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Discussion Section 7

KEY CONCEPTS

CHAPTER 10: Unemployment

- The value wu is the effective wage received while unemployed. w̄ is the reservation wage.

Wage offers below w̄ are rejected and those above w̄ are accepted. If you are between wu

and w̄, then you are looking for a job but were not able to find one just yet.

- An increase in the income while unemployed, i.e. in wu, motivates job seekers to raise

their standards for job acceptance, that is w̄ increases. Therefore, an increase in wu lowers

the job finding rate and raises the expected duration of unemployment.

- Suppose that the whole distribution of job offers becomes better. Then for a given

reservation wage, wage offers are more likely to be in the acceptable range. Hence, the

job-finding rate rises, and the expected duration of unemployment falls.

- A rise in the anticipated duration of a job makes it more attractive and thereby lowers

the reservation wage.

- People who are neither have a job nor are looking for one are classified as outside of the

labor force. The ratio of the number unemployed to the labor force is the unemployment

rate. The unemployment rate is countercyclical.
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NOTATION

(a) L = number of people employed

(b) U = number of people unemployed

(c) L+ U = number of people in the labor force

(d) σ = job separation rate

(e) φ = job finding rate

(f) ∆L = φU − σL= the change in the number of employed during a period

(g) u = natural rate of unemployment

- At the natural unemployment rate: ∆L = 0. Thus, φU = σL, i.e. the number of

job-separations and findings is equal. Then the natural unemployment rate is:

u =
σ

σ + φ

- Conditional Convergence. If economies differ in their F, s, and δ, they will not

converge to the same steady state. The concept of conditional convergence is that for the

development of a single country, the growth rate will be high when capital per worker is

low. That is, an economy grows faster the further it is from its own steady

state.
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