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Employment Developmentsin the U.S.

1. Overview
Strong U.S. Economy

The economic expansion in the U.S. turned 114 months old in September 2000,
exceeding even the 106-month expansion of the 1960s associated with the war in
Vietnam. The current expansion is, in fact, the longest in the economic history of the U.S.
Today, total U.S. civilian employment is about 134 million people.

Average annual growth rates for GDP and for productivity during the first half of the
1990s were similar to those that prevailed after 1973, and substantially below those in the
earlier post-World War Il expansions. GDP growth after 1973, while slower thanin
earlier periods, was bolstered by increases in female labor force participation rates and in
the volume of hours worked. Productivity growth between 1973 and 1995, however,
averaged 1.4% ayear, only half the 2.9% rate at which it grew between 1961 and 1973.

Since the second half of the 1990s, however, both productivity and GDP have grown at
rates that rival the high growth years of the 1960s and early 1970s. Real GDP growth has
accelerated in the last year. At an annual rate, GDP (output) grew at 7% in the second
half of 1999, at 4.8% in the first quarter of 2000, and at 5.2% in the second quarter of
2000. Over the last 12 months, it grew arapid 6%. Productivity growth averaged 1.4% a
year between 1989 and 1995, but jumped to 2.5% at an annual rate between 1995 and
1999. It has been even more robust recently. In the second quarter of 2000, productivity
grew at an annual rate of 5.3%, and over the last 12 months it rose by 5.1% -- its fastest
pace since 1983. In 1983, however, the U.S. economy was still recovering from a deep
recession. What is unusual is that the current rapid pace of productivity growth is
occurring after years of economic expansion.

The long expansion has resulted in sustained low unemployment and tight labor markets,
with the economy operating close to its full capacity. The unemployment rate has
remained below 5.5% since February 1996. In 1999, it was 4.2% and, most recently (July
2000) it was 4.0%. At no other time since 1970 has the unemployment rate remained
below 5.5% for more than two consecutive years. This prolonged period of
unemployment has led to sharp declines in unemployment for blacks and Hispanics as
well. In 1999, the unemployment rate for blacks was 8.0% and for Hispanics was 6.4%.

While low wage jobs have continued to expand in the 1990s, they are growing more

slowly than in the 1980s. The low paying retail trade industry — which includes fast food
restaurants — accounted for 25% of job growth in the 1980s but only 16% in the 1990s.
Part-time, temporary and other forms of contingent employment have also contributed
less to job growth. Part-time employment has fallen from 17.5% of all jobs to 16.5%.
Excluding self-employed shop keepers who are about 5% of the U.S. workforce, the
share of all nonstandard work arrangements — regular part-time, temporary help,



independent contractor, contract firm — has fallen from 26.4% of the workforce in 1995 to
24.8% in 1999. This means that 75% of workers are in regular full-time jobs.

Two points should be noted. First, the level of contingent employment in the U.S. is
lower than in many other OECD countries. Second, contingent employment, including
part-time as well as self-employment, has declined as labor markets have tightened. This
suggests that many workers engage in part-time or self-employment activities to escape
unemployment, and not because this is their preferred work arrangement.

As identified by Larry Mishel, Jared Bernstein, and John Schmitt, the authors of the
Economic Policy Institute’s flagship publicatiofe State of Working America 2000-

2001, this sustained low unemployment has led to three new developments in the U.S.
economy. They are

(1) Rapid wage growth: After more than 15 years of stagnation and decline,
real wages (wages adjusted for inflation) began to rise in 1995. What's
more, these very recent increases have been largest for workers at the
bottom. After adjusting for inflation, the median wage for all workers
grew 7.3% during 1995-1999. For workers at the bottom, wages grew
even more rapidly. The real wage of workers in the bottom 10% of the
wage range rose a strong 9.3%. The highest paid workers — those in the
top 5% -- had wage gains of 8.5%. Workers in the middle experienced the
smallest gains during 1995-99 (7.3%)).

(2)  Acceleration in the growth of labor productivity: Since 1995, labor
productivity has grown about 2.5% per year, well above the 1.4% rate that
prevailed from the mid-1970s through the mid-1990s. In the last year, it
has risen even more rapidly.

(3)  Changein the shape of wage inequality: In the 1980s, inequality “fanned
out” — the top pulled away from the middle, and the middle pulled away
from the bottom. Looking over the full decade of the 1990s (not just the
last few years), however, wages at the bottom and the middle grew closer,
while the top pulled further away from the middle.

Tight labor markets that have persisted for more than 4-and-a-half years have contributed
to all three of these new developments. U.S. workers have translated the increased
bargaining power that comes with sustained low unemployment into higher wages. The
tight labor market also provides incentives for firms to operate more efficiently, and this
has contributed to the acceleration in the growth of labor productivity. The acceleration in
the growth of labor productivity has made it possible for firms to pay higher wages
without increases in unit labor costs or inflationary pressures on prices. Finally, a tight
labor market has the largest positive effect on the least-skilled workers. These workers
typically have the lowest wages. As a result, the tight labor market that has characterized



the U.S. economy since 1996 boosted the wages of workers at the bottom even more than
it did those of workersin the middle.

The development and deployment of information technology in the U.S. economy has

played an important role in the acceleration of productivity growth in the latter part of the

1990s. The division of the economy into an “old economy” and a “new economy”
presents a false dichotomy and is very misleading. Information technology (IT) has had
dramatic impacts on manufacturing and on wholesale and retail trade, as well as on such
IT-intensive activities as communications and financial services. Investments across the
economy in IT hardware and software are paying off in terms of greater competitiveness
and higher productivity growth of U.S. companies. Manufacturing industries producing

IT equipment — chips, computers, telecommunications equipment — have experienced the
highest rates of productivity growth.

Problems Remain

The situation for American workers has clearly gotten better during the last four or five
years. But it is still far from "good."” The U.S. economy has a long way to go to reverse
the broad-based wage erosion and rising wage inequality of the 1979-95 period. Workers
are still struggling to get back to where they were in 1979.

. Wages: Between 1989 and 1999, labor productivity increased 20.5%. However,
this did not translate into a comparable growth in wages for the typical worker.
Despite recent gains, the median hourly wage of men was slightly less in 1999
than in 1989, while for women it was up just 4%.

. Profits: Instead, these improvements in productivity were captured by the owners
of capital as the rate of profit soared in the 1990s to historically high levels. The
after-tax rate of profit was 8.1% in 1999 compared with 5.7% in 1989 and 4.9% in
1979. The result is a rise in the share of national income paid to the owners of
capital, with a corresponding lower share paid out as wages and benefits to
workers.

. Benefits: A lower share of the workforce has employer-provided health insurance
coverage today (62.9% of workers in 1998) than 20 years ago (70.2% of workers
in 1979). Nearly half the workforce is without pension coverage.

. Family Income: Middle class, married couples with children have had an increase
in family income between 1989 and 1998 (most recent year for which data are
available) of 9.2%. This was largely due, however, to an increase in family work
hours — up 367 hours since 1989. This increase in family work hours follows on
an even larger increase during the 1980s. Average annual hours of work have
increased from 3,272 in 1979 — equivalent to one full time and one half time job —
to 3,885 hours in 1998 — two full time jobs.



. Income I nequality: Despite strong growth in inflation-adjusted family incomesin
the last half of the 1990s, real income growth over the entire decade was slow and
unequally distributed. Income inequality continued to grow in the 1990s. The
inequality of market-based incomes rose rapidly in both the 1980s and 1990s.
Progressive taxes enacted in the 1990s have reduced this growth of inequality
somewhat. Using a comprehensive measure of income that includes capital gains
and health insurance, government cash transfers and non-cash programs, and that
subtracts taxes, the ratio of family income in the top fifth to family income in the
bottom fifth rose from 7.7 in 1979 t0 8.7 in 1989 and 9.7 in 1998. Householdsin
the top quintile have disposable incomes almost 10 times as large as households in
the bottom quintile. Households in the top fifth have incomes almost 3 times as
large as do households in the middle fifth.

. Debt: For the typical household, rising debt, not arising stock market, was the big
story of the 1990s. Household debt grew much faster than household income in
the 1990s. By 1999, total household debt exceeded total household disposable
income for the first timein history. In 1998 the average outstanding debt for
households in the middle fifth of the income distribution was $45,800, up $11,800
since 1989.

. Stocks and Net Worth: Most Americans have no economically meaningful stake
in stocks. The top 1% of stock owners hold almost half of al stocks, by value. In
contrast, the bottom 80% owns just 4.1% of total stock holdings. The booming
stock market may have been the top financial story of the 1990s, but it has had
little relevance for most Americans. Less than half (48.2%) of all households own
any stock at al, either directly or through a pension fund, and only athird own
$5,000 or more. The net worth of middle income households — taking into account
all assets (family house, checking and savings accounts, stock holdings,
retirement funds) and all debts (mortgage, credit card debt, student loans, other
debts) — increased by just $2,000 in real terms between 1989 and 1998, from
$59,000 to $61,000.

. Poverty: Despite improvements in the second half of the 1990s, the national
poverty rate in 1998 was 12.7%, about the same as it was in 1989 and one
percentage point higher than in 1979. Child poverty remains stubbornly high. In
1998 almost one child in five (18.9%) lived in poverty. Among African American
and Hispanic children, more than one in three were growing up in poverty. The
U.S. uses an absolute (not a relative) standard of poverty that is adjusted for
family size. The poverty line was $16,530 in 1998 for a family with 2 parents and
2 children. Despite setting the poverty line so low, more than one in ten whites
and more than one in four African Americans and Hispanics lives in a household
whose income is below the poverty line.

How Well Does the U.S. Model Perform?



It isinstructive to compare the performance of the U.S. economy with that of other
OECD countries. The data show that the U.S. suffers from greater earnings and income
inequality and higher poverty rates than almost every other OECD economy. Due to the
highly unequal distribution of income in the U.S., low-wage workers and low-income
households here are almost universally worse off in absolute terms than their low-wage,
low-income counterparts in other, less-affluent countries.

Supporters of the U.S. model generally acknowledge the extremes of inequality in the
United States, but argue that the model provides greater mobility, greater employment
opportunities, and greater dynamism than other economies. The evidence, however, does
not support this view.

. Mobility: Economic mobility for low-wage workers and poor families appears to
be lower in the U.S. than in most European economies. Only 11.3% of the lowest
paid workers (workersin the lowest fifth of the earnings distribution) in the U.S.
in 1986 had moved to the upper three-fifths of the earnings distribution by 1991.
In contrast, the proportion that achieved such wage mobility in West Germany
was 16.6%, in France was 22.8%, in Italy was 22.8% in the United Kingdom was
23.6%, in Denmark was 20.7%, in Finland was 24.8%, and in Sweden was 18.4%.

. Job Growth: U.S. job growth rates in the 1990s were lackluster compared with
past rates of job growth in this economy and no better than several other OECD
countries with very different kinds of labor market institutions. Jobs grew in the
U.S. at an annual rate of 1.3% between 1989 and 1998. Job growth in Australia,
Ireland, Netherlands, New Zealand and Portugal exceeded that of the U.S. in
1989-98, while that of Canada and Spain came close to the U.S.

. Unemployment: While the U.S. is the only economy to escape rising
unemployment rates over the last two decades, several OECD countries still have
unemployment rates near or below that of the United States. The 1999
unemployment rate for the U.S. was 4.2%. OECD countries with unemployment
rates below 4% in 1999 are Austria, Netherlands, Norway and Switzerland. Japan
and Portugal have unemployment rates between 4% and 5%. Denmark and
Finland have unemployment rates between 5% and 6%.

. Nonstandard Work Arrangements. European observers often attribute U.S. job
creation to the growth of part-time work and self-employment. Thisisa
dangerous misconception. Part-time employment has been roughly constant in the
U.S. since 1979, varying between 17.1 and 18.1% of the workforce. Self-
employment has also been roughly constant during good economic times, varying
between 6.7 and 7.5% of the U.S. workforce. It reached 8.1% of the workforce in
1992, at the height of the last recession. Self-employment islower in the U.S. than
in al other OECD countries. (David G. Blanchflower, “Self-employment in
OECD Countries,” NBER Working Paper No. 7486, January 2000)



. Low-Skill Workers: Most importantly, the pattern of unemployment ratesin
OECD countries is completely inconsistent with the view that |abor market
ingtitutions in countries other than the U.S. have priced |ess-educated workers out
of jobs. In fact, the “flexible” U.S. labor market has the highest relative
unemployment rate for less-educated workers among all the OECD countries.
U.S. workers with less than a high school degree are 4.5 times as likely to be
unemployed than are college-educated workers. On average, for the rest of the
OECD countries, those with less than a high school degree are only 2.3 times as
likely to be unemployed. U.S. workers with a high school degree are 2.1 times as
likely to be unemployed than are college-educated workers. On average, for the
rest of the OECD, workers with a high school degree are only 1.5 times as likely
to be unemployed than are college-educated workers.

. Labor Productivity: Finally, while relative productivity levels in the U.S.
exceeded those in the rest of the OECD in 1960, 1973, and 1987, that was no
longer the case in 1997. Despite a recent pick-up in labor productivity growth
rates, the rate of productivity growth in the U.S. lagged that of all other OECD
countries except Switzerland in the 1980s and 1990s. As a result, virtually all
countries have narrowed the productivity gap with the U.S., and several countries
now have productivity levels that are as high or higher than in the U.S. These
countries are Western Germany, France, Belgium, Netherlands, and Norway.
These data suggest that the U.S. economy is among the least dynamic of the
OECD economies.

2. TheLabor Market Situation

Sustained low unemployment has had a positive effect on employment opportunities for
American workers. The last few years have brought expanded employment opportunities
to even disadvantaged groups — including women, blacks, and Hispanics. The long-term
rise in job instability and job insecurity, which continued well into the current expansion,
has finally abated. And the share of workers in nonstandard — often substandard — work
arrangements, such as temporary work and part-time work, has declined as opportunities
for regular full-time employment have increased.

Employment Growth

Since the end of World War 11, strong employment growth has been a hallmark of the

U.S. economy.(See Table 1) In large part, this has been the result of growth in the

working age population. In contrast to many other industrialized economies, the working
age population of the U.S. grew about 2% a year between 1967 and 1979, and about 1.2%
a year since then. Employment has also grown as a result of a rise in the overall labor
force participation rate, as the proportion of adult women seeking employment increased.
While the employment to population ratio for adult men decreased from 78.6% to 74.0%
between 1973 and 1999, the ratio for adult women increased from 42.2% to 58.5%.
However, most of the increase in female labor force participation took place between

1973 and 1989. The employment to population ratio for adult women reached 54.9% in



1989. As aresult the overall labor force participation rate, which grew at arate of 0.48%
per year in the 1970s and 0.28% a year in the 1980s, was virtually flat in the 1990s. The
overall labor force participation rate only grew by 0.06% a year in the 1990s. (See Table
2)

Rapid increases in both the working age population and in the female |abor force
participation rate between 1973-79 led to robust employment growth over that business
cycle. The rate of job growth slowed along with the growth of the working age
population between 1979 and 1989 despite continued increases in the femal e labor force
participation rate. The leveling off of the labor force participation rate and slower growth
in the working age population has meant slower employment growth over the current
business cycle. Indeed, the annual growth in employment over the current business cycle
isthe slowest in the post-war period.

Table 1 presents four measures of employment growth. The first two examine job

creation — nonfarm payroll employment (from a national survey of business
establishments) and civilian employment (from a national survey of households). The
second two indicators track the total “volume” of work — measured as the total number of
hours worked in the economy in a year and the total number of full-time equivalent jobs
(which combines part-time and full-time according to practices in each industry). Job
creation rates for 1989-99, whether measured using non-farm payrolls or counts of
civilian employment based on household surveys, were slow compared to earlier periods.
Civilian employment grew at about two-thirds of its rate for 1979-89 and just over half its
rate for 1973-79.

In absolute terms, however, job growth continued to be high. Data from the national
survey of business establishments shows that employment increased from 89.8 million in
1979 to 107.9 million in 1989 and 128.8 million in 1999. According to the household
survey, civilian employment in 1999 was 133.5 million in 1999 and the civilian labor
force was 139.4 million.

Low Wage Employment

Examining the national survey of business establishments shows that there was a major
shift toward employment in low-paying industries during the 1980s. The shift continued
in the 1990s, but at a much slower rate.

The 18.1 million increase in the number of payroll jobs between 1979 and 1989 involved
a loss 1.9 million jobs in manufacturing and mining, an increase of 0.7 million jobs in
construction, and an increase of 19.3 million jobs in services. By far, the largest amount
of job growth (14.2 million jobs) was in the two lowest paying service industries — retail
trade and services.

Between 1989 and 1999, the U.S. economy created an additional 20.9 million jobs. Job
loss continued in manufacturing and mining, but at half its earlier rate as employment in
these industries decreased by 1 million jobs. High paying jobs in construction and in



transportation and communication each increased by 1.2 million jobs (2.4 million jobsin
all). Retail trade, which isthe lowest paying industry, accounted for 25% of job growth
between 1979 and 1989, but only 16% between 1989 and 1999 (4.5 million jobs in the
earlier and 3.3 million jobsin the later period). Using the Employment Cost Index to
measure total hourly compensation shows that compensation in retail trade averaged
$9.92 in 1997. By comparison, overall average hourly compensation for al industries was
$17.97 while hourly compensation in manufacturing was $21.84.

As labor markets have tightened, low wage employment has contributed less to job
growth.

Unemployment

The unemployment rate for the U.S. fell to 4.2% for all of 1999, and is currently 4.0% in
July 2000. Thisislower than at any point in the last three decades, and is amost as low
as the 3.8% achieved in 1967 and the 3.9% experienced in 1947.

Overall unemployment declined from 7.4% in 1992, during the last recession, to 4.2% in
1999. The unemployment rate for men was 4.1% in 1999 compared with 7.0% in 1992;
for women it was 4.3% in 1999 compared with 6.3% in 1992; for blacksit was 8.0% in
1999 compared with 14.1% in 1992, and for Hispanics it was 6.4% in 1999 compared
with 11.4% in 1992. (See Table 3)

Underemployment

Underemployment is a broader measure than unemployment of lack of successin the

labour market. Underemployment includes unemployed workers as well as (1) those

working part time but who want to work full time (“involuntary” part-timers); (2) those
who want to work but have been discouraged from searching by their lack of success
(“discouraged” workers); and (3) others who are neither working nor seeking work at the
moment but who indicate that they want and are available to work and have looked for a
job in the last 12 months (“marginally attached” workers). In 1999, 5.9 million people
were unemployed, 3.4 million people worked part-time involuntarily, and 1.3 million
were discouraged or other marginally attached workers. In all, more than 10.5 million
people were underemployed. The underemployment rate was 7.5% in 1999 compared
with an unemployment rate of 4.2%. (See Table 4)

Nonstandard Work Arrangements

Three special analyses of nonstandard work arrangements were included in the
government’s monthly household survey in 1995, 1997 and 1999. No similar
comprehensive data exist for earlier years, although longer time trends exist for some

categories of nonstandard work — part-time and temp agency workers.

In 1999, about 75% of all workers held regular full-time jobs, leaving almost 25% of
workers in different nonstandard work arrangements including, regular part-time workers,
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temporary help agency jobs, on call jobs, independent contractors, and contract firm
employees. (These data exclude some categories of self-employed workers, mainly small
business owners, who make up about 5.5% of all employment in the U.S.) The share of
workers in nonstandard jobs fell as the labor market tightened between 1995 and 1999,
from 26.4% of the workforce to 24.8%. Regular part-time employment fell from 16.5%
of the workforce in 1995 to 15.5% in 1999, independent contractors fell from 6.7% to
6.3%, and temp agency employment was almost flat over this period despite rapid growth
in the 1980s. (See Table 5)

Total part-time work includes, in addition to those who are regular part-time workers,
those temps, contractors and the self-employed who work part-time schedules. The
proportion of the workforce employed part-time (in any kind of work arrangement) rose
steadily during the 1960s and 1970s, reaching 17.6% in 1979. Since then, it has remained
fairly constant, rising to 18.1% in 1989 and falling to 17.1% in 1999. Involuntary part-
time employment has fallen sharply since 1989.

We can also track the growth of employment through temporary help agencies over time.
Employment in the personnel services industry, which includes temporary help agencies,
increased from 0.3% of the total workforce in 1973 to 2.6% in 1999. In absolute terms,
employment in this industry increased from 247,000 to 3.4 million workers. In 1999, 3.0
million of these workers were employed by temporary help agencies.

Self-employment during business cycle peaks has varied between 6.7% and 7.5% of the
labor force since 1967. It rose to 8.1% of the workforce in 1992 during the last recession.
Therise in self-employment during periods of higher unemployment suggests that self-
employment is a refuge from unemployment for workers who are not able to find regular
employment.

Many nonstandard jobs provide substandard wages, and most lack health and pension
benefits. For example, nearly 60 percent of temporary workers lack any kind of health
insurance compared with less than 18% of regular employees in standard jobs. Less than
12% of temps are eligible for any type of employer-provided pension compared with 54%
of workersin standard arrangements. (See Table 6)

Nonstandard workers generally earn less than do workers with similar skillsin regular

full-time jobs. Controlling for education, years of work experience, and other personal
characteristics, most workers in nonstandard jobs earn considerably less than their

counterparts in standard work arrangements — women in part-time jobs, temporary

agency jobs, or who are self-employed earn between 17% and 25% less than other similar
women in regular jobs. These jobs tend to be concentrated in low-paying jobs and
industries. The pay penalty appears to be much lower when we control for both workers’
personal characteristics and the characteristics of the jobs they perform. (See Table 7)

3. Wages

Wage Growth and Benefits

11



After 15 years of stagnant or declining wages at the middle and bottom of the wage
distribution, real wages at all levels grew rapidly between 1995 and 1999. After adjusting

for inflation, the median wage for all workers grew 7.3% during 1995-1999. For workers

at the bottom, wages grew even more rapidly. The real wage of workersin the bottom

10% of the wage range rose a strong 9.3%. The highest paid workers — those in the top
5% -- had wage gains of 8.5%. Workers in the middle experienced the smallest gains
during 1995-99 (7.3%); for the entire decade of the 1990s men in the middle actually
experienced a fall in real wages of 1.2% despite the rise in their wages during the latter
period. (See Table 8) Hourly and weekly earnings for production and non-supervisory
workers have now turned up, but are still below their levels in 1979. (See Table 9 and
Figure 1)

This pattern of wage growth represents a change from past trends in inequality. In the
1990s, the bottom and the middle of the wage distribution grew closer together, while the
top continued to pull away from the middle.

The strong wage gains at the bottom result from two forces. The first is the series of
legislated changes in the legal minimum wage in 1990, 1991, 1996, and 1997. The
second force is the effect of sustained low unemployment, which had a beneficial impact
on wages of workers at the bottom, where unemployment fell the most.

Women’s wage rose more rapidly than men’s wages during the 1990s. As a result, the
wage gap between men and women narrowed. In 1999, the median woman worker earned
76.9% of what the median man earned, up from 73.1% in 1989. (See Table 10 and Figure
2)

Benefits — health insurance and employer-provided pensions — are highly unequal across
wage levels. Overall, 63% of workers had employer-provided health insurance in 1998.
However, 82% of workers in the top fifth had such coverage compared with only 30% of
workers in the bottom fifth. Fewer than half (49%) of private sector workers had
employer-provided pensions in 1999. However, almost three-quarters of workers in the
top fifth had pensions compared to less than one in five in the bottom fifth. (See Figure 3)

Total compensation for union workers substantially exceeds that of non-union workers.
Even after controlling for differences in education, work experience and other personal
characteristics of union and non-union workers, union workers’ total compensation is
about 28% higher.

The Working Poor
The minimum wage today is $5.15 an hour, higher than it was in the 1980s. However,
this is still less than the wage of $8.19 an hour necessary to allow a worker with two

children who is employed full time for the whole year to be above the poverty line. Even
after four increases in the federal minimum wage, its inflation-adjusted value was more
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than 20% lower in 2000 than in 1979. This has contributed to the persistence of large
numbers of workers whose wages are not sufficient to pull them out of poverty.

Wage growth since 1995 has reduced the share of workers earning poverty-level wages.
Nevertheless, in 1999, more than onein four (26.8%) of U.S. workers earned poverty-

level wages — less than $8.19 an hour. Women are much more likely to work in poverty-
level jobs than men. One in three women earn poverty-level wages, compared with one in
five men. Poverty-level work was especially common among racial and ethnic minorities.
In 1999, 30% of black men, 41% of black women, 40% of Hispanic men and 52% of
Hispanic women were in jobs that paid poverty wages. (See Figure 4)

Education and Wages

In 1999, 27.2% of workers had a four-year college degree or more. About 10% of the
workforce had less than a high school diploma. About one-third had a high school
diploma or equivalent, but no further education. Another third had some college,
including those who graduated from technical schools or two-year community college
programs, but had not earned a four-year degree.

Young workers 19 to 25 years of age, especially young high school graduates, were hurt
the most by erosion of wages between 1979 and 1995. Among high school graduates,
wages of young men fell from $12.19 in 1979 to $8.72 in 1995, while for young women
they fell from $9.01 to 7.43. However, entry-level wages increased substantially in the
second half of the 1990s. Between 1995 and 1999, real wages of young high school
graduates increased by a little more than 6% for both men and women. The recovery in
wage growth meant that in 1999, among young high school graduates, men earned $9.72
an hour and women earned $7.89. There is still a long way to go to get back to the wage
rates of 1979. (See Figure 5)

Entry-level wages among male college graduates were stagnant over the 1973-89 period
and fell 9.9% from 1989 to 1995. After growing by 11% between 1973 and 1989, wages

of young female college graduates then fell by 5% from 1989 t01995. However, between
1995 and 1999 among young college graduates, real wages rose 14.9% for men and 9.4%
for women. These men now earn $16.74 an hour compared with $16.07 an hour in 1979;
while women now earn $14.65 compared with $12.71 in 1979. (See Figure 5)

The pattern of wage growth in which there is a rising differential in wages between
college-educated workers and less educated workers has persisted in the 1990s. This is
often referred to as a “skill premium” for more skilled workers, but the terminology is
somewhat misleading. Wage trends for workers with post-secondary education, but less
than a four-year college degree, have followed those of workers with a high school
degree. Thus, “less educated” does not refer to the 10% of workers who never earned a
high school degree or equivalent but to the nearly three-quarters of the workforce that did
not graduate from a four-year college. Through 1995, the growth in the college-
noncollege premium was due to a sharp drop in the wages of workers with less than a
college degree, and not to a rapid increase in the wages of the college educated. Between
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1995 and 1999, wages for both groups of workers rose, but those of college educated
workers rose more rapidly. (See Table 11)

4. Social Insurance and Workers
Unemployment Insurance (Ul)

Unemployment insurance in the U.S. is a federal-state system established in 1935. Itsaim
was to partially replace lost income for workers who become unemployed, to reduce the
dispersal of skilled workers during temporary layoffs, to help maintain aggregate
purchasing power during recessions, and to prevent the breakdown of labor standards
during such periods. Itsfocusis on prime-age, full-time workers in periods of economic
downturns. It is not well suited to the needs of part-time, part-year, contingent, or self-
employed workers.

Ul isfinanced through employer taxes on wages. The Ul tax rate on firms varies with a

firm’s layoffs. To be eligible, a worker must have worked in Ul-covered employment and
have earnings that exceed a state-specified minimum that varies across the 50 states. Ul
provisions vary widely across the states, but all must comply with basic federal
regulations. Ul, which covered about 80% of full-time permanent wage and salary
workers in 1973, covers virtually all such workers today. Some part-time and temporary
workers, who meet the specified requirements in the state in which they are employed,
are also covered. States usually require at least $1,000 in earnings, with a higher level
required for higher benefits. Ul will replace up to one-half of lost earnings for up to 26
weeks. In periods of high unemployment, the federal government may institute a
temporary program that extends benefits beyond the 26-week period. In 1999, the weekly
benefit amount averaged $200. Ul generally replaces, on average, one-third of lost wages.
During the 1980s and 1990s only about 35% of all unemployed wage and salary workers
received Ul payments.

The average Ul payroll tax was 0.62% in 1998, down from 1.41% in 1978 and 0.90% in
1993. A few states that believe they have sufficient reserves in their Ul trust funds have
moved to zero tax rates for employers. Accumulated holdings in Ul trust funds equaled
1.51% of total payrolls in Ul-covered employment in 1998, compared with 1.71% in
1988 and 2.13% in 1973. Trust funds were depleted in the recessions of 1982 and 1991.
Total Ul benefit payments, which can exceed 0.5% of GDP during periods of recession,
were 0.23% of GDP in 1998.

A key federal requirement that states must comply with is that recipients of Ul benefits
must be “actively seeking work.” Recently, however, the U.S. Department of Labor
drafted regulations to allow states to use Ul reserves for paying benefits to households in
which parent have chosen to take parental or family leave. The Family and Medical
Leave Act entitles workers to 12 weeks of leave at the birth or adoption of a child or to
take care of a sick family member. However, the leave is unpaid, and many workers
cannot afford to take it. These new regulations address that situation and allow states to
use their Ul funds to provide benefits during such periods of leave. This essentially
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expands Ul to cover people who are not actively seeking work. The effect of this on the
Ul system’s ability to finance its core activities has not yet been examined.
(Source: Christopher J. O’Leary, “U.S. Unemployment Insurance: Progress and
Prospects,Employment Research, Upjohn Institute for Employment Research,
Kalamazoo, Ml, July 2000)

Earned Income Tax Credit (EITC)

The Earned Income Tax Credit is a credit against federal personal income tax liability.
Unlike most other tax credits in the U.S., the EITC is refundable. That is, if the credit
exceeds tax liability, the taxpayer receives the difference in cash from the Internal
Revenue Service. The credit is available only to the employed, with benefits varying
depending on whether the family has zero, one, or two children. The effect is the same as
a wage subsidy — for every dollar earned, the credit adds 8, 34 or 40 cents depending on
the number of children.

The EITC program presently costs over $30 billion annually, making it the largest
entitlement program in the federal budget, aside from health programs and Social
Security. For a family with two children, the EITC provides a tax credit of $40 for each
$100 wages earned up to a maximum of $9,500 in wages. At that point, the family
receives the maximum credit of $3,816. For earnings between $9,500 and $12,500, the
family continues to receive a tax credit of $3,816. As the family’s earned income rises
above $12,500, the tax credit is reduced and is phased out very rapidly. A family with an
income greater than $30,850 is no longer eligible to receive the tax credit, no matter how
large the number of children.

The maximum benefit for a family with no children under the EITC is $347. It phases out
to zero at an income of $10,200. For a family with one child, the maximum benefit is
$2,312, which phases out completely at an income of $26,900. For a family with two or
more children, the maximum benefit is $3,816, which phases out at an income of
$30,850.

Research suggests that the EITC is more effective in moving families over the poverty
line than any other government program. Use of the EITC is high, especially compared to
other income support programs — 85% of those eligible for the credit apply for it. (This
compares with just two-thirds of those eligible for unemployment insurance who apply

for it.)

A major reason for the popularity of tax credits such as the EITC over traditional public
assistance (“welfare benefits”) is their inherent work incentive. From 1984 to 1996
(before welfare reform was effective), employment rates for single mothers with children
increased significantly. Several researchers have demonstrated that the EITC program
increases labor force participation, and one study attributes the bulk of the increase in
employment rates to repeated expansions of the EITC.
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5. Major Reasonsfor the Turnaround

Policy makers and the business press, as well as many economists, point to the

“flexibility” of U.S. labor markets as an explanation of the long period of low
unemployment enjoyed by the U.S. The argument is that the “deregulated” U.S. labor
market has enabled the U.S. economy to adapt to technology shocks more easily than
other industrialized economies. The success of the U.S. economy, and the failure of some
prominent European countries to match that success, is attributed to the weak bargaining
position of American workers — the result of the “employment-at-will” doctrine that

allows employers to fire most workers without cause and with little warning, the low rate
of union representation, the low levels and short duration of unemployment benefits, the
downward flexibility of wages, and the large sector of low wage and contingent workers.

But, as Dean Baker and John Schmitt have shown (“The Macroeconomic Roots of High
European Unemployment,” Economic Policy Institute, June 1999) such microeconomic
explanations of differences in unemployment experiences are questionable. While
European labor markets clearly have more rigidities than U.S. labor markets, it is not at
all evident that they have more rigidities than they did twenty or thirty years ago, or that
they have become more rigid relative to the U.S. Indeed, if anything, the U.S. labor
market is less flexible today than in the 1970s and 1980s.

As the data on the U.S. labor market presented earlier shows, U.S. employment growth in
the current expansion is not based on an increase in the share of part-time and contingent
jobs, since these have actually contracted. The U.S. is creating a larger share of regular
full-time jobs than it did in 1995. In general, the growth of the low wage sector of the

U.S. economy has moderated substantially in the 1990s compared to the 1980s. Wages at
the bottom are rising, and the wage gap between men and women has narrowed.

Moreover, unemployment has been low in the U.S. despite an increase in social
regulation of the employment relationship. Examples include passage of the Americans
with Disabilities Act, which requires employers to make all reasonable accommodations
to employ handicapped or ill workers, and the Family and Medical Leave Act, which
entitles workers to 12 weeks of leave at the birth or adoption of a child and to care for
sick family members. Finally, the National Labor Relations Board, under the leadership
of William Gould for most of the 1990s, has been more favorable to labor’s interests than
any Board in recent memory.

While rigidities may not have increased in European labor markets relative to the U.S., it
is sometimes argued that the underlying economy has changed. As a result, the more rigid
labor markets in some European countries make it difficult for these economies to adjust
to the spread of information technology and the increase in global competition. The basic
argument is that either technology or trade has led to a significant increase in the relative
demand for more highly skilled workers and a significant decrease in the relative demand
for less skilled workers. In either case, the decline in the relative demand for less-skilled
workers should have led to a fall in the relative wages for the less skilled. As documented
above, The U.S. has experienced a large decline in the relative wages of the three-

16



quarters of the work force without a college degree. In Europe, no similar decline in the
wages of less skilled workers occurred. In the standard view, the failure of relative wages
to fall in Europe isthe cause of high European unemployment.

However, this sort of relative demand shift explanation isinconsistent with the basic
features of European unemployment. If the problem is that wage rigidities are preventing
afall in the relative wages of |ess-skilled workers, then the rise in unemployment should
be concentrated among the less skilled. As discussed earlier in this paper, the ratio of the
unemployment rate of less-educated workers to that of the college-educated workersin
higher in the U.S. than in all OECD countries. Less-educated workersin Europe are
actually less likely to be unemployed, relative to better-educated European workers, than
are their less-educated U.S. counterparts.

The problem is not that labor market rigidities have raised the rel ative unemployment
rates of less-educated workers in Europe. Rather, it is that some other force appearsto
have raised the unemployment rate of all workers in some countries relative to ratesin
theU.S.

The reasons for this phenomenon must be sought in macroeconomic explanations, and
not in microeconomic arguments about labor market rigidities or relative demand shocks.
The obvious candidate is differences in monetary and interest rate policies between the
U.S. and Europe.

Even after arecent cut in interest rates, the real short-term interest rate set by the
European central bank still stands at more than 1.5%. For much of the last decade, the
various European central banks were holding real short-term interest rates in the range of
3.0%-4.0%. That persistently high real interest rates led to slow economic growth and
high unemployment should come as no surprise to macroeconomists. In striking contrast,
the U.S. Federal Reserve Board, under the leadership of Alan Greenspan, allowed the real
interest rate to fall to zero in 1992 and to remain at zero for nearly two full yearsin
response to problems of unemployment and excess capacity. More recently, the U.S. has
benefited enormously from the Federal Reserve Board'’s willingness to ignore the
consensus on NAIRU in the conduct of monetary policy.

In 1994, economists in the U.S. — from moderate liberals like Paul Krugman and Alan
Blinder, to conservatives like Martin Feldstein and Alan Greenspan — were virtually
unanimous in believing that the NAIRU was 6% — that is, that the unemployment rate
could not fall much below 6.0% without triggering an inflationary spiral. Fortunately,
Alan Greenspan was willing to keep interest rates low, and did not abort the economic
expansion with high interest rates as most economists advised. The unemployment rate
has now been below 5.5% for more than four years, and below 5% for more than two.
Instead of rising, inflation, by every measure, is lower today than it was in 1994. In short,
the history of the last few years has completely disproved the accepted view within the
economics profession.
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What has been different about the U.S. expansion isits acceleration after the first five
years. Theinitial recovery was not particularly remarkable. After fallingin 1991, GDP
rose at an average rate of just over 3% through 1996. Unlike most recent recoveries,
however, it then picked up steam, averaging over 4% growth through 1999 and growing
even more quickly in the last 12 months.

There are four main causes of the “second wind”: (1) the absence of inflationary shocks
from outside the economy; (2) the willingness of the Federal Reserve Board to continue
to accommodate growth with relatively low interest rates; (3) the stock market bubble and
the boom in consumer spending; and (4) the feedback effect of growth itself on
innovation and on investments in new technology.

For much of this long expansion, growth has been driven by a boom in consumer
spending. Consumer spending has outstripped the growth in personal disposable income
since 1993. Personal savings are at 0.2% of disposable personal income, close to their all-
time low, while household debt (even excluding “margin debt” used to finance

speculation on the stock exchange is excluded) is now nearly 100% of disposable income
— an all-time high. Most households are simply running up credit card debt. Richer
households are borrowing against the capital gains on their stock market holdings.
Relatively low nominal interest rates have accommodated this run-up in personal debt.
Despite the increase in household borrowing, debt service — what it costs households each
month to make the payments on this debt — has not increased much. Debt payments
totaled 13.4% of disposable income, the same as in 1989 and only slightly higher than the
12.8% figure in 1980.

Corporations have been shoring up stock market gains by buying back their own stock.
They have been net purchasers of stock, so despite the stock market bubble and the run-
up in share prices, stock market gains have not been available to finance investment.
Corporations have bought equities and financed investment in new equipment and
technology by running up debt as well. Corporate debt has been rising rapidly relative to
corporate GDP for the last two-and-a-half years, and reached 74% of corporate GDP by
the end of 1999, another record. (Source: Wynne Godley, “Drowning in Debt,” Levy
Institute Policy Note, Jerome Levy Institute, June 2000)

While the growth of consumer spending has moderated recently, investment spending has
picked up. Investment now fuels the expansion. Non-residential fixed investment has
been growing at a 20% rate in the first half of 2000, led by a surge in investment in
equipment and software.

Overall, taking consumption and investment together, private expenditure has risen much
more quickly over the 1990s than total output. This has led to an unprecedented event — a
large private sector financial deficit. In real terms, this has been possible because of the
large deterioration in the U.S. balance of payments. The already large U.S. trade deficit
has ballooned over this decade.

6. Islt Sustainable?
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The high productivity growth rates achieved in the U.S. during the last two years auger
well for the future. Unit labor costs are falling even as wages rise because of the strong
growth in labor productivity. The strong private-sector-driven economic expansion
during the 1990s has reinforced the sense that government has little to do with economic
success. In fact, as arecent book from the National Academy of Sciences (National
Research Council, Funding a Revolution: Government Support for Computing
Research, Washington, DC, National Academy Press, 1999) makes clear, it is
government funding of risky investments in research and development that financed the
information technology revolution.

More to the point, the analysis of the preceding section suggests that changesin
government policy will be necessary to sustain the expansion.

The Federal Reserve Board has raised key interest rates by 1.75 percentage points since
June 1999. This has already moderated the rate of residential construction (new housing),
and may be having an effect on consumer spending. Further increasesin the interest rate
will jeopardize the long expansion.

Private sector borrowing probably cannot continue at its current over-heated pace. At
some point, the ability of companies and households to repay debt out of current income
will place alimit on their capacity to borrow. Should private net saving (of households
and businesses) recover to its usual levels over the next few years, growth would be
threatened and a recession would be a distinct possibility. The projected budget surplus
would disappear. To sustain growth and head off a recession, the government would have
to undertake expansionary fiscal policy even as the budget was already moving back into
deficit.

Finally, although the U.S. appears to have suspended the law of gravity with respect to its
rapidly ballooning trade deficit, thisis an issue that will sooner or later need to be

addressed. Slower growth in the U.S. economy could, for example, trigger a major

decline in the U.S. stock market and subsequent withdrawal of “hot money.” That, in
turn, could trigger a disorderly decline in the exchange value of the dollar. Whatever the
scenario, it would be far better for policy makers to address the trade oefice

markets force the correction in the dollar.

The fault lines are clear, and have been so for some time. Whether they will bring an end
to the expansion is difficult to predict. What is evident, however, is that changes in
monetary, fiscal and exchange rate policies can do much to guarantee that the expansion
is sustained.
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Measures of employment

Tablel
Employment growth, 1947-99 (annual percentage rates of growth)

Full-time Working- Labor-force

Nonfarm Civilian Hours of equivalent age participation
payroll employment work* employment* population rate**
1947-67 2,0% 1,3% 1,7% 1,8% 1,2% 0,07
1967-73 2,6 2,3 17 19 2,1 0,20
1973-79 2,6 25 19 2,3 1,9 0,48
1979-89 18 17 1,6 17 1,2 0,28
1989-99 18 13 15 1,6 11 0,06

*Figure for 1947-67 refersto 1948-1967; for 1989-99, to 1989-

98.

** Average annual percentage-point change.

Source: Authors' analysis of BLS and NIPA data.

Table2
Employment rates, 1973-99 (per cent)

1973 1979 1989 1992 1999
All (16 and over) 578 59,9 630 615 643
Adults (age 20 and
over)

Men 786 765 745 721 740
White 792 773 754 731 748
Black 737 691 670 643 675
Hispanic 81,3 803 794 752 796

Women 422 477 549 548 585
White 416 473 549 549 580
Black 472 493 546 536 615
Hispanic 383 437 505 488 539

Source: Authors analysis of BLS data.



TABLE 3
Unemployment rates, 1947-99

Total Male Female White Black Hispanic*
1947 39 4,0 3,7 n.a n.a na
1967 3,8 31 52 34 n.a n.a
1973 49 42 6,0 43 9,4 7,7
1979 58 51 6,8 51 12,3 8,3
1989 53 52 54 45 11,4 8,0
1992 7.4 7,0 6,3 6,5 14,1 11,4
1999 42 41 43 3,7 8,0 6,4

*Hispanic category includes blacks and whites.

Source: Authors analysis of BLS data.

Table4
Underemployment, 1999

Thousands
Civilian labor force 139.368
Unemployed 5.880
Discouraged* 331
Other marginally attached* 979
Involuntary part time 3.357
Total underemployed 10.547
Underemployment rate** 7,5%
Unemployment rate 4.2%

*Marginaly attached workers are persons who currently
are neither working nor looking for work, but who indicate
that they want and are available for ajob and have |ooked
for work in the last 12 months. Discouraged workers are
the subset of the marginally attached who have given a
job-market-related reason for not currently looking for a
job.

**Total underemployed workers divided by the sum

of the labor force plus discouraged and other marginally
attached workers.

Source: Authors analysis of BLS data.
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Table5
Employed workers by work arrangement, February, 1995-1999

Percent of all employed

Work arrangement 1995 1997 1999
Regular part-time 16,5 16,0 15,5
Temporary help agency 1,0 1,0 0,9
Oncall 1,7 1,6 15
Independent contractors 6,7 6,7 6,3
Contract firms 0,5 0,6 0,6
All nonstandard 26,4 25,9 248
Regular full-time 73,6 74,1 75,1

Source: Authors' analysis of BLS (1995, 1997, 1999). All data are for
Feburary.

Table6
Health and pension cover age by nonstandard work arrangement, 1999
(percent)
Share with health insurance Share eligible for
pension**
Employer- Included in
provided*  All sources  pension plan All sources
Temporary help agency 8,5 41,0 58 11,8
On call 21,1 67,3 225 29,0
Independent contractors n.a 73,3 19 2,8
Contract firms 56,1 79,9 40,2 53,9
Standard arrangements 57,9 82,8 48,3 54,1

*Excludes incorporated and unincorporated self-employed and independent contractors.
** Percent eligible for employer-provided pension plan; excludes incorporated and
unincorporated self-employed, but includes self-employed independent contractors.

Source: Authors analysis of BLS (1999).
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Table7
Wages of nonstandard wor kers compared to regular full-time
workers, by sex and work arrangement, 1995

Work arrangement Women Men

Controlling for personal
characteristics

Regular part time -20% -24%
Temporary help agency -17 -21
Oncall -21 -9
Self-employed -25 -13
Independent contracting -14 -5
Contact company -- 7

Controlling for personal
and job characteristics

Regular part time -5% -10%
Temporary help agency -- -8
Oncall -6 -
Self-employed -6 8
Independent contracting 7 12
Contact company 11 9

-- Indicates that the difference is not statistically significant. All other differences are statistically
significant.

Source: Kalleberg et al. (1997) analysis of CWS
data.
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Table8
Wagesfor all workersby wage per centile, 1973-99 (1999 dollars)

Percentile*

Y ear 10 20 30 40 50 60 70 80 90 95
Real hourly wage

1973 $6,30 $7,60 $9,04 $10,51 $12,05 $13,82 $16,05 $18,35 $23,06 $28,94
1979 6,67 761 893 1051 11,89 13,78 16,29 1899 23,31 28,28
1989 560 6,97 835 998 11,60 1355 16,12 19,28 24,35 29,91
1995 553 6,76 808 951 11,07 13,10 15,62 1891 24,43 30,64
1999 6,05 735 8,72 10,10 11,87 1393 16,45 19,93 26,05 33,25
Doallar change

1973-79 $0,37 $0,00 -$0,10 $0,00 -$0,16 -$0,05 $0,24 $0,64 $0,25 -$0,65
1979-89 -1,07 -064 -058 -053 -029 -023 -017 029 104 1,62
1989-99 045 039 036 012 027 039 033 065 170 334
1989-95 -0,06 -0,20 -0,27 -047 -053 -045 -050 -037 0,08 0,74
1995-99 051 059 064 059 08 083 08 102 162 261
1979-99 -062 -025 -022 -041 -002 0,16 016 094 2,73 4,97
Percent change

1973-79 58% 01% -1,1% 0,0% -13% -03% 15% 35% 11% -2,3%
1979-89 -161 -85 65 50 -24 -17 -10 15 45 5,7
1989-99 8,1 5,6 4,3 1,2 24 29 2,1 34 70 11,2
1989-95 11 29 33 47 46 -33 -31 -19 0,3 2,5
1995-99 9,3 8,8 79 6,2 73 6,4 53 5,4 6,6 8,5
1979-99 93 -33 -24 -39 -02 11 1,0 49 11,7 176

* The Xth percentile wage is the wage at which X% of the
wage earners earn less and (100-X)% earn more.

Source: Authors' analysis.
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Table9
Hourly and weekly earnings of production
and nonsupervisory workers, 1947-99* (1999 dollars)

Real average Real average
Y ear hourly earnings weekly earnings
1947 $7,78 $313,79
1967 12,30 467,40
1973 13,91 513,18
1979 13,87 495,09
1982 13,38 465,75
1989 12,98 449,07
1992 12,55 431,77
1995 12,50 431,08
1999 13,24 456,78
Business cycles Annual growth rate
1947-67 2,3% 2,0%
1967-73 2,1 1,6
1973-79 0,0 -0,6
1979-89 -0,7 -1,0
1989-99 0,2 0,2
1989-95 -0,6 -0,7
1995-99 15 15
1979-99 -0,2 -04

*  Production and nonsupervisory workers account for more than 80% of wage and
salary employment.

Source: Authors analysis.
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Table 10
Changesin the gender wage differential, 1973-99 (1999 dollars)

Women'’s
Median hourly share of
wage
Y ear Male Female Ratio employment
1973 $14,62 $9,23 63,1 38,5
1979 14,93 9,38 62,8 41,7
1989 13,57 992 731 45,2
1999 13,40 10,31 76,9 46,5

Source: Authors'
anaysis.
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Table11
Changein real hourly wagefor all by education, 1973-1999 (1999 dollars)

Lessthan
high High Some Advanced

Year school school college College degree
Hourly wage

1973 $11,64 $13,34 $14,37 $19,46 $23,53
1979 11,58 12,99 13,89 18,21 22,24
1989 9,73 11,86 13,32 18,68 24,08
1995 8,57 11,33 12,67 18,80 24,80
1999 8,83 11,83 13,37 20,58 26,44

Annualized percentage change

1973-79 -0,1% -0,4% -0,6% -1,1% -0,9%
1979-89 -1,7 -0,9 -04 0,3 0,8
1989-99 -1,0 0,0 0,0 1,0 0,9
1989-95 -2,1 -0,8 -0,8 01 05
1995-99 0,8 11 14 2,3 1,6
1979-99 -11 -0,5 -0,3 0,2 0,5

Share of employment

1973 28,5% 38,3% 18,5% 10,1% 4,5%
1979 20,1 38,5 22,8 12,7 6,0
1989 13,7 36,9 26,0 15,6 79
1995 10,8 33,3 30,5 17,3 8.0
1999 10,8 32,3 29,6 18,6 8,6

Source: Authors’ analysis.
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Figure 1 Hourly wage and compensation growth
of production/nonsupervisory workers, 1959-99
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Figure 2 The gender earnings gap, 1973-99
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Figure 3 Health insurance and pension coverage, 1979-98
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Figure 4 Share of workers earning poverty-level
wages, 1973-99
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Figure 5 Entry-level wages of male and female high
school graduates, 1973-99
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