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Is the “Full Employment” Glass Half Full? February 10, 2016

The term “full employment” has been used for decades by economists and policymakers to signify a strong and
healthy labor market, in which all workers who want a job have one except for those who lack skill or ability
(structural unemployment) or are simply in a period of transition between one job to another (frictional
unemployment). Therefore, full employment is not analogous to zero percent unemployment. Though it bears no
precise definition, full employment most commonly means the level of employment achieved by an unemployment
rate above zero percent that is consistent with stable

inflation (also known as NAIRU—the non-

accelerating inflation rate of unemployment—or the

“long-run Phillips curve”).t Full employment is often 0%
seen as a moving target—most empirical studies

Quarterly Unemployment Rates Compared to
FOMC Longer Run Projections

Longer Run Unemployment Rate Range = Unemployment Rate (Quarterly)

claim it falls within a range of possible values. In fact,
members of the FOMC have lowered their projection
of the longer-run unemployment rate to a range of
4.7-5.8 percent unemployment (effectively what the
Fed estimates NAIRU to be).2 This range is viewed as
approaching full employment_3 2010 2011 2012 2013 2014 2015

Note: Unemployment rate range by FOMC announcement date, which shifted in 2013
forward. Actual quarterly unemployment data by calendar quarter.
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However, this measure has become increasingly

problematic as a proxy of labor market health. For instance, while today’s U-3 “official” unemployment rate of 4.9
percent falls within the traditional concept of full employment, it would be imprudent to assume a healthy labor
market given that other labor market indicators continue to show significant slack. The current elevated level of the
long-term unemployed as a share of the jobless and the declining labor force participation rate are troubling signals
of the relative health of the labor market. As a result, traditional estimations of full employment appear less useful
in determining the broader health of the labor market than in the past.

Furthermore, while federal law establishes full employment as an official policy goal, blind commitment to full
employment at all costs can actually be counterproductive to its achievement. Federal policymakers have an
important role in fostering a free-market economy in which Americans enjoy ample opportunities for employment,
but some policymakers have viewed the federal government as the paramount facilitator of the labor market. Today,
most economists and many policymakers now recognize that government cannot know in a timely manner the level
of full employment to fine-tune policy effectively. Given the difficulty of properly understanding the underlying
reasons for labor market movements, policymakers’ ability to directly influence labor market outcomes through
fiscal and monetary policies is limited and at times errant despite best intentions. Absent policy distortions, the
private sector is the true driver of labor market dynamism and strength.

Generally Defined but No Consensus on Exact Value

Colloquially, full employment is generally taken to mean the level of employment at which additional demand in the
economy will not create more jobs. The Congressional Research Service (CRS) defines full employment as “the
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Measures of Unemployment in the Context of Full Employment

Conceptually, the Bureau of Labor Statistics (BLS) defines the labor force as consisting of employed and
unemployed workers. The unemployment rate is the share of the labor force who are without a job, currently
available to work, and who actively sought work in the past 4 weeks. The BLS publishes several specific
measurements of unemployment to give a better picture of the utilization of the labor market, as a percent
of the civilian labor force:

e U-1: Persons unemployed 15 weeks or longer
e U-2:Job losers (whose employment ended involuntarily) and persons who completed temporary jobs
e U-3 (official unemployment rate): Total unemployed

e U-4:U-3 plus discouraged workers (a subset of the marginally attached who want a job, are available
to work, and looked for work in the past 12 months, but not in the past 4 weeks specifically because
they believed that no jobs were available to them), as a percent of the civilian labor force plus
discouraged workers

e U-5:U-4 plus all other persons marginally attached (who want a job, are available to work, and looked
for work in the past 12 months, but not in the past 4 weeks) to the labor force, as a percent of the
civilian labor force plus all persons marginally attached to the labor force

e U-6: U-5 plus total employed part time for economic reasons, as a percent of the civilian labor force
plus all persons marginally attached to the labor force

The U-3 rate is considered the official rate and is the rate used in projections by the Congressional Budget
Office, the Office of Management and Budget, and the Federal Open Market Committee. In the current labor

III

market environment, however, many analysts are referring to the U-6 measure as the “real” unemployment

rate given its broader scope of labor utilization.

Declining labor force participation, particularly among prime-age workers, suggests that there is considerable
slack, or underutilization, left in the labor market. Federal Reserve Chair Janet Yellen noted this in recent

£

testimony before the Joint Economic Committee: “...while we are close to full employment or maximum
employment, at least to my mind there remains some margins of slack in the labor market. Part-time,
involuntary unemployment remains too high. Labor force participation is a declining trend. But nevertheless,

| think it is to some extent depressed by the fact that the job market hasn’t been stronger.”

There are also several general terms associated with different types of unemployment, which in theory inform
the appropriate policy response, but in reality are difficult to determine:

e Frictional: unemployment due to persons moving between jobs

e Structural: unemployment arising from technical changes in the products and services demanded,
leaving a mismatch between skills and needs

e Cyclical: unemployment due to business cycle flows through recessionary periods, resulting from
inadequate economic activity (aggregate demand)
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concept that all of the economy’s labor and capital resources are in use—there is little idle capacity and
unemployment is at its natural rate.”> The natural rate of unemployment is the sum of structural and frictional
unemployment. Despite lacking specific measure, it is widely acknowledged that the recession caused the economy
to fall far below full employment.® Given the Federal Reserve’s current projected short- and longer-run ranges for
the normal unemployment rate, many economists and analysts would consider the economy currently at or near
“full employment.”” Thus, according to some, the economy has achieved a balance in which there is no remaining
cyclical unemployment (which is said to occur when there is not enough aggregate demand) nor pressures pushing
inflation higher.

Full Employment in Name Only?

Reaching the definitional threshold of full employment, if it is even possible to pinpoint in a timely manner, does not
necessarily translate into a healthy and thriving labor market, and that is particularly true of the current labor
environment. Other labor indicators clearly demonstrate that some slack still remains in the labor market,8
suggesting that the general definition of full employment requires further scrutiny.

Labor force participation, discouraged workers, and long-term unemployed have yet to fully recover from the recent
recession, even when adjusting for demographic changes. As a percent of the jobless, the share of long-term
unemployed (27 weeks or more) remains elevated at 26.9 percent in January, and nearly double its 40-year pre-
recession average.® The number of discouraged workers remains significantly above its pre-recession average at
623,000 (not seasonally adjusted). In addition, the employment-to-population ratio, which is the ratio of employed
to the population age 16 and older, remains well below pre-recession levels at 59.6 percent.1?

Furthermore, the overall labor force participation rate remains near a recovery low of 62.7 percent in January, 3.0
percentage points below the recovery start, even as the national unemployment rate ticked down to 4.9 percent. The
labor force participation rate for prime working-age Americans (age 25-54) is down 1.8 percentage points since the
start of the recovery to 81.1 percent. Even adjusting for population changes for this age group, roughly 3.2 million
prime working-age Americans are out of a job and nearly 2.3 million are out of the labor force compared to before
the recession.!!

What Full Employment Meant Then and Means Now for Policymakers

The unemployment rate, and subsequently its implications for full employment, may have been a useful rule of
thumb in the past for labor market strength. However, this is only true as long as other labor market indicators follow
in tandem. Broader labor market indicators bear greater examination for labor market health. The reasons for
workers to find themselves jobless or leave the labor force may suggest a different remedy today than the stimulative
measures initially pursued through fiscal and monetary policies during and in the immediate aftermath of the recent
recession. Many economists and policymakers believe that, at least in theory, using these macroeconomic
stabilization tools as “counter-cyclical” policy stimulus can boost economic growth in times of distress and rein in
growth when the economy is perceived to be overheating (i.e.,, when growth is occurring at an unsustainable rate
and demand outpaces production, leading to higher prices). However, the reality is that the appropriate policies may
not be chosen at all or in a timely manner, and the wrong move may prove to yield a worse outcome for the economy
than would have occurred had no action been taken at all.

When President Obama appealed to Congress to pass the 2009 American Recovery and Reinvestment Act (ARRA),
the Council of Economic Advisers (CEA) released an analysis claiming that ARRA would keep unemployment below
8 percent. Instead, in the months after ARRA was enacted, the unemployment rate shot up to 10 percent. Throughout
the subsequent years, the unemployment rate remained above the Administration’s promise. In fact, it remained
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above the level the CEA projected if Congress had passed no stimulus at all. The CEA expected that the
unemployment rate would return to 5 percent by 2013, a benchmark only recently achieved in late 2015.12

In addition, the $830 billion added to the deficit due to ARRA came at both a fiscal and economic cost. The deficit hit
a record $1.4 trillion in 2009, and trillion-dollar deficits continued through 2012. In addition, the nonpartisan
Congressional Budget Office (CBO) projected that the long-term costs of ARRA will reduce GDP by up to 0.2 percent
after 2016. CBO explained that ARRA’s long-run effect will result from the increase in government debt, as each
dollar of additional debt crowds out about one-third of a dollar of private domestic capital.!3

A Close Encounter with Full Employment at Any Cost

With the passage of the Employment Act of 1946, which also established the Council of Economic Advisers and the
Joint Economic Committee, U.S. federal government policy expanded to include pursuit of full employment. However,
what constitutes full employment was not explicitly defined in the Act, given its imprecise definition.1* This was, in
part, application of economist John Maynard Keynes’ theory that government spending is necessary to boost
aggregate demand. Its inclusion in many advanced countries’ policies after 1945 is what Austrian economist
Friedrich A. Hayek termed as “perhaps the most dangerous legacy which we owe to the great influence of the late
Lord Keynes.”15

Hayek argued that not all unemployment above the natural rate is indicative of insufficient aggregate demand, and
pursuit of full employment through spending to increase aggregate demand risks not only chronic inflation, but
imposes a pervasive mismatch between the type of labor supplied and the type of labor demanded by employers.
Hayek goes on to note the true problem is to achieve a distribution of labor with a sustainable level of high
employment without artificial stimulus. However, Hayek cautions that we are incapable of knowing what that
distribution of labor is beforehand.16

If one believed that the right to employment and use of the government as employer of last resort is the stuff of
Hollywood and House of Cards, it may surprise that these were once considerations in Congress as means to achieving
full employment. As noted by the St. Louis Fed, the original sponsors of the Employment Act of 1946 believed that
massive global unemployment contributed to the rise of National Socialism in Germany, setting the stage for World
War I1.177

In the United States, the unemployment rate rose from an average of roughly 4.5 percent between 1900 and 1930 to
25 percent by 1933, before falling to an elevated level of 15 percent by 1940.18 The initial draft of the proposed
legislation, titled the Full Employment Bill of 1945, stated that “all Americans able to work are entitled to an
opportunity for useful, remunerative, regular, and full-time employment,” 19 suggesting that America’s private
enterprise could not generate the conditions necessary for full employment. Economists James M. Buchanan and
Richard E. Wagner contend that the legislation implied the free enterprise economy was “officially conceived to be
unstable.”20

The bill was subject to lengthy debate, including arguments highlighting the inability to accurately forecast full
employment, the risk of higher inflation from efforts to reduce unemployment, and particularly about whether the
right to employment was socialistic and “alien to the basic principles of the United States.”2! The right to employment
language, as well as the word “Full” in the bill title, was ultimately removed from the final version, the Employment
Act of 1946, and full employment as a policy goal became a statement of intention rather than a requirement.
Furthermore, the law also recognized maximum employment, production, and purchasing power as important
economic goals.22
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Full Employment at Any Cost: A Near-Redux

The unemployment rate averaged 4.6 percent from 1950 to 1970, but the rate began to rise once again, reaching
above 8 percent by 1975. To the surprise of many, inflation was also high, rising above 8 percent, running counter
to the understanding that there was an inverse relationship between inflation and unemployment (originally known
as the Phillips curve). It was becoming clear that government policy could not permanently trade higher inflation for
lower unemployment.23 Following the stagflation of the 1970s, occurring when both the unemployment rate and the
inflation rate were significantly elevated and economic growth slowed, the specter of the right to employment
appeared again in the Full Employment and Balanced Growth Bill of 1976 (informally known as the Humphrey-
Hawkins Act). After more than two years of intense debate, the right to employment language was stricken once
more, leaving full employment as one of the intended economic goals, along with increased real income, growth in
productivity, price stability, and balance of trade and budget, that the federal government is expected to attain.2

The final version, entitled the Full Employment and Balanced Growth Act of 1978, also set explicit targets for
unemployment and inflation, which could be amended by Congress.25> The debate amongst policymakers as to
whether citizens have “the right to a useful and remunerative job,”2¢ and implicitly, that the government should be
an “employer of last resort”27 has continued in iterations over the past several decades. Buchanan and Wagner note
in the context of a free society, though labor market readjustments can be postponed by policymakers in pursuit of
full employment, they cannot be prevented.28

Recognition of the significant limits to direct fiscal management of the economy ultimately prevailed. Nonetheless,
the language suggests that the federal government pursue maximum employment as one of its objectives through
fiscal policy measures, as well as coordination of fiscal and monetary policies, given the Federal Reserve’s mandate
to pursue price stability and maximum employment through monetary policy measures.29

Considerations Going Forward

There are significant tradeoffs associated with using fiscal and monetary policies to bring the economy back to full
employment. Federal borrowing to meet that goal comes with long-term economic costs and exacerbates
intergenerational inequities.3? Indeed, CBO stated as much in its aforementioned evaluation of the long-term effects
of ARRA. Similarly, using expansionary monetary policy to artificially lower the cost of credit and thereby boost
employment comes with the risk of distorting prices and inflating market bubbles and malinvestments in the
economy. This inevitably leads to the unintended, economically deleterious consequences of misused resources and
subsequent economic losses.

Furthermore, the underlying reasons for changes in economic or labor market trends may not necessarily be well
understood in order to determine the appropriate policy. For example, structural changes underlying the economy
can be confused with cyclical changes. As noted in the aforementioned CRS report, if a worker leaves the labor force
to attend school in order to switch careers, such a move would be considered structural, while leaving the labor force
for school because there is currently no work available would be considered cyclical.3! Buchanan and Wagner
emphasize that “we must try to understand the institutional processes that may have produced an observed result
before we act on the end result itself.”32

Today, it is widely understood that monetary policy can only affect unemployment in the short term. The FOMC has
stated that it does not have a specified fixed goal for full or “maximum” employment, but rather, “policy decisions
must be informed by its members’ assessments of the maximum level of employment, though such assessments are
necessarily uncertain and subject to revision.”33 Furthermore, the San Francisco Fed notes that relying on a single
labor market indicator “has become more difficult since the Great Recession, which is why policymakers have made
it clear that they will rely on a broad range of indicators when gauging labor market conditions.”34 As such, in
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anticipation of the labor market and inflation continuing to progress towards their longer-run trends, it is expected
that following the initial target federal funds rate hike of 25 basis points announced in December 2015, the Fed will
continue to cautiously wind down accommodative policies as it continues to monitor those indicators in pursuit of
its mandates.

Perhaps more concerning is that, once slack in the labor market dissipates, the economy may look markedly different
from previous realizations of “full employment.” Many analysts and experts are starting to suggest that the U.S.
economy is on pace for a slowdown given that productivity, population, and labor force growth, and subsequently
hours worked, are slowing. It is quite possible that the recession, paired with longer-term structural trends in
technology and demographics, as well as policy changes that affect the reward of work, have altered incentives to
participate in the workforce, in hours worked, and in starting and growing businesses. Many policies that the
Administration pursued and offered in the aftermath of the recession are estimated to negatively affect the labor
market. For example, CBO projected that a proposed federal minimum wage to $10.10 per hour could amount to an
employment reduction of as much at 1 million workers.35 In addition, CBO also estimates the implementation of the
Affordable Care Act will cause a labor force reduction of roughly 2 million full-time equivalent workers by 2025.3¢
Further, the Administration issued a record number of 82,036 pages of regulation to the Federal Register in 2015,
amounting to more than 3,378 final rules and regulations and adding to the near-$2 trillion in lost economic
productivity and higher prices due to cumulative regulatory burdens.3?

Rather than the Administration’s policies, Congress should look to pro-growth, structural policy measures and
reforms, including changes in spending and tax provisions, and deregulatory measures that aim to increase the
incentives for potential workers to find jobs, and for businesses and entrepreneurs to hire and train workers.38
Above all, in this uncharacteristically slow-growth environment, it remains more important than ever that Congress
and the Federal Reserve avoid taking hasty action that risks destabilizing an already fickle economy.
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