Low unemployment
A low rate of unemployment is, in any economy, a very important objective. From an economic perspective, unemployed workers represent unused spare capacity, preventing the economy from operating at full capacity. On a personal level, unemployment often means financial hardship, exclusion from everyday interaction with other people, and, in severe cases, depression. This lesson investigates the features of unemployment and the various strategies used in order to keep the unemployment rate at a minimum.
What is unemployment?
While most of us have a general idea of what unemployment means, it is important that you use the correct definition for the purposes of IB Economics.
 
Important
Unemployment is defined as people of working age who are actively looking for, but who are unable to find a job.
For example, while you are a student, either in the IB or at university, you will not be classified as "unemployed". While you are of working age, you are not actively looking for a job. Similarly, after the national retirement age, which may vary from one country to another, you are no longer classified as unemployed, even if you are actively looking for work!
The unemployment rate is the number of people who are unemployed as a percentage of the working age population. The unemployment rate is always expressed as a percentage and calculated using the formula:
Number of people who are unemployed (according to the definition)Total nr of people in the workforce (not the whole population)×100
Example: In the United Kingdom, the active working population in 2011 amounts to 32 million people. Unemployment statistics show that 2.3 million people of working age are actively looking for, but cannot find a job. Thus, the unemployment rate in the UK was:
2.3 million32 million×100=7.19 %
Difficulties in measuring unemployment
There are a number of problems associated with measuring unemployment. First of all, the definition only includes people who are actively looking for a job. People who have been out of work for a long time may eventually give up hope and stop looking for one. As they do so, they are no longer included in unemployment statistics. Most countries have therefore made unemployment benefits conditional upon recipients actively looking to find employment.
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Second, it should be remembered that unemployment statistics show a national average. The unemployment rate within particular age groups (for example, among people younger than 25) is often higher. Indeed, by the end of 2009, the national unemployment rate in Spain was 19.4 per cent which is very high in itself, but the unemployment rate among youths was more than 40 per cent! In much the same way, unemployment rates can vary between geographical locations. It is also common for some ethnic groups to have a higher unemployment rate than others, either because of differences in education or language, but often also due to discrimination. In many industrialised countries, the unemployment rate among women tends to be slightly higher than among men. Monitoring of gender discrimination continues to improve, but unemployment statistics like these can probably also be explained by reference to social and cultural factors.
[image: Americas Unemployment Crisis]
Finally, unemployment statistics fail to show so-called "hidden unemployment". This category includes, for example, people who are looking for a full-time job but who are only working part-time, and people who are over-qualified for their jobs. It may also be that people in countries with low or non-existing tuition fees enrol in further education courses in order to receive student benefits and thereby escape unemployment.
Costs of unemployment
There are many reasons as to why governments are very keen to keep unemployment at a low level. The costs associated with unemployment can be broken down into several categories, and they apply both to the individual and to society as a whole.
Costs to the economy in general and to society as a whole
The fact that unemployment exists in an economy means that there is spare labour capacity. The consequence is that the economy, ceteris paribus, is operating inside its production possibility curve. In other words, it does not produce the level of output it could produce if everyone had a job. Furthermore, the unemployed do not have income and consequently do not pay income tax. Instead, they are likely to receive unemployment benefits from public authorities. This means that the economy not only loses output and tax revenue, there are also outright costs in terms of benefits to the unemployed.
In addition to the purely economic costs, unemployment also has other undesirable effects on society as a whole. Areas with high unemployment rates often see higher rates of crime and vandalism, increased poverty and homelessness, parallel market activities and more.
Costs to the individual
People who are unemployed obviously receive less income than they otherwise would, and in some countries, they do not even receive unemployment benefits when they have been out of work for a certain period of time. In almost all cases, this means a lower living standard for the unemployed individual. In addition, long term unemployment often has psychological effects such as depression and stress over not being able to find a job. In combination with being excluded from the social circle that is work, this can in extreme cases lead to deteriorating mental health and higher risk of suicide.
 
Examiner Tip
For an excellent report on the American unemployment crisis occasioned by the "credit crunch" and how it affects even people who would, objectively, seem to be on the right career path, please have a look at this video from CBS 60 Minutes.
Types and causes of unemployment
When investigating the different types of unemployment, theoretical economists often make a distinction between equilibrium and non-equilibrium unemployment. Equilibrium level unemployment is sometimes referred to as natural unemployment, and it is, as the name suggests, the unemployment that exists despite the economy operating at the so called "full employment" level of output. That is, the unemployment that naturally exists even though the economy is operating at long run macroeconomic equilibrium. Equilibrium level unemployment can be further subdivided into three categories depending on its cause. These are frictional, seasonal and structural unemployment.
Frictional unemployment
Frictional unemployment is short-term unemployment that exists as a result of a time-lag when people are switching jobs, or going from education to find their first real job. For example, for those of you who have watched the TV-series Friends, Chandler, one of the characters, quits his job in data processing to find something that he really enjoys doing. He is unemployed for a few episodes before he finds a job in marketing. This is an illustration of natural unemployment.
In order to keep the natural unemployment rate to a minimum, the government should make sure to facilitate the job-seeking process, for example by offering career services or job centres to job seekers. The most important thing for any government in these situations is to make sure that the frictional, short-term unemployment does not become permanent. Many right wing economists and politicians also argue that reducing unemployment benefits is an effective strategy when it comes to dealing even with short-term unemployment, seeing that the opportunity cost of not working is increased.
Seasonal unemployment
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Seasonal unemployment is unemployment that exists because people work for part of the year, while they are unemployed during another season. For example, skiing instructors will have an easy time finding work during the winter, while their skills are likely to be less in demand during the summer. The government may deal with such unemployment by encouraging people to take different jobs during different seasons. For example, a skiing instructor during wintertime may work as a life guard during the summer.
Structural unemployment
Structural unemployment is undoubtedly the worst type of equilibrium unemployment. It denotes the situation where there is a mismatch between the skills possessed by the unemployed, and the skills asked for by firms. In most cases, this is because there is a permanent decline in the demand for a particular type of labour and, as a result, structural unemployment is often long term. For example, in many Western countries, jobs in manufacturing industry are constantly declining while there are jobs available for software engineers and pharmaceutical researchers. Because the people who previously worked in the manufacturing sector do not possess the skills necessary to perform the two latter jobs mentioned, there is structural unemployment.
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There are several causes of structural unemployment, but the one that features most prominently in the press is that jobs are "disappearing" to countries where the cost of production is lower. For example, many manufacturing jobs that previously existed in Western Europe have now moved to China where wages are lower. Another reason might be that new technologies have rendered certain jobs unnecessary. In addition, it might well be that consumer tastes change to such an extent as to render a particular type of labour unnecessary. When personal computers were introduced, the demand for typewriters steadily declined to eventually render the entire typewriter production sector superfluous.
Solving the problem of structural unemployment is one of the great challenges of many governments in the world of today. The rapidly changing economic environment makes long-term demand for specific categories of products and services more volatile. Can you predict how the demand for mobile phones will change over the next 20 years? Will it increase even further or will we all be using some other means of communication? In order to anticipate future unemployment trends, the government will have to make such estimates.
One of the key ways in which the government may deal with structural unemployment by taking aninterventionist approach is by designing education systems that allows for workers to be more flexible, and to offer adult retraining programmes to make it easier for people to switch jobs. It might also adopt special tax systems whereby workers who are willing to move to other parts of the country in order to find work get tax reliefs, or, indeed, offer tax relief directly to firms if they retrain their workers to perform other tasks. More market based ways of dealing with structural unemployment would include cutting welfare costs so as to encourage labour mobility by increasing the opportunity cost of not working, as well as re-regulating the labour market in order to make it easier for firms to hire and fire employees, thereby increasing flexibility.
 
Examiner Tip
In some countries, there is growing support for the, originally American idea, that people who receive unemployment benefits should do at least some work for the general community. For more on this idea, have a look at this article published in The Economist.
Disequilibrium unemployment
Disequilibrium unemployment or real unemployment exists when the economy is not operating at long term macroeconomic equilibrium, but at a lower level of real GDP. This means that the supply of labour is greater than the demand for labour. Disequilibrium unemployment can be divided into two different categories depending on its cause: real-wage (classical) unemployment, and demand-deficient (cyclical) unemployment.
Real-wage (classical) unemployment
Real wage unemployment is the type of unemployment that neo-classicals often blame as the cause of disequilibrium unemployment. They argue that the discrepancy between supply and demand in the labour market is a result of government intervention and trade union activity, resulting in strict minimum wage legislation. When demand for labour drops, or when the supply of labour increases, the result should be that the price of labour, wages, falls. Because the real wage is kept at a higher level however, the quantity of workers demanded will remain low. This is illustrated in the diagram below.
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Because the wage is kept at Wintervention, the number of workers demanded remains at qintervention. If the market would be free from government and trade union activity, the wage would drop to wmarket and the quantity of workers demanded would hence increase to qmarket where the economy would be allowed to operate at macroeconomic equilibrium.
 
Examiner Tip
Note that government and trade union activity in the labour market is a type of market failure. The principle is the same as the imposition of a floor price for any other product or service. However, the labour market stands out as being the most important in the entire economy, and there may be many reasons as to why a government wishes to operate a system of minimum wages despite the problems caused.
Demand-deficient (cyclical) unemployment
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This type of unemployment is intimately associated with the business cycle. When Keynes construed his LRAS curve, he accounted for the fact that, during some periods, the economy will be in recession. At such points, aggregate demand will be much lower than during booms, and, as aggregate demand is low, firms do not need employees to produce products and services. The result is that unemployment increases.
Recessions are illustrated by the horizontal section of the Keynesian LRAS curve. During times when real GDP is low, Keynes argued that the government should take measures so as to increase AD and thereby increase the need for firms to start employing workers. This, he argues, can be done without causing inflation. The result would be to even out the fluctuations of the business cycle, and thereby keep unemployment at a steady level.
Keynes argued that the best way to increase AD is to increase government spending by launching big construction projects or simply by increasing the number of people employed by public institutions. The reason why an increase in government spending is preferred to policies targeted at increasing the other components of aggregate demand is the insight that it changes in the other components, i.e. private consumption, investments and net exports that have caused the fluctuations in the business cycle in the first place. Government spending should therefore be increased when the other factors are low, and decreased when the other factors of aggregate demand are higher.
 
What you should know
· Unemployment is defined as people of working age who are actively looking for, but who are unable to find a job.
· It may be difficult to measure unemployment, both because some people are not included in official statistics and because of “hidden unemployment”.
· Unemployment carries costs both to society in general and to the individual.
· Unemployment can be divided into equilibrium and non-equilibriumunemployment depending on its cause.
· Equilibrium unemployment includes frictional, seasonal and structural unemployment.
· Non-equilibrium unemployment includes classical (real-wage) and demand-deficient (cyclical) unemployment.
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