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What is meant by “natural level of
unemployment”?

Is it possible to reduce unemployment
below the natural rate in
(a) the short run and
(b) the long run?
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Introduction

We all know that not everyone who searches for an employment can find one on time. In
every economy there are employed and unemployed people who are forming the level and
stability of the labour market. There are also other factors such as the wage rate, supply and
demand of labour for instance which are also influencing the Labour Market.

For the purpose of explaining the economic term “natural rate of unemployment” (NRU) we
should first state what the meaning of “unemployment” is and which the conditions for an
individual to be considered as “unemployed” are.

The workforce is first separated into two groups — working age population and others. The
working age population consists of people from 16 years of age until retirement. From this
group we have economically active (employed and unemployed) and inactive (full time edu-
cated, retired etc.) individuals. Furthermore the workforce can be separated into employed
and unemployed people. Employed are those with full time, part time or for instance stu-
dent part time workers. The unemployed part of the workforce has some particular condi-
tions to be considered as “unemployed”. Those are for example people who are waiting to
be called from their previous working position (called laid off workers), people without a job
but involved in a process of actively looking for one in an interval of four weeks, or those
people who are waiting to start a new job within four weeks.

Usually the measurement of the conditions of the labour market is an issue of the ONS (The
Office of National Statistics) which is performing a Labour Force Survey. We can also meas-
ure the unemployment rate by dividing the number of people employed (also willing to
work) by the aggregate workforce.

Different Types of Unemployment

From another side, the measurement of the employment level is not an easy task, because
of the constant movement of people who are leaving work or start a new one. People who
are leaving their jobs are classified as “job leavers” and those who have been resigned out or
laid off work are classified as “job losers”. From the other side there are people entering or
being employed into the workforce. They are called entrants and re-entrants.

By giving these explanations above we can proceed by stating which the tree main types of
unemployment are and afterwards defining the “mysterious” rate of natural unemployment.

The first one is called “ ”. This is a long term permanent un-
employment, caused by the normal labour turnover. As far as we know it does not cause
many problems regarding the labour Market stability. To be more precise in defining the
Frictional Unemployment | should say that it arises from the constant flow of people who are
leaving and on the other side entering the workforce, and also from the fluctuations in the
business cycles and so on.

The second type is known as “ ”. This is a costly and prob-
lematic feature. It can arise when for example a company accidentally closes a factory and
hundreds of people become unemployed. It can also emerge from significant changes in
technology, when the new required skills for the particular position increase vastly for in-
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stance. As a result this increases the unemployment level of the particular economy and
some situations can even cause long term unemployment.

“Cyclical Unemployment” is the third type of unemployment. This type is directly re-
lated to the business cycle. This unemployment decreases in expansion periods and in-
creases in the recessions as a repeating short term problem. If | have to state an example of
a cyclical unemployed person | can take a seasonal worker who works only in the summer
for example and in the other time he is unemployed. Another example is people who have
been laid off work due to employer’s circumstances or economic ones.

The Natural Level of Unemployment

Many people can ask the questions “Is there unemployment at full employment level?” or
“How is that possible?” — Basically the answer of the first question will be positive. The un-
employment level at full employment is called the “natural level of unemployment”. And to
be able to define this economic term we have to firstly give some statements regarding what
is full employment.

Firstly the economy is at full employment when there is no unemployment but only

and ones. Most importantly, the economy is on full employment when,
in an imaginary diagram, the labour supply curve intersects the labour demand curve, and
the point of intersection is the equilibrium, which practically states the full employment
level. There are also many factors that can change the profitability and the existence of vari-
ous companies into an economy so it is basically impossible to have concrete and unchange-
able rates.

To show the concept of we have to walk through the business cycle,
considering the effect of the Real GDP. Here we have to mention first that the Real GDP at
full employment level is called Potential GDP. In the imaginary diagram the Real GDP curve
fluctuates around Potential GDP in the same way that the unemployment rate does around
the natural level of unemployment.

Basically, the NRU depends on the “actual characteristics of the labour and commodity mar-
kets”, including “market imperfections” and the variability of supplies and demands (Fried-
man 1968, p. 8)

We have stated that the unemployment is directly related to GDP, we can now look at the
guestion why the natural level of unemployment cannot be zero at a time.

There are many factors that make the unemployment curve fluctuating. There are two broad
reasons for this matter:

The first reason is the constant job searching. Today’s labour market is in a process of con-
stant changes and all the time there are people who are looking for an acceptable and suit-
able job or ones that are looking for any work that comes first. In other words people are
looking, entering, leaving their working places and this movement causes ups and downs in
unemployment levels, which is constant.




ClusterStar

Student Business Consultants

The job search is also related to other factors like the wage rate which can be used to bal-
ance the unemployment levels, the demographic changes, unemployment benefits, technol-
ogy changes and so on.

In order to keep the employees motivated and to increase productivity we have to steadily
increase the wage rate in the time. Facing this problem we can ration the working position
by using a method called . With this method we aim to pay a real wage rate
above the equilibrium level, rationing the jobs and keep the balance in the Labour market.
After all we have got some clear reasons why the real wage rate should be above the equi-
librium.

The first reason is the concept of the efficiency wage. A well known approach is used here in
order to increase the productivity of the company employees by increasing the real wage
rate. This method increases the efficiency of the workers and the productivity of the com-
pany and leads to bigger profits for the company. Although this method can be very effective
for the organization, it has some disadvantages regarding the Labour market. The efficiency
wage causes some labour to be unemployed and increase the risk of workers losing their
current job because of the wider responsibilities that this wage requires.

Another approach is the : Many companies prefer to give
higher wages to employees who are already working and are experienced in their jobs,
rather than spending money on recruitment and training new personnel.

Reducing Unemployment below the NRU
There are many economic discussions for the question “Is it possible to reduce the unem-
ployment below the NRU?”. My answer is positive. | will now state some key facts for short.

Initially, the levels of unemployment at a point or the NRU are influenced by the labour mar-
ket dynamics and also factors as the efficiency wage and wage differentiation. For instance,
when the unemployment rate is below the NRU the real wage rate demand increases. Also
in the same example the Real GDP is greater than the Potential GDP.

Some people say that the economists are far away from having a good quantitative under-
standing of the NRU. An estimate can be made but predicting the magnitude of NRU is not
certain.

Regarding the long run perspective — it is possible to reduce or increase the NRU, because as
| mentioned it is directly related to the labour market and in a long run there is enough time
for the balancing forces to stabilize the fluctuations in the business cycles so the NRU can be
normalized in a considerable levels. Forces which push the Real GDP back to the Potential
GDP quantity are restoring the levels of full employment (P. P. Matthews — p. 481).

From our perspective, the short run is the time period which the real GDP has raised or
fallen down Potential GDP. In the short run it will be difficult for the economists to make a
big change of the rates concerning NRU.
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