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Will the Jobless Rate Drop Take a Break?
Mary Daly, Early Elias, Bart Hobijn, and Òscar Jordà

In January, the U.S. Bureau of Labor Statistics significantly reduced its projections for medium-term labor force
 participation. The revision implies that recent participation declines have largely been due to long-term trends rather than
 business-cycle effects. However, as the economy recovers, some discouraged workers may return to the labor force,
 boosting participation beyond the Bureau’s forecast. Given current job creation rates, if workers who want a job but are
 not actively looking join the labor force, the unemployment rate could stop falling in the short term.

Roughly every two years, the U.S. Bureau of Labor Statistics (BLS) publishes medium-term labor force
 projections that reflect its views on labor force participation and population growth. The BLS’s January
 2012 release included significant downward revisions to earlier labor force projections. The revisions
 mostly reflected lower projections of the percentages of young and prime-working-age people likely to
 be working or looking for work in coming years. Behind this outlook lies an important assumption. The
 BLS attributes much of these groups’ recent declines in labor force participation to ongoing secular
 trends rather than to transitory effects of the recent economic downturn. This Economic Letter assesses
 this view and examines how alternative participation projections might affect the unemployment rate in
 the years ahead.


A brief history of labor force participation


Labor force participation is defined as the percentage of the noninstitutional working-age population 16
 and older that is working or actively looking for work. Participation rates vary by age, gender, and
 ethnicity. For example, younger and older workers participate less than prime-age workers. Males
 participate more than females. And Hispanic males participate at higher rates than white or black males.

Thus, changes in the population shares of different groups or shifts in immigration policy can affect the
 aggregate U.S. labor force participation rate. In addition, demographic groups can behave differently
 over time. Examples include the increased participation of women in the labor force and declines in
 younger-worker participation due to schooling. Both demographic and behavioral changes tend to be
 evolutionary, developing over years or even decades rather than the shorter span of a business cycle.
 Such factors make projections of labor force participation highly variable.
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Figure 1
 Labor force participation

Source: Bureau of Labor Statistics.
Note: Data are seasonally adjusted. Gray bars indicate NBER
 recessions.

Table 1
 Actual labor force participation and projections (%)

Cyclical economic fluctuations can also
 affect labor force participation. During
 business-cycle downturns, unemployed
 workers may temporarily leave the labor
 force. Poor job market opportunities may
 discourage some. Others may want to
 learn new skills. As job market conditions
 improve, such workers are likely to return.
 By contrast, in very hot job markets, such
 as in the late 1990s, people normally
 outside the labor market may seek
 employment, including those who take
 care of children, work as unpaid
 volunteers, or are retired.

The interplay of all of these factors can be
 seen in Figure 1, which shows the
 aggregate annual labor force participation
 rate from 1948 through 2011. Periods of
 recession dated by the National Bureau of
 Economic Research (NBER) are shown in
 gray.

Looking at secular trends, participation
 grew rapidly from the mid-1960s through the 1990s as women entered the labor force in higher
 numbers. As women’s participation stabilized and baby boomers began to retire, labor force
 participation leveled off and in the 2000s began to decline. Young people spent more time in school
 during this period, further reducing participation rates. On the cyclical side, participation has tended to
 fall in recessions as workers withdrew from the labor force. This pattern was particularly pronounced
 during the recent financial crisis.


Trend vs. cycle: Is this time different?


Disentangling secular and cyclical fluctuations in labor force participation is never simple, but has been
 especially difficult lately. Figure 1 shows that labor force participation began to decline well before the
 Great Recession. This decline reflected, at least in part, the leading edge of the baby boom generation
 moving into retirement. The decline in labor force participation accelerated sharply during the recession
 and continued in the early years of the recovery.

The extent and timing of the recent drop in participation have been difficult to interpret conclusively.
 Many analysts agree that at least some of the recent drop has been cyclical. But they disagree on how
 much the decrease stems from the weak labor market during the recession and recovery. Estimates of
 the effect of these cyclical factors range from a third to half the total drop in participation (Davig, Maki,
 and Newland 2012; Aaronson, Davis, and Hu 2012; Van Zandweghe 2012). Some analysts argue that,
 when these workers return to the labor force, that will completely offset ongoing downward structural
 and demographic trends (Stehn 2012).

The BLS implicitly sided with the camp that
 emphasizes secular factors when it
 released its regular medium-term labor
 force outlook in January. The agency
 substantially reduced its projections for
 labor force participation from its previous
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Figure 2
 Percentage of the population that wants a job

Source: Bureau of Labor Statistics.
Note: Data are seasonally adjusted and smoothed. Gray bars
 indicate NBER recessions.

 forecast made in 2009. This suggests that
 the BLS believes that much of the recent
 decline in participation reflects a bigger
 permanent reduction in the size of the labor force than it expected in 2009.

Table 1 helps clarify the implicit breakdown of participation into secular and cyclical components. The
 table shows three numbers: actual labor force participation in November 2012; the annual BLS
 participation projection for 2012 released in November 2009; and the annual BLS projection for 2012
 released in January 2012. The BLS 2012 participation projection of 64.4% is 1.1 percentage points lower
 than the 65.5% projection it issued in 2009. This reflects a downward adjustment in the BLS’s views on
 trend participation. At the same time, the 2012 projection is 0.8 percentage point higher than the actual
 November rate of 63.6%, implying a cyclical participation shortfall. These numbers indicate the BLS
 expects that the majority of people who withdrew from the labor market following the Great Recession
 will stay out even when economic conditions improve.

Thus, the BLS has interpreted most of the
 recent reduction in labor force
 participation as a secular change in trend
 rather than a transitory decline. One way
 to assess whether this projection will be
 accurate is to look at survey data from the
 monthly Current Population Survey (CPS).
 Each month the survey asks individuals in
 a representative sample of U.S.
 households whether they are working,
 looking for work, or out of the labor force.
 Since 1994, the survey has asked those
 who say they are out of the labor force
 whether they currently want a job. Figure
 2 plots the number of working-age adults
 outside the labor force who say they want
 a job as a percentage of the total
 noninstitutionalized civilian population 16
 and older. Gray bars indicate recessions.

As the figure shows, the current share of
 the adult population that is out of the
 labor force but wants a job is elevated,
 but not unusually so by historical standards. In the previous expansion, from December 2001 through
 November 2007, an average 2.1% of the population wanted a job but was not in the labor force. This
 share rose sharply starting in 2008. Currently it is 0.7 percentage point above the average level from
 2001–07, nearly matching the 0.8 percentage point cyclical shortfall implied in the BLS January 2012
 projections. Based on these numbers, the BLS projections appear well-aligned with the historical
 behavior of people marginally attached to the labor force.


Will the unemployment rate stall in 2013?


Nearly 6.9 million people report being out of the labor force but wanting a job. As economic conditions
 improve, it is reasonable to expect that some of these workers will move back into the labor force or
 join for the first time. Based on historical averages, about 2.1 million of them could enter the job
 market. These potential entrants will either take jobs directly or join the labor force as unemployed
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 workers actively searching for jobs.

The near-term path of unemployment will reflect both how quickly potential workers enter the labor force
 and the rate at which jobs are created. Assume that the average pace of job creation over the past two
 years continues. We can then project the path of the unemployment rate over the next year according
 to the rate at which the 2.1 million potential workers enter the labor force.

If these workers take a year and a half to join the labor force, which would be about a year faster than
 the entry rate from 1994 to 1999, the recent decline in the unemployment rate would stall at more than
 8% by the end of next year. Suppose though that the number of workers who want a job but are not
 actively looking falls at a more moderate pace and it takes three-and-a-half years for this group to join
 the labor force. In that case, the unemployment rate would stay at 7.7% through the end of next year.
 For comparison, if none of the 2.1 million potential workers were to enter the labor market, the
 unemployment rate would fall to 7.4% by the end of 2013. Of course, the rate at which these workers
 join the labor force may reflect the labor market’s overall strength. A faster rate of job creation may
 offset a faster rate of labor force entry, allowing the unemployment rate to fall.

The unemployment rate has declined by about one percentage point per year over the past two years.
 The simulated impact of labor force entrants represents a significant potential slowdown in the pace at
 which the unemployment rate will decline in 2013. Moreover, the unemployment rate could stall out
 near important psychological and policy thresholds. Under the one-and-a-half year entry scenario, the
 unemployment rate could stay around 8% as late as mid-2014, despite continued job growth. Progress
 in reducing the unemployment rate is a key factor in keeping consumer confidence and spending high
 enough to sustain recovery. And policymakers use the unemployment rate as a gauge of economic
 progress. A stall in reducing the unemployment rate would undoubtedly be viewed as a significant
 disappointment.


Conclusion


The recent recession was unusual in its depth and its duration. Labor market conditions have remained
 difficult for a long time. As a result, large numbers of discouraged workers have stopped looking for
 jobs. A big unknown is whether these workers will stay out of the labor force permanently or enter as
 the economy recovers. If these workers join the labor force, increasing participation could have a major
 impact on the unemployment rate in the coming years.

Mary Daly is a group vice president and associate director of research in the Economic Research
 Department of the Federal Reserve Bank of San Francisco.

Early Elias is a research associate in the Economic Research Department of the Federal Reserve Bank of
 San Francisco.

Bart Hobijn is a senior research advisor in the Economic Research Department of the Federal Reserve
 Bank of San Francisco.
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