
S t r a n g e  H a p p e n in g s  

in  t h e  L a b o r  M a r k e t

by William D. Toal

The first half of this year has been a period of general econom ic sluggishness; 
indeed, many w ould classify it as a recession. Real Gross National Product (that 
is, G N P  adjusted for higher prices) shrank in first quarter 1974 by a 7.2-percent 
annual rate and dropped another 1.6 percent in the second quarter. At the same 
time, one of the most important econom ic indicators, the unem ploym ent rate, 
has remained remarkably stable (in the low 5-percent range) in the first half of 
1974.

In the early stages of the five previous recessions dating back to the late 1940's, 
the unemployment rate rose sharply. W hy not this time? Is the recent per
formance of this w idely acclaimed econom ic indicator a fluke?

M onth ly  labor force or unemployment data at times may show  strange 
aberrations, but these lessen if analyzed on a quarterly basis. Even at that, how 
ever, the unemployment rate has behaved atypical ly from the past five recession 
periods. In fourth quarter 1973, the unemployment rate stood at 4.7 percent.
In first quarter 1974, it jumped to 5.2 percent; and, in the second, backed down  
to 5.1 percent (see Table 1). In none of the five previous recessions has the 
unemployment rate (on a quarterly basis) held steady or declined in the second 
quarter of an econom ic downturn. This peculiar stability of the unemployment 
rate was also typical of most age, race, and sex subcategories, after jum ping  
from the fourth to the first quarter as did the overall unem ploym ent rate (see 
Table 2). In fact, the unemployment rate for teen-agers and nonwhites actually 
declined from the first to the second quarter 1974.

Reasons for Stability

The unemployment rate is a two-sided coin. Changes in it are determined by 
changes both in employment and in the civilian labor force. This year these 
elements behaved differently than normally w ould be expected in the early
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T A B LE  1

U N E M P L O Y M E N T  R A T E S  IN  E C O N O M IC  D O W N T U R N S

1973 1974
CU R R EN T PERIOD IV 1 II

4.7 5.2 5.1

1969 1970
PAST R EC ESSIO N S III IV 1 II III IV
1969-70 3.6 3.6

1960

4.2 4.7 5.2 5.8

1961
1 II III IV 1 II III

1960-61 5.1

1957

5.2 5.5 6.3

1958

6.8 7.0 6.8

III IV 1 II III IV
1957-58 4.2 4.9

1953

6.3 7.4 7.3

1954

6.4

II III IV 1 II III IV
1953-54 2.6

1948

2.7 3.7 5.3

1949

5.8 6.0

1950

5.3

IV 1 II III IV 1
1948-49 3.8 4.7 5.9 6.7 7.0 6.4

Source: U.S. Department of Labor

stages of a cyclical downturn. This atypical behavior 
of employment and the labor force is responsible 
for the unemployment rate remaining stable this 
year. Let's look at each of these more closely.

Employment Changes
D id  employment simply continue to grow  rapidly 
and give unemployment and the unemployment 
rate their apparent stability by absorbing workers? 
The data do not substantiate this. W hile  job gains 
have continued in 1974, employment growth has 
declined substantially from a fourth-quarter 1.0- 
percent rate to first and second quarter rates of 0.2 
percent. Both of these quarterly changes were 
below normal rates of employment gain. However, 
the recent employment performance is better than 
that in the past five recessions. Employment in four 
of these five actually declined by the second reces
sion quarter. But in second quarter 1974, em ploy
ment was still expanding, though at a less-than- 
normal rate.

There are good reasons for the better em ploy
ment performance this year. The slow ing in job 
growth instead of an actual decline is probably 
related to factors in the current slowdown. W hile  
previous recessions have been largely related to a 
drop-off in demand for goods and services in 
general, the current slowdow n has been largely re
lated to scarcities and supply restrictions and, 
indirectly, to the Arab oil embargo. Therefore, it 
has some features that differ from past recessions.

It has hit fewer industries this time. In fact, 
industries such as capital goods continued to ex
pand in late 1973 and early this year; as a result, 
labor demand has remained unusually high in that 
sector. Some industries were actually stimulated by 
shortage conditions; for example, m ining began to 
show  strong 1973 employment gains which 
continued into 1974. The drop-off in production 
and employment was centered in only a few large 
industries. These employment drop-offs came 
suddenly and were quite sharp in many cases. The 
most notable were the airlines, automobile manu
facturing, and certain tourist-related industries. But 
by the second quarter 1974, many of those 
industries particularly hard hit by shortages, either 
directly or indirectly, had managed to adjust and 
were able to hire back some workers. Looking at 
the overall manufacturing sector, then, jobs declined 
by nearly 1 percent in the first quarter but then 
bounced back in the second, increasing slightly. 
These production adjustments and employment 
recalls helped modify what otherwise might have 
been a job decline in second quarter 1974. In sum, 
the atypical employment growth in the early stages 
of this econom ic slowdow n helped modify any rise 
in the unemployment rate that might otherwise 
have occurred. Still while employment did not 
change as drastically as in past recessions, job  
growth has not been all that rapid in the first half 
of this year; the unemployment rate should have 
risen. There must be another explanation.
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TABLE 2

UNEMPLOYMENT RATES BY MAJOR CATEGORIES

1973 1974
III IV 1 II

Total 4.9 4.7 5.2 5.1
Males 20 and over 3.3 3.0 3.5 3.5
Females 20 and over 4.8 4.7 5.1 5.1
Both sexes, 16-19 14.7 14.3 15.3 15.1
White 4.4 4.2 4.7 4.7
Nonwhite 9.0 8.6 9.3 9.0

Source: U. S. Department of Labor

Civilian Labor Force Changes
If any fluke exists in the current unemployment 
numbers, it is the strange behavior of the civilian 
labor force— the other com ponent that determines 
the unemployment rate. The civilian labor force 
has not been expanding recently as much as 
working-age population changes w ould dictate. It 
is this lack of labor force growth (nearly nonexistent 
from January through April 1974) which has put the 
brakes on any rise in the unemployment rate. For 
example, if the civilian labor force had grown in the 
second quarter of this year at the average rate of 
the previous five quarters and all of the additional 
workers had been unable to find jobs, the unem 
ployment rate in the second quarter w ould have 
been 5.7 percent instead of the actual 5.1 percent. 
A llow ing for labor force growth more in tune with 
the somewhat slower average of the 1960's, the un
employment rate w ould have increased to about 5.5 
percent. But, in fact, the civilian labor force grew 
hardly at all from January to April 1974, and second 
quarter growth was only slightly over 0.1 percent, 
or at an annual rate of 0.5 percent. This was much 
lower than the normal growth of about 1.7 percent.

Furthermore, this decline in labor force growth 
seems to be occurring for other than dem ographic  
reasons. Participation rates (i.e., civilian labor force 
divided by civilian population) fell in second 
quarter 1974 for the first time since 1972. Participa
tion rates were down for adult males, particularly 
adult males 55 and over, black males, and all 
teen-age groups.

The stability in the second quarter's unem ploy
ment rate then lies, to a large extent, in the lack of 
civilian labor force growth brought about by the 
decline in participation rates. W ill these develop
ments continue and keep the unemployment rate 
from rising for the rest of this year and next? The 
answer is found in why the labor force grew slowly. 
Let us look at four possible reasons for this slow  
growth. First of all, it could be a statistical quirk.
The unemployment and labor force numbers are 
collected on a sample basis and are subject to 
sampling error. However, insofar as our analysis

used quarterly data, we should have removed many 
of the sam pling errors inherent in monthly figures.

Another possible reason for the slow ing is an 
adjustment to the very fast labor force growth of 
the last two years. Over this period, the civilian 
labor force has increased annually in excess of 2 
percent, far above the trend rate. Participation 
rates also increased, particularly for adult women. 
Therefore, the second quarter's reduced labor 
force growth might be partly an adjustment to 
excessive past growth.

Still another possibility is the often-mentioned  
"discouraged worker effect." As econom ic activity 
slows and jobs become harder to find, marginal 
workers normally respond by dropping out of the 
labor force as they abandon their search for gainful 
employment. This was typical of the past five 
recessions but apparently has not happened widely 
through midsummer. Except for the teen-age group, 
the slowdow n in labor force expansion has come 
largely from adult males, w ho generally are not 
considered to be marginal workers. The adult 
female civilian labor force normally declines in re
cession because of the discouraged worker effect, 
but this group has continued to increase in the 
current period of econom ic sluggishness. In sum, 
the current situation does not seem to support the 
"discouraged worker effect" as the reason for slow  
growth in the total labor force.

A  fourth possible explanation fits econom ic  
theory well and deserves close scrutiny in the 
current setting. Perhaps the unusual circumstances 
of today's rapid inflation and the decline in real 
spendable earnings for the average worker may 
have caused some people to drop out of the labor 
force as the real selling price of their services 
declined. In econom ic theory, this notion is 
represented by the "upw ard sloping supply curve 
of labor"; in other words, as real hourly earnings 
go up, more people offer their labor services. 
During the past year and a half, inflation has forced 
real spendable earnings of the average worker to 
decline substantially. Follow ing through with this 
hypothesis, it is reasonable to expect som e groups 
of workers to reduce the am ount of services 
supplied to the labor market.1 For example, as real 
earnings decline, teen-agers may decide to stay at 
home or stay in school rather than look for a full
time job. O lder adult males may opt for early 
retirement rather than continue to work for less 
real pay. Black male workers may drop out of the 
labor force as their real earnings decline and their 
relationship to other labor force members deterio
rates further. In fact, these are exactly the groups

JOf course, some groups may actually respond to the decline in 
real earnings by offering more labor services in order to supple
ment or maintain their real incomes. In economic theory, this is 
known as the downward sloping (or backward-bending) labor 
supply curve. In the current situation, these conditions would 
seem to fit adult females most closely.
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which have shown little labor force growth and a 
decline in participation rates this year.

Some data published by the U. S. Department of 
Labor give support to the premise that the drop in 
real earnings has kept people out of the labor force. 
These data show  that not only has the number of 
workers staying out of the labor force increased 
recently but that this increase has occurred mainly 
am ong those w ho no longer want to work. This is 
contrary to previous recession experience, when 
the increase in nonparticipants was primarily those 
who did want work— in other words, the "d is 
couraged worker." The increase in labor force 
nonparticipants who do not want work is again 
concentrated in the adult male and black male 
groups. These sketchy data, then, support the view  
that workers in certain categories have withheld 
labor services because of reduced real spendable 
earnings.

It seems reasonable that the decline in real 
earning power this last year and a half is at least 
partially responsible for the lack of labor force 
growth during much of 1974 and, consequently, for 
the unemployment rate not rising in the face of 
reduced econom ic activity. However, whatever the 
reason for slow  labor force growth, it is unreason
able to expect that it will continue much longer.
In fact, information during the last several months 
suggests that an uptick in the unemployment rate 
and in the labor force is under way. Normal popula
tion increases most likely will be transmitted into 
more normal civilian labor force growth during the 
rest of 1974 and in 1975. Consequently, the slow ing  
in labor force growth should be only temporary. 
Furthermore, the decline in real spendable earnings 
has halted in recent months and, unless reversed, 
should no longer hold down labor force expansion. 
Labor force growth should then return to more 
normal rates.

Outlook

After looking at recent employment and civilian 
labor force conditions, what can we expect the 
unemployment rate to be in the near future, that is, 
for the remainder of 1974 and for 1975? This is a 
critical question, since in the past policy decisions 
to fight inflation have been relaxed when the 
unemployment rate has risen to high levels.

M ost forecasters expect real econom ic growth 
to remain below  par through next year, with little 
advance, if any, this year and sluggishness in 1975. 
They anticipate reduced demand, rather than
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shortages, to increase in importance, holding down  
econom ic activity. W ith these prospects in mind 
and with labor force growth expected to pick up 
for reasons mentioned, new members of the labor 
force should find it hard to find jobs. Unem ploy
ment and the unemployment rate should then rise, 
follow ing a more typical cyclical pattern. One  
would then expect the drop in jobs and rise in 
unemployment to spread to more segments of the 
economy, but particularly to manufacturing and 
construction. (Construction has been declining  
since 1973.)

In other words, the performance of the unem 
ployment rate in the first half of 1974 is unlikely to 
be typical of what may transpire during the 
remainder of this year and next. The stability of the 
unemployment rate in the first half might indeed be 
called a fluke; we should not expect such stability 
in the near future. Labor force growth will most 
likely resume at a more normal rate, in the face of 
sluggish econom ic activity. Consequently, the 
unemployment rate may well rise above 6 percent 
or to rates experienced in previous recessions 
(see Table 1). a
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