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1. Challenging the conventional wisdom about unemployment.

The public debate about the state of the economy often frames equality and employment as
inherently in conflict. According to the current politically dominant view, the only reliable way
to create more jobs is to increase inequality: the claim is that lowering wages for workers at the
middle and the bottom will make it profitable for firms to hire more workers.

This brief essay leaves the important broader critique of the inequality-unemployment
trade-off to others? and seeks, instead, to highlight a different causal connection between
inequality and unemployment: high unemployment increases inequality.

The focus is on the experience of the United States, which, by most measures, has the
highest levels of --and has seen the biggest increases in-- inequality among the world's rich
countries. Despite frequent references in the 1990s to the "Great America Jobs Machine," the
United States has operated below even conservative estimates of full employment for most of
the last three decades. That is, unemployment has been unnecessarily high in the United States
precisely during the period when economic disparities have been on the rise.

The contrast between the path of inequality when unemployment rates have been low (as
they were in the boom of the late 1990s) and when they have been high (as they have been
during and since the Great Recession) suggests a strong link between high unemployment and
increasing economic inequality. The strong macroeconomic performance of the late 1990s
stands out, in particular, as a period with much to teach us today as the world economy
continues to struggle from the lasting effects of the Great Recession.

To make the case for the importance of full employment, I will first demonstrate just
how consistently the United States has strayed in recent decades from maximizing its output. |
will then contrast the behavior of several indicators of inequality across two distinct periods --
the boom of the late 1990s (1996-2000) and the bust of the late 2000s (2007-2009). Finally, |
will draw some lessons about macroeconomic policy based on the experience of the second half
of the 1990s.

2. Far From Full Employment

Since the end of the 1970s, the US economy has consistently failed to reach even fairly
conservative estimates of full employment. Figure 1 shows the Congressional Budget Office's
calculation of the "natural rate™ (also sometimes referred to by the closely associated term "non-
accelerating inflation rate of unemployment™ or NAIRU) along with the official unemployment
rate for the period 1949 - 2012. From 1949 through 1978, a period when economic inequality in
the United States fell by most measures, the unemployment rate was at or below the CBO's
natural rate in 21 of 30 years. During these same years, when the unemployment rate was above
the natural rate, the difference tended to be small and short-lived. By contrast, from 1979
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through 2012, the unemployment rate was above the full employment rate in 23 of the 34 years.
Furthermore, in bad times the unemployment rate was much farther above the natural rate than
the unemployment rate was below the natural rate in good times. In fact, if we weight the years
above and below the natural rate by how many percentage points the actual unemployment rate
diverged from the natural rate, between 1979 and 2012, the US economy experienced 36.1
unemployment-years when unemployment was above the natural rate, compared to only 5.4
years when unemployment was below the natural rate.

Figure 1
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3. Inequality in booms and busts

Economists, sociologists, and social psychologists have documented the enormous costs of
unemployment, whether measured in terms of lost economic output, the impact on
disadvantaged communities, or physical and mental health.® However, academic and policy
debates have underplayed the role that high unemployment has played in increasing inequality.
While a comprehensive review of this connection is beyond the scope of this chapter, a few
examples from recent economic history illustrate the size and strength of the connection
between unemployment and inequality.*

To make the point as simply as possible, let's compare how indicators of inequality
behaved in two recent periods: the first, during the economic boom from 1995 through 2000,
and the second, the recession and weak recovery from 2007 through 2010. In these boom years,
unemployment averaged 4.6 percent, compared to 8.2 percent in the later bust. In the upswing,
the unemployment rate fell 1.6 percentage points and employment rates increased 1.5
percentage points; in the downturn, unemployment soared 5.0 percentage points and
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employment dropped 4.5 percentage points.

The impact of unemployment on inequality is immediately obvious in Figure 2. In the
low-unemployment years of the late 1990s, real family incomes grew faster at the bottom (the
20th percentile) than at the middle (the 40th and 60th percentiles) and almost as fast as the
upper middle (80th percentile). Incomes did grow even faster near the top (95th percentile), but
the contrast with the bust is striking. In the aftermath of the Great Recession, incomes fell at all
levels, but most at the bottom, less in the middle, and least at the top. The low unemployment of
the late 1990s was good for families at the bottom --and almost equalizing. The high
unemployment of the late 2000s was bad for families across the board, but especially bad for
those at the middle and the bottom, who fell even farther behind.

Figure 2.
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Source: Analysis of Census data.

Asimilar pattern holds for poverty rates by race in Figure 3. In the 1990s boom, poverty
rates plummeted for racial minorities: down 4.7 percentage points for Asian Americans, 6.8
percentage points for African Americans, and 8.8 percentage points for Latinos, compared to a
much smaller 1.1 percentage-point drop for whites. In the current bust, poverty rates rose least
for whites (up 1.7 percentage points), more for Asian Americans (up 1.9 percentage points), and
most more for blacks (up 2.9 percentage points) and Latinos (up 5.1 percentage points).

Part of these differences across booms and busts reflects the greater availability of work
in upswings than in downturns. But part of the differences also reflects the increased bargaining
power for workers at the middle and the bottom. When the unemployment rate remains low for
a prolonged period, employers find it harder and harder to recruit and retain workers to meet
high levels of demand for the goods and services they produce (when the unemployment rate is
low, aggregate demand in the economy tends to be high). Under those circumstances, workers
can ask for higher wages, better benefits, more flexible schedules, and other improvements in
working conditions, and employers have little choice but to accede if they want to meet
customer demand.



Figure 3.

Change in poverty rate, by race/ethnicity
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High unemployment has the opposite effect. Employers have little trouble finding and
retaining workers, so workers reduce their demands regarding wages and working conditions.
Over most of the last three decades, excessive unemployment rates have reinforced the
pervasive decline in bargaining power set in motion by a host of other changes in economic
policy. These other politically driven policy changes include the erosion of the inflation-
adjusted value of the minimum wage, the fall in unionization rates in the private sector, the
deregulation of many well-paying industries, the privatization of many state and local
government jobs, the passage of pro-corporate trade deals, the creation and maintenance of
highly dysfunctional immigration system, and other, related institutional changes that had as
their primary effect the reduction of the bargaining power of workers at the middle and bottom
of the wage distribution.”

4. Macroeconomic Policy Lessons

Before and even into the early part of the 1995-2000 boom, the consensus of the economic
profession in the United States was that the natural rate of unemployment was between 6.0 and
6.5 percent. Even many economists now widely known for the left-of-center views, including
Paul Krugman, subscribed to this view.® One obvious lesson of the late 1990s boom was clearly
that economists' methods for estimating full employment were too conservative.

But, the potential lessons go deeper. The widespread belief in the 1980s and 1990s was
that macroeconomic policy --which primarily uses fiscal and monetary policy to influence the
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demand side of the economy-- could do little to lower unemployment. That is because
economists and policymakers believed that unemployment was primarily due to supply-side
factors such as powerful unions, high minimum wages, generous unemployment insurance
benefits, and other "labor-market rigidities™. As a result, governments in the United States --and
especially in Europe-- used macroeconomic policy sparingly or not at all in their efforts to
increase employment. In Europe, macroeconomic policy, especially monetary policy connected
with the creation of the single currency, arguably often worked actively against lowering
unemployment.

The boom of the late 1990s was, instead, fueled by a stock-market bubble. As the boom
got underway, the Federal Reserve Board made a decision not to counteract the expansionary
effects of mounting stock-market wealth until there were clear signs that the increase in demand
was causing the economy to overheat and leading inflation to rise. Despite the beliefs of most
economists at the time, prices did not take off. In fact, inflation moved little, even by the time
that the tech bubble burst in 2000-2001. Rising demand led to lower and lower unemployment -
-eventually hovering near 4.0 percent-- but without any significant rise inflation. This
experiment proved that supply-side factors were not the cause of unemployment.

The problem with bubble-fueled growth was not that it produced inflation --it did not.
Instead, the problem was that the resulting growth was not sustainable, and worse, it left the
economy with a hangover that slowed employment growth in the subsequent recovery.” Seen in
this light, the tech bubble of the late 1990s strongly supports the feasibility of --and the broad
scope for-- expansionary macroeconomic policy.

When unemployment is high, economic policymakers would do well, at the very least,
to follow the example of the Federal Reserve Board from the late 1990s: enact expansionary
policies until there are signs that inflation is accelerating at an unacceptable rate. The tech boom
inadvertently demonstrated that economic estimates of full employment were too conservative.
Given the high social cost of unemployment, including the impact on inequality, a strong case
exists for using macroeconomic policy to test empirically for the point where --in practice, not
in theory-- the economy reaches full employment.

Expansionary monetary and fiscal policy are much better tools for reaching and
maintaining full employment than the asset bubbles of the 1990s and 2000s. First, while there
are real challenges, fine-tuning monetary and fiscal policy is much easier than trying to control
asset bubbles. Second, policymakers have a much easier time combating a policy-induced
acceleration in inflation (quick increases in interest rates, for example), than they do cleaning up
after a burst asset bubble (as the current anemic recovery demonstrates with great clarity).

5. Conclusion

High unemployment is a social scourge, but the damage is not limited to those who lose their
jobs. The needlessly high unemployment maintained during most of the last three decades have
reduced the bargaining power of all workers, including those who manage to avoid being laid
off. The experience of the late 1990s, when sustained low unemployment spurred broad and
rapid wage growth for the only period in the last three decades, illustrates the central role that
full employment should play in any plan to attack high and rising inequality.

7. In many respects the 2001 recession and recovery were a dry-run for the much more severe recession of 2007-
2009 with its even more sluggish recovery.



