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Why the New “Natural” Rate of 
Unemployment Should Not  
Become the New Normal
Rachel Greszler

According to the topline unemployment 
rate, the labor market is doing fairly well. 

At 4.2 percent, unemployment among individ-
uals 25–54 years old is near its “natural” rate.1 
But the unemployment rate does not reveal 
the millions of people who have dropped out 
of the labor force, stopped looking for work, or 
turned to disability insurance as an unemploy-
ment or early retirement program.

Consequently, the labor force participation 
rate (LFPR)—at only 62.8 percent—is 3.4 per-
centage points lower than it was 10 years ago,2 
and 2.2 million more 25-year-olds to 54-year-
olds are not participating in the labor force.3 
According to the Congressional Budget Office 

(CBO), if unemployment were at its natural 
level and labor force participation were at its 
full potential, there would have been 2.2 mil-
lion more workers in the first quarter of 2016.

Demographic changes such as the aging and 
retirement of the baby boomers affect the LFPR, 
but studies by The Heritage Foundation and the 
Federal Reserve Bank of Chicago have found that 
demographic changes accounted for only about 
one-quarter of the recent decline in labor force 
participation.4 The remainder stems largely 
from subpar economic conditions and govern-
ment policies that together have made it harder 
to find desirable employment and easier to sub-
stitute government benefits for employment.

CHANGES      10–year  ▲ 0.4      5–year  ▼ 3.7      1–year   ▼ 0.3

SOURCES: U.S. Census Bureau, 
Current Population Survey, and 
U.S. Department of Labor, Bureau 
of Labor Statistics.

PERCENTAGE OF UNEMPLOYED CIVILIANS AGES 25–54Unemployment 
Rate
The unemployment rate  
for civilians ages 25 to 
54 rose by 0.4 
percentage point from 
2006 to 2016.
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Although there has been no rise in disability 

or illness, separate economic studies published 
by the Manhattan Institute and The Heritage 
Foundation have found that rising disability in-
surance claims accounted for about one-third 
of the decline in labor force participation fol-
lowing the recent recession.5 New and more 
generous government benefits (such as Obam-
acare subsidies) have made it easier for people 
to receive the income and resources they need 
with less work or even no work at all. Moreover, 
these benefits result in higher marginal taxes 
that discourage the already employed from 
working and earning more.

The CBO has cautioned that higher gov-
ernment debt and higher marginal tax rates 
(which the CBO projects will increase by 10 
percent over the next 30 years) will reduce 
labor force participation rates and incomes.6 
However, the employment situation is not all 
gloom and doom.

Important gains continue for women, and 
increasing levels of education and growth in 
sharing-economy jobs offer hope for the future. 
Women are now more likely than men to ob-
tain a college degree and increasingly likely to 
have careers as opposed to just jobs, and their 
earnings (adjusted for factors such as educa-
tion, occupation, and experience) are near par-
ity with men’s.7

In addition, while the rise in numbers of 
young people attending school stems largely 
from lackluster employment prospects, a more 
educated workforce leads to higher earnings 
and economic output.

Finally, although efforts to thwart the 
growth in sharing-economy jobs (such as 
Uber and Airbnb) threaten their potential, 
these jobs provide huge opportunities to meet 
workers’ demands for flexible work and ad-
ditional income.8

Despite great potential, government poli-
cies—including rising deficits and debt, regula-
tions that impede employment opportunities 
and earnings growth, increased welfare and 
transfer benefits that make it easier not to 
work, and rising marginal tax rates—are hold-
ing back employment. A vibrant labor market 
is a key component of social and economic 
well-being, and the government should seek 
to implement policies that promote work op-
portunities and full employment.
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