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Assuming responsibility for the establishment
of a trade-off between inflation and unemploy-
ment is difficult for the policy maker because
inflation affects everyone, while unemployment
most immediately affects only those who cannot
find a permanent job. The question is then, how
serious are the burdens placed on the relatively
few who are laid off in order to improve condi-
tions for the society as a whole? QObservations
are made on the nature of unemployment com-
pensation, the overall impact of unemployment
benefits, and some of the choices and problems
the unemployed individual must face.
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1974

An unusually strong farm sec-
tor in 1973 bolstered the dis-
trict’'s economy in the first
haif of 1974 but did not com-
pletely insulate the region
from the weaker economic
conditions in the nation as the
year progressed.

With farm incomes at rec-
ord highs, consumer spending
increased and deposit inflows
to thrift institutions were
better here than in the nation.
This led to a buildup in loan
commitments, so that the
decline in homebuilding was
less pronounced in the region
than nationally.

District manufacturing
sales increased much more
than the nation's, since the
region relies little on the cur-
rently depressed automobile
industry.

District employment grew,
but the labor force experi-
enced even larger gains (pos-
sibly reflecting the pinch of
higher prices), and an in-
crease in the unemployment
rate resuited.

As 1974 progressed, the
effects of the national econ-
omy on the region increased.
Manufacturers’  inventories
began to accumulate, and

Review & Outlook

unemployment grew. Conse-
quently, retail sales deteri-
orated.

Poor weather conditions
took their toll in the district
and reduced crop yields. Al-
though high crop prices made
up for the shortfalli, produc-
tion costs increased, dropping
net farm income below 1973’s
record levels. Nevertheless,
most farmers, except those in
the livestock sector, were in
good financial condition at the
end of the year.

1975

What will happen in the farm
sector? This is the big ques-
tion for 1975, due to uncer-
tainties about worldwide
demand, weather conditions,
and the complex interactions
between the livestock and
feed grain components. But it
is fairly certain that meat
supplies will be as high as in
1974 and that crop prices
will remain strong through the
first half.

The recovery in deposit
inflows will probably have
little impact on homebuilding
in early 1975. District thrift
institutions appear to be re-
paying heavy borrowings
before making new loan com-
mitments; this will postpone
an upturn in new mortgages.

District manufacturers are
not as optimistic as a year ago
and anticipate lesser sales
gains. It appears also that
high prices may mean little
real growth. As a result,
employment growth will con-
tinue to slow, and the unem-
ployment rate will move up
through the first half of the
year.

Agriculture

The big story in agriculture
for 1974 was the shortfail in
feed grain production. Nation-
al production was down from
1973 levels by 18 percent for
corn, 35 percent for sorghum,
and 25 percent for barley. Low
initial inventories of most feed
grains brought supplies (cur-
rent production plus initial
stocks) down even further.

These tight feed grain
supplies forced cutbacks in
livestock industries. Wher-
ever economical, producers
were using alternative feeds
such as grass or other forage.

Producers also cut back
operations by increased
slaughter. Total cattle and

hog slaughters were up from
1973 by 8 and 6 percent, re-
spectively. Lower grain-fed
steer and heifer slaughter was
offset by the increased
slaughter of cows and calves.
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High feed prices also
caused cutbacks in the turkey
and pouitry industries. Total
production of turkeys, a rec-
ord in 1974, will be down in
1975.

These cutbacks in livestock
and poultry production will
reduce domestic demand for
the nation’s feed grain output.
High feed grain prices also
caused a decline in exports.
At the close of 1974 feed ex-
ports were about 80 percent of
1973’s rates; they are now
projected at about 30-32 mil-
lion tons for the 1974-75 crop
year, down from 44.4 million
tons in 1973-74. In order for
current supplies to last
through the marketing year,
the utilization of all feed
grains, domestic and foreign,
must fall by about 18 percent.

Feed grains were not the
only crops for which 1974 pro-
duction was disappointing.

"
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| U.S. stocks of major commodities will be tight into the
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Production of most of the oil-
seeds—soybeans, cottonseed,
and flaxseed—was down in
the nation. Soybean produc-
tion was off 21 percent from
the 1973-74 crop year.

Flax supplies last year were
the smallest on record, and
prices were the highest. This
was a boon to Ninth District
farmers since most of the
nation’s flax is produced in
this region.

Soybean exports are expect-
ed to fall slightly short of
1973-74’s record level by the
close of the current crop year.
Total utilization is expected to
approach the year-ago level,
and carryover to next Septem-
ber is projected to be about
two weeks utilization. With
producers storing much of
their output, farm prices
should be high through the
remainder of the crop year.
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Wheat production in the
nation was a record 1.8 biilion
busheis last year, up 4 percent
from 1973. With initial stocks
lower than before, supplies
were down from 1973. Further
deterioration in worldwide
crop conditions increased de-
mand late in 1974. As a result,
wheat will continue in rela-
tively short supply and prices
will remain fairly strong—at
least until the beginning of
the new crop year.

The tight grain situation
kept crop prices strong in
1974. But livestock prices,
especiaily for red meat, were
far below mid-1973 levels.
Final 1974 cash receipts from
farm marketings should be up
about 4 percent in both the
district and the nation, since
higher prices largely offset
the shortfall in crop produc-
tion. However, according to
preliminary nationwide esti-

mates, higher production
costs will force net cash
income down.

With some exceptions,
farmers were in good financial
condition at the close of 1974,
and farmers with crops to sell
were in a strong cash-flow
position. Cow-calf operators
sustained operating losses
last year but, unlike many
feedlot operators, often had
substantial real estate equity
to fall back on.

Equity gains of farmiand
owners were extraordinarily
high in the past year. Ninth
District gains in farmland
values from November 1973 to
November 1974 ranged from



Prices farmers received for crops and livestock
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reflected 1974s poor harvest and heavy slaughter oy
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27 percent in South Dakota to

36 percent in North Dakota;
however, much of that in-
crease took place in the first
half of 1974.

The outlook for 1975 de-
pends largely on interactions
between the feed grain and
livestock components of the
farm economy. High feed
prices, as experienced in
1974, encourage cutbacks in
livestock operations, which in
turn reduce the demand for
feed grains. So, reaching a
stable equilibrium will not be
easy.

Despite rising feed costs
meat supplies in 1975 should
be about as high as last year.
Fewer sows farrowing will
reduce pork supplies in the
first half. The slower response
of the cattle industry to high
feed prices should sustain
beef supplies, but with a
higher proportion of the
nation’s cattle herd being
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carried on grass, supplies will
be highly sensitive to range
conditions and more variable
than in the past.

Tight supplies, strong
domestic and export demand,
and a large number of farmers
holding crops and hoping to
obtain the highest returns
indicate that crop prices
should remain good through
the first half of 1975.

Rising input prices, a con-
tinuing shortage of merchant-
dealer credit, and some refi-
nancing needs will keep de-
mand for farm operating loans
strong through the first half.
Loan demand for capital in-
puts will probably be down,
not only because of declines in
net farm income but also
because of relatively recent
existing capital inputs.

For now, few are looking
beyond the first half of 1975
because of the obvious uncer-

tainties about world agricul-
tural and economic condi-
tions, domestic crop pros-
pects, and the degree to which
heavy domestic livestock
staughter might reduce feed
grain demand in the second
half.

Industrial Activity

District manufacturers enter-
ed 1974 expanding payrolis
and worrying about shortages
in the face of rising sales, but
by year-end, unwanted inven-
tories, softening sales, and
prospects of declining payrolls
weighed more heavily on their
minds.

Our November Quarterly
Industrial Expectations Sur-
vey reported district manu-
facturing sales up around 20
percent through third-quarter
1974; on the national level
sales increased 15 percent in
the first 10 months of the
year. The relatively small
effect auto production de-
clines have on this region
compared to the nation is
indicated by recent durable
goods sales data: sales rose
24 percent in the district and

only 10.2 percent in the
nation.
Nondurable goods sales

advanced 16 percent in the
district. The larger national
increase of 20.8 percent re-
sulted in part from large price
increases in the petroleum
industry, which is relatively
unimportant in this district.

Much of these sales gains
can also be attributed to rising
prices. The U.S. wholesale
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price index for manufacturing
goods in 1974 was about 19
percent above the 1973 level.

District manufacturing ac-
tivity experienced some
growth in 1974. Manufactur-
ing employment was up 4.5
percent from a year ago in the
district and only 0.3 percent in
the nation. District industrial
concerns made sizable invest-
ment increases, as well, and
development agencies report-

ed that total capital expendi-
tures for new and expanding
facilities in both Minnesota
and South Dakota were up 20
percent from year-ago levels
for the first nine months of
last year.

Much of 1974’s strength,
however, occurred in the first
six months. District manufac-
turing employment increased
through May and declined 1.5
percent between May and

. . . and manufacturers began to cut back their work forces.

Manufacturing Employment
Percentage Changes From One Year Earlier
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November. Further, several
district manufacturers have
recently either laid off work-
ers or reduced working hours.
Nevertheless, the district has
not yet experienced declines
in manufacturing employment
as severe as those in the
nation.

District manufacturing ac-
tivity in 1975 will probably fall
from the high levels reached
at the beginning of the past
year. In the last Industrial
Expectations Survey, 33 per-
cent of the respondents con-
sidered inventories excessive
in light of anticipated sales as
contrasted to 11 percent a
year earlier. They anticipated
1975 sales to be up 15.5 and
12.9 percent in the first and
second quarters.

In each post World War il
recession, district manufac-
turing employment has
declined, and the current
recessionary period will be no
exception. In 1969-70 the
district fost approximately
40,000 manufacturing jobs,
many related to defense cut-
backs; but since defense
spending is not a significant
factor in this recession, the
dropoff will be less severe.

Finance

Thrift Institutions

Deposit inflows to thrift insti-
tutions held up better in the
Ninth District than in the
nation last year. Deposits at
district S&Ls increased at a
seasonally adjusted annual
rate of about 10 percent,
essentially the same as in



1973, while at thrift institu-
tions in the U.S. deposits
slowed to about 5 percent
from 9 percent a year earlier.
District deposits were boosted
by the 15 percent growth at
non-Twin Cities S&Ls, effect-
ed largely by 1973’s high
district farm incomes.

"In the nation and the dis-
trict, deposit inflows were
adversely affected by disinter-
mediation (the shifting of
savings to higher-yielding
investments) during the sec-
ond and third quarters.
Growth dipped to an average
annual rate of 6 percent, but
by vyear-end inflows were
rising once again and growth
was back up to about 10
percent.

Mortgage loans made at
S&Ls were 6 percent below
year-ago volumes in the dis-
trict and down 19 percent in
the nation. The district’s
better showing resulted from
both a higher rate of savings
inflow and a larger buildup of
loan commitments in early
1974,

Mortgage loans for the year
as a whole, though not much
weaker than for 1973, de-
clined during the year. Sea-
sonally adjusted, the annual
rate for the second half of
1974 fell by about one-third
from the first half, as new loan
commitments were cut back in
response to weakening depos-
it inflows.

The stated rate on FHA-VA

in the district than the nation.
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mortgage loans was reduced
from 9%2 to 9 percent in late
November, partly as a reflec-
tion of the general decline in
interest rates and partly as a
stimulus to housing activity.
Moreover, points charged on
these loans were down to a 3
to 6 range at year-end from a 6
to 7 range at the end of
September.

Deposit inflows began to
recover toward the end of
1974, but loan commitments
had not then increased, nor
are they likely to increase
significantly during the first
quarter of 1975. Apparently
S&Ls want to reduce their
large volume of borrowings
and increase their liquid
assets before expanding their
lending operations. A turn-
about in new mortgage loans
normally lags an upturn in
commitments by about three
months, so a recovery in
housing is unlikely until after
midyear.

Commercial Banks

Loan growth at district mem-
ber banks in 1974 siowed to a
12 percent annual rate from 18
percent in 1973, about the
same decline as in the nation.
Most of these declines oc-
curred in the second half.

The second half slowdown
affected most district banks.
Responding to market and
regulatory concern over the
liquidity positions of major
regional banks in the nation,
large district banks tightened
loan and commitment policies
and kept prime rates above
those of money market banks.
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As a result, business loans
declined at an annual rate of 6
percent in the second half
after rising at an annual rate
of 16 percent during 1973 and
the first half of 1974.

Growth in total loans at
rural and smali city banks also
slowed, from 14 percent in the
first nine months of the year
to a 6 percent annual rate in
the fourth quarter, reflecting
a decline in the supply of bank
loan funds due to the slow-
down in deposit growth in the
second half of 1974.

! second half.

: Seasonally Adjusted Annual Rates of Change in Total Loans at
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Bank loan growth weakened in 1974, especially in the
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ratio rising to 67 percent in
December 1974, compared to
64 percent a year earlier,
liquidity positions of district
rural and small urban banks
deteriorated during 1974,
Liquidity positions of large
district city banks, as mea-
sured by the proportion of
negotiated funds to loans and
investments, also weakened
during the first half of 1974
but strengthened over the
second half.

The continued weakening in
district economic conditions is

U.5. Commercial Banks

Parcent
=

1973 1974 1974

During 1974 savings and
time deposits (excluding large
negotiable CDs) increased 11
percent and large negotiable
CDs rose 40 percent, virtually
matching growth at commer-
cial banks in the nation. How-
ever, all of the district growth
in large CDs occurred in the
first half of the year, while
national growth continued in
the second half—though at a
slower pace.

With the loan-to-deposit

likely to be accompanied by a
decline in the demand for dis-
trict bank loans in the next
few months. Business loan
demand, to the extent that it
reflects demand for working
capital, should ease as unde-
sired inventories are worked
down.

Growth in demand and time
deposits should rise as market
interest rates on aiternate
investments fall. As a result,
interest rates and other terms

and conditions on district
bank loans should ease in
early 1975.

Construction

Like other sectors of the dis-
trict economy, construction
increasingly felt the effects of
the national recession. While
construction activity remained
somewhat stronger here than
nationwide, the district’s rela-
tively better performance de-
clined somewhat through the
end of 1974,

District building permits
issued late in 1974, though
essentially unchanged from
year-ago levels, were largely
for additions and alterations
to existing structures. New
residential building permits
reached levels 8.5 percent
below a year earlier, with the
greater declines occurring in
multifamily structures. The
resulting total net decline was
almost 13 percent. Nonresi-
dential building permits were
only slightly under year-ago
levels.

In contrast with earlier
months, the declines in per-
mits issued began to be
reflected in current dollar
valuation, and toward vyear-
end the dollar valuation of
district building permits was
only 5.0 percent ahead of a
year before.

On the national level, the
already depressed housing
industry showed no improve-
ment as the year ended.
Housing starts fell to an eight-
year low, while new building
permits issued fell 48 percent
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The district’s construction industry deteriorated in 1974,
but not as badly as the nation's,
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below year-ago levels to the
lowest point since 1960.

By year-end nonresidential
construction, which had been
compensating somewhat for
the serious slump in housing,
began to decline as well. By
late fall contract awards for
future construction of all types
had fallen 18 percent from a
year before.

Significant improvement in
the construction industry will
require both lower mortgage
rates and stabilization of con-
struction costs.

Some hope has been gen-
erated recently by the evi-
dence of reintermediation at
thrift institutions, due primar-
ily to a narrowing in yields on
deposits, and the easing of
other market rates. However,
since the savings inflows asso-
ciated with reintermediation
are currently being used to

Jar Apr Juty Oct

*Privately owned

repay borrowings and rebuild
liquidity, any significant new
commitments to housing mar-
kets will be delayed.

Construction costs have not
yet begun to stabilize. Even
though some input prices,
such as lumber, have recently
been dropping, others, such
as steel and labor, have con-
tinued to increase.

In the past, upturns in
residential construction have
preceded general economic
recovery by several months. If
this pattern is repeated, hous-
ing starts should begin to rise
by late spring in order for a
general recovery to occur in
the second half. However,
further erosion of consumer
attitudes caused by growing
unemployment and rising
inflation could cause post-
ponement of home buying,
delaying housing recovery
until well past midyear.

Consumer Spending

Last fall’s decline in farm
income from 1973’s unusually
high levels resulted in a sharp
slowdown in Ninth District
personal income gains. While
in the first haif of 1974 district
personal income rose faster
than that of the nation,
declines in the Dakotas and
very small increases in Min-
nesota and Montana were
evident into the fourth quar-
ter. As a result, totals were
down toward year-end.

For the four complete dis-
trict states, personal income
increased only 4.7 percent
through the beginning of the
fourth quarter over a year
earlier, compared to an 8.8
percent increase for the
nation.

To worsen the situation
somewhat, prices for consum-
er goods rose more than dis-
trict personal income over the
last year and caused a decline
in consumer buying power. By
the latest (early fourth quar-
ter) report, the Twin Cities
consumer price index (CPI)
had risen 13.1 percent above
its year-ago level, while the
U.S. CPI had risen 12.2 per-
cent. Sharper price increases
for food and apparel were
mainly responsible for the
accelerated pace of the Twin
Cities CPI.

National consumer confi-
dence surveys taken in late
1974 recorded unprecedented
levels of consumer pessi-
mism. Apparently the deep-
ening pessimism in the nation
was largely attributable to

7



jumps in the unemployment
rate in late 1974, while con-
sumer sentiment in the dis-
trict was influenced more by
soaring inflation.

In line with the relatively
greater increases in personal
income, Minnesota’s retail
sales gains also exceeded
those for the nation in the first
half of 1974. The rate of retail
sales gains in Minnesota fell
below the national gains in the
beginning of the fourth quar-
ter, with Minnesota’s retail
sales 10.5 percent above a
year earlier and the nation’s
sales 7.3 percent above the
year before.

This weakening trend was
revealed in our survey of
various retailers, as well.
Many reported sales had
exceeded the estimated 8 to
10 percent price rise until
mid-November, when unit
sales deteriorated markedly.

most stores were small. There
was a last minute surge in
buying, but since it was stim-
ulated largely by preholiday
price reductions, profit mar-
gins on total sales were
reduced.

By late fall car sales had
declined in the district almost
as much as the 25-30 percent
drops experienced in the
nation. A few dealers reported
smaller sales declines, but
generally sales were down
and inventories were piling up
throughout the district.

It was reported by district
resort owners that neither the
dollar volume of business nor
attendance increased as much
as usual through the fail of
1974.

Rapid inflation, smaller
personal income gains, and
rising unemployment were
taking their tolls in the district

December sales gains for as 1974 ended. Only resort
More Unemployment + Less Buying Power =
Consumer Unhappiness in 1974

Growth” in
Unemployment Consumer Personal
Parcant Rate Price Indax* Income* Perosnt
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*Minneapoils-5t. Paul prices, four district states incoma
Sources: State employment security departments; U S. Deparimant of Labor, Bursau of Labor Siatistics;

owners were optimistic about
their 1974-75 winter season
and the 1975 outlook. Both
retailers and auto dealers
were uncharacteristically con-
servative about the sales
outlook. On the whole, con-
sumers and their merchants
appear to be entering 1975 in
a somber mood.

Labor Market

The district’s economy avoid-
ed the very large increases in
unemployment that occurred
in some parts of the country in
1974, and employment grew
by 3.4 percent compared to
3.6 percent in 1973. Nationally
total employment increased
2.1 percent last year, follow-
ing a 3.3 percent gain in 1973.

The greater relative growth
in district employment partly
stemmed from the fact that
the district was less severely
affected than the nation by the
oil embargo of early 1974, the
cutbacks in automobile pro-
duction, and the downturn in
housing construction. District
manufacturing and construc-
tion employment increased
4.5 and 2.7 percent in 1974,
compared to a 0.3 percent
increase and a drop of 0.6
percent nationally. Further-
more, the large gains in farm
income in 1973 and early 1974
helped bolster district trade
and service employment dur-
ing the year.

Despite a large overall
increase in employment for
the year, the district was not
immune from the downturn in
the national economy, and
district labor market condi-
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tions softened as the year
progressed.

Seasonally adjusted, the
unemployment rate averaged
5.8 percent in the last quarter
after a 5.2 percent average in
the first. Initial claims for
unemployment insurance
reached record highs in the
fourth quarter and were 23
percent greater than a year
earlier. In addition the dis-
trict’'s help wanted advertis-
ing index fell 27 percent from
the beginning of the second
half.

District labor market indica-
tors at the close of 1974 point-
ed to further increases in
unemployment, as the reces-

sion deepens and spreads -

throughout the economy.

Judging from past reces-
sions and the current outlook,
district employment will
probably increase only mod-
estly in 1975, if at all. The
degree to which the unem-

ployment rate rises will
depend to a large extent on
labor force growth.

If the labor force increases
at the 2.6 percent annual rate
experienced during 1970-74
and employment rises at a
modest pace as in the 1960-61
and 1969-70 recessions, the
district's unemployment rate
could average above 7.0 per-
cent in 1975, Also, unemploy-
ment could be expected to
jump sharply during the first
half of the year and then level
off, assuming the downturn in
national economic activity will
bottom out in mid- to late-
1975.



Observations on Unemployment:
Burdens and Benefits

Thomas M. Supel

It is the continuing policy and responsibil-
ity of the Federal Government to use all
practical means . . . to coordinate . . . con-
ditions under which there will be afforded
useful employment opportunities, includ-
ing self-employment, for those able, will-
ing, and seeking to work, and to promote
maximum employment, production, and
purchasing power.!

The economic policy set forth in this statement
implies the responsibility of establishing a
trade-off between inflation and unemployment.
It is difficult for the policy maker to place a
value judgment on the trade-off because infla-
tion affects every individual in the society,
while unemployment most immediately affects
only those individuals who are unable to find
and keep a job. Since a relatively few individ-
uals bear the cost of improving the lot of the
entire society by being laid off, an important
issue is this: How serious is the cost borne by
those who are unemployed?

This brief review of the unemployment
compensation system focuses on the cash pay-
ments received by those unemployed persons
who qualify for benefits under the present
structure. Since unemployment compensation
payments are not taxable, the level of payments
is related to after-tax income. Some perspective
of the loss in purchasing power that an unem-
ployed individual suffers will be gained from
this view.

Because this article focuses on only one
facet of unemployment, the reader is cautioned
to keep in mind other aspects of the unemploy-
ment issue before reaching a conclusion about
the quality of the system as a whole. For exam-
ple, many unemployed persons do not qualify

for unemployment compensation payments.
Others may have received payments for a while
but have been unemployed long enough to have
exhausted their benefits. Also, society may
benefit from financing a worker’s job search
when a job is found that suits the individual
rather than one that is accepted simply to get
off the unemployment rolls. Finally, there are
important social and psychological aspects of
being unemployed which are not considered in
the article.

The first section summarizes the general
features of the unemployment compensation
system, emphasizing the provisions of the state
of Minnesota. The second section examines the
magnitude of unemployment benefits from an
aggregate point of view, and the third section
examines the unemployment compensation
system from the point of view of an individual
who has been laid off.

The Nature of the System

The U.S. unemployment compensation system,
as it was enacted in 1935, provided that each
state would set up and administer its own sys-
tem within broad guidelines established by the
federal government. The general idea was that
workers would receive about one-half their nor-
mal full-time weekly wage when unemployed.?
This goal has been supported over the years by
Presidents from both parties and was enunci-
ated most recently by former President Nixon
in a message to Congress:

fus. Congress, EMPLOYMENT ACT OF 1946, Title 15, sec. 1021,
February 20, 1946, 60 Stat. 23.

2Wllllam Papier, ‘‘Standards for Improving Maximum Unemployment

Benefits,” INDUSTRIAL & LABOR RELATIONS REVIEW, Vol. 27, Na. 3,
April 1974, p. 376.
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I [suggest] that the maximum benefit
ceiling in each state be raised to at least
two-thirds of the average wage of that
state’s covered workers. The goal [is] to
provide at least four-fifths of the
nation’s insured work force half-pay or
better when unemployed.?

The unemployment compensation system
is financed by a tax on employers. In Minnesota
the tax rates range from one-tenth of 1 percent
to 5 percent, depending on the firm's experi-
ence rating (the ratio of benefits paid by the
employer to the employer’s total payroll) and
the amount in the state’s unemployment com-
pensation fund. This fund is administered as a
trust by the U.S. Treasury, so unemployment
compensation payments show up as federal
expenditures even though the funds are gener-
ated and spent in the individual states. State
administrative costs for this program are
financed by federal grants. In 1972 employers
accounting for 92 percent of all wage and salary
employment (82 percent of total civilian em-
ployment) were covered.*

In Minnesota® the weekly benefit during a
benefit year depends on the wage rate in the
previous year; the length of time over which
these benefits are paid depends on the number
of weeks worked in the previous year. In that
state, an individual must have worked a mini-
mum of 18 weeks (out of the last 52) in a cover-
ed occupation and have earned at least $540 to
qualify for unemployment benefits.

Once this minimum qualification is met,
the weekly benefit is 50 percent of the average
weekly wage but not less than $15 or more than
$85. The maximum amount payable in a benefit
year is the lesser of 26 times the weekly benefit
amount or 70 percent of the number of weeks
worked (to the nearest whole week) times the
weekly benefit amount. In other words, the
minimum number of weekly payments is 13 (70
percent of 18), and the maximum is 26.

The minimum amount of earnings neces-
sary to qualify for the maximum weekly benefit
is $3,042 ($169 per week over a period of any 18

12

weeks out of the last 52). This qualifies the
worker for weekly payments of $85 for 13
weeks. An individual qualifies for 26 weeks of
payments at $85 per week by having worked 37
weeks. Minnesota’s maximum of $85 is about
56 percent of the 1972 state average weekly
wage in covered employment, somewhat below
the previously mentioned goal of two-thirds.®

Some of the most recent changes in Minne-
sota provisions’ have been to make the initial
waiting week compensable for an individual
who has received benefits for at least four con-
secutive weeks and is reemployed full time, to
extend coverage of the program to state,
county, and local government workers, and to
extend coverage to agricultural employers of
four or more workers in 20 weeks of either the
current or preceding calendar year.

The Aggregate View

One way to examine the magnitude of the
unemployment compensation system is to view
unemployment compensation payments as non-
discretionary fiscal policy. Under this policy,
transfer payments are increased when national
income falls and are decreased when national
income rises; this is commonly referred to as an

3us. Congress, MESSAGE FROM THE PRESIDENT OF THE
UNITED STATES, House Doc. No. 93-83, 93rd Cong., 1st sess., April 12,
1973, U.S. Government Printing Office, Washington, D.C., 1973.

4These data relate to all covered employment. in addition to the state
program, there are programs for federal employees, railroad workers, and
service veterans. Workers covered by state programs account for about 89
percent of all covered employment. U.S. Congress, THE 1974 ECONOMIC
REPORT OF THE PRESIDENT, hearings before the U.S. Congress, Joint
Economic Committee, 93rd Cong., 2nd sess., February 19-22, 1974, U.S.
Government Printing Office, Washington, D.C., 1974, p. 281.

5MINNESOTA STATUTES ANNOTATED, Vol. 17A, sec. 268, for use
in 1974.

6Joseph A. Hickey, ‘‘Changes in State Unemployment Insurance Legis-
fation,”” MONTHLY LABOR REVIEW, January 1974, pp. 39-45.

Five small states have essentially achieved this goal, and three others
have achieved it for workers receiving dependent’s allowances. Minnesota
has no provision for dependent’s allowances, but 11 states containing 33
percent of the insured unemployment currently have such provisions.
Martin Feldstein, ‘‘Unemployment Compensation: Adverse Incentives and
Distributional Anomalies,’’ NATIONAL TAX JOURNAL, Vol. XXVIi, No.
2, June 1974, p. 234.

"Hickey, pp. 39-45.



How can unemployment be reduced?

Martin Feldstein, Professor of Economics at
Harvard University, has pinpointed several
problem areas and suggested some possible
solutions to certain structural unemployment
problems.

One of the biggest U.S. unemployment
problems is the teenage unemployment rate
which is about three times the overall average
rate. In Britain, as a point of comparison, it is
only 50 percent higher than the overali average.
A reason for this discrepancy might be the
more extensive British use of apprenticeship
and trainee programs which would reduce job
turnover.

Feldstein argues that the U.S. minimum
wage law contributes to the high unemploy-
ment rate by preventing teenagers from ‘‘buy-
ing’’ the on-the-job training (OJT) they need.
Many could not subsist on wages they would
receive with OJT, so Feldstein recommends a
““Youth Employment Scholarship’’ to finance
this vocational training and an ‘‘Employee
Investment Tax Credit’’ with rates tied to the
firm's turnover rates.

The teenage unemployment rate, unlike
that of the adult rate, does not go up or down in
reaction to the fluctuations of business cycles.
As a result, the effect aggregate policies can
have on the overall unemployment rate is
limited.

In dealing with adult unemployment,
Feldstein recognizes that some are considered
unemployable because of physical, intellectual,
or psychological reasons, but focuses on those
problem areas which contribute to the level of
unemployment and which can be related to the
unemployment compensation system.

First, a significant portion of U.S. indus-
tries are organized so as to have regular sea-
sonal layoffs. In these industries, unempioy-
ment compensation effectively spreads wage
payments over the year rather than over the
limited number of weeks actually worked. This
in itself is not a problem, but since unemploy-
ment benefits assure the qualified worker of a
minimum income for the year, the wage rates in
such industries are probably lower than they
would be in the absence of a reorganization of
the production process.

Cyclical as well as seasonal variations in
demand cause unusually high volatility in U.S.
unemployment (vis-a-vis European countries).
Feldstein estimates that a 1 percent change in
industrial production has about twice the
impact here as in the United Kingdom. This
may, he says, reflect specific differences such
as in seniority structure and unemployment
insurance or more general differences in indus-
trial structure, market competition, and nation-
al attitudes toward employer/employee
relations.

Still another problem area is the group of
workers who have a relatively weak attachment
to the labor force. Such workers often hold
‘‘dead end’’ jobs (those characterized as having
low pay and, perhaps more importantly, no
future). Workers commonly leave these jobs
voluntarily and so do not qualify for and are
little influenced by the unemployment compen-
sation system.

However, they are indirectly affected
because wages in their occupations may be
influenced by the unemployment compensation
system. For, as clearly stated by Bennett
Harrison, Associate Professor of Economics
and Urban Studies at the Massachusetts tnsti-
tue of Technology:

All income transfer systems which have
the effect of enabling some workers to
survive at low wages indirectly subsidize
secondary employers, thereby reinforc-
ing (institutionalizing) the existence of
the secondary fabor market. ‘

The main reforms Feldstein advocates are
the elimination of minimum and maximum tax
rates on employers, which could minimize
seasonal and cyclical fluctuations, and the taxa-
tion of unemployment compensation as ordi-
nary income, to provide incentive for reducing
the duration of unemployment.

Source: Feldstein, Martin, LOWERING THE PERMANENT RATE OF UN-
EMPLOYMENT, a study prepared for use by the U.S. Congress,
Joint Economic Committee, 92nd Cong., 2nd sess., September
1973, U.S. Government Printing Office, Washington, D.C., 1973.
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‘‘automatic stabilizer.”” A criterion that might
be used to gauge the adequacy of these transfer
payments is to measure them relative to the
wages lost by the unemployed.

We know the benefits paid, but there are
no regularly reported data on income lost by the
unemployed. Under certain assumptions,
though, existing data permit the calculation of
a ‘‘wage replacement ratio’”” (WRR) which
approximates the degree to which earnings are
replaced by unemployment benefits.®

Suppose total covered unemployed per-
sons (U) receive an average wage (W) and total
covered employed persons (E) receive an
average wage (W). Then

Lostwages U - W
Total wages E - W

If W = W (that is, if the unemployed and the
employed receive the same average wage?),
then

Lost wages = UR « Total wages

where UR = LEJ- (the definition of the insured

unemployment rate). The wage replacement
ratio may therefore be defined as

Benefits @ Benefits

WRR = =
Lost wages UR - Total wages

or further,
WRR = (Benefits/Total wages)/UR.

If unemployment benefits are 1 percent of total
wages in covered employment and the insured
unemployment rate is 4 percent, then the WRR
is .25. In effect, 4 percent of the workers
receive 1 percent of the wages, or on average,
an unemployed worker receives 25 percent of
the wages he or she would have earned.

Between 1960 and 1972, the WRR has
ranged only between .28 and .30, indicating
that benefits have generally improved in step
with wages.?

14

Care must be taken in making inference
about any individual element of an aggregate,
however. As a ‘‘per week’’ type of measure,
the WRR includes the usually not compensable
waiting week of claimants as well as claimants
who have exhausted their benefits. It makes no
allowance for the number or duration of spells
of unemployment an individual experiences
and does not deal with the fringe benefit com-
ponent of compensation.

The wage replacement ratio may be a fair
measure of how transfer payments replace
wages lost in covered industries. However, it is
of little use in analyzing the impact of the
unemployment compensation system on the
structure of unemployment or the level of the
unemployment rate. At issue here is not only
how the level of unemployment compensation
benefits affect relative wages but also how they
affect the individual worker.

The Individual View

Martin Feldstein of Harvard University has
recently published some interesting ideas
about the nature of unemployment in the
United States. He describes the economic situa-
tion of the labor market not as ‘‘hard core’’
unemployment, referring to a certain number
of workers being unable to find jobs, but as a
high turnover type of unemployment. That is,
most workers can, after being out of work for a
relatively short time, find jobs in their former
occupations. The problem is that these jobs are
not attractive, and many unemployed persons
are passing them up in hopes of finding more

8Davic! L. Edgell and Stephen A. Wandner, ‘‘Unemployment Insur-
ance: lts Economic Performance,”” MONTHLY LABOR REVIEW, April
1974, pp. 33-40.

9Thls might be difficult to accept since many believe that it is the low
wage workers who get laid off. Data indicate that though claimants in a
given industry tend to have lower average weekly earnings than the aver-
age of all workers in the industry, more claimants come from the high wage
industries. At least for the years 1970, 1971, and 1972, the assumption that
W = W seems quite reasonable. Papier, p. 385.

1OSimllar constancy is shown by the ratio of average weekly benefits to
average weekly wages in covered employment—evidence that state gov-
ernments have been rather faithful in legisiating benefit increases consis-
tent with wage increases. Edgell and Wandner, Table 2, p. 35.



About half are jobless one month.

27 or more weeks
15-26 weeks

5-14 weeks

Less than 5 weaks

The distribution of the unemployed hasn't changed much in the 1970s:

Less than half lose their jobs.

Reantrants

MNew entrants

Job leavers

Job losers

1870 1971 1972 1873

Sowrce: U8, Department of Labor, Bureau of Labor Stallstica

1970 1971 1872 1973

desirable jobs—perhaps with better advance-
ment opportunities. He goes on to say:

For such individuals, job attachment is
weak, quitting is common, and periods
without work or active job seeking are
frequent. The major problem to be dealt
with is not a chronic aggregate shortage
of jobs but the instability of individual
employment. Decreasing the overall rate
of unemployment requires not merely
more jobs, but new incentives to encour-
age those who are out of work to seek
employment more actively, and those
who are employed to remain at work."

In order to examine the influences and
effects of the unemployment system as well as
unemployment compensation benefits on the
individual worker, a closer look must be taken
at the following specific areas: some character-
istics of the structure of unemployment; the
impact of unemployment compensation bene-
fits on the individual worker’s income (a funda-
mental factor of which is the high rate of taxa-
tion which forces a sizable wedge between
nominal wages and take-home pay); and the

effects of the unemployment compensation sys-
tem on the occupational structure and relative
wages. Of further importance is how the
individual’s incentive to work is affected by
each of these areas.

The structural characteristics of the unem-
ployed in the United States support Feldstein’s
view of the labor market. The duration of unem-
ployment tends to be rather short. In 1971,
when the unemployment rate was 5.9 percent,
the mean duration of unemployment was 11.4
weeks—nearly half the unemployed were out of
work for less than 5 weeks and only about 10
percent for 27 weeks or more. In addition, job
losses in the 1970s account for less than half of
total unemployment with the majority of the
unemployed being new entrants and reentrants
to the labor force or those who have left their
jobs voluntarily.

MMartin Feldstein, '‘Policies to Lower the Permanent Rate of Unem-
ployment,”” REDUCING UNEMPLOYMENT TO 2 PERCENT, hearings
before the U.S. Congress, Joint Economic Committee, 92nd Cong., 2nd
sess., October 17, 18, and 26, 1972, U.S. Government Printing Office,
Washington, D.C., 1972, p. 16.
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In addition to these facts about unemploy-
ment, Feldstein offers interesting evidence that
unemployment compensation itself is a signifi-
cant incentive to remain unemployed. For
example, mean durations appear to be longer in
states with more ample unemployment bene-
fits, and some union contracts now have ‘‘in-
verse seniority’’ provisions whereby senior
employees can choose to be laid off before
newer employees.

How is an individual’s income affected by
unemployment? Aggregate data indicate that
about 30 percent of lost wages are replaced by
unemployment benefits; but when benefits are
measured against marginal after-tax income,?
a very different picture of the impact of unem-
ployment on disposable income emerges. In

fact, in several states it is possible for some
persons to have a higher after-tax income by
being unemployed than by working.1!3

As long as there are benefit weeks remain-
ing, an individual must choose between re-
maining unemployed one more week (if a job is
available) or working and paying an effective
tax rate in excess of 100 percent. For many, as
much as 70 percent of the after-tax marginal

12Margina! after-tax income refers to the concept that because tax in-
creases are proportional to income increases the tax on each additional
week’s income is more than on the week before.

1?’Such a situation would be possible only in those 11 states which pay
supplemental dependent’'s allowances. Feldstein, NATIONAL TAX
JOURNAL, p. 234.

weeks of actual unemptoyment.

rate is 5.85 percent.
Source: FRAB Minneapolis

Tax Rates, Net Income, and Unemployment Benefits*

By Income Level for a Single Person and the Working Member of a Family of Four

Weekly Unemployment Compensation
Annual Income Tax Rates** Net income As % Net Income
AVERAGE MARGINAL AVERAGE MARGINAL Weekly AVERAGE MARGINAL
Single Person
$ 4,000 14% 29.3% $ 66 $ 54 $38 8% 1%
6,000 19 30.3 94 80 58 62 72
8,000 22 35.0 120 100 77 64 77
12,000 26 38.7 171 141 85 50 60
16,000 28 36.3 221 196 85 38 43
20,000 30 40.7 268 228 85 32 37
24,000 32 44.1 312 258 85 27 a3
Family Member
4,000 5% 12.5% $ 73 $ 67 $38 52% 57%
6,000 1A 27.8 102 83 58 57 70
8,000 16 31.4 129 106 77 60 73
12,000 21 35.2 182 149 85 47 57
16,000 24 32.9 234 206 85 36 41
20,000 26 36.5 284 248 85 30 34
24,000 28 38.1 332 286 85 26 30

‘The data in this table apply only to the last week of the year and thus should be inter-
preted cautiously. Taxes are based on the income earned during the entire year while
unemployment benefits are determined by the rate at which income is earned during the

**All taxes and tax rates are computed from the 1973 federal and Minnesota tables, as-
suming standard deductions. The OASI base used is $13,200 (the 1974 base), and the
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Some unemployed can make almost 80%
of their after-tax income by not working.

Unemploymant Compensation as a Parcentage of Marginal

e Mel Incoma, by Incoma Level (Single Head of Househald) o
100 100 =
— &80 a0 =
.t. B0 60 =
|
a0 &0 =
1

20 =

i
t—zn

0 04

] 12 (-]
§ thousand

4 L]

Sourca: FAB Minnsapaolis

A facet of the unemployment compensa-
tion system is thus incentives, involving the
effort that an unemployed person will make in
searching for another job, the wage which a
worker is willing to accept at another job, and
the particular occupation which will be chosen.

At the same time as it affects the individ-
ual worker, the unemployment compensation
system may have a significant effect on the
occupational structure and relative wage rates
in the United States. Consider a married indi-
vidual, with a spouse not employed outside the
home and two children, who has the following

income is replaced by tax exempt unemploy-
ment benefits—quite a bit more than the 30
percent estimated in the aggregate analysis.

The accompanying table shows selected
Minnesota income, tax, and unemployment
benefit data for two representative types of
taxpayers—a single person and a family of four
with only one member working. Except for the
very low income family, unemployment bene-
fits replace about 70 to 80 percent of marginal
after-tax income for income levels up to about
$8,000. At $12,000 this replacement drops to
about 60 percent because the maximum benefit
becomes an effective constraint. Above $13,200
the share of the marginal net wage replaced by
unemployment benefits also gets smaller
because the Old Age and Survivor’s Insurance
(OASI) tax is dropped from the marginal tax
rate.

Since Minnesota has no dependent’s
allowances, the single person with a lower
after-tax income receives a relatively higher
unemployment benefit than the married work-
er; or since the difference between what is
taken home from a job and what is lost when
giving up unemployment benefits is smaller,
the single person has more incentive to remain
unemployed an additional week.

Which job would you choose?

Earned Income Ml and Spendable Income [
for Sample Jobs (see text)

Job A
28 wasks, $3.85 pér hour

Job B
52 weeka, 127 .88 per howr

$6,000
$5,179 []s5.311

¢
g
']

=Tan

—taes]

+ Unemplay mani
Compensation

Job B’
52 weaks, 33.85 per hour

Job A’
26 woaks, 85,77 par hour

$8,000
[ ssrse

£6,841
$6,000 [I 3
- §
g
s 38
i §: |
1 |

18 waskly banalits of $TT lor Job A and 385 for Job A
Source; FRB Minnsapolis




covered job choices (see chart): Job A pays
$3.85 per hour but is seasonal and provides
work only 26 weeks of the year for an annual
earned income of $4,000 before taxes. Job B
pays $2.88 per hour for a steady 52 weeks so
that annual earned income before taxes is
$6,000. Under Minnesota unemployment provi-
sions, the person who chooses B rather than A
would work 26 more weeks for an extra after-
tax income of only $132. If the example is
changed so that job A pays $5.77 per hour
($6,000 per year before taxes) and job B pays
$3.85 per hour ($8,000 per year before taxes),
then the person who chooses B over A works 26
more weeks for $123 less after tax income.'*

The importance of incentive effects de-
pends on the number of people receiving un-
employment benefits in relation to the total
number of unemployed. Since World War 1l the
ratio of covered unemployment (under all pro-
grams) to total unemployment has ranged from

: The higher the unemployment rate,
[ the larger the share insured.
l

Unamployment &8
a Parconiage of
{he Labor Forca

i —

1080 1960 1ama

Saources: U8, Department of Labor, Manpawes Administration and Bureau
of Labor Statistics

39 to 77 percent. In 1971 about 75 percent of all
the unemployed over age 24 were insured.'
Moreover, as the total unemployment rate
rises, covered unemployment tends to be a
larger share of total unemployment.i¢
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From the first halt of 1973 to the first haif
ot 1974, the level of unemployment (unadjust-
ed) increased from 4.5 to 4.8 million (six month
averages). At the same time, the share of total
unemployment which was covered increased
from 43 to 53 percent. This large jump in share
came about because of the increase in the level
of covered unemployment of about 600 thou-
sand workers compared to the decrease in the
level of uncovered unemployment of about 300
thousand.

In addition to cash payments, there are
other factors which affect the welfare of a
person receiving unemployment benefits. In
Minnesota, for example, an individual can earn
up to $25 per week before losing any part of
unemployment benefits. Data indicating the
extent to which this provision is used by the
recipients of unemployment benefits are not
available, but it has potential to significantly
increase the weekly income of some unem-
ployed persons.

The food stamp program may also lighten
the burden of the unemployed. Families with
certain asset and income criteria qualify for a
food stamp bonus equal to the difference
between the value of the food stamps received
and their cost to the recipient. In the fail of
1974, a family of four which met the asset con-
straint qualified for the food stamp program if
its net monthly income including unemploy-
ment benefits was at most $500. On income
grounds alone, the family of four in the table
would qualify for a food stamp bonus of about
$11 per week at the $85 unemployment benefit
level and about $25 per week at the $38 level.

41, both cases workers in job A would qualify for 18 weeks of benefits
with an average weekly benefit of $77 in the firat case and $85 in the
second.

¥SMartin Feldstein, LOWERING THE PERMANENT RATE OF UNEM-
PLOYMENT, a study prepared for use by the U.S, Congress, Joint Eco-
nomic Committee, 82nd Cong., 2nd sess., September 1973, U.S. Govern-
ment Printing Office, Washington, D.C., 1973, p. 98.

16E0r a detailed analysis of the hypothesis that the ratio of covered
unemployment to total unemployment is proportionai to the tatal unem-
ployment rate, see the appendix.




compensation, and why?

The unemployment compensation system
might be viewed as a mechanism for redistrib-
uting income in the United States so that low
income families receive more in transfer pay-
ments than high income families. But it doesn’t
work that way. Martin Feldstein has found that
the distribution of U.S. unemployment benefits
by family income class is now about the same as
the distribution of total income; the unemploy-
ment compensation system does not alter the
distribution of family income.

The accompanying chart is quite surpris-
ing. Many are used to thinking of the unem-

[
| Hall the benafits go to the families in
tha top half of the income distribution.
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Who benefits most from unemployment

ployed as mostly poor individuals who would
obviously suffer from being unemployed. Why
should they get such a small share of total
unemployment benefits while unemployed
workers with normally higher incomes receive a
much greater share? A closer look may lessen
the surprise.

The poor are often ineligible for unemploy-
ment benefits when they are unemployed
because they worked in uncovered occupations,
didn’t hoid their jobs long enough, or quit their
jobs. If they are eligibie and collect unemploy-
ment compensation, they are less likely to find
new jobs before their benefits are used up.

Unemployed middle and upper middle
income persons are mare likely to collect unem-
ployment compensation—for the opposite rea-
sons. They worked in covered occupations and
earned enough to collect a higher benefit for
the maximum length of time. Many may simply
be laid off and are soon called back to the same
job. In addition, middle and upper middle in-
come families are more apt to have two wage
earners and 8o are more open to the possibility
of becoming unemployed.

Source: Feldstein, Martin, "*Ur ploy t Comp jon: Adverse In-
centives and Distributional Anomalies.”’ NATIONAL TAX JOUR-
NAL. Val. XXVII, No. 2, Juna 1974, pp. 231-244.

So, persons receiving unemployment compen-
sation may also benefit from this program
(though again, the number who do is not
available).

Summary and Conclusions

Of the points raised in this review, the tax
exemption of unemployment benefits seems
most obviously in need of reconsideration. Tax
exempt status was granted to unemployment
benefits in 1938 when the unemployment rate
was 19 percent, when the tax structure was
such that only 4 percent of the total population

had taxable income, and when the median
income tax rate was only 4 percent.7 Today's
high tax rates create serious horizontal inequi-
ties between income earned and income re-
ceived in unemployment benefits. An equiva-
lent, and perhaps preferable, solution would be
to substantially lower tax rates for low wage
workers.

The proper level of unemployment benefits
cannot be determined by analysis of the sort

7t eidstein, NATIONAL TAX JOURNAL, p. 240.
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presented here and can ultimately be deter-
mined only by a value judgment. However, this
evidence implies that unemployment benefits
are large enough to have a significant effect on
the work choices of employees. They may seem
low in an absolute sense but not when mea-
sured against marginal take-home pay.

If society is concerned that the level of
unemployment benefits is too low, perhaps it
would do better to adopt policies which would
increase the income of the employed rather
than raise the benefit levels of the unemployed.
Insured workers now receive benefits of about
50 percent of average gross weekly earnings—
any higher and many could have as much
income after taxes whether they work or not.

For the policy maker, the current level of
unemployment benefits must be viewed as
having an effect on the trade-off between infla-
tion and unemployment, since when laid off, a
worker’s entire product is lost to society.
However, the resulting fall in demand is not
affected to the same extent as is the fall in
supply because the worker’s disposable income
falls by a relatively small amount. When unem-
ployment rates are relatively high, the
probability is also high that a worker who is
displaced by macro policies is covered by the
unemployment compensation system. Thus the
burden of individuals who in effect are paying
the short-run social cost of obtaining lower
rates of inflation by being laid off is eased.
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Appendix

The hypothesis that the ratio of covered unem-
ployment to total unemployment is proportional
to the total unemployment rate produces this
estimated equation for 1947 through 1973:
cu=13.17 + 1.27u-1.441f R’ = .87
(5.8) (13.1) (-6.1)

and this for 1954 through 1973:
2

cu=975+149u-1.201f R = .93
(4.8) (16.3) (-6.8)

where cu is the logarithm of covered (all pro-
grams) unemployment, u is the logarithm of
total unemployment, and if is the logarithm of
the civilian labor force.*

These equations support the view that as
the level of unemployment rises, a larger share
is covered. And the higher is the share of cover-
ed employment, the larger is the incremental
change in covered unemployment for a given
change in total employment.

For example, if covered unemployment is
50 percent of total unemployment, the second
equation indicates that if the level of unemploy-
ment increases by 100 workers, about 75 will be
covered by unemployment benefits; and if 60
percent of the unemployed are covered, about
90 out of the 100 marginal increase in unem-
ployed workers will be covered. It might be
argued that the 1.49 elasticity in the second
equation is not a very sophisticated estimate
and may be much too high; however, the data
for the first half of 1974 do not support this
view.

*Data are annual observations, and numbers in parentheses are *‘t"’
statistics. Including a trend term in the regression left the u elasticity
essentially unchanged, but all other terms became insignificant, and R 2
increased by only .01,



