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What Constitutes Substantial Employment

Gains in Today’s Labor Market?
Mark E. Schweitzer and Murat Tasci

The Federal Open Market Committee (FOMC) has tied its asset purchases to a “substantial improvement” in labor market
conditions. While we don’t speculate on what the FOMC means by substantial improvement, we do explore the level of
monthly job gains that would gradually deliver the underlying trend unemployment rate within a reasonable timeframe,
under several plausible scenarios. We find that the path of monthly job gains, which is highly dependent on a few key
parameters, is likely to be smaller than the path associated with previous recoveries.

The Federal Open Market Committee (FOMC) announced comparisons across previous recoveries don’t account for

in its December 2012 statement that asset purchases will potential changes over time in the underlying determinants
continue as long as the outlook for labor markets does not of employment growth. So instead of a historical compari-
improve substantially.! This made the overall size of the son, we use an economic model to evaluate the employment
purchase program a function of the labor market outlook, gains associated with progress on the unemployment rate.

along with the program’s "likely efficacy and costs. The model allows us to explore the impact of three criti-

There are many measures of labor market conditions, and cal factors influencing employment growth trends. These
the FOMC is likely to consider a broad range of indica- factors are the projected level of aggregate output growth,
tors when it determines whether improvement qualifies slowing growth of the U.S. labor force, and less dynamism
as substantial.> Nonetheless, employment growth and the in the U.S. labor market relative to the 1980s. We show that
unemployment rate are the most closely followed labor each of these channels has important effects on the expected
market measures and the best contemporaneous indicators path of improvements in the labor market. For us, an im-

of labor market conditions.? Looking at those two measures, ~ provement in the labor market corresponds to a reduction in
we explore the level of employment growth that might best labor market slack—that is, a decline in the unemployment
represent a substantial employment gain. rate toward its long-run trend (or natural rate), which is

estimated to be 5.8 percent. Our figure is on high side of the
central tendencies of the FOMC'’s projections for long-run
unemployment, which go from 5.2 to 6 percent.* Ultimately,
the level of improvement that is deemed “substantial” will
be in the eye of the beholder, but we will consider outlooks
which make steady and meaningful progress in lowering
unemployment toward this natural rate.

One way to approach the question is to look back at periods
of strong growth in past recoveries. We have data going
back to 1939, and looking at the best six-month period of
employment growth in the U.S. economy (February 1946

to August 1946), we observe job gains of over a half mil-
lion per month. With the size of today’s labor market, that
rate of growth would represent almost 2 million new jobs

per month! Even the 75th percentile for growth in any Overall, we find that the current economic environment is
six-month period since then suggests a monthly rate of job associated with smaller employment gains than have been
gains now of around 450,000. typically seen in the past. Indeed, the scenarios that we view

as relevant in today’s economic environment would produce
average employment gains of 150,000 per month or less for
the current year.

Obviously, these numbers would be great going forward,
but any current benchmark should fall within the realm of
possibility given today’s labor markets. Moreover, simple
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Table 1.

Employment Growth under Different Scenarios

Average monthly employment gains, thousands

63.6 percent—no doubt a reflection of
the length of time that the participation
rate has declined since the end of the
recession and its history of being only

slightly cyclical. Finally, our estimates

Model SPF GDP Cyclical 1980s labor SPF GDP with .
scenario LFPR market  cyclical LFPR confirm that the flows of people into and
Turnover: Low  Turnover: Low  Turnover: Low  Turnover: High  Turnover: Low out of unemployment continue to be low,
GDP: High GDP: Low GDP: High GDP: High GDP: Low . . . g I
LFPR: Trend  LFPR:Trend  LFPR: Cyclical  LFPR: Trend  LFPR: Cyclical primarily reflecting a long-run decline in
2013 149 108 07 297 106 turnover trends that has been previously
identified in related work (Tasci, 2012;
2014 160 92 225 119 165 Tasci and Zaman. 2010)
, .
2015 104 156 174 80 224 . .
Long run - - . - . Based on the typical cyclical response
to an output gap, the model projects a
6.5 pelrcent 2014:03 2015:03 2014:03 2013:04 2015:03 relatively strong recovery in economic
unemployment
rate by y growth for the current year (3.1 per-

Note: Monthly employment gains for 2013 include the Q1 average of only 21,000 per month from the

household survey.

A Simple Model of Output and Labor Markets

In order to quantify the extent of the employment gains that
would be consistent with an improvement in the labor mar-
ket, given current conditions, our model of labor markets
explicitly incorporates the level of economic growth, the
labor force participation rate, and the level of dynamism in
the labor market as defined by job finding and separation
rates. The model is based on Tasci (2012), which accounts
for the effects of job finding and job separation rates on the
unemployment trend, modified to incorporate changes in
the labor force participation rate.’

Our model treats each of the four variables as a combina-
tion of a trend component, which moves relatively slowly
over time, and a cyclical component, which fluctuates with
the business cycle. Cyclical changes in the job separation,
job finding, and labor force participation rates are related
directly to the movements in the cyclical component of real
output. For instance, a deep recession will generate a sharp
decline in the job finding rate and a large rise in the separa-
tion rate, as well as a decline in the participation rate. As the
cyclical component of output gradually disappears, output
growth will gradually return to its long-run trend, and the
unemployment flow and labor force participation rates

will return to their trend levels at a rate based on their past
adjustment history.

Using data on unemployment flow rates, labor force par-
ticipation rates, and real GDP between 1948:Q1 through
2013:Q1, we estimate the model and calculate the trend
components for all the variables.® We call this our model
scenario. These trend estimates are based on the historical be-
havior of all the variables in the model. The model indicates
a current unemployment rate trend of 5.8 percent (which
can be interpreted as a natural rate), along with a significant
output gap (-2 percentage points as of last quarter).

The model indicates that today’s labor force participation
rate of 63.3 percent is essentially very close to its trend,

cent), which reduces the output gap to
below 1 percent by the end of the year.
In this model, that recovery path reduces

the projected unemployment rate gradually to below 6.5 per-
cent by 2014:Q3. Given this path of the unemployment rate
and the modeled labor force participation rate, we can calcu-
late an expected number of monthly employment gains that
is consistent with a relatively strong labor market recovery.’
This employment gain is defined in terms of the household
survey (which is used in the unemployment rate calculation),
but, on average, over time, the payroll employment gains

should be similar.

"Two results stand out in this projection under the model
scenarto. First, once the unemployment rate reaches 5.8 percent
in the long run, employment gains of only 46,000 a month
would be sufficient to keep it there. This is a direct con-
sequence of the slow labor force growth projected by the
declining trend in the participation rate in our model scenario.
Second, monthly gains of 149,000 are sufficient to bring the
unemployment rate down gradually to 7 percent by the end
of the year and to lower the unemployment rate below
6.5 percent by the third quarter of 2014. Labor market slack
is completely eliminated by the end of 2015.

While the model estimates are interesting, they build in
statistical estimates, and therefore modeling assumptions,
for the three critical factors cited above when determining
the employment gains per month. Each of these factors is
subject to some debate, and alternative estimates are worth
considering. For example, the economic forecasts of most
economists suggest that the baseline projection for GDP
growth in our model is overly optimistic in the near term.
Similarly, other researchers have suggested that the labor
force participation rate might have more of a cyclical compo-
nent than our model projection implies. Finally, since labor
market turnover declined significantly over time, exploring
its potential impact would be useful.

To investigate the quantitative importance of these factors,
we construct three additional scenarios using alternative
assumptions for each.



Near-Term Output Growth

The model generates projections without considering any
data other than the four variables described previously.
Other data, such as personal consumption, investment, and
trade, which are typically used by economic forecasters to
improve the precision of near-term growth estimates, are not
included. In the model scenario, we project an average growth
rate of 3.1 percent for output this year, which gradually
slows until it reaches its trend growth rate of 2.2 percent in
2016. We think this is an overly optimistic forecast for the
current year, given the concerns about the fiscal drag and
weak global demand.

To highlight the importance of a slower recovery of output,
we construct another scenario from our model, in which the
near-term GDP path follows the projections of the Survey
of Professional Forecasters (SPF).® We call this the SPF GDP
scenario. The SPF expectation for growth this year is much
lower, around 2.3 percent.” When it is incorporated into the
model, the picture for employment growth is considerably
weaker, and improvement in the unemployment rate is rela-
tively slow (table 1). In particular, unemployment dips only

to 7.3 percent by year-end and then takes until 2015:Q3 to
decline below 6.5 percent. The implied gradual improvement
is consistent with employment growth, barely 108,000 jobs per
month in 2013, and 92,000 in 2014. Comparing the model and
SPF GDP scenarios highlights the significant role that near-
term output growth plays in the employment growth picture.

Cyclical Participation

In our model scenario projection, we estimate the trend and
cyclical components of the labor force participation rate over
time by projecting the historical behavior of the variables in
the model forward. Since historical participation rate move-
ments have been only mildly cyclical, the model predicts a
very small cyclical component for the participation rate in
the future. But this prediction might not be very reliable if
the current episode represents a breakdown in this historical
pattern—which seems a possibility, given that the response

Figure 1. Labor Force Participation Rates
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of the labor force participation rate in this recession has
been exceptionally drastic relative to past recessions.

Ultimately, the degree to which the labor force participation
rate recovers will depend on how much of the recent decline
in the rate is cyclical and how much is trend. This is hard to
forecast, and there is evidence on both sides.

It is very clear, for example, that demographic trends that
are not related to cyclical factors have driven the participa-
tion rate up and down substantially over time. Since the
1950s, two key demographic trends have significantly
altered the participation trend. First, from 1950 untl around
2000, more women continuously joined the labor force,
driving a strong secular increase in the overall participa-
tion rate (figure 1). Second, from the 1970s until the late
1990s, a large baby boom generation drove up the share of
the population that was in its prime working years, which
also served to boost the participation rate. Neither of these
factors has boosted participation recently, and models which
account for the demographic structure of the population
have been projecting declines in participation for some time,
for example, Fallick and Pingle 2007.

Over the same period, movements in the participation rate
and the business cycle were weakly correlated. During
recessions, the overall participation rate declined some-
what and later reversed course as the recovery picked up.
One can expect some recently unemployed workers to get
discouraged and temporarily drop out of the labor force
during a recession. Similarly, potential new entrants to the
labor force and the recently unemployed might choose to go
to school instead of looking for work, thereby reducing the
participation rate during a recession. These patterns might be
reversed as the economy recovers and participation increases.
Recent research on the participation rate has argued that
cyclical factors such as these might have played a bigger role
in the current episode than otherwise thought, and some of
the recent decline might be temporary.'

Figure 2. Labor Force Participation Rate Projections
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But in the most recent recoveries, there has been little
indication of a post-recession bounce back in labor force
participation. Therefore, the trend reversal around 2000,
partly due to retirement of the baby boomers and the aging
workforce, seems to have dominated the overall labor force
participation picture in the last 15 years.

In the model scenario, the trend participation rate stands at

63.6 percent and is projected to decline by 0.33 percentage
points per year. This view may be somewhat pessimistic, but
recent work by Aaronson and Brave (2013) carefully explores
the implication of the labor force participation trend and
argues that trend employment growth per month will fall to
around 35,000 by the end of the decade. Their results are
consistent with our long-run estimates in the model scenaro.

To illustrate the impact that a more significant cyclical
component would have on the near-term labor force
participation rate, we construct the ¢yclical LFPR scenario.

It assumes that the actual trend of the participation rate is
higher than our baseline estimate, at 64 percent, and the
annual decline in the underlying trend is similar to the level
estimated prior to the recession, 0.2 percentage points per
year. Under this projected path, the labor force participa-
tion rate stays at its current level until it reaches the trend,
implying a gradual cyclical recovery in the participation
rate relative to trend, similar to the path projected by Van
Zandweghe (2012). We believe the two different paths for
the labor force participation rate from the model and cyclical
LFPR scenarios provide an interesting contrast in outcomes
within the plausible set of alternatives.

Figure 2 shows a comparison of these two paths with the
most recently available participation rate projections from
two public sources: the Bureau of Labor Statistics (BLS) and
the Congressional Budget Office (CBO)," although both
sources have substantially underestimated the extent of the
decline within the past two years by as much as one full per-
centage point. Neither of these published alternatives have

Figure 3. Job Finding Probability
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been updated for the recent data, but the more optimistic
path (cyclical LFPR scenario) gradually converges toward the
BLS projections and runs nearly parallel to the CBO projec-
tions, once the cyclical nonparticipation is absorbed.

"To understand the impact on employment growth of a more
cyclical response in the participation rate relative to the base-
line, we compare the model scenario and the ¢ycdlical LFPR cases,
since the assumptions about output and flow rates are the
same. The comparison highlights the long-term differences, as
well as the medium-term adjustment in terms of employment
gains. While both outcomes converge to similar unemploy-
ment rates over a similar period of time, the higher labor
force participation rate in the ¢yclical LEPR scenario leads to
more employment growth throughout the projection period,
including almost twice as much employment growth in the
long run when unemployment reaches its trend value.

Slowdown in Labor Market Turnover

Another crucial factor that will affect progress in the labor
market is the role of labor market turnover, more specifi-
cally, the average rates at which workers find and lose jobs.
Turnover is important, because it determines the speed with
which labor markets reshuffle workers in response to the
shock of a recession.

Labor market adjustment, the process through which people
find jobs and jobs find people, takes time and resources.
Even in the best of times, unemployment and job openings
might coexist. In a dynamic labor market, where both of the
underlying flow rates are high, the reshuffling happens much
more quickly and as a result, unemployment adjusts quickly
to its long-run level. If the flow rates are low, adjustment to
the long-run trend takes place more slowly. Note that it is
only the adjustment time that is a function of the churning
process, not necessarily the unemployment rate trend.

One defining feature of the U.S. labor market over the
last decade has been the marked decrease in both of these

Figure 4. Separation Probability
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flow rates, hence a slowdown in overall turnover (figures

3 and 4). This trend, which started in the 1980s, has been
well documented for the separation rate. More recently,
our research has found that even the average job finding
rate has suffered a notable decline, and it has become more
pronounced in the last decade and a half.*?

This slower rate of turnover has hampered progress on the
unemployment rate. The same mechanism also implies that
average payroll gains per month will be substantially smaller
in the short run, as unemployment approaches its natural
rate, than in more dynamic labor markets.

To highlight the importance of labor turnover, we contrast
the results from the model scenario with those of a counter-
factual scenario in which we assume levels of turnover that
were observed in the 1980s. This scenario, labeled 7980s
labor market in table 1, has both job finding and separation
trend rates higher than current rates by almost 70 percent,
such that the implied long-run unemployment rate is just
below 6 percent, identical to the other cases."

This specific, and unfortunately highly unlikely, combination
of high turnover and strong output recovery implies an
exceptionally quick adjustment in the unemployment rate,
ending in 2013 at 6.5 percent. This path of improvement in
the labor market implies almost 50 percent higher employment
gains per month in 2013, relative to the model scenario. The
dynamism and the stronger output growth of this scenario
were characteristic of the early 1980s. Not surprisingly, the
ecarly 1980s recovery had a sharp rebound in employment
accompanied by a sharp decline in unemployment, similar
to the 1980s labor market scenario.

Conclusion

Having walked through a range of different assumptions and
scenarios in table 1, it should be clear that unless labor markets
swiftly return to the dynamism of the 1980s, we are unlikely to
see sustained employment gains above 200,000 per month this
year. Indeed, several of the scenarios we considered pointed to
significantly smaller expected employment gains.

To clarify this expectation, we also produced a scenario in
which we combine some plausible alternatives. This
scenario is not a forecast, but instead represents a par-
ticularly interesting combination of factors that influence
expected employment growth. It includes a continuation of
current labor market turnover rates, the GDP growth path
currently forecasted by professional forecasters, and, perhaps
most optimistically, a cyclical bounce-back in the participa-
tion rate. It’s labeled SPF GDP with cyclical LFPR in table 1.

This combination of factors produces employment growth this
year of 106,000. This growth rate picks up (165,000 work-

ers per month next year and then 224,000 in 2015) as output
growth accelerates, ultimately driving the unemployment rate
below 6.5 percent by the third quarter of 2015. Importantly,
given the economic conditions built into this projection, these
are outcomes that could be characterized as consistent with the
economy making steady progress to full employment.

What is very clear about this scenario, and most of the other
scenarios that we considered, is that the buoyant monthly em-
ployment gains that accompanied prior recoveries are not likely
to be repeated. Indeed, even if GDP growth were to surprise
on the high side (3.1 percent for 2013 as illustrated in the ¢yclical
LFPR scenario), employment growth generated by our model
would still be just 147,000 per month in the current year, even
though the economy would be on a path to a

6.5 percent unemployment rate by the third quarter of 2014.

Ultimately, the degree of change in employment growth or
the unemployment rate required to represent a “substan-
tial” amount of progress in the labor market outlook is a
subjective judgment. However, the pattern of employment
growth that the economy will generate over a multiyear
span depends importantly on output growth, the trend paths
of labor market dynamism, and labor force participation. In
this Commentary we used a simple model of labor markets to
demonstrate why it is reasonable to think that the monthly
pace of employment gains is likely to be smaller than the
U.S. has seen in past recoveries.
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Footnotes

1. It should be noted that the statement also stresses maintaining
price stability and examining the efficacy and costs of the asset
purchases (see the FOMC statement, December 12, 2012).

2. See the transcript of Chairman Bernanke’s press confer-
ence at http://www.federalreserve.gov/monetarypolicy/fom-
cpresconf20130320.htm <accessed May 1, 2013>.

3. Over long periods, both the establishment survey, Current
Employment Statistics (CES), and the household survey, Current
Population Survey (CPS), give similar results. However, since
the household survey data come from a smaller sample, monthly
changes are a bit more volatile relative to the establishment survey
results. For a more detailed discussion of these differences, see
Schweitzer and Ransom (1999).

4. Most recently confirmed in the March 2013 Summary of
Economic Projections of the FOMC.

5. For a less technical exposition of the basic model, see Tasci
and Zaman (2010).

6. Our estimation uses the ”"second” estimate for first-quarter
GDP, based on BEA revisions released on May 30, 2013.
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7. In order to come up with a number for employment gains, we
use the most recent publicly available population projection pro-
duced by the BLS. BLS population projections can be accessed
through http://www.bls.gov/emp/ep_data_labor_force.htm. The
BLS projections were last updated in February 2012. We normal-
ize these projections to 2013:Q1 levels in all the exercises below.

8. We use the forecasts based on the latest release of the sur-
vey, dated May 10, 2013, which includes the next five quarters,
through 2014:Q2.

9. This outlook is similar to the median in the March Summary
of Economic Projections of the FOMC.

10. Aaronson et al. (2012), Van Zandweghe (2012), Erceg and
Levine (2013), and Hotchkiss et al. (2013).

11. CBO projections are based on the background paper,
“CBO’s Labor Force Projections through 2021,” March 2011.

12. For a detailed analysis of this issue in addition to a discussion
of the implications for the natural rate, see Tasci (2012). For a
less technical exposition, see Tasci and Zaman (2010).

13. Mechanically, this requires a one-time increase in the random
walk trend component of both of the flow rates.
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