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Abstract

The post-recession economy has undergone the slowest recovery in 70

years. In addition to more than 6 percent unemployment five years af-
ter the recession officially ended, labor force participation has fallen

sharply since the recession began in December 2007. Today, 6.9 mil-
lion fewer Americans are working or searching for work. The drop in

unemployment since 2009 is almost entirely due to the fact that those

not looking for work do not count as unemployed. Demographic fac-
tors explain less than one-quarter of the decreased labor force par-
ticipation. The rest comes from increased school enrollment and more

people collecting disability benefits. Over 6 percent of U.S. adults are

now on Social Security Disability Insurance. This is no time to make it
more difficult for businesses to create jobs.

he American economy is experiencing the slowest recovery in

70 years. In addition to persistently high unemployment, labor
force participation has fallen sharply since the recession began in
December 2007. Today, 6.9 million fewer Americans are working or
looking for work. This drop accounts for virtually the entire reduc-
tion of the unemployment rate since 2009 because those not look-
ing for work do not count as unemployed.

Demographic changes explain less than one-quarter of the drop
in labor force participation. The Council of Economic Advisers
(CEA) estimate that demographics explain half of the drop in labor
force participation, but the estimate ignores the effect of rising
education rates. The baby boomers are aging and thus more likely
to retire, dropping out of the labor force, while the population has
become more educated and thus more likely to work. These demo-
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KEY POINTS

m The American economy is experi-
encing the slowest recovery in 70
years. In addition to persistently
high unemployment, labor force
participation has fallen sharply
since the recession began.

m Today, over 6.9 million fewer
Americans are working or looking
for work. This drop in labor force
participation accounts for virtu-
ally the entire reduction of the
unemployment rate since 2009.

m Demographics changes—
such as retiring baby boom-
ers—explain less than one-
quarter of the decrease in labor
force participation.

m More people collecting disability
benefits and more people study-
ing in school account for the rest
of the drop. Both factors reflect
the difficulty of finding work.
Fully 6 percent of U.S. adults are
on Disability Insurance.

m Job creation fell sharply after the
recession began and has not recov-
ered. The government's response
has been largely ineffective.

m |nstead of voting for vast sub-
sidies and public works pro-
grams, Congress should reduce
the tax and regulatory burdens
on businesses.
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CHART1

Stimulus Failed to Keep

Unemployment Rate With and Without the Recovery Plan
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that government spending
would “stimulate” the
economy and quell rising 8
unemployment by “creating
or saving” millions of jobs.
In January 2009, Obama’s
advisers produced a chart
visualizing the positive 5
results of his recovery plan,
but actual unemployment
(inred) far exceeded the 3
White House estimates.
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graphic changes together explain less than one-
quarter of the drop in labor force participation.

The remaining drop in participation primarily
comes from millions more people collecting Social
Security Disability Insurance (SSDI) or attending
school. While those enrolled in school will probably
return to the labor force, those going on the disabil-
ity rolls will not. They will remain permanently out-
side the labor force.

The difficulty of finding a job drives both these
changes. Job creation fell sharply after the reces-
sion began and—unlike layoffs—has only partially
recovered. The government’s responses have been
ineffective at best and counterproductive at worst.
The stimulus provided little if any boost to the
economy and will depress the economy in future
years. The Dodd-Frank Act has hurt capital mar-
kets and hurt businesses seeking to expand.! Fed-
eral Reserve Banks find many businesses reporting
that Obamacare has made hiring more expensive.?
Instead of public works programs and counterpro-

ductive regulations, Congress should reduce the
tax and regulatory burdens that it imposes on busi-
nesses to encourage hiring and stop the fall in labor
force participation.

The Slow Recovery

The collapse of the housing bubble and the result-
ing financial crisis sent the U.S. economy into a
recession in December 2007. Recessions and finan-
cial crises are not unusual. The savings and loan cri-
sis and the Volcker disinflation contributed to the
recessions of the early 1990s and 1980s, respectively.
The recoveries from both of these recessions were
strong. Today’s economy is unusual in how slowly it
is recovering.

Officially, the most recent recession ended in
June 2009—the last month of the last quarter of the
economic contraction that began in 2008. When
President Barack Obama took office in early 2009,
his Administration projected that unemployment
would fall to 7 percent by the end of 2010 if Congress

1. Norbert J. Michel and John L. Ligon, “Basel Il Capital Standards Do Not Reduce the Too-Big-to-Fail Problem,” Heritage Foundation
Backgrounder No. 2905, April 23, 2014,
http://www.heritage.org/research/reports/2014/04/basel-iii-capital-standards-do-not-reduce-the-too-big-to-fail-problem.

2. Board of Governors of the Federal Reserve System, “Summary of Commentary on Current Economic Conditions by Federal Reserve Districts”
[Beige Book], October 16, 2013, http://www.federalreserve.gov/monetarypolicy/beigebook/beigebook201310.htm (accessed August 19, 2014).
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CHART 2

Slowest Recovery
in Past 50 Years

It took 77 months for non-
farm employment to return
to pre-recession levels, the
longest recovery of any
post-World War I1 recession.
The next-longest recovery
lasted less than four years.
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passed his stimulus package. The Administration
warned that unemployment would hit 9 percent by
the end of that year if Congress did not pass the stim-
ulus package. Congress passed the stimulus, yet the
unemployment rate hit 10 percent in October 2009
and did not fall below 9 percent until late 2011.

Not until May of 2014 did total employment reach
its pre-recession peak—five years after the recession
formally ended.? May’s unemployment rate stood at
6.3 percent—the lowest since the recession began—
but also matched the highest unemployment rate
following the 2001 recession.*

This has been the slowest recovery in the post-
war era. After every other recession, the economy
fully replaced the lost (net) employment within two

to four years of the recession’s onset. Investors and
entrepreneurs rapidly found productive new uses
for the millions of idled workers and billions in idle
capital. Not since the Great Depression has employ-
ment remained below its pre-recession levels more
than six years after a downturn’s onset.

Lower Participation = Lower Unemploy-
ment Rate. As high as the unemployment numbers
are, they still overstate the economy’s performance.
Since the recession began, the labor force partici-
pation rate—the proportion of adults either work-
ing or trying to find work—has fallen by 3.2 per-
centage points. The government counts only people
actively looking for jobs as unemployed. The drop
in labor force participation accounts for almost the

3. Heritage Foundation calculations using data from U.S. Department of Labor, Bureau of Labor Statistics. Figures are relative to total nonfarm

payroll employment in January 2008.

4. The unemployment rate reached 6.3 percent in August 2003 following the 2001 recession and the collapse of the information technology bubble.
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CHART 3

Labor Force Participation Rate
Has Fallen Significantly Since
the Recession Began
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Source: Heritage Foundation calculations using data from the
U.S. Department of Labor, Bureau of Labor Statistics/Haver
Analytics.
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entire net drop in the unemployment rate over the
past five years.

Another measure of the state of the labor mar-
ket is the employment-population ratio. This ratio
shows employees as a proportion of all adults, both
those looking for work and those outside the labor
force. During the recession, the employment-popu-
lation ratio fell sharply and the unemployment rate
increased. Since then, the unemployment rate has
improved modestly. The employment-population
ratio barely increased.

The unemployment rate peaked at 10.0 percent
in October 2009 and currently stands at 6.3 percent.
The employment-population ratio has gone from

58.5 percent to 58.9 percent during this time. Unem-
ployment has fallen because fewer Americans are
looking for work, not because more Americans are
finding jobs. Since the recession ended, job creation
has only slightly exceeded population growth.

A Smaller Labor Force—What It Means

Understanding why labor force participation has
fallen is critically important to assessing the state of
the economy. When millions of people would like to
be employed, but have given up on finding work, the
official unemployment rate understates the weak-
ness of the labor market. It omits millions of poten-
tial workers who have become so discouraged that
they have stopped job searching.

On the other hand, economists projected labor
force participation to fall no matter what happened
to the labor market. The first of the baby boomers
turned 65 in 2011. People in their 60s work consid-
erably less and have much higher retirement rates
than those in their 50s. An aging population will
push down labor force participation whether the
economy does well or poorly. The aging of the baby
boomers presents economic challenges for Ameri-
ca, but these challenges have nothing to do with the
cyclical state of the economy. If demographic chang-
es explain most of the drop in labor force participa-
tion, then the unemployment rate accurately mea-
sures the health of the economy.

Examining the Drop in Employment. The
Bureau of Labor Statistics (BLS) surveys a repre-
sentative sample of tens of thousands of households
each month. The BLS reports the proportion of
Americans who are employed, unemployed, and not
in the labor force. People outside the labor force do
many things: enjoy their retirement, study in school,
collect disability benefits, take care of family mem-
bers, or fight illness.” The BLS asks individuals out-
side the labor force what they are doing, but does not
regularly report these details.

The Heritage Foundation analyzed microdata
from the BLS’s Current Population Survey to break
down the changes in employment, unemployment,
and those outside the labor force. Table 1 shows
the changes in these figures between 2007 (the last
year before the recession) and 2013 (the most recent

5. These categories are mutually exclusive. An individual who is employed part time and going to school part time will be counted as employed.

He will not appear in the “outside the labor force-in school” category.
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CHART 4

Unemployment Rate Has Improved—Employment-Population Ratio Has Not

The unemployment rate peaked at 10 percent in 2009 and has declined slowly since. However,
over the same period, the employment-population rato (which shows the share of the
working-age population that is working or looking for work) has not recovered.
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full year in the recovery).® Table 1 also shows how
those figures would be different if the employment,
unemployment, and not-in-labor-force rates had
remained constant between 2007 and 2013.”
Between 2007 and 2013 the employment-popu-
lation ratio fell by 4.4 percentage points, while the
unemployment-population ratio increased by 1.6
percentage points and the labor force participation
rate fell by 2.8 percentage points.® If employment
and unemployment had remained at their previous
rates, 10.8 million more Americans would have jobs,
meaning 4.0 million fewer unemployed Americans

and 6.9 million more Americans participating in the
labor force.’

Three categories explain the bulk of the decrease
in labor force participation. The proportion of those
outside the labor force and attending school hasrisen
by 0.8 percentage points (1.9 million people), the
proportion collecting Disability Insurance has risen
by 0.9 percentage points (2.1 million people), and the
proportion of retirees increased by 1.2 percentage
points (2.9 million people). The proportion of those
outside the labor force and spending time with fam-
ily (-0.1 percentage points) or outside the labor force

6. Heritage Foundation analysis of the 2007 and 2013 Current Population Survey. See the appendix for details.

7. This does not show the total change in unemployment between 2007 and 2013. It shows how many more workers would have jobs and how
many fewer would be unemployed or outside the labor force if the unemployment rate, employment-population ratio, and proportion not in
the labor force had remained unchanged—but the population grew as it actually did.

8.  This is not the unemployment rate. The unemployment rate is the proportion of workers unemployed relative to the overall labor force. This
figure is the proportion of workers unemployed relative to the adult population.

9.  The figures do not sum exactly due to rounding.
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TABLE1

Change in Employment Status of the Adult Population

2007
Employed 63.0%
Unemployed 3.1%
Not in Labor Force 34.0%
Breakdown of Not in Labor Force
Family 6.0%
M 0.2%
Other 1.1%
Disabled 5.3%
Retired 15.7%
School 5.8%

Percentage-Point Total Change in
2013 Change Millions
58.6% -4.4 -10.8
4.7% 1.6 4.0
36.8% 2.8 6.9
5.9% -0.1 -0.2
0.2% 0.0 0.0
1.1% 0.1 0.2
6.1% 0.9 2.1
16.9% 1.2 29
6.5% 0.8 1.9

Source: Heritage Foundation calculations using monthly data from the U.S. Census Bureau,

Current Population Survey, 2007 and 2013. Figures are for individuals age 16 years and older.
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for “other” reasons (+0.1 percentage points) changed
only slightly. The proportion of those not working
due toillness remained constant.

These figures do not reveal what portion of these
changes demographic changes caused and what
portion the recession caused. The aging of the baby
boomers should naturally cause more Americans to
retire, pushing down labor force participation. Con-
versely, the generation of workers currently retiring
has less education than the generations succeed-
ing them. More educated workers have higher labor
force participation rates. Rising education levels
increase labor force participation.

Change in Labor Force Status by Age. Table
2 shows the change in the employment status of
the adult population by age and education catego-
ries. The recession has not affected everyone equally.
Workers ages 16 to 24 experienced the largest drop
in employment (-6.6 percentage points) and the
largestincrease in those outside the labor force (+4.5
percentage points). Conversely, the employment
rate of workers 55 and older increased noticeably
(+0.8 percentage point), and the proportion of those
55 and older outside the labor force fell by 1.9 per-
centage points.

The latter change is driven by a sharp decrease
in retirement rates (-2.5 percentage points). Older
Americans are less likely to retire now than before

the recession began. However, workers 55 and older
are still more likely to be outside the labor force
(usually retired) than any other age group. Conse-
quently, the aging of the population has increased
the number of retirees even as the retirement rates
of older Americans have fallen.

The increase in Disability Insurance varies only
slightly by age group. Workers in all age groups were
between 0.6 and 0.9 percentage point more likely to
receive Disability Insurance in 2013. The same is not
true of schooling. The largest increase in those out-
side the labor force and attending school unsurpris-
ingly came among younger workers (+4.0 percent-
age points).

This does not necessarily mean that younger
Americans are enrolling in school at a higher rate
than in 2007. The “employed” and “not in the labor
force-in school” categories are mutually exclusive.
These figures could also mean that students who in
the past would have had part-time jobs now cannot
find work. Thus, they are classified as outside the
labor force instead of as employed. These figures
show how the activities of those outside the labor
force have changed. They do not show whether those
outside the labor force and in school would take jobs
if they could get them.

Change in Labor Force Status by Education.
Table 3 shows how the labor force status has changed
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TABLE 2

Change in Labor Force Status by Age Group

BREAKDOWN OF NOT IN LABOR FORCE

Not In Labor
2007 Employed  Unemployed Force Retired  Disabled i School Family Other
Age 16-24 53.1% 6.3% 40.6% 0.2% 1.6% 02%  31.5% 4.7% 2.4%
Age 25-54 79.9% 3.1% 16.9% 1.1% 5.0% 0.2% 1.2% 8.4% 1.0%
Age 55+ 37.4% 1.2% 61.4% 50.8% 7.6% 0.1% 0.1% 2.3% 0.6%
Not In Labor
2013 Employed  Unemployed Force Retired  Disabled n School Family Other
Age 16-24 46.5% 8.6% 45.1% 0.3% 2.3% 02%  35.4% 4.4% 2.4%
Age 25-54 75.9% 5.1% 18.6% 1.3% 6.0% 0.2% 1.7% 8.7% 1.1%
Age 55+ 38.2% 2.2% 59.5% 48.3% 8.2% 0.1% 0.1% 2.3% 0.7%
Percentage-Point Not In Labor
Change Employed  Unemployed Force Retired  Disabled i School Family Other
Age 16-24 -6.6 2.3 4.5 0.1 0.6 0.0 4.0 -0.2 0.0
Age 25-54 -4.1 2.0 1.6 0.2 0.9 0.0 0.5 0.3 0.1
Age 55+ 0.8 0.9 -1.9 -2.5 0.6 0.0 0.0 0.1 0.1

Source: Heritage Foundation calculations using monthly data from the U.S. Census Bureau,

Current Population Survey, 2007 and 2013. Figures are for individuals age 16 years and older.
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by educational attainment.!® Even before the reces-
sion those with more education were more attached
to thelabor force and had lower unemployment rates.
The burden of the recession has fallen heaviest on
those with less education. The employment rates of
those with less than a high school degree (-5.8 per-
centage points) and high school graduates (-6.4 per-
centage points) have fallen the most. These groups
also have the largest decreases in labor force par-
ticipation (-4.3 percentage points for each). Work-
ers with bachelor’s degrees saw considerably smaller
(-3.8 percentage points) decreases in their employ-
ment rates and labor force participation rates (-2.4
percentage points).

A substantial part of the drop in labor force par-
ticipation for workers without a high school degree
comes from those enrolled in school (+3.9 percent-
age points). A large number of these individuals are
younger Americans studying in high school. The

recession has encouraged many of them to contin-
ue their education because they will have difficulty
finding work if they drop out. Similarly, difficulty
finding part-time jobs has caused many students to
stop looking for work and thus drop out of the labor
force, although they remain in school.

Table 3 also shows notable differences in Disabil-
ity Insurance claims. The increase in workers drop-
ping out of the labor force and going on Disability
Insurance was greatest for workers with at most a
high school degree (+1.8 percentage points) or who
have not finished high school (+1.4 percent). Workers
with a bachelor’s degree or a graduate degree were
considerably less likely to increase their use of Dis-
ability Insurance (+0.3 and +0.1 percentage points,
respectively).

Holding Demographics Constant. Older work-
ers are less likely to participate in the labor force
than younger workers. More educated workers are

10. These figures break down labor force status by highest level of education completed. They do not account for current studies. For example,
a student who has completed a bachelor’'s degree and is in medical school would be recorded as a “bachelor’'s degree” holder, not as a
“graduate degree” holder. Someone with less than a high school education who is enrolled in high school will still be recorded as “less than

a high school degree.”
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TABLE 3

Change in Labor Force Status by Educational Attainment

BREAKDOWN OF NOT IN LABOR FORCE

2007 Employed  Unemployed Lat,J\:)(;tI-'lgrce Retired  Disabled I School Family Other
Less than high school 39.8% 4.5% 55.7% 182%  10.0% 03% 17.8% 7.8% 1.6%
High school graduate 60.6% 3.4% 36.1% 19.4% 6.7% 0.2% 2.0% 6.6% 1.2%
Some college 68.2% 3.0% 28.8% 12.7% 4.1% 0.2% 6.2% 4.8% 0.9%
Bachelor's degree 76.0% 1.9% 22.1% 11.8% 1.8% 0.1% 1.7% 6.0% 0.8%
Graduate degree 77.1% 1.5% 21.4% 14.8% 1.2% 0.0% 0.9% 3.6% 0.7%
Not in
2013 Employed ~ Unemployed Labor Force Retired  Disabled i School Family Other
Less than high school 34.1% 6.0% 59.9% 17.4%  11.4% 02% 21.7% 7.7% 1.6%
High school graduate 54.2% 5.5% 40.3% 21.1% 8.4% 0.2% 2.6% 6.6% 1.4%
Some college 62.4% 4.8% 32.8% 14.3% 5.2% 0.2% 7.2% 5.0% 0.9%
Bachelor's degree 72.2% 3.2% 24.6% 13.7% 2.1% 0.1% 2.1% 5.8% 0.9%
Graduate degree 73.5% 2.4% 24.1% 17.3% 1.4% 0.1% 1.0% 3.6% 0.8%
Percentage-Point Not in
Change Employed  Unemployed Labor Force Retired  Disabled ll} School Family Other
Less than high school -5.8 1.5 43 -0.8 1.4 0.0 3.9 -0.1 -0.1
High school graduate -6.4 2.1 43 1.7 1.8 0.0 0.5 0.0 0.2
Some college -5.8 1.8 4.0 1.6 1.1 0.0 1.0 0.2 0.1
Bachelor's degree -3.8 14 2.4 19 0.3 0.0 0.4 -0.3 0.1
Graduate degree -3.6 0.9 2.7 2.5 0.1 0.0 0.0 0.0 0.0

Source: Heritage Foundation calculations using monthly data from the U.S. Census Bureau,

Current Population Survey, 2007 and 2013. Figures are for individuals age 16 years and older.
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more likely to participate in the labor force than less

educated workers. America became older and more

educated between 2007 and 2013. Such demograph-
ic factors have put both upward and downward pres-
sure on the labor force participation rate. Tables 2

and 3 demonstrate the importance of controlling for

these factors.

One way to control for demographic changes is to
calculate what the employment status of the overall
population would look like if the age, sex, and edu-
cation distribution of the population did not change
but the employment status of each separate age-sex-
education group changed as it actually did." This
hypothetical employment status shows what the

unemployment rate would have been if demograph-
ics remained unchanged since 2007.

Table 4 shows the actual and hypothetical change
in the employment status of the adult popula-
tion. The employment-population ratio fell by 4.4
percentage points, of which 4.0 percentage points
remain after controlling for demographics. Similar-
ly, 2.2 percentage points (5.4 million people) of the
2.8 percentage point (6.9 million people) decrease
in labor force participation remains after control-
ling for demographic factors. Under one-quarter of
the drop in labor force participation is due to demo-
graphic—notstrictlyeconomic—factors. The Federal
Reserve Bank of Chicago has come to the same con-

1. Seethe appendix for details. This analysis controls for the highest level of completed education. A 20-year-old female high school graduate
enrolled in college and a 20-year-old female high school graduate who is working will both be classified in the same “woman, 16-24, high

school graduate” cell.
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TABLE 4

Change in Employment Status of the Adult Population, 2007-2013,

Adjusting for Demographic Changes

BREAKDOWN OF NOT IN LABOR FORCE

Not in
Percentages Employed  Unemployed Labor Force Retired  Disabled I School Family Other
2007 63.0% 3.1% 34.0% 15.7% 5.3% 0.2% 5.8% 6.0% 1.1%
2013 58.6% 4.7% 36.8% 16.9% 6.1% 0.2% 6.5% 5.9% 1.1%
2013 with 59.0% 4.8% 36.1% 15.3% 6.4% 0.2% 6.9% 6.3% 1.2%
demographics held
constant
Percentage-point -4.4 1.6 2.8 1.2 0.9 0.0 0.8 -0.1 0.1
change
Percentage-point -4.0 1.8 2.2 -0.4 11 0.0 1.1 0.3 0.1
change with demo-
graphics held constant
In Millions
Actual change -10.8 4.0 6.9 29 2.1 0.0 19 -0.2 0.2
Change with demo- -9.8 4.4 5.4 -1.0 2.7 0.0 2.7 0.7 0.2
graphics held constant
Attributable to -1.0 -0.5 1.5 39 -0.6 0.0 -0.9 -0.9 -0.1
demographic shifts

Notes: The change in millions is the change relative to the number that would have occurred if the 2007
employment status occurred in the 2013 population. Numbers may not sum to totals due to rounding.
Source: Heritage Foundation calculations using monthly data from the U.S. Census Bureau, Current Population

Survey, 2007 and 2013. Figures are for individuals age 16 years and older.
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clusion, finding that demographic factors accounted
for one-quarter of the drop in labor force participa-
tion between 2008 and 2011."

The Council of Economic Advisers recently con-
cluded that demographic changes accounts for
roughly half the drop in labor force participation.*®
They came to this conclusion by examining popu-
lation aging in detail. While the CEA thoroughly
examined population aging, they did not simultane-
ously control for education rates. The population has
also become more educated since 2007, and more
educated workers have greater attachment to the

labor force. This factor should push labor force par-
ticipation rates up.

Rerunning the analysis shown in Tables 3 and
4, but only accounting for aging would find demo-
graphics accounting for half the drop in labor force
participation, as the CEA did. Accounting for aging
and education simultaneously shows that demo-
graphics explains less than a quarter of the drop in
labor force participation.

After accounting for demographics, three major
categories of workers outside the labor force changed
significantly between 2007 and 2013.* Increased

12.  Daniel Aaronson, Jonathan Davis, and Luojia Hu, “Explaining the Decline in the U.S. Labor Force Participation Rate,” Federal Reserve Bank of

Chicago Essays on Issues No. 296, March 2012,

http://www.chicagofed.org/digital_assets/publications/chicago_fed_letter/2012/cflmarch2012_296.pdf (accessed August 12, 2014).

13. Council of Economic Advisers, “The Labor Force Participation Rate Since 2007: Causes and Policy Implications,” July 2014,
http://www.whitehouse.gov/sites/default/files/docs/labor_force_participation_report.pdf (accessed August 12, 2014).

14.  Demographic changes also explain the decrease in the proportion of stay-at-home parents. Parents are less likely to stay at home as their
children grow older. An aging population will thus have fewer stay-at-home parents. This demographic change explains the entire drop in
individuals staying outside the labor force and at home with their families.
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retirements due to the aging population decreased
the labor force participation rate by 1.2 percentage
points.” Older workers have become much less likely
toretire since 2007. If America’s demographic make-
up had not changed between 2007 and 2013, lower
retirement rates would have increased the labor
force participation rate by 0.4 percentage points.

Controlling for demographics also changes the
apparent magnitude of changes in those outside the
labor force and attending school. The demographics-
adjusted increase rises from 0.8 percentage point
(1.9 million people) to 1.1 percentage points (2.7
million people). An aging population means fewer
youth—those most likely to enroll in school. Con-
trolling for this the increase in those not participat-
ing in the labor force and enrolled in school becomes
even more pronounced.

A similar phenomenon explains the demograph-
ics-adjusted increase in Disability Insurance recipi-
ents. Overall the proportion of workers claiming Dis-
ability Insurance increased by 0.9 percentage point
(2.1 million people). However, more educated work-
ers are less likely to collect Disability Insurance
than workers with lower levels of education. (See
Table 3.) As older workers leave the labor force, their
replacements have more education on average. This
trend should reduce disability claims. If the popu-
lation had not become more educated, even more
people would have applied for disability than actu-
ally did. Statistical analysis shows disability claims
would have risen by 1.1 percentage point (2.7 mil-
lion workers). Controlling for demographic changes
makes the recent increase in Disability Insurance
even more pronounced.

Each of these factors—disability claims, school-
ing, and retirement—reflects weakness in the
labor market.

Rising Disability Insurance Claims

Americans have not become sicker over the past
10 years. Surveys show that Americans’ health has
improved. Mortality rates have also fallen. Advances
in medical technology allow most Americans to live
healthier and better lives.'® Nonetheless, Disability
Insurance claims continue to rise.

The Current Population Survey data showing ris-
ing disability claims tracks closely with Social Secu-
rity Administration (SSA) data. SSA data show the
number of workers applying for SSDI benefits has
steadily increased, and that increase accelerated dur-
ing the recession. By the end of 2001, the SSA was
paying disability benefits to 5.3 million workers and
was granting disability status to an average of 57,600
people per month.”” By December 2007, those figures
had grown to 7.1 million workers collecting SSDI and
an average of 68,900 new disability benefits awards
per month. During the recession, SSDI use increased
even more rapidly. By the end of 2010, the SSA was
adding approximately 90,000 workers per month to
the SSDI rolls, which totaled 8.2 million workers.

Since 2010, the pace of SSDI applications has
returned to pre-recession levels. In the 12 months
ending in May 2014, an average of 70,500 workers
a month began collecting SSDI benefits. However,
the SSDI rolls have not dropped. The new entrants
have remained in the system. In May 2014, 8.9 mil-
lion workers collected disability benefits.'®* Over the
past decade, the number of workers collecting Dis-
ability Insurance has risen by 2.9 million—a 48 per-
cent increase.”

Studies show that a significant number of work-
ers who apply for disability benefits are not entirely
disabled. They have medical conditions that qualify
them for benefits, but could work at some type of
job under other circumstances. Given the option of
receiving benefits, however, they take them.°

15.  The labor force participation rate is the complement of the proportion not in the labor force. An increase in the labor force participation rate
decreases the proportion not in the labor force by the same amount, and vice versa.

16. David H. Autor and Mark G. Duggan, “The Growth in the Social Security Disability Rolls: A Fiscal Crisis Unfolding,” Journal of Economic
Perspectives, Vol. 20, No. 3 (Summer 2006), pp. 71-96, http://www.aeaweb.org/articles.php?doi=10.1257/jep.20.3.71 (accessed August 12, 2014).

17.  Heritage Foundation calculations using data from Social Security Administration, Social Security Beneficiary Data,
http://www.ssa.gov/OACT/ProgData/beniesQuery.html (accessed August 12, 2014). These figures include only disabled workers. They do
not include spouses or children collecting benefits. The average new beneficiaries figure is the 12-month average of new SSDI awards.

18. Ibid. In December 2012, these figures were 8.8 million and 81,664, respectively.
19. Ibid. In May 2004, the SSDI program paid benefits to 6.0 million workers.

20. Ibid. See also David H. Autor and Mark G. Duggan, "Distinguishing Income from Substitution Effects in Disability Insurance,” American
Economic Review, Vol. 2, No. 97 (May 2007), pp. 119-124, http://economics.mit.edu/files/1478 (accessed August 12, 2014).
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TABLE 5

Change in Employment Status of the Adult Population by Gender,

2007-2013, Adjusting for Demographic Changes

V¥V MEN BREAKDOWN OF NOT IN LABOR FORCE

Not in
Percentages Employed  Unemployed Labor Force Retired  Disabled n School Family Other
2007 69.8% 3.5% 26.8% 13.4% 5.0% 0.1% 6.0% 1.0% 1.3%
2013 64.4% 5.3% 30.3% 14.7% 6.0% 0.1% 6.7% 1.4% 1.4%
2013 with 65.2% 5.5% 29.2% 13.0% 6.2% 0.1% 7.1% 1.4% 1.4%
demographics held
constant
Percentage-point -5.4 1.9 3.5 13 1.0 0.0 0.7 0.4 0.1
change
Percentage-point -4.5 2.1 2.5 -0.4 12 0.0 1.1 0.5 0.1
change with demo-
graphics held constant
In Millions
Actual change -6.4 2.2 4.1 1.5 1.2 0.0 0.9 0.4 0.1
Attributable to -5.4 25 2.9 -0.5 1.4 0.0 13 0.5 0.1
economic changes,
demographics held
constant
Attributable to -1.0 -0.2 1.2 2.0 -0.2 0.0 -0.4 -0.1 -0.1
demographic shifts
VY WOMEN BREAKDOWN OF NOT IN LABOR FORCE

Not in
Percentages Employed  Unemployed Labor Force Retired  Disabled i School Family Other
2007 56.6% 2.7% 40.7% 17.9% 5.5% 0.2% 56%  10.7% 0.9%
2013 53.2% 4.0% 42.8% 19.0% 6.4% 0.2% 6.4% 10.1% 0.9%
2013 with 53.2% 4.2% 42.6% 17.5% 6.6% 0.2% 6.7%  10.8% 0.9%
demographics held
constant
Percentage-point -3.5 14 2.1 11 0.9 0.0 0.8 -0.5 0.0
change
Percentage-point -3.5 15 1.9 -04 11 0.0 1.1 0.1 0.0
change with demo-
graphics held constant
In Millions
Actual change -4.4 1.8 2.7 14 11 0.0 1.0 -0.7 0.0
Attributable to -4.4 2.0 25 -0.5 1.4 0.0 1.4 0.1 0.1
economic changes,
demographics held
constant
Attributable to 0.0 -0.2 0.2 1.9 -0.3 0.0 -0.4 -0.8 0.0
demographic shifts

Notes: The change in millions is the change relative to the number that would have occurred if the 2007
employment status occurred in the 2013 population. Numbers may not sum to totals due to rounding.

Source: Heritage Foundation calculations using monthly data from the U.S. Census Bureau, Current Population
Survey, 2007 and 2013. Figures are for individuals age 16 years and older.
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CHART 5

Disability Insurance Awards Surged
During the Recession

During the three-year period following the start
of the recession, the number of monthly awards
for Social Security Disability Insurance (SSDI)
rose by 29 percent. Today the number is just
above pre-recession levels.

MONTHLY SSDI AWARDS
(12-MONTH AVERAGE)
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Source: Social Security Administration, Social Security
Beneficiary Data, http://www.ssa.gov/OACT/ProgData/
benefits.html (accessed August 18, 2014).
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The effect is particularly pronounced for low-
er-income workers, who are much more likely to
be affected by a difficult job market. SSDI benefits
represent a significantly larger proportion of their
potential earnings. In a recession, layoffs increase,
especially among less skilled workers, and finding

work becomes particularly difficult. This leads many
workers who lose their jobs to apply for disability
benefits instead.

Regrettably, few of these workers will ever return
to the labor force. The overwhelming majority of
people who leave the Disability Insurance program
do so because they qualify for Social Security retire-
ment benefits (55 percent) or because they die (35
percent). Just 9 percent leave the system because
their health has improved enough that they no lon-
ger qualify for benefits.?! Even fewer workers volun-
tarily leave Disability Insurance to work. Congress
created the Ticket to Work program in 1999, which
allowed SSDI beneficiaries to return to work while
keeping their health coverage. Over the next seven
years, fewer than 1,400 claimants used the program
to return to work.>?

The decrease in labor force participation as work-
ers apply for disability benefits is probably perma-
nent. In addition to hurting the economy by remov-
ing potential workers from the labor force, this
decrease adds to the severe strain on the govern-
ment’s finances. The government currently spends
$143 billion a year on Disability Insurance payments
and pays tens of billions more for health benefits for
SSDI beneficiaries.>® The Social Security Disability
Insurance trust fund is rapidly exhausting its funds
and will run out of money in 2016.%*

School Enrollment. The proportion of workers
outside the labor force and enrolled in school has
also risen sharply in the recession. Together, the
increased enrollment in school and the increase in
workers collecting disability benefits account for
virtually all of the non-demographic decrease in
labor force participation. Like Disability Insurance,
this reflects the weakness of the labor market, espe-
cially for younger workers.

The recession hit younger people particularly
hard. Hiring fell sharply, reducing job openings.
Young people face competition from more experi-
enced workers for existing vacancies. As Table 2
shows, employment has fallen substantially more
among16-to-24-year-olds than amongolder workers.

21.  Social Security Administration, Office of Retirement and Disability Policy, Annual Statistical Supplement to the Social Security Bulletin, 2013,
p. 6.45, Table 6.F2, http://www.ssa.gov/policy/docs/statcomps/supplement/2013/6f.html (accessed August 12, 2014).

22. Autor and Duggan, “The Growth in the Social Security Disability Rolls.”

23. Social Security Administration, “Social Security Trust Fund Data,” http://www.ssa.gov/OACT/ProgData/funds.html (accessed August 12, 2014).
24, Social Security and Medicare Boards of Trustees, “A Summary of the 2013 Annual Reports,” May 31, 2013.
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The weak economy mechanically increases the
proportion of workers classified as outside the labor
force and enrolled in school. Many students who
would have formerly taken part-time jobs cannot
find work and have stopped looking. Thus, they go
from being classified as employed to being outside
the labor force.

The weak economy also encourages potential stu-
dents to attend, return to, or remain in school. Edu-
cation can help workers find jobs in a difficult econo-
my. Further, one of the greatest costs of obtaining an
education is the opportunity cost of going to school.
Most students choose not to work full-time jobs
while studying full time. They forgo the income they
could have earned in order to study. In a recession,
when job opportunities decrease, this opportunity
cost falls. It becomes relatively less expensive to go
to school: Students lose money by not working only if
they could have found a job in the first place. A weak
economy will cause many people to attend school
that would not otherwise do so.

The Current Population Survey only asks those
between the ages of 16 and 24 directly about their
school enrollment.?® As a result, it is possible to
determine only the portion of this increase that
comes from higher school enrollment for youth.

Table 6 shows how school enrollment has changed
for16-to-18-year-olds and for 19-to-24-year-olds since
the recession began. College enrollment hasincreased
modestly while high school enrollment fell slightly.
Overall, 130,000 fewer young people are enrolled
in high school and 610,000 more young people are
enrolled in two-year and four-year colleges than if
enrollment rates had not changed—a net increase of
480,000 students. The number of youth in school and
not participatingin the labor force hasincreased by 1.5
million.?® Thus, among younger workers, about one-
third of the net school-related decrease in labor force
participation stems from increased school enrollment.
The remaining two-thirds comes from the many youth
not finding part-time jobs while in school.

Unlike workers who collect Disability Insurance,
students are very likely to return to the labor force
when they complete their studies. When they do,
they will probably have greater earning potential.

TABLE 6
School Enrollment Among
16-24-Year-Olds
High Notin
School College School
2007
Age 16-18 69.5% 11.1% 19.4%
Age 19-24 2.6% 34.1% 63.3%
2013
Age 16-18 68.5% 11.3% 20.2%
Age 19-24 2.6% 36.3% 61.0%
2007-2013 Change
(Percentage Points)
Age 16-18 -1.1 0.3 0.8
Age 19-24 0.0 2.2 -2.3
2007-2013 Change
(Millions)
Age 16-18 -0.14 0.03 0.11
Age 19-24 0.01 0.58 -0.59
Total, Age 16-24 -0.13 0.61 -0.48
Note: The change in millions is the change in the number of
students enrolled in 2013 relative to the number that would be
enrolled if enrollment rates in 2013 had remained at their 2007
levels.
Source: Heritage Foundation calculations using data from the
U.S. Census Bureau, Current Population Survey, 2007 and 2013,
age individuals 16 to 24.
BG 2722 (2014) R heritage.org

The recession has increased the number of people

who do not participate in the labor force and who are

in school. As long as these students are gaining valu-
able skills from their studies, this is unlikely to affect

the economy negatively in the long term. If these

workers do not gain useful skills, however, then they
are accumulating a debt burden that will perma-
nently hinder their finances.

Retirement. Decreasing retirement rates reflect
a combination of the long-term shift to 401(k)-style

25. As opposed to asking those outside the labor force what they are doing.

26. Heritage Foundation calculations using data from the 2007 and 2013 monthly Current Population Survey. The 1.54 million figure means
that t 1.54 million more 16-to-24-year-olds in 2013 were classified as “not in the labor force-in school” than there would have been had the

proportion of young people in that category not changed.
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defined-contribution (DC) retirement plans and
the weaker economy. Defined-benefit (DB) pen-
sion plans provide workers with a fixed pension
upon retirement. Once an employee with a DB pen-
sion qualifies for his maximum benefit, he has no
financial incentive to keep working. His retirement
income will not increase. Workers with a 401(k) plan,
however, have strong incentives to keep working
past their official retirement age. Each extra year of
work adds to their savings and enables them to accu-
mulate a larger nest egg. At the same time, delayed
retirement allows workers to delay drawing down
their savings. The increased use of DC pensions
encourages employees to delay retirement.

Long-term retirement rates will probably con-
tinue to fall, even as demographic changes increase
the number of retirees. The Congressional Bud-
get Office predicts that the number of workers per
Social Security beneficiary will fall from the cur-
rent 3-to-1 ratio to 2-to-1 over the next 25 years.*
Those not participating in the labor force can only
consume the wealth produced by those working in it.
An aging population means that older workers will
either need to accept a lower standard of living in
retirement—because there are fewer workers to sup-
porttheir consumption—or delay their retirementin
order to accumulate larger savings.

Stalled Job Creation

What has caused the labor market weakness that
has both kept unemployment high and depressed
labor force participation? The immediate answer
seems obvious: job losses. Thousands of companies
have gone out of business or downsized, laying off
millions of workers and increasing unemployment.
While this answer contains a large element of truth,
layoffs and job losses are not the main reason that
unemployment remains high.

Layoffs surged at the start of the recession, ris-
ing from 5.6 million in the fourth quarter of 2007 to
7.4 million in the first quarter of 2009—a 32 percent
increase.”® Between 2007 and 2009, 16 percent of
American workers went through at least one layoft.*

Since then, layoffs have returned to normal lev-
els. In the first quarter of 2014, employers laid off 4.9
million workers.?® Employees with jobs today are, in
fact, slightly less likely to lose them than they were
when the recession began.

Unemployment remains high because new job
creation dropped when the recession began and has
not recovered. Employers hired 13.8 million new
employees in the first quarter of 2014—10 percent
fewer than the 15.4 million new workers hired in the
last quarter of 2007. Unemployment remains high
primarily because businesses are creating fewer
new jobs, not because of increased layoffs.

A Note to Congress

Job creation and new hiring remain low for sev-
eral reasons. The most prominent are the linger-
ing effects of the collapse of the housing bubble and
resulting financial crisis, as well as the domestic
consequences of the economic slowdowns in Europe
and China.

The U.S. government has also contributed to the
problem. New financial market regulations have held
back investment and the economy. Excessive taxes
and increased regulation discourage risk-taking
and job creation. The fiscal cliff tax hike in January
raised the average top marginal tax rate—including
federal and state income taxes and payroll taxes—to
48 percent. In high-tax states, such as California
and New York, the top tax rate exceeds 50 percent.®
Entrepreneurs and business owners who take risks
to expand their enterprises are allowed to keep bare-
ly half of their additional earnings, while bearing all

27. Congressional Budget Office, The 2012 Long-Term Budget Outlook, June 2012, p. 13,
http://www.cbo.gov/sites/default/files/cbofiles/attachments/LTBO_One-Col_2.pdf (accessed August 13, 2014).

28. Heritage Foundation calculations using data from U.S. Department of Labor, Bureau of Labor Statistics, Job Openings and Labor Turnover
Survey, Haver Analytics, 2007-2009, http://www.bls.gov/jlt/data.htm (accessed August 13, 2014).

29. Henry Farber, “Job Loss in the Great Recession: Historical Perspective from the Displaced Workers' Survey, 1984-2010," National Bureau of
Economic Research Working Paper No. 17040, May 2011, Appendix Table 3.

30. Heritage Foundation calculations using data from U.S. Department of Labor, Bureau of Labor Statistics, Job Openings and Labor Turnover

Survey, 2014,

31.  Gerald Prante and Austin John, “Top Marginal Effective Tax Rates by State and by Source of Income, 2012 Tax Law vs. 2013 Tax Law (as
Enacted in ATRA),” Social Science Research Network, February 3, 2013, http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2176526
(accessed August 13, 2014). The average effective marginal top income tax rate is now 47.9 percent. It is now 47.5 percent for sole

proprietorships and partnerships and 44.5 percent for S-corporations.
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CHART 6

Less Hiring—Not More FIGURES BY QUARTER, IN MILLIONS

Layoffs—Is Root Cause 20
of Weak Job Market

In the aftermath of the

recession, there was a dropoffin

new hires and a spike in layoffs. 15
However, the number of layoffs

returned to pre-recession levels

within a year, while six years

later new hires remain

significantly below the

pre-recession level of 154 10
million jobs per quarter.
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of the downsides if their ventures fail. The Adminis-
tration has also increased the regulatory burden fac-
ing businesses, especially in health care.

Small-business owners report that tax burden
and government red tape are significant problems.
Infact, small-business owners are more likely to cite
either taxes (25 percent) or regulations and red tape
(20 percent) than poor sales (12 percent) as their sin-
gle greatest problem.??

Congress cannot control Europe’s economy or
retroactively undo the housing bubble. However,
Congress directly controls the taxes and regulations
on employers. To increase labor force participation,
Congress should:

= Reform the tax code to reduce the tax burden
of almost 50 percent on job creators and the

marginal tax rates of at least one-third on most
workers;*®

Streamline or eliminate unnecessary regulations;

Repeal the employer health care mandate,
which discourages companies from creating full-
time jobs;

Reduce or repeal the regulatory burden on capi-
tal markets imposed by the Sarbanes-Oxley Act
and the Dodd-Frank Act; and

Add work requirements for all able-bodied adults
receiving means-tested federal benefits so they
do not discourage labor force participation.

32. William C. Dunkelberg and Holly Wade, “NFIB Small Business and Economic Trends,” June 2014,
http://www.nfib.com/Portals/0/PDF/sbet/sbet201406.pdf (accessed August 13, 2014).

33. A worker in the 15 percent income tax bracket ($8,926 to $36,250) also must pay 15.3 percent payroll taxes and state income taxes.
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CHART7

Small Business Owners Say Taxes,
Government Regulations Are
Biggest Problems

SURVEY OF SMALL BUSINESS OWNERS'
SINGLE-GREATEST PROBLEM

25%

Government regulations, red tape | 20

Taxes

Poor sales | 12

Quality of labor | 10

Cost/availability of insurance | 9
Competition from large businesses | 8
Other |5

Inflation | 4

Costoflabor | 4

3

Finance and interest rates

Source: William Dunkelberg and Holly Wade, “NFIB Small
Business and Economic Trends,” June 2014, p. 18,
http://www.nfib.com/Portals/0/PDF/sbet/sbet201406.pdf
(accessed August 18, 2014).
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Conclusion

The economy has only gradually recovered from
the Great Recession. More than six years after the
recession started, unemployment remains high. Yet
the unemployment rate does not fully measure the
weakness in the economy. Labor force participation
has fallen by more than 3 percentage points since
the recession began. Some of that decrease is due to
demographic factors, primarily the beginning retire-
ments of baby boomers. However, such demograph-

ics explain less than one-quarter of the decrease. A
weak labor market explains the remaining three-
fourths of the drop in labor force participation.

The workers who have dropped out of the labor
force for economic reasons are primarily engaged in
collecting disability benefits or studying in school.
Many workers have turned to disability benefits
for income in the recession. This has increased the
number of disability beneficiaries by 2.1 million
since the recession began. These workers will prob-
ably remain permanently outside the labor force.
Many other potential workers are outside the labor
force, but attending school, partly reflecting the dif-
ficulty of finding work. Many students who would
like part-time jobs cannot find them. Others have
decided to enroll in or remain in school during the
down economy.

The labor market remains weak not because
of layoffs—which have sunk to pre-recession lev-
els—but because job creation and new hiring have
fallen. Congress can do nothing about the lingering
effects of the housing bubble and European econom-
ic woes that continue to hold back the economy, but
Congress can reduce the tax and regulatory burden
it imposes on businesses. Small-business owners
report that taxes and regulations are a greater prob-
lem than poor sales. Congress should reform the tax
code and streamline unnecessary and overly bur-
densome regulations. The weakest labor market in
two generations is no time to make it more difficult
for businesses to expand and create jobs.

—James Sherk is Senior Policy Analyst in Labor
Economics in the Center for Data Analysis at The
Heritage Foundation. The author is grateful to
Heritage Foundation intern Spencer Galbraith for his
assistance with this report.
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Appendix

Methodology

The principal data source for this report was the
2007 and 2013 monthly microdata from the Current
Population Survey conducted by the Bureau of Labor
Statistics in conjunction with the Census Bureau.
Variable construction was alarge part of the analysis.

Employment status was measured using a con-
structed variable combining two survey respons-
es. One variable (PEMLR) classified respondents
as “employed-at work,” “employed-absent,” “unem-
ployed-on layoff,” “unemployed-looking,” “not in
labor force-retired,” “not in labor force-disabled,”
and “notin labor force—other.” The two employed and
unemployed responses were combined to create sin-
gle “employed” and “unemployed categories.” Anoth-
er variable (PENLFACT) asks people outside the
labor force what they are doing: disabled, ill, in school,
taking care of home or family, in retirement, or other.
The responses to these “not in the labor force” ques-
tions were combined with the responses to PEMLR to
create one variable that classified workers under eight
different possible employment statuses: (1) employed;
(2) unemployed; (3) not in the labor force-retired; (4)
not in the labor force-disabled; (5) not in the labor
force-ill; (6) not in the labor force-taking care of fam-
ily; (7) not in the labor force-at school; and (8) not
in the labor force-other. The analysis presented in
Tables 1to 5 uses this constructed variable.

To control for demographic changes, Heritage
Foundation analysts divided the population by male
and female, by three age categories (16-24, 25-54,
and 55+), and by five educational attainment cat-
egories (less than a high school degree, high school
degree, some college, bachelor’s degree, or graduate
degree). Workers with an associate’s degree were
classified as having “some college” education. These
three groupings produced 2 x 3 x 5 =30 possible com-
binations (cells) of sex, age, education.

To control for demographics and produce Tables
4 and 5, Heritage Foundation analysts calculated the
employment status of the adult population in 2007
and 2013 in each of these cells, as well as the pro-
portion of the overall population they represented
(i.e., women ages 25-54 with some college education
made up 7.9 percent of the adult population in 2007
and 7.6 percent in 2013). Heritage analysts then con-
structed a hypothetical 2013 employment status by
taking the average of the cell-specific employment
statuses in 2013, weighted by the proportion of the
overall population in each cell in 2007 instead of by
the proportion in each cell in 2013 (i.e., 7.9 percent
instead of 7.6 percent). This yields a hypothetical
employment status for the economy assuming the
sex, age, and education makeup of the U.S. had not
changed in the recession.

Except in the SSA administrative data in Chart
5, the changes in the number of people reported for
a given employment status are relative to the num-
ber of people that would have been in that status in
2013 if the labor participation rates had not changed.
For example, Table 1 shows an increase of 2.1 million
persons receiving Disability Insurance who are not
in the labor force. Current Population Survey data
show that 12.2 million people were on Disability
Insurance in 2007 and 15.0 million people were on
Disability Insurance in 2013—a 2.9 million person
increase. However, the adult population also grew
from 231.9 million to 245.7 million people. This
would have increased the number of SSDI recipi-
ents even if the rate of SSDI receipt had not changed.
The 2.1 million figure accounts for this population
growth. It shows how many more people are on SSDI
now than would have been the case if SSDI rates had
remained at their 2007 level.
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