RECOVERY

Labor Indicators

Some of Today's Trends
Pre-Date the Great Recession

By Marianna Kudlyak and Juan M. Sanchez

More than six years after the Great Recession
reached its trough, policymakers and researchers are
still debating whether a full-blown, robust recovery
in the labor market is under way. Although the
unemployment rate declined from 10 percent in
October 2009 to 5 percent in October 2015, some
policymakers and researchers are concerned that other
labor statistics are lagging the levels typically expected
in the mature stages of an economic expansion. For
example, several point to the number of workers who
report working part time but would like to work full
time. This number has been declining more slowly

than the level of unemployment. (See Figure 1.)
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SOURCE: Current Population Survey of the U.S. Census Bureau and the U.S. Bureau of Labor Statistics (BLS). Data can be found in the Federal
Reserve Economic Database (FRED).

NOTE: Gray bars indicate recessions.

FIGURE 2
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SOURCE: Current Population Survey and FRED.
NOTE: Data are quarterly and seasonally adjusted. The trend line is obtained using the Hodrick-Prescott (HP) filter. Gray bars indicate recessions.
FIGURE 3
Year-over-Year Real Wage Growth Rate
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SOURCE: Wage is “total economy compensation per hour” from the U.S. Bureau of Labor Statistics; it is deflated using consumer price index
(CPI) data obtained from FRED.

NOTE: The numbers are quarterly and seasonally adjusted. The trend line is a third-order polynomial. Gray bars indicate recessions.
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We argue that some cyclical factors are
being confused in this debate with secular,
or long-term, trends in the labor markets—
trends that started many years before the
latest recession. We cite evidence to support
the idea that the current apparent weakness
in the labor market may be related to the
long-term negative trends in labor force par-
ticipation, real wage growth, job reallocation
and business creation. In this context, many
labor indicators are actually stronger today
than they have been in years, and even many
of the “weak” ones have rebounded from
Great Recession levels.

Long-run Trends in Quantities
and Prices

The potential concerns about the labor
market pertain to quantities and prices. On
the quantities side, the labor force participa-
tion rate (i.e., the share of the population
that is employed or actively looking for a
job) has continued its plunge, which started
in 2000 and accelerated after 2007, as seen in
Figure 2. While part of this decline can be
attributed to an aging population,’ there is
a concern that the individuals who are cur-
rently out of the labor force might join the
labor force later, thereby slowing down the
improvement in the unemployment rate.

On the price side in the labor market, real
wage growth has remained relatively flat
since the recession trough, as seen in Figure 3.
For instance, average yearly growth from
1995 to 2005 was 1.77 percent, while it was
only 0.14 percent from 2010 to 2015. The
evolution of the curved line shows that the
recent dynamics of real wage growth may
be also affected by a trend that started in
the 1980s.

How does one square these developments
with the rapidly declining unemployment
rate, the low number of unemployed per
vacancy (a number that is back to prereces-
sion levels) and anecdotal evidence that
firms are having a hard time finding workers
to fill open positions? Is the labor market
recovery still in its fragile stage? Or is this
how the mature stage looks?

Undoubtedly, the 2007-09 recession
represented a large shock to the economy.
Given the magnitude of the shock, the reces-
sion might have caused some changes in



the economy that can be dubbed as “struc-
tural”; these cannot be easily changed back
with monetary policy tools. It is important,
however, to consider the post-Great Reces-
sion developments in the labor market in
the context of secular trends that originated
long before the 2007-09 recession. In the
rest of this article, we argue that the findings
mentioned above are indeed connected and,
in fact, are part of a less-known group of
secular trends in the U.S. labor market that
started before the Great Recession. Together,
our findings indicate that there may be a
new normal in the U.S. labor market.

A Decline in Business Dynamism

The evidence on longer-run trends in the
U.S. labor market also includes research
on what economists Steven Davis and John
Haltiwanger have referred to as the “decline
in business dynamism.” These two docu-
mented the decline in several measures of
job reallocation (i.e., job creation plus job
destruction).? Figure 4 shows the decline
of job reallocation from 15.5 percent in the
early 1990s to about 12 percent in 2014. In
addition, evidence shows similar trends in
other measures of business dynamism, such
as worker reallocation, worker churn, worker
turnover and an increase in job tenure.’
These trends are related to recent evidence
that points toward the “collapse” of the job
ladder. The job ladder is a theory that is use-
ful to understanding employment dynam-
ics over the business cycle. In particular, it
explains how during advanced stages of the
recovery, large employers poach workers
from smaller employers. The decline in labor
turnover after the recession affected this
transition of workers from smaller to larger
employers, which, in turn, slowed down hir-
ing from the nonemployment sector.*
Another important trend in the labor mar-
ket is job polarization, whereby occupations
in the middle of the skill distribution (routine
cognitive and routine manual) are disap-
pearing, while occupations at the lower and
higher ends of the distribution are growing.’
One way to understand the dynamics of
the labor market is to examine the behavior
of firms and what’s going on in regard to the
creation of new firms. Economists Benjamin
Pugsley and Aysegul Sahin, among others,
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SOURCE: The BLS's Business Employment Dynamics. See http://www.bls.gov/web/cewbd/table3_1.txt.
NOTE: Data pertain to jobs in the private sector; data are quarterly and seasonally adjusted.The job reallocation rate is calculated as the sum of
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period, over the total number of jobs. The trend line is obtained using the HP filter. Gray bars indicate recessions.
" . . . .
The findings ... are indeed connected and, in fact, are

part of a less-known group of secular trends in the U.S.
labor market that started before the Great Recession.
Together, our findings indicate that there may be a new
normal in the U.S. labor market.”
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"All of these facts indicate that
the U.S. labor market is less
dynamic than it once was.
While these trends originated
at the beginning of the 1980s,
they accelerated after 2000,
according to the literature.
The acceleration in the past
10 years might have been
masked by the 2005-2007
expansion.”
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NOTE: Sector definitions can be found on the BDS website. Employment share is calculated as the ratio of employment of young firms
(age five or younger) for each sector to total sector employment. Data are annual. Gray bars indicate recessions.
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convincingly documented in 2015 two
trends in the demographics of U.S. firms.
First, they reported a dramatic decline in
the creation of firms, a decline often referred
to as the “startup deficit.” Second, and very
related, they documented a gradual shift of
employment toward older firms.

The startup deficit is widespread across
industries, most agree. Figure 5 shows that
this shift affects most of the sectors in the
economy and started in the early 1990s.
The decline in the startup rate is even more
dramatic if one takes into consideration that
the industry composition of employment
has been shifting toward retail and services,
industries that typically have a relatively
high share of young firms.

Pugsley and Sahin suggested that the
startup deficit has contributed to chang-
ing how employment fluctuates over
the business cycle. In particular, during
contractions, there are two opposite effects:
While the decline in startups amplifies the
decline of employment, the larger share of
employment in more-mature firms damp-
ens the contraction of employment. (Large
firms are less likely than small firms to fire
people.) In contrast, during recoveries, both
effects act in the same direction: Both the
decline in firm entry and the larger share of
employment in more-mature firms dampen
employment growth. (Large firms are less
likely than small firms to hire people.) The
result is the emergence of jobless recoveries.
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Acceleration of Negative Trends

All of these facts indicate that the U.S.
labor market is less dynamic than it once
was. While these trends originated at the
beginning of the 1980s, they accelerated
after 2000, according to the literature. The
acceleration in the past 10 years might have
been masked by the 2005-2007 expansion.
This acceleration coincided with what
was happening with aggregate labor force
participation, which peaked in 2000 and
then started to decline. In fact, male labor
force participation has been declining for
decades. Women’s labor force participation
rose until 2000, after which it started to fall.

A closer look at the industry composi-
tion of startups and the timing of their
decline reveals that the startups most closely
associated with employment growth had
been growing prior to 2000 but declining
afterward. Startups can be broken down
into “subsistence” and “transformational”
entrepreneurships.® The former group is
associated with mostly creating employment
for the entrepreneurs themselves and their
family members, while those in the latter
group are known for being the “engines of
employment growth.”

While, ex ante, it might be challenging
to distinguish which startups will eventu-
ally grow, economist Ryan Decker and his
co-authors attempted to do just that in 2014
when they looked at startups by industry.



The positive news for productivity is found
in the retail sector, in which there has been a
shift since the 1980s, when there were many
startups, many of which were small “Mom
and Pop” stores, to today’s fewer startups,
many of which are branches of large, stable
national chains in retail trade.” The negative
news for future productivity is that high-
tech startups, which are a critical sector for
innovation and productivity growth, were
rising before 2000 and have been sharply
declining since.

In general, more research is needed to
understand whether the results on the
startup deficit reflect changes in the dynam-
ics of employment growth relative to other
possible explanations. Further investiga-
tion is also needed into how much of the
startup deficit is an efficient response to
technological shifts (e.g., newer information
and communication technologies giving an
advantage to large incumbent firms relative
to entrants) versus the result of distortions
that are affecting the efficient allocation of
workers to firms (e.g., regulations that are
affecting workers’ mobility across states and
jobs, and regulations that are increasing the
costs of starting a business). Although the
literature has not yet achieved a consensus
on what the drivers of the decline in busi-
ness dynamism are, among the possible
explanations are the lower growth in the
supply of labor® and less willingness to take
on the risks inherent in a highly entrepre-
neurial economy.’

Conclusions

Although there is no clear answer yet on
how to connect all these facts, viewing the
postrecession developments in the context
of the long-term trends seems relevant. In
particular, distinguishing cyclical phenom-
ena from long-term trends might be helpful
to guide policy.

Questions for future research are plenti-
ful. For example, what is behind the decline
in the labor force participation rate? How
much of the decline in that rate is due to
the disappearance of middle-skill occupa-
tions and the resulting cut in wages, both
of which have led some people to think
they are better off not working than work-
ing? How much of the decline represents

increased schooling (possibly in response to
growing job requirements)?

The U.S. labor market has always been
characterized by a high degree of fluid-
ity, which allows workers to switch jobs
in searching for the best match. Typically,
workers who switch jobs enjoy significant
wage growth. Thus, if there are barriers to
switching, the aggregate job growth might
be hampered, simply because wage growth
is reduced. However, one needs to under-
stand the nature of such barriers. Are these
barriers due to some inefficient regulatory
changes, or are they a response to some
technological advances that lead to higher
specificity of job-specific human capital that
discourages reallocation?

Declining business dynamism and other
trends (like job polarization) matter because
they might lower labor productivity and, in
turn, wages and labor force participation.
These negative trends might have interacted
with cyclical effects during the economic
recovery phase. Are these trends likely to be
reversed with more expansionary monetary
policy? To answer that, we need to under-
stand the underlying forces behind the
decline in business dynamism: Maybe it’s
an optimal response to new technological
shocks, or maybe the decline is due to some
bad regulatory changes.

Marianna Kudlyak is an economist at the Fed-
eral Reserve Bank of Richmond, and Juan M.

Sdnchez is an economist at the Federal Reserve
Bank of St. Louis. For more on Sdnchez’s work,
see https://research.stlouisfed.org/econ/sanchez.

ENDNOTES

1 See Kudlyak, and see Aaronson et al.

2 See Davis and Haltiwanger, and see Haltiwanger.
3 See Davis et al., Hyatt and McEntarfer, and Hyatt

and Spletzer.

4 See Moscarini and Postel-Vinay.

5 See Autor et al.

6 See Schoar, and see Decker et al.

7 See Foster et al.

8 See Karahan et al.

9 See Haltiwanger.
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