cation and work experience), by physical capital, by research and de-
velopment, and by energy and other inputs that cooperate with labor
in production. Studies that have sought to identify the total contribu-
tion of these factors generally have been able to account for about
one-half of the productivity gains during the postwar period. In most
studies a significant fraction of productivity growth remains ascribed
to general “technological advance” that is not observed directly.

Nevertheless, there is some consensus concerning the factors that
contributed to the slowing of productivity growth during the middle
and late 1970s, and its subsequent reversal during the 1980s. These
factors include a growing proportion of persons in the labor force
with little work experience, a proliferation of new government regu-
lations, a lower level of research and development (R&D) expendi-
tures relative to GNP, and higher energy prices. The impact of these
factors was reversed during the 1980s, yielding higher productivity
growth, which seems likely to continue into the future.

In the coming years the increasing work experience of a maturing
labor force and higher levels of educational attainment should yield
significant gains in productivity. In addition, the policies and invest-
ments of the current decade should also contribute substantially to
productivity growth. In the years ahead, the effects of tax reform,
higher R&D spending, and the removal of burdensome regulation

will improve productivity by encouraging greater efficiency in pro-
duction.

SECTORAL DIFFERENCES IN PRODUCTIVITY GROWTH

The increase in productivity growth since 1981 has not occurred
evenly across different sectors of the economy. Productivity in manu-
facturing rose at a rapid 4.2 percent annual rate between 1981 and
1987. These considerable productivity gains represent a substantial
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improvement over the rates of growth achieved during the rest of the
postwar era. From 1973 to 1981 productivity growth in this sector
slowed to a 1.3 percent annual rate, after growing by 2.8 percent per
year between 1948 and 1973. By comparison, the productivity per-
formance of the nonmanufacturing sector during the last 20 years
has been poor. In this sector unofficial measures of productivity
growth slowed starting in the mid-1960s, remained unchanged be-
tween 1973 and 1981, and began to creep upward once again at a
0.4 percent annual rate during the current decade. Not only are these
rates of growth substantially lower than those in the manufacturing
sector, but they are also considerably lower than the 2.6 percent
annual rate of growth realized in the nonmanufacturing sector be-
tween 1948 and 1966. .

The BLS does not report official estimates of labor productivity
growth for the nonmanufacturing sector or for the major compo-
nents of this sector. However, the Department of Commerce’s meas-
ures of real value added, together with BLS’s measures of hours
paid, can be used to estimate labor productivity growth for each in-
dustry between 1948 and 1986. These measures of the growth of real
value added per hour are shown in Table 2-3. The data suggest that
labor productivity has failed to grow in several nonmanufacturing in-
dustries since 1981, in contrast to the strong growth that has oc-
curred in manufacturing.

TaBLE 2-3.—Growth in Value Added per Hour Paid, 1948-86

[Average annual percent change, except as noted)

1986
1948 1973 1981
Sector °s"|'|‘ap’"e‘ to to to
(percent)? 1973 1981 1986
Goods-producing:
Farm 2.6 46 52 6.4
Mining 40 40 —6.8 48
[¥ 5.7 6 =27 -11
Manufacturing 273 28 13 45
Durable manufacturing 174 24 1.1 6.0
Nondurable manufacturing 99 34 17 21
Service-producing:
Transportation 43 23 -2 7
[ icati 32 5.2 43 38
Utilities 35 59 A 12
Trade 217 2.7 .5 30
Wholesal 9.5 31 -1 40
Retail 122 24 5 25
Finance, insurance, and rea! estate 11.0 14 -4 -3
Services 154 22 3 -1
Government enterprises 15 -1 12 -8
BUSINESS 100.0 29 6 17

* Detail does not add to total because of rounding.

Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor -(Bureau of Labor Statistics), and
Council of Economic Advisers.
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By these value-added measures of productivity growth, productivity
gains in agriculture and communications have been strong through-
out the postwar period. In manufacturing, mining, and wholesale and
retail trade, productivity grew rapidly until the early 1970s, slowed
after 1973, and has accelerated since 1981 to match or exceed its
early postwar performance. In transportation and public utilities, the
pattern is similar to manufacturing, but productivity growth since
1981 has not returned to early postwar levels. In construction, in fi-
nance, insurance, and real estate (FIRE), and in services (including
business services and personal services such as health care), value
added per hour grew steadily until the mid-1960s and very little
thereafter. Since 1981 productivity in these areas actually has fallen.
In construction, for example, real value added per hour peaked in
1965 and now has fallen to its 1948 level. Given the strong recovery
of productivity growth in manufacturing, and the apparent gains in
mining and in wholesale and retail trade, it appears that the failure of
total business sector productivity to regain its early postwar growth
rate can be attributed largely to the continued sagging productivity in
construction, FIRE, and service industries.

Alternative measures of productivity developed by the BLS confirm
these differing patterns of productivity growth across industries. The
BLS’s productivity measures use gross output, instead of value
added, to measure product.. They are available on a selective basis
for 150 industries for which the BLS has been able to quantify final
output with reasonable reliability. For manufacturing industries, cov-
erage is quite broad but not complete. The available data for manu-
facturing industries generally show a slowdown of productivity
growth between 1973 and 1981, and an acceleration after 1981. The
same holds true for most specific industries in mining and in whole-
sale and retail trade, though coverage is less extensive than for man-
ufacturing.

In the transportation sector, airlines, railroads, and petroleum
pipelines show a dramatic resurgence of productivity growth after a
significant slowdown between 1973 and 1981. Only the series for bus
carriers indicates continued sluggish productivity growth after 1981.
Data on telephone productivity confirm the pattern of rapid growth
in value added per hour in the communications industry indicated in
Table 2-3. For FIRE, the only series available is for commercial
banks; it shows a significant acceleration of productivity growth after
1981. For other service industries, coverage is limited; the available
series for hotels and motels, laundry and cleaning, and beauty and
barber shops cover about 7 percent of total employment in this
sector. These data show declining or much slower growth in produc-
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tivity since 1981. For construction, there is no available measure of
productivity growth based on final output.

PROBLEMS OF PRODUCTIVITY MEASUREMENT

Based on measures of both value added and gross output per
hour, productivity growth appears strong in agriculture, mining,
manufacturing, communications, and wholesale and retail trade. In
transportation and FIRE, the data show mixed results on the strength
of productivity growth: -In construction and services, measured pro-
ductivity has stagnated -or even fallen. The recent decline in value
added per hour:in construction, FIRE, and services occurred despite
the introduction of new communication and information processing
systems and many advances in health care technology. For these sec-
tors, not only does the pattern of growth in value added per hour
diverge from that seen in manufacturing, it also appears inconsistent
with observed improvements in technology.

The forces behind the apparent deterioration of productivity in
construction, FIRE, and services are not well understood. Problems
in measuring value added and in apportioning output across sectors
may partly explain the apparent poor productivity performance in
these sectors. For example, measures of real value added are derived
by deflating the nominal value of outputs and inputs by appropriate
price deflators. Constructing price indexes that correctly account for
changes in the quality of outputs and inputs can be difficult, especial-
ly when there is no physical output, or when changes in quality are
hard to measure or even observe. The limited coverage of productivi-
ty measures based on gross output in construction, FIRE, and serv-
ices indicates the problems faced in these sectors. The BLS currently
is expanding the coverage of these productivity measures. In the
meantime, however, they recommend that productivity measures
based on value added should not be used as reliable measures of
productivity in construction, FIRE, and services.

The quality of productivity measures in these sectors does not nec-
essarily affect the reliability of measures for the business sector as a
whole. Business sector productivity is not a weighted average of pro-
ductivity in each industry, but is the real value of final goods, serv-
ices, and structures produced per hour worked. However, since value
added can be hard to measure both because of problems in measur-
ing real output and real input, the potential for mismeasurement of
business sector productivity exists as long as industries with poor
measures of value added also produce final products. The final sales
of construction, FIRE, and services account for about one-third of
the final product in the business sector. Thus distortions of these
sectors’ valued added increases the possibility of mismeasuring busi-
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ness sector productivity, If the price index used to deflate the nomi-
nal value of final services understates the impact of quality changes,
real output and business sector productivity also will be understated.

The possibility that problems of measurement may be the cause of
apparently slower productivity growth in the business sector should
not be overstated. For one thing, some studies indicate that only
about 5 percent of final product is measured poorly. For another thing,
the same procedures measured significant gains in valued added per
hour in construction, FIRE, and services before the mid-1960s. Thus
there is nothing inherent in these measurement procedures that
would cause productivity growth in these sectors to appear to. worsen
in recent years. The disparity between measures of value added per
hour in construction, FIRE, and services before and after the mid-
1960s could be explained either by workers becoming less produc-
tive, or by increasingly severe problems of measurement. Currently,
however, there is insufficient evidence to support either hypothesis.

In sum, there is clear evidence of a substantial improvement in the
rate of productivity growth in manufacturing and several other sec-
tors of the economy. These gains seem likely to continue. In con-
trast, there is no compelling explanation for the apparent decline in
productivity in construction, FIRE, and services. It may be due partly
to measurement problems. However, until improved output measures
are developed, it is unlikely that productivity growth in these sectors
will be better understood than it is now.

COMPETITION AND ADJUSTMENT IN MANUFACTURING

The increase in productivity growth in the business sector, and the
increase in living standards since 1981, are explained largely by the
dramatic strengthening of productivity growth in U.S. manufacturing.
However, the benefits of stronger productivity growth in manufactur-
ing have not been realized primarily in the real wages of manufactur-
ing workers or in the profits of manufacturing enterprises. Instead,
they have resulted in lower prices for manufactured products and
greater purchasing power for consumers. This result reflects the
normal operation of a competitive economy, supplemented by in-
tense international competition in manufactured products.

In a competitive economy, relatively strong productivity growth in
one sector generally will not translate into relatively faster real wage
growth for that sector’s workers or strong profit growth for that sec-
tor’s enterprises. Price competition and the mobility of labor and
capital ensure that sectoral differences in wage growth and profit
growth will not persist. Instead, sectoral differences in productivity
growth tend to result in lower costs in sectors with faster growing
productivity, and these lower costs are passed on to consumers in the
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form of lower product prices. Over the long run, wage growth in dif-
ferent sectors generally reflects average labor productivity growth in
the whole economy. And since higher rates of return attract addition-
al capital investment, profit rates in different sectors also tend over
time to reflect the rate of return for the economy as a whole.

This process has been apparent in U.S. agriculture for many dec-
ades. Labor productivity in agriculture typically has increased two or
three times faster than productivity in the U.S. economy as a whole.
However, the earnings of agricultural workers and the profits of farm
owners have not risen relative to comparable earnings and profits in
the rest of the economy. Instead, consumers have been the primary
beneficiaries of strong productivity growth in agriculture through de-
clining relative prices of agricultural products.

Similarly, in U.S. manufacturing since 1981 the real hourly com-
pensation of manufacturing workers has risen by 0.3 percent per
year, while labor productivity growth has surged ahead at a 4.1 per-
cent annual rate. Profits of manufacturing corporations generally lev-
eled off during the 1980s but rose sharply in 1987. Relative to net
sales, real after-tax profits of manufacturing corporations were still
10 percent below their 1978-79 averages through the first three
quarters of 1987. The primary benefit from stronger productivity
growth in U.S. manufacturing has been lower unit labor costs relative
to the total private business sector. This reduction in costs has trans-
lated into substantial reductions in prices of manufactured products.
Between 1981 and 1986 the relative unit labor costs for manufac-
tured products have fallen by 13 percent, and the relative prices of
manufacturing output have fallen by 10 percent.

Intense international competition enhanced productivity growth
and influenced the allocation of its benefits among consumers, work-
ers, and firms. The relative price of foreign manufactured products
sold in U.S.. markets fell sharply between 1980 and 1985. This de-
cline in import prices was caused in large part by the strong appre-
ciation of the U.S. dollar between 1980 and early 1985 (Chapter 3).
Intense competition from foreign producers put pressure on U.S.
manufacturers to keep their costs and prices down by limiting wage
and profit growth and by enhancing productivity growth. The con-
sumers of manufactured products thus were the primary beneficiaries
of foreign competition and stronger productivity growth in U.S. man-
ufacturing.

The adjustment of U.S manufacturing to increased international
competition was facilitated by the cooperation of labor and manage-
ment. In manufacturing, where more than one-third of the wage and
salary workers were union members in 1979, these adjustments re-
quired a break from the customary patterns of collective bargaining
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agreements, in which wage increases often reflected trends in pro-
ductivity growth and inflation. During the 1970s union real wage
growth slowed just as productivity growth slowed, but the wages of
comparable nonunion workers tended to grow even more slowly. As
a consequence, the difference between the earnings of union and
nonunion workers widened during the decade, implying higher rela-
tive costs for unionized firms. The combination of higher relative
costs and increased foreign competition threatened the competitive-
ness of many U.S. industries. Manufacturing was particularly sensitive
to these problems because of the relatively high levels of unioniza-
tion and import competition in this sector. Continued growth of this
sector required adjustments in wage demands and improvements in
labor productivity.

The adjustment of U.S. workers and manufacturing firms in many
cases has been especially difficult and costly. Some workers have
been displaced, the real earnings of others have declined, and profits
have fallen. Partially as a result of these changes, the level of union-
ization dropped to about 25 percent of wage and salary workers in
manufacturing. Since 1984 the compensation. of private nonfarm
union workers has grown more slowly than for nonunion workers. As
illustrated in Table 2-4, pay increases have been smaller for union-
ized workers in manufacturing than elsewhere in the economy. Effec-
tive nominal average wage increases in major collective bargaining
settlements (agreements affecting more than 1,000 workers) in manu-
facturing have ranged between 1.5 percent and 5.2 percent from
1982 through 1987. Moreover, because inflation has averaged rough-
ly 4 percent per year, many of these settlements have reduced work-
ers’ real wages.

This downward trend in real wages is due partly to the relatively
large fraction of collective bargaining agreements negotiated during
the 1980s that froze or cut wages. Before 1980 widespread negotiat-
ed wage freezes or outright cuts in pay were unusual, even during
periods of low inflation. However, since 1981, particularly in the
manufacturing sector, these agreements have become common. Even
in 1987, after 5 years of economic growth, 15 percent of manufactur-
ing workers covered by new major collective bargaining agreements
accepted wage freezes or pay cuts over the life of their contracts.
Moreover, the recent decline in the real compensation of union
members has continued even when taking into account noncontin-
gent lump-sum payments, which have appeared in many recent
agreements.

By recognizing the challenges posed by foreign competitors, labor
and management cooperated to improve the international competi-
tiveness of U.S. manufacturing. The U.S. economy benefited substan-
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TaBLE 2-4.—Measures of Changes in Compensation and Wages, 1981-87

[Private nonfarm industries]

Sector 1981 1982 1983 1984 1985 1986 19872
Percent change2
Compensation:

All industries 98 6.4 5.7 49 39 32 33
Union workers 10.7 1.2 58 43 2.6 21 28
NORUDION WOTKENS .........coonncnmnrrarnsressennecnnc | 9.4 6.0 5.7 5.2 46 36 36

Percent
Average effective wage adjustment:?

All industries 9.5 6.8 4.0 37 33 2.3 31
Manufacturing 94 5.2 27 43 2.8 15 34
N facturing 9.5 19 48 33 36 29 29

Percent of.workers affected
Settlements with no wage increase:*

Al industries 6 36 27 16 15 21 14
Manuf ing 10 48 4 7 18 43 15
NONMARUFACIUTIRG. ... reeencmnceaerrenresseansennnd 3 23 18 22 13 14 14

1 Prefiminary.

8 Percent change from December to December.

3 Average effective wage adjustment in collective bargaining settlements covering 1,000 workers or more. Includes increases,
decreases, and no changes in wages stemming from current settlements, agreements reached in a prior period, and cost-of-living
adjustment clauses.

¢ Annual wage adjustments over the life of the contract for settiements covering 1,000 workers or more reached in year.
Source: Department of Labor, Bureau of Labor Statistics.

tially through increased productivity growth and improved living
standards. Now that the foreign exchange value of the U.S. dollar has
fallen back to the level of the early 1980s, U.S. manufacturing is ex-
ceptionally well positioned to expand sales in both domestic and for-
‘eign markets—a process that has been under way at a rapid pace for
more than a year and that is likely to provide the key to continued
growth for the U.S. economy in the years immediately ahead.

UNEMPLOYMENT AND INFLATION

After hovering close to 7.0 percent for nearly 2 years, the unem-
ployment rate fell by nearly 1 percentage point during 1987 to its
lowest level since 1979. This sudden drop in the unemployment rate
has raised concerns that labor markets may be tightening to the point
where wage inflation may begin to accelerate. In 1978, when the un-
employment rate was 6.0 percent and before the second oil shock,
there were already clear signs of increases in the rates of wage and
price inflation. In the present situation, however, there is little evi-
dence of an acceleration of inflation, and there are signs that further
gradual reductions in the unemployment rate can be achieved with-
out an increase in inflationary pressures.
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FRICTIONAL UNEMPLOYMENT

Even at full employment, there is some “frictional unemployment”
associated with job changes by current workers and entry of new
workers into the labor force. Matching workers to jobs is costly and
time consuming. Firms and workers seek employment relationships
that best match the skills of the worker with the production require-
ments of the firm. Workers do not necessarily accept their first job
offer, nor do employers fill vacancies with the first job applicant.
Even when job opportunities are relatively abundant, workers who
lose their jobs at one firm, workers who quit voluntarily to seek
better jobs, and workers who enter or reenter the labor force often
take some time to find suitable employment. Consequently, even
when the supply of and demand for labor aré evenly balanced in the
aggregate, there will be some unemployment in the economy associ-
ated with job transitions.

Since demographic groups differ in their job turnover rates and in
the frequency with which they leave and reenter the labor force,
changes in the demographic composition of the labor force affect the
level of unemployment. During the 1970s the composition of the
labor force changed as increasing numbers of young persons, single
persons, and married women entered the workforce. Since these
groups have higher unemployment rates, the overall level of unem-
ployment would have risen. This upward pressure on the unemploy-
ment rate was mitigated, however, by the growing fraction of workers
with either higher levels of education or with white-collar and service
sector jobs. These groups have lower unemployment rates relative to
other labor force participants. Studies differ as to the combined
effect of these changes in the labor force, but by the late 1970s they
may have increased the unemployment rate by as much as a percent-
age point.

The growing number of two-earner families and the effects of un-
employment insurance do not appear to have contributed to in-
creases in frictional unemployment. The available evidence suggests
that husbands with working wives do not remain unemployed for
longer periods of time than husbands. whose wives do not work. In
fact the unemployment rates for married men with working wives are
slightly lower than those for married men whose wives remain at
home. Although studies show that unemployment compensation in-
creases the duration of unemployment, the fraction of wages re-
placed by unemployment benefits has not risen significantly since the
late 1960s. Moreover, the share of unemployed workers who receive
unemployment benefits has fallen since the early 1970s, especially in
recent years.
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The factors that have caused frictional unemployment to increase
since the early 1970s explain only a fraction of the total increase in
unemployment rates since that time. Overall, U.S. unemployment
rates have been substantially higher since 1973 than they were in the
early postwar period. Between 1948 and 1973 the civilian unemploy-
ment rate averaged 4.8 percent; it averaged more than 6.0 percent in
only 2 recession years, 1958 and 1961. Since 1973 the civilian unem-
ployment rate has averaged 7.3 percent, and it has averaged less than
6.0 percent in only 2 years, 1974 and 1979. Furthermore, unemploy-
ment rates have risen for all demographic groups. Even adult mar-
ried men, a group with traditionally low unemployment rates, have
experienced the same proportional increase in their unemployment
rates as teenagers, a group with traditionally high unemployment
rates. Increases in frictional unemployment associated with shifting
demographic patterns cannot explain these broad increases in unem-
ployment rates since the early 1970s.

The deep recessions of 1974-75 and 1981-82 and the brief reces-
sion in 1980 partly explain higher average unemployment after 1973.
During these years unemployment rates rose to their highest levels
since the Great Depression; thus they have influenced the average
level of unemployment during the last 15 years. The depth of these
recessions, and limits on the feasible speed of securing reductions in
the unemployment rate, especially in the face of a rapidly expanding
labor force, also partly may explain the high average level of unem-
ployment. However, there is no evidence that increases in frictional
unemployment can account for unemployment rates in 1979 or 1987
that are higher than in the later years of expansions during the 1950s
and 1960s. Moreover, demographic shifts that tended to increase un-
employment during the 1970s more recently have been pushing
down the frictional unemployment rate, reversing perhaps one-half of
the earlier rise. Further downward movement in frictional unemploy-
ment from anticipated demographic shifts, especially the continuing
decline in the share of younger workers, suggests that further reduc-
tions in unemployment are feasible in the coming years.

INFLATION AND UNEMPLOYMENT TRADEOFF

With the unemployment rate below 6.0 percent during the second
half of 1987, some people have been concerned that further reduc-
tions in unemployment may not be possible without serious risk of
accelerating inflation. The belief that further reductions in the unem-
ployment rate may not be feasible is based on the view that there is a
systematic tradeoff between lower unemployment and higher infla-
tion, and that the unemployment rate has fallen to a level where in-
flation is likely to accelerate. This view states that when the unem-
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ployment rate is low and labor markets are tight, firms will face in-
creased pressures to raise wages in order to attract and maintain a
qualified and stable work force. Thus without a corresponding in-
crease in productivity, unit labor costs also will rise, and these in-
creased costs will be reflected in higher product prices.

The performance of the U.S. economy during the 1950s and
1960s, as illustrated in Chart 2-3, was consistent with the notion of a
stable tradeoff between inflation and unemployment. Unemployment
tended to be low in the years when inflation rates were high.

Chart 2-3 . §
Wage Inflation and Unemployment

Percent change in average hourly earnings¥
10

Civilian Unemployment Rate (Percent)
4/ For production workers or nonsupervisory employees on nonfarm payrolls.
Sources: Department of Labor and Council of Economic Advisers.

During the stagflation of the 1970s, however, this empirical rela-
tionship ceased to hold. Years of high inflation often were associated
with high unemployment rates. In the absence of a stable tradeoff be-
tween inflation and unemployment, some studies postulated that the
tradeoff shifted over time due to changes in inflationary expectations.
Support for this view came from the observaton that during each of
the prior postwar expansions, wage inflation tended to rise as the un-
employment rate fell. However, the observation of a shifting relation-
ship between inflation and unemployment explains little, if most of
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the actual behavior of inflation and unemployment is attributed to
unexplained shifts rather than to the purported relationship.

Recent data provide little evidence of a tradeoff between inflation
and unemployment. In the United States the inflation rate as meas-
ured by the CPI has been running close to 4 percent per year since
the end of 1981. The inflation rate fell temporarily to 1.1 percent in
1986, and then it rose temporarily to more than 5 percent in early
1987, mainly due to swings in energy prices. However, when energy
prices are excluded from the CPI, inflation has been approximately 4
percent for 6 years (Chapter 1). During this 6-year period, the infla-
tion rate has been essentially constant, while the unemployment rate
has fallen almost 5 full percentage points—from 10.6 percent at its
peak in November 1982 to 5.7 percent in December 1987,

Wages and earnings also have shown little evidence of accelerating
as the unemployment rate has declined during the current expansion.
The average unemployment rate fell from 6.9 percent in 1986 to 6.1
percent in 1987—below the level at which inflation was beginning to
accelerate during the 1975-80 expansion. Unemployment rates fell in.
every region of the country during 1987, with especially sharp reduc-
tions in the Northeast and in the energy-producing States. Yet this
substantial reduction in unemployment during 1987 was not accom-
panied by a sharp increase in nominal wage rates. For the year the
wages of production and nonsupervisory workers increased by 2.5
percent, compared with an average annual rate of increase of 3.3 per-
cent during the previous 4 years of the expansion.

Recent experience in other countries also appears to contradict the
notion of a stable tradeoff between inflation and unemployment. In
many Western European countries unemployment rates generally
have been rising since the early 1970s, and they have risen through-
out most of the current expansion. In contrast, rates of wage and
price inflation in these countries generally have fallen since 1982,
and they are now typically lower than they were in the middle and
late 1970s. Based on the experience of the 1950s and 1960s, these
reductions in inflation rates have been much smaller than would have
been expected given the increases in unemployment rates. Compari-
sons of inflation rates with unemployment rates for Western Europe-
an countries for the 1950s through the 1980s show no consistent re-
lationship. ‘

Evidence concerning a possible relationship between inflation and
unemployment suggests that the U.S. economy can reduce unemploy-
ment rates further without suffering from accelerating inflation. Per-
haps, as recent experience appears to show, there is no meaningful
tradeoff. Over wide ranges, inflation and unemployment can move
largely independently. Further reductions in unemployment that are
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the result of natural economic adjustments, as opposed to monetary
or fiscal stimulation, can occur without increased risk of accelerating
inflation. Alternatively, if there is a shifting tradeoff between inflation
and unemployment, the evidence in Chart 2-3 would suggest that the
U.S. economy has returned to the relationship that existed in the
1950s and 1960s. If this is the situation, then it would also appear
that further reductions of unemployment can occur without a serious
risk of significant increases in inflation.

PROSPECTS FOR REDUCING UNEMPLOYMENT

In assessing the potential for further reductions in the unemploy-
ment rate, and the problems in securing such reductions, it is helpful
to examine the distribution of unemployment by geographic region
and by duration of unemployment. Regional data point to the prom-
ise of reducing the national unemployment rate toward the low levels
now prevailing in some regions, and securing this reduction in re-
gions where unemployment remains high. Data on the duration of
unemployment point to the significance of long-term unemployment
associated with job displacements of more experienced workers, and
to the benefits of avoiding deep recessions and massive economic
disruptions that tend to generate long-term unemployment on a
broad scale.

While employment gains have been widespread across regions
during the current expansion, substantial regional differences in un-
employment rates continued to exist in 1987. As shown in Table 2-5,
the unemployment rate in New England was 3.4 percent in 1987,
well below the national average of 6.2 percent, and down 4.4 per-
centage points from the unemployment rate in this region during the
recession year of 1982. In contrast, unemployment in 1987 in the
West South Central region (Louisiana, Oklahoma, Texas, and Arkan-
sas) was 8.9 percent, well above the national average, and 1.4 per-
centage points above the unemployment rate in this region during
1982. This energy-producing region was sheltered somewhat from
the effects of the 1981-82 recession by continued high energy prices,
but it suffered significantly from the sharp decline of energy prices in
1986. .

The relatively low rates of unemployment in the Middle Atlantic,
South Atlantic, and especially the New England regions indicate that
there is no inherent barrier that prevents the unemployment rate
from falling below 5 percent. Studies have shown that the difference
among regional unemployment rates is not explained by differences
in the characteristics of the region’s labor force and the composition
of the region’s industrial base. The data reported in Table 2-5 show
that the regions with relatively high unemployment rates during the
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TaBLE 2-5.—Regional Unemployment Rates, Selected Years, 1976-87
[Percent!]

Region 1976 1979 1982 1984 19872
New England. 9.1 5.4 18 49 34
Middle Atlantic . 9.6 10 9.4 16 5.0
South Atlantic 14 5.5 8.7 6.5 5.2
East North Centrat ' 13 6.1 125 94 1.2
West North Central 5.0 40 18 6.2 53
East South Central 6.2 6.1 120 9.8 8.2
West South Central 6.0 47 15 1.0 89
Mountain 12 5.0 8.8 6.2 13
Pacific 9.1 6.4 10.2 8.1 6.1
U.S. unemployment rate. 1.1 58 9.7 15 6.2

t Unemployment as percent of civilian labor force.
2 January-November average.

Source: Department of Labor (Bureau of Labor Statistics) and Council of Economic Advisers.

1975-80 expansion were not the same as those which had relatively
high unemployment rates in 1987. Thus for the most part, regional
characteristics do not appear to cause unemployment rates to be per-
manently higher in some parts of the country than in others.

Recent data indicate somewhat higher rates of wage increase in re-
gions where unemployment rates are relatively low. The rate of wage
inflation, however, remains moderate even in New England, where
the unemployment rate has been at or below 4 percent since mid-
1986. Since the national unemployment rate is well above New Eng-
land’s rate, the data on regional unemployment and wage inflation

~certainly do not suggest that the economy is about to suffer from a
general acceleration of inflation.

Moreover, higher rates of wage increases in regions with relatively
low unemployment rates can play an important role in reducing over-
all unemployment. Since workers tend to move to areas with higher
relative wage rates and lower unemployment rates, they reduce un-
employment when they leave one place, and they relieve tight labor
market conditions when they arrive at another. Furthermore, higher
wage rates in areas with low unemployment induce firms to shift jobs
to areas with lower wage rates and higher unemployment. Through
this process of shifting workers and jobs, unemployment rates in dif-
ferent regions tend to be equalized over time, and the aggregate un-
employment rate gradually is reduced.

When unemployment rates approach frictional levels in some re-
gions, efforts to drive down aggregate unemployment through stimu-
lative policies may be especially inappropriate and counterproductive.
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-5 time for workers to migrate to areas with rising wages and
«or firms to create new production capacity and new jobs in areas
with high unemployment rates. These adjustments can occur natural-
ly and gradually; they should not be forced. Resorting to stimulative
macroeconomic policies could accelerate inflation without significant-
ly affecting unemployment. Indeed, in a short time the need to
combat inflation could lead to policies that would increase unemploy-
ment.

Reducing the unemployment rate further to the levels of the early
1970s requires reversing the effects of either or both of two trends:
an increase in the proportion of workers who lose their jobs, and an
increase in the length of time workers remain unemployed. Both of
these trends have contributed to higher unemployment rates over the
last 20 years. As indicated by the data in Table 2-6, an increase in
the proportion of workers who lost their jobs accounts for almost all
of the increase in unemployment rates between 1973 and 1987, al-
though increases in the proportion of workers who quit their jobs or
who entered the labor force were important contributors to rising
unemployment rates between 1967 and 1973. Moreover, as indicated
in Table 2-6, since 1973 there has been a significant increase in the
portion of the unemployed who report that they have been out of
work for 15 weeks or longer. Some studies have indicated that pro-
longed (and often repeated) spells of unemployment by experienced
workers who lose their jobs are an important reason for the increase
in the aggregate unemployment rate since the early 1970s.

TaBLE 2-6.—Unemployment by Reason and Duration, Selected Years, 1967-87
[Percent]

Al Reason for unemployment Duration of unemployment
Year unem-

Job Job : Less than | 5-14 15 weeks

Ployed | iosers | leavers | EMMANMS || Sueeks | weeks | and over

Percent of civilian labor force Percent distribution

1967 3.8 16 0.6 17 549 300 15.1
1973 49 19 8 22 51.0 30.1 189
1979 5.8 25 8 25 48.1 317 20.2
1987 6.2 3.0 .8 24 437 296 26.7

Source: Department of Labor, Bureau of Labor Statistics.

Comprehensive data that detail the reasons for job loss and pro-
longed unemployment are not available. However, it reasonably may
be inferred that deep and prolonged recessions and sudden massive
shifts in relative prices and in the structure of output are primary
causes of job loss, particularly for experienced workers. Certainly the
recessions of 1974-75 and 1981-82 generated job losses on a large
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scale. The sudden decline of energy prices in 1986 clearly resulted in
widespread job losses in energy-producing states.

Recessions are costly to the economy in terms of lost output, but
more importantly to the workers who lose their jobs. These costs
continue even after the recovery from a recession has begun, since a
substantial amount of time is required to bring the level of unem-
ployment down to its prerecession levels. Elimination of all fluctua-
tions in the economy is, of course, neither feasible nor practical. Such
fluctuations are an essential counterpart of economic progress.
Changes in relative prices and in the structure of output are neces-
sary if the economy is to adjust to changes in demand and technolo-
gy- However, there is no need to repeat the destructive sequence of
expansions, marked by progressively rising inflation rates and punc-
tuated by deep recessions, that afflicted the U.S. economy in the
1970s and early 1980s. Moreover, as discussed in last year’s Report,
avoiding a resurgence of inflation and the subsequent need for disin-
flation probably would remove an important cause of large swings in
relative prices and real interest rates like those that buffeted the U.S.
economy during the last 20 years.

The U.S. economy today can continue economic expansion and
gradual reduction of the unemployment rate without resorting to
potentially inflationary policies. Reduction of the U.S. trade deficit
is under way, and it is projected to continue in 1988 and beyond.
Thus the tradable goods sector of the U.S. economy (predominantly
manufacturing) should expand more rapidly than the rest of the
economy, reversing the pattern of 1985 and 1986. These gains
should aid in the further gradual reduction of unemployment.

CONCLUSION

Since 1981 the United States has enjoyed large gains in employ-
ment and production, accelerated growth of productivity and real per
capita income, and substantial reductions of unemployment without a
resurgence of inflation. The gains during this extended period of
economic growth have been shared widely by all major demographic
groups. The achievements of the last 7 years did not result from spe-
cific government programs, but rather from a general approach to
policy that emphasizes reliance on the private sector. The desire for
economic gain, disciplined by the forces of competition in free and
open markets, provided the essential incentives for the productive ef-
forts, the physical and human investments, the technological innova-
tions, and the entrepreneurial advances that form the foundation of
prosperity and growth. Little progress generally results from govern-
mental efforts to control, manage, or fine tune the processes that
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generate growth. The proper role for government is to provide a
stable economic environment in which private enterprise can flourish,
to protect the rights of individuals so they can benefit from their
labors, investments, and entrepreneurship, and to avoid the dulling
or distortion of economic incentives through excessive taxation or
burdensome regulation.

While private business has clearly been the direct source of the
most important economic gains during the current expansion, gov-
ernment policy has played a critical role by shaping the economic en-
vironment for this success. The Administration’s key priority was to
enhance the stability of general economic conditions by avoiding a
recurrence of the cycles of accelerating inflation, rising interest rates,
and deep recessions that seriously impaired the performance of the
economy during the 1970s and early 1980s. In pursuing these objec-
tives, fiscal policy limited Federal spending, reduced marginal tax
rates, and provided greater certainty about future tax policies. Mone-
tary policy provided money growth that was sufficient to sustain eco-
nomic expansion, while avoiding the resurgence of rapid inflation.
And microeconomic policy promoted the efficient operation of mar-
kets and avoided intrusive regulation. The strong growth of the
economy at low rates of inflation indicates that these policies have
been very successful. Thus this Administration has made substantial
progress toward the goals of “maximum employment, production,
and purchasing power.”

The Administration’s economic program has become a blueprint
for promoting and maintaining noninflationary growth worldwide.
This approach to economic policy is especially important in today’s
highly interdependent world. The events of the 1970s and 1980s
demonstrate that the U.S. economy is affected increasingly by events
in the world economy and economic policies of other nations. The
rapid growth of the U.S. economy has fostered growth in other coun-
tries as rising living standards have allowed Americans to buy more
products from abroad. Likewise, rising living standards abroad will
allow other nations to buy more products from the United States and
enhance U.S. economic growth.
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