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Real market economies have always 
been much more turbulent than the 
static textbook descriptions of the com-
petitive market equilibrium. People are 
perpetually adapting to new products, 
production technologies, and competi-
tors. A manifestation of this economic 
dynamism is that at all times, whether 
in booms or busts, some jobs—and 
even whole fi rms—are being created 
while others are being lost. As a result, 
workers are reallocated from declin-
ing fi rms or sectors to other parts of the 
economy. Because of the human and 
economic costs of the resulting dislo-
cation, community leaders frequently 
try to forestall job losses, even as they 
try to promote employment growth. 

However, economists view worker 
reallocations as a necessary part of 
economic growth, as both job creation 
and job destruction appear to be nec-
essary for a dynamic, growing econ-
omy. While everyone understands that 
entrepreneurs must be able to attract 
new labor in order to form new fi rms 
or expand existing ones, not everyone 
understands that without the ability to 
shed less-productive workers or those 
whose jobs are no longer needed, entre-
preneurs will be less willing to hire in 
the fi rst place. 

It is easier for fi rms to adjust their 
workforces in fl exible labor mar-
kets than in less fl exible ones, creat-
ing or destroying jobs as necessary. 
Such fl exibility is critical to economic 
growth, and regions with more of it 
grow more than those without. 

In this Economic Commentary, we 
examine the fl exibility of each state’s 
labor market and fi nd that it varies 

widely. Higher rates of fl exibility are 
correlated with higher growth rates for 
both output and employment. Differ-
ences in the industrial structure and 
the size distribution of fi rms across 
states account for some of the inter-
state variation in rates of job creation 
and destruction, but a sizable por-
tion remains unexplained. Some other 
likely factors are tax policies, economic 
regulation, and worker skill levels. 

 Job Reallocation and 
Economic Growth

The fl exibility of a labor market can be 
measured as the amount of “excess” 
reallocation of labor that occurs, that 
is, the amount of job turnover that 
goes on above and beyond what would 
have been required to achieve an 
observed net change in employment 
(see box). In fi gure 1 we show excess 
reallocation rates for U.S. states from 
1989 to 2003. These rates are calcu-
lated from data on job creation and 
destruction—changes due to establish-
ment startups, expansions, contrac-
tions, and shutdowns—obtained from 
the Statistics of U.S. Business (SUSB) 
from the U.S. Census Bureau and 
Small Business Administration.

The variation in excess reallocation 
rates is driven by differences in both 
job creation and job destruction. On 
average, states with higher creation 
rates also have higher destruction 
rates, leading to higher rates of excess 
reallocation. The statistical correlation 
between job creation and destruction 
rates across states is relatively high 
(0.536). 

There is also a defi nite regional pat-
tern: Rates of both job creation and job 

destruction are higher in faster-grow-
ing states in the South and on the West 
Coast than in slower-growing states 
in the Midwest. These fi ndings tell us 
that labor markets are more dynamic in 
faster-growing states. 

The Midwestern states of Wisconsin 
and Iowa exemplify a less dynamic 
labor market. Their rates of job cre-
ation and destruction were the low-
est in the country. In an average year 
during the 1989–2003 period, about 
14 percent of new jobs came from 
the expansion of existing fi rms or the 
creation of new ones. For those two 
states, about 12 percent of jobs were 
terminated as fi rms contracted or shut 
down, leaving a net gain of only about 
2 percent per year over this period. 

In sharp contrast, southern and 
West Coast states tended to have rela-
tively high rates of both job creation 
and destruction. During this period, 
Florida, Arizona, and Nevada had 
the highest job creation rates (about 
20 percent). These states also had high 
rates of job destruction, with about 
17 percent of jobs in Florida and Ari-
zona being terminated each year. While 
creation and destruction rates were 

As companies and consumers 
adapt to a changing marketplace, 
jobs are eliminated and new ones 
are created. Rates at which this 
happens vary across states and 
refl ect the fl exibility of the labor 
market. More fl exible markets 
are associated with faster growth.



much higher in those states than in the 
Midwest, the extent of the variation in 
rates was masked by relatively small 
differences in net employment changes. 

 Why Rates Vary
Some of the variation that exists across 
states can be explained by two fac-
tors—which industries are in each 
state, and the size or age of fi rms.

Industry Composition
Firms differ across industries in terms 
of age, size, growth rates, and capital 
intensity, all factors known to affect 
job creation and destruction rates. 
States and regions specialize in differ-
ent industries, so industry composi-
tion is likely to be a major factor in 
explaining interstate differences in job 

creation and destruction. If a state spe-
cializes in industries like construction, 
professional, scientifi c, and technical 
services or administrative and support 
services, where rates of job creation 
and destruction are about 20 percent, it 
is also likely to have relatively higher 
job turnover rates in the aggregate. 
Alternatively, if a state’s economic 
activity is concentrated in industries 
like manufacturing, where job creation 
and destruction rates are about 10 per-
cent, it is likely to have a relatively 
lower job turnover rate in the aggre-
gate. Midwestern states are a good 
example of the latter: manufacturing 
has a relatively strong presence and 
rates of excess reallocation are lower 
(see fi gure 1). 

Some simple calculations show that 
differences in industry mix do account 
for some of the variation in job cre-
ation and destruction rates across 
states. We arrive at this conclusion by 
comparing each state’s actual aver-
age job creation and destruction rates 
with rates they would have had if 
each of their industries had created 
or destroyed jobs at the national rate 
for the industry. (We used two-digit 
North American Industry Classifi ca-
tion System defi nitions for industries, 
for example, manufacturing, mining, 
fi nance and insurance, educational ser-
vices, construction, etc.) 

By setting the industry-level job cre-
ation rates equal to the correspond-
ing national rates, we isolate the effect 
of industry composition on states’ 
job creation rates. If industrial struc-
ture caused the interstate variation in 
job creation rates, the hypothetical 
rates would be close to states’ actual 
rates and the results of our calcula-
tions would look like what actually 

occurred. The further the hypothetical 
job creation rates are from the actual 
rates, the more important other sources 
of variation in job creation rates across 
states must be. 

Figure 2 reports how each state’s hypo-
thetical and actual job creation rates 
compare to the national rate. We did 
the same calculations for job destruc-
tion rates and report those results in 
fi gure 3. (In both fi gures, states are 
sorted by actual rates relative to the 
national rate.) We fi nd that industry 
composition accounts only for about 30 
percent of the variation across states. 
The hypothetical rates predict much 
less variation than is actually observed. 

For example, Arizona’s actual job cre-
ation rate was about 22 percent higher 
than the U.S. rate, but if Arizona’s 
industries had created jobs at the same 
rates as the national rate for those 
industries, its aggregate rate would 
have been only 3 percent higher than 
the U.S. rate. At the other extreme, 
Wisconsin’s job creation rate was 
about 18 percent lower than the U.S. 
rate, but had its industries grown at the 
national rate, the state’s aggregate rate 
would have been only 5 percent lower.

The results are similar for states’ job 
destruction rates. Again, the hypotheti-
cal calculations predict much less varia-
tion than is actually observed. Florida’s 
actual job destruction rate was about 
17 percent higher than the U.S. rate, but 
its hypothetical value was only about 
5 percent higher. Wisconsin’s actual 
rate was 20 percent below the national 
average, whereas its hypothetical rate 
was only 2 percent below. Looking at 
fi ner levels of disaggregation, by both 
industry and geography, other research-
ers have found similar results. 

FIGURE 1 AVERAGE EXCESS JOB REALLOCATION RATES 
(PERCENT), 1989−2003

Source: Statistics of U.S. Business (SUSB) for from the U.S. Census Bureau and Small Busi-
ness Administration, <http://www.sba.gov/advo/research/data.html>.

Measuring Job Creation, 
Job Destruction, and 
Excess Reallocation 

Job creation measures employ-
ment gains summed over all 
establishments that expand or 
start up each year. The job cre-
ation rate is calculated as the 
total number of jobs created 
by new fi rms or added at exist-
ing fi rms, divided by the state’s 
total employment. Similarly, job 
destruction measures employ-
ment losses summed over all 
establishments that contract 
or shut down. A state’s job 
destruction rate is calculated 
as the total number of jobs that 
were destroyed by either clos-
ing or contracting fi rms, divided 
by the state’s total employment. 
The net employment change 
equals the job creation rate 
minus the job destruction rate. 

The excess reallocation rate is 
defi ned as the sum of job cre-
ation and job destruction rates, 
minus the absolute value of the 
net change in employment. For 
example, Ohio’s job creation 
rate was 14.7% in 2003 and its 
destruction rate was 13.9%. In 
total, 28.6% of jobs were real-
located, which was 27.8% in 
“excess” of what would have 
been necessary to obtain the net 
employment change of 0.8%. 
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Size Distribution of Firms
Another source of differences in job 
creation and destruction rates is the 
variation in fi rms’ age and size distri-
bution across states. New fi rms tend to 
start small for various reasons. As they 
produce and become more confi dent 
about their costs and prospects, they 
gradually grow to their optimal size. 

This process of size adjustment usu-
ally involves job turnover. Research-
ers who have tested the implications of 
these models fi nd that a fi rm’s growth 
tends to diminish with size. Others fi nd 
that job creation and destruction rates 
are higher for smaller and younger 
establishments. 

The age and size distribution of a 
state’s fi rms is likely to be affected 
by their stage of growth. States with 
expanding economies tend to have 
younger, and thus smaller, fi rms 
because of the higher entry rate driven 
by population growth; consequently, 
they are likely to have higher job cre-
ation and destruction rates.

Unfortunately, we cannot directly ana-
lyze this possible source of rate varia-
tion with the data we have because 
these data don’t track fi rms’ ages. 
However, data are available on the 

size of fi rms, a related phenomenon. 
We fi nd that rates of job creation and 
destruction vary substantially across 
fi rms of different sizes. Small fi rms 
have the highest job creation rates, but 
they also have the highest job destruc-
tion rates. Employment growth (the 
difference between the two) is also fast-
est for smaller fi rms. The biggest differ-
ences between job creation and destruc-
tion rates occur in fi rms of one to four 
employees, where creation rates are 
about 18 percent higher, and with fi rms 
of fi ve to nine employees, where the 
difference is down to about 4 percent. 

The distribution of fi rms’ sizes differs 
signifi cantly across states. For exam-
ple, over a third of Montana’s employ-
ment comes from fi rms with fewer 
than 20 workers; the comparable share 
for Nevada is less than a fi fth. In cal-
culations similar to those used above 
to analyze the effects of industry com-
position on job creation and destruc-
tion rates, we found that differences 
in fi rms’ size distribution account for 
about a quarter of the variation in job 
creation and destruction across states. 
(When we did the same analysis for 
manufacturing to check whether there 
might be industry-specifi c size-group 
effects, the results were similar.)

 Other Explanations
A sizeable portion of the differ-
ences across states in job creation and 
destruction remains unexplained. Some 
studies on international differences in 
job creation and destruction patterns 
have looked into the role of labor mar-
ket policy. Higher fi ring costs (like 
those associated with unionization) 
lead not only to lower destruction rates 
but also to lower creation rates because 
these costs make fi rms hesitant to hire 
additional employees. Firing costs 
vary across U.S. states: Unionization 
rates tend to be higher in midwestern 
and northeastern states, and southern 
states tend to have right-to-work laws. 
However, these and other labor law dif-
ferences are likely to explain less of the 
wide variation across states than across 
countries because the institutional differ-
ences across countries tend to be larger. 

Other economic policies, such as tax 
policies and economic regulation, 
could also play a role. Policies that 
encourage or inhibit the formation and 
expansion of successful fi rms and, 
equally important, the dissolution and 
downsizing of unsuccessful ones, will 
lead to variation in rates.

Finally, differences in job types may 
account for some of the variation. 

FIGURE 2 RELATIVE JOB CREATION RATE, 
1989−2003

FIGURE 3 RELATIVE JOB DESTRUCTION RATE, 
1989−2003

Source: Statistics of U.S. Business (SUSB) for from the U.S. Census Bureau and Small Business Administration, <http://www.sba.gov/advo/research/data.html>.

IA
PA

RI
OH

IN
WV

HI
MN
NH

SD
NY

KS

LA
WY

GA
CA

UT
TX

NV

AR

KY
MO
IL
MA
NE
CT

DC
ND

ME
VT
WI

MI
NC
SCMS
ALTN VANJ

MDDE MTOK
OR
WA
NM
ID
AK
CO
FL AZ

-25 -20 -15 -10 -5 0 5 10 15 20 25

Hypothetical
Actual

Percent above or below U.S. rate

IA
NE

VT
IN
WV
AR
KS

DC
MO

HI
IL
NH

MI
VA
AL
MA

ID
WY

NJ
GA

CA
TX
CO

FL
AZ

AK

NM
WA MDNV UT

ORLA

OK
NY

DE
TN
CT
SC
RI

MT
MS
NC
KY
OH
ME
PA
MN
SD

ND
WI

-25 -20 -15 -10 -5 0 5 10 15 20 25

Hypothetical
Actual

Percent above or below U.S. rate



Paul W. Bauer is an economic adviser at 
Federal Reserve Bank of Cleveland, and 
Yoonsoo Lee is an economist at the Bank.

The views expressed here are those of the 
authors and not necessarily those of the 
Federal Reserve Bank of Cleveland or 
the Board of Governors of the Federal 
Reserve System or its staff. 

Economic Commentary is published by 
the Research Department of the Federal 
Reserve Bank of Cleveland. To receive 
copies or be placed on the mailing list, e-
mail your request to 4d.subscriptions@
clev.frb.org or fax it to 216.579.3050. 
Economic Commentary is also available 
on the Cleveland Fed’s Web site at www.
clevelandfed.org/research.

We invite comments, questions, and sug-
gestions. E-mail us at editor@clev.frb.org.

PRSRT STD
U.S. Postage Paid

Cleveland, OH
Permit No. 385

Federal Reserve Bank of Cleveland
Research Department
P.O. Box 6387
Cleveland, OH 44101

Return Service Requested:
Please send corrected mailing label to the 
above address.

Material may be reprinted if the source is 
credited Please send copies of reprinted 
material to the editor.

Some workers, like construction work-
ers, might move from job to job more 
often than others. 

Because differences in job creation and 
destruction rates are important indica-
tors of labor market fl exibility, more 
research is needed to better understand 
all of the factors at work in causing 
these differences. 
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