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SUMMARY

This study has concentrated on the development of an impact
simulation model for use at the sub-national level. The
necessity for the development of this model was demonstrated by
the growth of local economic initiatives during the 1970's, and
the lack of monitoring and evaluation exercise to assess their
success and cost—effectiveness.

The first stage of research involved the confirmation that the
potential for micro—-economic and spatial initiatives existed.
This was done by identifying the existence of involuntary
structural unemployment.

The second stage examined the range of employment policy options
from the macroeconomic, microeconomic and spatial perspectives,
and focused on the need for evaluation of those policies. The
need for spatial impact evaluation exercise in respect of other
exogenous shocks, and structural changes was also recognised.

The final stage involved the investigation of current techniques
of evaluation and their adaptation for the purpose in hand. This
led to a recognition of a gap in the armoury of techniques. The
employment—dependency model has been developed to fill that gap,
providing a low-budget model, capable of implementation at the
small area level and generating a vast array of industrially
disaggregate data, in terms of employment, employment-income,
profits, value-added and gross income, related to levels of
United Kingdom final demand. Thus providing scope for a variety
of impact simulation exercises.
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PART I

Chapter 1
INTRODUCTION

1.1 Aims, objectives and methodology

The initial impetus to the work reported here was the increasing
level of unemployment and associated employment problems; the
disparate geographical manifestation of those problems, and the
growth of policy responses at the local level. By the mid 1970's
local authority concern and the recognition that some employment
problems were associated with specifically localised factors had
led to the implementation of a number of ad hoc measures to
identify problems and initiate remedial action. However various
reviews of the situation, especially a survey and appraisal of
local authority employment initiatives (J.U.R.U.E., 1978 and
1979) revealed the inadequacy of the monitoring and evaluation

exercises related to these local economic initiatives.

The necessity for satisfactory evaluation proceedures had been
recognised by the authorities but a number of obstacles appeared
to prevent their implementation. Firstly it was suggested that
data collection would either be too costly, if obtained by survey
work or too aggregate, if obtained from published sources.
Secondly no adequate framework of evaluation existed which could
usefully be applied at the loacl level. As a result only a small
amount of assessment of policy initiatives had been undertaken,
and this was marked by a number of weaknesses, because of its

incomplete coverage.



The failure of local authorities to identify adequately and

evaluate the effect of their policies has led, in some cases, to
the pursuit of policies which are ‘conspicuous' and ‘'popular’,
without any identification of clearly specified aims or any
attempt to assess either their success (or otherwise) or their

cost—effectiveness.

A major conclusion of the J.U.R.U.E. report (1979 op cit) was
that a systematic proceedure for the setting of objectives and
the monitoring and evaluation of the results of local authority
initiatives, should be undertaken, as a matter of some urgency.

It was in response to that recommendation that this work began.

In developing a framework of analysis in which local initiatives
could be monitored and evaluated it is necessary _t@ be able to
respond to a number of questions, which should be raised with
reference to problems and policies which affect the local
economy. These questions can be identified as:-

(1) Can local initiatives influence the level of economic

activity in the area?

(2) What local initiatives can be taken and how will they

influence economic activity in the area?

(3) Can national spatial policies contr ibute' to economic

welfare?

(4) Is local intervention likely to be cost—effective?

(5) Do local initiatives contribute to national economic

welfare (or are they zero Or negative sum games)?

(6) Can micro—economic initiatives (as either a complement

to, or a substitute for, macro—economic intervention)



improve economic efficiency?

(7) How can we identify, monitor, evaluate and assess the
impact of local initiatives?

(8) How can we identify, monitor, evaluate and assess the
spatial impact of central government macroeconomic,
microeconomic and spatial policies?

(9) How can we identify, monitor, evaluate and assess the
spatial impact of exogenous income changes such as

industrial growth or decline?

The recognition that these key questions would need answering led
the way to the first stages of the work. The primary concern of
the study was to provide a framework of analytical thinking, in
which problems and policies could be examined and assessed. The
key issue, therefore seemed to be whether an analytical framework
or local model could be developed which would facilitate the
simulation of a range of exogenous income changes, and policy
initiatives, on a local area. If so, we would be in a strong

position to answer the key questions raised above.

Throughout the period of study the problem of unemployment has
increased, very rapidly since 1979 (doubling in a year in some
areas); intervention from central government has déclined; and
the introduction of local initiatives has mushroomedl.
Furthermore the growth of unemployment, since 1979 has been
associated with a rapid decline of employment, particularly
manufacturing employment. This ‘deindustrialisation', as it has

1 See J.U.R.U.E. (1981) "A Review of Local Economic
Initiatives in the UK."



been labelledl, has resulted in an unequal growth of unemployment
(spatially, industrially and occupationally)2 and has also
affected groups (by age and sex disparately). This differential
manifestation of unemploument and the associated concern of local
authorities, whose response has been to implement a host of new
initiatives, has made the need to develop an operational
evaluation framework more urgent. Throughout the period the
resources available to local authorities have become scarcer and
this provides an additonal incentive to ensure that resources are
directed to those areas where the social rates of return are

highest.

It was the stimulus of this challenge which led to thé search for
an evaluation framework which could be used at the local level;
would provide a comprehensive and reasonable accurate set of
data, which would be useful for policy formulation and
assessment. At the beginning of the study, however, it was
recognised that an analytical framework, would be constrained to
one which would be feasible for local authorities to use and
implement. The major cohstraint would be the budget constraint3.
This effectively meant that any techniques which were developed
should seek to utilise data which was either readily available or

relatively easy to collect. The openness of the local economy

1 See Blackaby F. (ed 1978) "pe-Industrialisation®
2 See Fothergill and Gudgin (1982) "Unequal Growth"

3 The expected costs had proved to be the major @eterrent
to the monitoring of policies in the local authority study

(op cit) .



would also present problems for the development of a suitable

model and for the range of local policy options, which would be
appropriate. Political factors and the limit to the extent of
the legislative powers of loca) authorities were also recognised

as constraints.

The initial intention was to examine a whole range of employment
problemsl (and policies). 1In practice the problem of
unemployment which is in any case the major manifestation of
employment problems, and is closely correlated to other
employment problems, represented such a broad subject area that
the study was restricted to the problem of unemployment. More
specifically the spatial manifestation of unemployment was the
focus of attention. Similarly from the policy perspeétive it was
the initial intention to examine a wide range of micro—economic2
policy initiatives. Again, because of the broadness of the
subject area, the study focussed on the spatial incidence of
policies, though not entirely on spatial policies themselves.
The focus of emphasis was not on the specific problems and

policies, but on the development of a framework of analysis, in

which their potential impacts could be identified and assessed.

The first stage of the work involved the establishment of the
existence of involuntary structural unemployment in the United

1 Low pay; low levels of labour market particpation;
1imited opportunities; poor working conditions are examples.

2 Microeconomic used throughout the thesis refers to
aspects of problems Or policies which affect individuals
rather than the aggregate economy. (Thus spatial, problems
and policies are labelled microeconomic even, for example,
national spatial policies.)



Kingdoml, and its enumeration. It was recognised that where

unemployment was the result of a deficiency of aggregate demand
in the economy this could not be remedied by micro-economic
policies nor by spatial policies, applied nationally or locally.
Nor could micro-economic policies reduce (frictional)
unemployment which is the result of individuals moving from one
job to another. Structural unemployment, however, is the result
of a mismatch of unemployed workers and potential jobs, either

occupationally, industrially or spatially.

Structural unemployment can, in theory, at least, be reduced by
mirco—economic initiatives. If however, some of the unemployed
are voluntarily unemployed, that is, if they are unwilling to
work for the going-wage, then policy initiatives would be unable

to reduce this component of unemployment.

The identification and measurement of involuntary structural
unemployment would need to be undertaken with respect to theories
of unemployment; data availability, and the recognition of the
data problems; available methods of identification and
classification; a survey of existing empirical studies; and
further empirical analysis. It was recognised that a difficulty
in quantification might arise because of the 1inextricable
association of structural and demand-deficient unemployment.

1 Throughout the thesis Great Britain and the United

KIngdom are referred to. Sometimes data are only available

for Great Britain. United Kingdom data are used except when

it is unavailable or when compar isons with studies which
have used data for Great Britain are made.



The association of the two types of unemployment means that the

two cannot easily be identified and measured separately at times
of high excess supply of labour. The structural mis-match of job
opportunities and available labour is only manifested when the
demand for labour is sufficient to create pressure, and reveal

the inappropriate skills, abilities and location of labour

supply.

The next stage of the work involved the analysis of policy
initiatives on employment and unemployment. Macro—economic,
mirco—-economic and spatial policies were considered within an
analytical framework which identifies the potential social
welfare costs and benefits of those policies. Local policy
initiatives were considered from two aspects: the impact on
economic welfare within the area and the impact on national
economic efficiency. In the case of poth national and local
(microeconomic and spatial) policies the impact an individual
welfare was considered. The local policy initiatives were
examined within the context of the constraints on local
initiatives, within an income and employment flows analysis.
This flows analysis enables the objectives, instruments and
impacts to be identified together. This is an important exercise
because otherwise surrogate targets or a single objective may be
pursued in lieu of multiple objectives. Then the danger is that
policies which affect the surrogate target are preferred to
policy instrments which yield higher real positive benefits.

(For example where the surrogate target is the level of

unemployment, there will be a temptation to reduce the level, by

—



pursuading people to leave the labour market. This does not

represent a real welfare gain although it provides an improvement

in the indicator.)

From an examination of the potential of the policy instruments
the need for an evaluation framework to identify, quantify and
assess the spatial impact of exogenous shocks and policy
initiatives is apparent. The final stage of the work explored
existing and potential evaluation techniques. This work was the
main focus of attention. To reiterate the principle aim of the
study was:
To find a technique (or range of techniques) which
provide(s) as comprehensive and as accurate data -as possible
within the budget constraints which are likely to exist,
particularly at the small area level.
The search for an appropriate evaluation framework or an
appropriate range of frameworks was undertaken _through an
jdentification of existing techniques; of data availability; of
local authority requirements; and with particular concern to
respond positively to the constraints, especially the budget and

geographical constraints, posed at the local level.

The announced closure of Bilston Steel Works in 1979 provided the
opportunity to examine the applicability of existing economic
impact techniquesl. The techniques used: multiplier analysis and
the social accounting framework, provided a reasonable framework

1 The results of this economic impact exercies were

included in J.U.R.U.E. (1979) "The Closure of Bilston Stegl
Works: An Appraisal, Report for West Midlands County Council

and Wolverhampton Borough Council."



for identifying the direct effects (of the closure of the plant
itself) and the Keynesian multiplier effects of the loss of
income to the plant's workforce. However a deficiency was found
to exist in the identification of the 'second round effects'.
That is it was difficult to identify the local value-added
component of suppliers to the plant. The recognition of this
difficulty led to the search for a model which would provide

industrial linkage and dependency data, in terms of income and

employment.

The Bilston study (op cit) also .revealed that existing techniques
had been developed to assess the impact of expansionary policies:
the construction of plants, universities, etc; regional
investment programmes; etc. There were a number of. differences
in the contractionary situation and far more uncertainties. It
was therefore necessary to examine these differences and
recognise the differential impacts of 'closures' compared to

‘openings’.

An intersectoral industrial dependency model has been developed
in response to the challenge to search for a low-budget technique
which provides as comprehensive and as accurate data as possible.
Like all intersectoral models it is based on an input—output
approach, with which it is not @ifficult to find fault. Yet many
of the dificulties of input-output analysis can be overcome
wherever the budget constraint permits; and no other type of

analysis provides such disaggregated data. The model development

has one aspect which is not normally found in local and regional



modelling techniques: the local or regional economy is treated,
not as a separate economy, with a large external trading account,
but as an area integrated within the national economy. There a
number of reasons for developing the model this way: firstly this
seemed to represent the reality from the survey of suppliers to
Bilston Steel Works! and from those local input-output models
developedz; secondly if locational decisions of firms exploited
agglomeration econmies as locational theory would suggest3 then
this would be reflected in the spatial distribution of industry;
thirdly if locational decisions did not reflect industrial
linkages then the modelling of local economies would be even more
inappropriate; fourthly modelling the economy in this way
provided excellent scope for untilising existing data sources to

good effect.

1.2 Structure of the thesis

The remainder of the thesis is divided as follows:

There are three major Parts. Part II contains the results of the
first stage of the study. There are three chpaters in Part II.
In the first of these, Chapter 2, alternative theories of

1 The survey team were surprised to find how
insignificant the steel works account was to many of the
suppliers (even when quite large amounts were involved) and
how the suppliers were frequently more concerned about the
impending closure of other large plants. This sugges?ed
industrial linkages were more relevant than spatial

linkages.

2 For example in the North Staffordshire study (Pullen et
al, 1981) 71% of both intermediate inputg and outputs came
from and went to the rest of the United Kingdom.

3 Though empirical evidence suggests this may be only a
weak influence. (See for example Richter, 1969 and Chapter
9 for a review of the relevant literature)
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unemployment are presented. Chapter 3 includes details of the

data problems and the difficulties of identification,
classification and measurement of unemployment. The empirical

evidence is presented in Chapter 4.

The second stage of the project is reported in Part III. There
are three chapters in Part III. Chapter 5 is concerned with
macro-economic policies and is brief, providing only a brief
summary. Micro-economic policies are considered in Chapter 6.

Spatial policies are the subject of Chapter 7.

Part IV contains the results of the major aspect of the thesis,
the modelling of micro-economic impacts. There are two chapters
in Part IV. The first of these chapters, Chapter 8 contains the
analysis of existing evaluation and modelling 'techniques.
Chapter 9 reports on the development, uses, limitations and
results from the intersectional model developed, the émployment—

dependency model.

Finally in Part V, Chapter 10, the major results and findings are

reported.



PART II



PART II
THE PROBLEM OF UNEMPLOYMENT

Introduction

The most obvious manifestation of employment problems is the
existence of an unacceptability high level of unemployment. What
constitutes an unacceptability high level will undoubtedly be
influenced by past levels of unemployment so that a rapid
increase in the rate of unemployment will be considered
unacceptable. There are two major reasons why unemployment
should cause concern to policy makers. Firstly, unemployment
represents an under-utilization of one of our scarce resources
and therefore indicates that the economy is operating within its
production possibility frontier. Secondly, unemployment is
associated with poverty and other social problems with which
policy makers are concerned. Full employment has been a major

policy objective of central governments in the post-war pericd.

The interpretation of "full employment” is however a question of
debate. From 1948 to 1966, the measured unemployment rate of the
United Kingdom varied between 1.2 per cent and 2.6 per cent
averaging only 1.7 per cent. This meant that even in slumps only
about half a million people were registered as unemployed. In
retrospect this period would be regarded as one of full
employment. Since 1966 much higher levels and rates of
unemployment have been recorded sO that from an unemployment rate
of 1.6 per cent in 1966 the rate has increased to 12.7 per cent
at the time of writing (July,1983). The hitherto cyclical

pattern has been superceded by a general upward and accelerating
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trend around which cyclical deviations occur.

The next three chapters examine the problem of unemployment from
three perspectives. Chapter 2 examines alternative theories of
unemployment and the associated classifiactions. In recent years
unemployment has become a controversial issue amongst economists
and politicians. An attempt is made here to synthesize the
arguments and put forward a rationale for pursing some
interventionist policies. Chapter 3 discusses some problems in
the measurment and identification of aggregate ﬁnemployment and
the more difficult problem of identifying and measuring various
categories of unemployed. In Chapter 4 some alternative
measur ing techniques suggested economist are examined. Since
however these techniques have become almost obsolete with the
current very high levels of unemployment an attemp'f is made to
test the hypothesis that some structural and involuntary
unemployment exists, though the measurement of either category

proves to be illusive.
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CHAPTER 2

UNEMPLOYMENT: THEORY AND CONCEPTS

2.1 Introduction

The purpose of this chapter is to discuss alternative theories
and concepts of unemployment. Attention is focussed on current
controversies amongst economists and politicians and an argument

for pursuing some interventionist policies is put.

The chapter is divided as follows: In turn the classical,
Keynesian, monetarist, "new-micro" and "new-new Micro" theories
of unemploymentl are sketched out. This is followed by a
synthesis of the theories in a discussion of the 'voluntary'
versus 'involuntary' unemployment debate. This controversial
debate is continued into the following two chaptefs when the
problems of the identification and measurement are discussed and

the empirical evidence in the area is examined.

This chapter presents the theories concepts and definitions
necessary for a discussion and examination of these problematic
issues.

1 Additionally, though not considered here, Cassan M (1981)
has postulated that the labour market may operate in a
permanent state of disequilibrium. This approach
incorporates social and cultural dimensions of wage
bargaining and price setting and seeks to explain the
persistence of unemployment in terms of a Keynesian regime
where quantity adjustments take place in an economy with
essentially administered prices and wages. Reduction of
employment would be developed therefore by seeking to
influence the behaviour of households and firms.



2.2 Classical analysis

The classical economists such as Ricardo, saw the labour market
in the same way as all markets, that is that they tended towards
equilibrium. The real wage rate and the equilibrium level of
employment were determined by the interaction of the demand for
and the supply of labour. The demand for labour was inversely
related to the real wage (because of dimminishing marginal
productivity of labour), whilst the supply of labour was
positively related to the real wage. Unemployment is therefore
either voluntary because workers prefer not to work than to work
for the current real wage or it is temporary and will not exist
once the real wage has had time to adjust downwards (via either
falls in the money wage or a rise in prices or some combination

of the two).

2.3 Keynesian analysis

Amidst massive unemployment of the 1930's Keynes (1936)
challenged this classial view. In particular he arqued that the
equilibrium level of employment would not necessarily correspond
with the full employment level of employment. He also argued
that money wages were sticky downward but even if they did fall,

employment might not increase.

Firstly, on wage rigidity, he suggested that worI;ers would be
more willing to take cuts in real wages through increases in
prices than through cuts in money wages. Secondly, he believed
that the level of employment and real wage were jointly

determined by the level of aggregate demand. Money wage cuts
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need therefore not necessarily increase employment. Cuts in

money wages would result in reductions in the demand for goods
and services, prices would fall so that the real wage might
remain unchanged having no effect therefore on employment. In
fact cuts in money wages might result in falls in employment due

to expectations of further declines in wages and prices.

One implication of Keynesian analysis is therefore that
involutary unemployment can be cured by monetary and fiscal
expansion, with increases in demand bringing about the necessary
adjustment to the real wage level, (see Figure 2.1). In Figure
2.1(i),the level of real output (Y) is related to the level of
aggregate demand (DO D7) the level of employment (n) is related
to the level of output via the total output function y (n). The
demand for labour curve (D) is therefore derived from the level
of aggregate demand. 1In 2.1 (ii) the supply of labour (S1) is
also derived from the level of aggregate demand Once again the
level of aggregate demand determines the level of real output
(Y). Supply of labour is determined by the real wage (W/P) and
in competetive equilibrium the real wage is determined by the
marginal physical product of labour y' (n), (the first derivative

of y(n)).

The supply of labour can in this way be derived from the level of
aggregate demand. Note that real output, real wage and the
marginal physical product can be measured on the same axis

although not necessarily in the same units. In panel (iv) the

demand for labour and supply of labour functions are combired.

1 <



When the level of aggregate demand is d, associated with the

aggregate demand function Dolmarket Yo = do but in the labour
market we have involuntary unemploymentl Ng N3.  Only at ¥y dy

which gives us Ny employment do we have simultaneous equilibrium
in both the goods and labour markets. In the Keynesian analysis
this is the full employment level of employment. The aggregate
demand function D, is associated with excess demand for labour.

(The analysis partly relies on the assumption that real wages
must fall as aggregate demand increases. 1In Fig 2.1 (ii) the
supply of labour falls as aggregate demand increaées because of a
fall in real money wages. Keynes hypothesis if correct, would
show real wages fell when money rose with output and employment.
Dunlop (1938) found the suggestion that real wages moved
inverseley with output and employment to be false and Solow and
Stiglitz (1968) have found no significant pattern in m'ovements of
real wages in the short-run. A rigid short-run real wage would
give us an inelastic supply curve relative to aggregate demand.
This would not therefore affect the basic hypothesis that the
level of employment is responsive to changes in aggregate

demand.

1 Keynes own definition of involuntary unemployment was as
follows. "Men are involuntarily unemployed if in the event
of a small rise in the price of wage goods relatively to the
money-wage, both the aggregate supply of labour willing to
work for the current money-wage, and the aggregate demand
for it at that wage would be greater than the existing
volume of employment" Keynes (1936) p.15.
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2.3.1 Patinkin's Modifications

Keynes' propositions that real wages fall as output expands
and that real wages rise as output conttacts are not
supported by empirical evidence. Patinkin (1965) offers

some clarification.

A decline in aggregate demand without an immediate fall in
prices or wages, would cause a fall in employment and
output, as stocks built up. According to the marginal
productivity theory of labour demard the output fall would
be associated with a higher marginal productivity of labour.
According to Keynes therefore the real wage would rise to
the new position on the demand for labour curve. Patinkin,
however, believes that the marginal product of labour is
indeterminate because of the difficulty firms encounter in
selling their output. The fall in aggregate demand will
both squeeze profits and reduce aggregate employment and the
existence of involuntary unemployment would therefore remove

upward pressure on the real wage.

2.4 The Monetarist Approach

The main challenge to Keynesian analysis came from E S Phelps

(1968) and M Friedman (1968). Phelps wrote:

"If one iurther postulates, as Friedman and I did, an
"adaptive" or "error—-correcting" theory of expectations,
then the persistent underestimation of price or wage
increases which would result from an unemployment level

consistently below the equilibrium rate would cause
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expectations continually to be revised upwards so that the

rate of inflation would gradually increase without limit;
and, similarly, a high, constant rate of inflation, while
"buying" a very low unemployment rate at first, would
require a gradual rise of the unemployment rate towards the
equilibrium rate as expectations of that inflation
developed. Therefore, society cannot trade between steady
unemployment and steady inflation. Society must eventually
drive (or allow) the unemployment rate towards the
equilibrium level of force it to oscillate around that
equilibrium level”
E S Phelps (1968) p.682/3

And Friedman wrote:

"Because selling prices of products typically respond to an
unanticipated rise in normal demand, faster than prices of
factors of production, real wages received have gone down-
though real wages anticipated by employees went up, since
employers implicity evaluated the wages offered at the
earlier price level. Indeed, the simultaneous fall ex post
in real wages to employees and rise ex ante in real wages to
employers is what enabled employment to increase. But the
decline ex post in real wages will soon come to affect
anticipations. Employees will start to reckon on rising:
prices of the things they buy and to demand higher nominal
wages for the future. "Market" unemployment is below the
“natural" level. There is an excess demand for labour so
real wages will tend to run towards their initial level”.

M Friedman (1968) p.10.
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Figure 2.2 The Monetarist Model of the Labour Market. The Effect of "Money Illusion”.
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In particular, Phelps and Friedman challenged Keynes'

interpretation that involuntary unemployment exists whenever it
can be reduced by raising aggregate demand. They have postulated
that there is a 'natural rate' of unemployment and that any
attemps to permanently reduce unemployment below this level
cannot be achieved without an accelerating increase in the price
level. In the short-run they believe that unemployment can be
reduced due to 'money illusion' on the part of workers who
incorrectly perceive the level of the real wage. There is a lag
before workers adjust their evaluation of the real wage rate
(i.e. before they fully adjust for increases in the price level).

(See Figure 2.2)

In Figure 2.2 (i) the labour market is initially in equilibrium

with employment nl and real wage level wl. In Figure 2.2 (ii)

the original equilibrium position is interpreted to money wage wl

equivalent to real wage w.1 in (i) with price level (pl).
Aggregate demandis stimulated to produce a higher aggregate

demand for labour DM (P2) but this is accompanied by an increase
in the price level to (P2). This brings about an increase in the
money wage to w2 and an increase in employment to n2. However,
according to the monetarist interpretation this ig a temporary

increase in employment because workers are interpreting the new
money wage rate in terms of the old price level. In Figure 2.2
(iii) workers. have now adopted their labour supply sh (P2) to
the new price level and employment falls back to N1, but at a
higher price and money wage level. An employment level higher

than Nl can only be achieved by permanently increasing money
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wages and prices.

2.5 "New Micro - economic" and "New - New Micro -
economic" Approach

"Much work has been devoted to identifying the factors
influencing the size of the natural rate" (Phelps et al, (1970),

and to explaining why divergence from the natural rate occurs.

The “new micro-economic" approach has concentrated on the process
of job search by individuals and on the level of unemployment
benefits in relation to earnings, (the replacement ratio),
unemployment is essentially seen as voluntary, experienced in
large part by utility maximising individuals, who evaluate their
present unemployment as preferred to accepting the last job
offer. The initial concentration of effort was oh the human
capital approach to search theory. The unemployed worker engaged
in search will have a 'reservation wage' below which he will not
accept a job. The 'reservation wage' will depend upon the last
wage and any information on the labour market which he has. If
his information were perfect he would invest in the optimal
amount of search. If his 'reservation wage' is too high, he will
invest too much time in search. If it is too low, he will accept
an offer too soon. This argument proposed by A A Alchian (1970)
and Mortensen (1970) suggests that unemployment is caused by

informational inperfections in the labour market.

In addition to search unemployment, the "new micro—-economic"

approach suggests speculative or precautionary unemployment.

This approach suggests that some individual family members will
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be withdrawn from the labour force during recessions because the

current real wage being offered is insufficient to justify their
participation. The fall in the real wage is seen as temporary
and therefore accepting the new lower real wage may involve the

risk of foregoing a later job offer at the normal wage.

The critics of the “"new-micro—economic" approach have argued that
in the United States most of the long term unemployed are
amongst the disadvantaged groups and that on-the-job search is
possible for most individuals, off-the-job search appearing to
offer no real advantages over on—-the-job search. In addition the
high level of lay-offs and redundancies are difficult to

assimilate into this theory.

The "new-new micro—economics" developed by Bailey (1974) Gordon
(1974) and Azariadis (1975) (summarised in R J Gordon, (1976),
switches attention to sluggish wage adjustments, w‘hich cause
changes in demands to brings about quantity rather than price
adjustments. The basis of the wage inflexibility is the implicit
labour contract. The idea is that rist-averse employees and less
risk-averse employers can both benefit from employment insurance.
The implicit insurance premium is paid by workers who forego part
of their wage entitlement to insure themsel'ves agains
unemployment and/or wage instability. A Okun (1975) has applied
the theory to prices as well as wages. Okun stresses the notion
of fairness rather than risk, both prices and wages are sticky.
Firms pursue customer loyalty and employee loyalty, using cost-

plus pricing rather than ‘exploiting’ short-run demand. Imbedded
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in these wage sticky models is a criterion for layoffs.

(Temporary layoffs are a more important aspect of the American
labour market). If there is a fall in product demand the firm
will lay off workers if the value of the marginal product of a
worker is less than the value of unemployment benefit plus
leisure if the workers were unemployed. Feldstein (1976)
although repudiating the risk-aversion argument believes that the
existance of unemployment insurance contributes to the
willingness of employees to accept temporary layoffs. The
implication is once again that unemployment is essentially
voluntary in nature, in this case because unemployment is not

costly to the unemployed.

The "new" and "new-new" micro-economic approaches és they have
been labelled are attempts to explain why changes in aggregate
demand should be reflected in changes in aggregate employment
rather than being accommodated by price and wage changes which

would bring about Walrasian equilibrium.

2.6 A Summary of Approaches

The presentation of views has inevitably accentuated the
difference of approaches but there are, of course, a number of
similarities. Unemployment associated with full-employment in the
Keynesian analysis is not dissimilar to the 'natural rate' of
unemployment of the monetarists. The "new micro-economic"
approach is more useful in explaining the duration of

unemployment in tight labour markets. The "new-new" micro-

economic approach explains, to some extent, the non-clearing of
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markets due to the inflexibility of wages and prices. The

approaches are therefore in many way complementary to each other.
However a controversy remains between those who believe that
unemployment is essentially ‘voluntary' and those who believe it
to be 'involuntary'.

2.7 Voluntary and involuntary unemployment

The controversial debate as to whether unemployment is
essentially 'voluntary' or 'involuntary' was the subject of a
conference of the Royal Economic Society in March 1574: "the
concept and Measurement of Involuntary Unemployment"; the papers
of which appear in a book of the same title edited by Worswick

G.D.N. (1975)

The Keynesian view of unemployment was presented by R.Kahn. He
presented Keynes views from both the 'General Theory‘l' and from
many other sources as well as his own personal views and of
others of the Keynesian era. The keynesian view that emerges is
that the distinction between voluntary and involuntary
unemployment is to some extent arbitrary and of little importance
from the point of view of either policy objectives or
measurement. Kahn (1975) writes:
"the distinction between ‘voluntary' and ‘'involuntary'
unemployment, while important conceptually as'a basis for
the Keynesian system of analysis, has not proved to have any
practical significance, either in terms of statistical

measurement or in terms of targets or objectives."
op cit p.27

1 Keynes definition of involuntary unemployment is given
in a footnote, Section 2.3.
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M.R. Fisher (1975) represents the 'new-microeconomic' view, with

its concentration on search theories, Fisher seems to doubt that
involuntary unemployment can exist or that Keynesian type
intervention has been responsible for improvements in the
‘consistently high employment percentages by earlier standards'

since the Second World War, he writes:

"Some of these forms of intervention in the economy
...... have to some degree been consistent with Keynesian
corrective measures. Yet the whole period since 1918, in
both the United Kingdom and the United States, has been
characterised by the upheavals and fears of wars, the
effects of which cut both ways - the absence of wars could
have led to easier adaptation and growth without
accompanying high unemployment. Further, many of the
interventions of governments undoubtedly made matters worse
rather than better. Hence I would maintain than involuntary
unemployment as a phenomenon still lacks confirmation, and
the success of implied policy correctives is not clearly
shown".

Worswick op cit p53

In the "new microeconomic" theory, unemployment is voluntary or
frictional A.G. Hines (1975) summar ising, though not supporting

the "new-microeconomic" approach writes:

"If the individual is not actually observed to be engaged in
search activity, it is to be presumed that he puts a higher
valuation upon leisure than the real income he could recieve
by accepting employment over the whole range of offers of
real wage rates he perceives. Moreover the unemployment
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which is associated with the long run equilibrium of the
system (the 'natural' rate) has no welfare costs".

Hines in Worswick op cit p69

This, he claims, is not a new view of unemployment, it is "old
but bad wine, albeit in elegant new bottles"; It is the view of
economic theorists of the 1920's and 1930's (Hicks (1932) et
al). Hines' critisms of the theory are firstly that the theory
concentrates on the supply side ignoring the loss on the
aggregate demand side; secondly the assumption that off-the-job
search is invariably more efficient than on-the-job search
whereas we could easily argue that on-the-job search is more
efficient and less costly. The empirical evidence by Eagly
(1965) for example, that the quit-rate is positively related to
the rate of change of money wage rates and negatively related to
the level of unemployment seems to repudiate the"job search

theory, of the "new-microeconomic" theorists.

The 'voluntary' theorists have concentrated on the éupply side
identifying a reason for a change in the willingness of
individuals to choose work as opposed to leisure (unemployment)
at the current wage rate. The reason identified is the high
‘replacement ratio’, but there was however only a once and for all
upward shift in this ratio in 1966 and we should therefore expect
this to be associated only with a once and for all 'shift in the
‘natural rate' or the full-employment rate of unemployment. If
we examine demand side factors we would expect voluntary
unemployment to be associated with high levels and durations of

unfilled vacancies which employers cannot fill. Yet there has
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been no upward trend of recorded vacancies. Furthermore the

'high replacement ratio' that is said to exist is often based on
calculations of entitlement to benefit for a married man with a
non-working wife and two dependent children. This 'Mr Average'
has turned out to represent a very small proportion (less than 10
per cent) of the working population. In addition the growth in
the level of unemployment has been associated with a growth in
the numbers of long-term unemployed (over a year). A growth in
long-term unemployment would be expected to take place only when
there are demand side factors at work since long-term
unemployment is neither lucrative in terms of benefits available
nor is it likely to be the result of too high a ‘reservation
wage' since individuals will (quickly) revise this in the light

of experience.

Since 1973 the replacement ratio has fallen and ERSl in no longer
payable (since January 1982). We must therefore conclude that if
the upward movement in the replacement ratio was responsible for
an increase in the voluntary level of unemployment (mainly as a
result of an increase in the average job-search time), then from-:
1973 we would expect there to have been a decline in voluntary
unemployment. In other wards unemployment is now lower than it
would otherwise have been. From the policy point of view,
though, the existence of some voluntary unemployrﬁent even of a
substantial size does not provide justifiction for no positive
policy action; unless there are shortages of labour and delays in
filling job vacancies, the existence of some voluntary

unemployment merely effects ‘who is unemployed not 'how many' are
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unemployed.

2.8 Conclusion

This chapter has provided an overview of the theories and
concepts of unemployment and introduced the basis of current
controversial debate on the subject. There is however much to be
discussed in this area and we shall return to these theories in
the next two chapters as well as throughout the thesis. The next
chapter is concerned with identification and measurement

problems. In Chapter 4 the empirical evidence is examined.
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Chapter 3

UNEMPLOYMENT : IDENTTFICATION AND MEASUREMENT

3.1 Introduction

In the preceding chapter alternative unemployment theories and
concepts were introduced. This chapter continues on that same
theme with a review of the alternative classification schemes
adopted by the theorists and of the attempts at measurement.
Like the theories of unemployment, its identification and
measurement turns out to be controversial.\ Firstly the
reliability of the data collected by the Department of Employment
is examined; how far these data, even if they were perfect, would
coincide with the economists labour market view of excess supply
of, or demand for labour, is then explored. Section 3.3
considers stocks and flows in the labour market and Section 3.4
the UV relationship. Section 3.5 considers the alternative
techniques suggested to classify and measure unemployment, using

the unemployment and vacancy data. Finally there is a conclusion.

3.2 The Unemployment and Vacancy Statistics

Much of the analysis of the labour market which takes place is
based on the statistics of unemployment and vacancies published
by the Department of Employment. Those data, 'however are
imperfect. The unemployment and vacancy statistics relate to
registered unemployment. The first problem arises because there
are a number of reasons why these statistics may not reflect
accurately the true level of unemployment or job vacancies.

Secondly, the statistics do not £it into the economist's model of

the labour market which relates labour demand and labour supply
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to the wage rate.

Firstly the inaccuracy of the data: the number of people
registering as unemployed is influenced by the requirements for
benefit payments under Social Security Acts. Those who
voluntarily quit their jobs do not qualify for unemployment
benefit until six weeks after registration. If individuals who
quit their jobs voluntarily do so because they expect to gain a
preferred job within six weeks there will be no incentive to
register. At least some of those who voluntarily quit will

register.

Many married women have chosen to pay only industrial injury
social insurance which does not enable them to claim gnemployment
benefit. Some of these married women will therefore' not register
as unemployedl. The propensity for married women to register has
varied throughout the business cycle. The 'discouraged worker'
hypothesis suggests a lower propensity to reg ister when
unemployment is highz.

1 These provisions for reduced national insurance
liability for married women will eventually disappear. It
is not available to those women who have married since 6th
April 1977 nor to women married earlier who had not opted
for reduced liability by 1llth May 1977. In addition it will
cease to be available to those whose marriage ends in
divorce or annulment, to those who are not liable to pay
reduced contributions in two consecutive tax years after 5th
April 1978 (unless because of self-employment), and to those
who elect to pay full contributions. .

Department of Health and Social Security Leaflet NI 1,

February 1978.

2. With effect from October 1980 registration for employment
ceased to be a condition of entitlement to unemployment
benefit (except for the under 18's) and from November 1980

the basis of the count also changed to include only benefit
claimants. (See D.E. Gazette, September 1982)
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Those seeking part-time work do not qualify for benefit and are

less likely to register because of the small number of part-time

jobs notified to Job Centres and Employment Offices.

School leavers who register as unemployed are counted separately
and exgluded from the main count. The rationale for this is that
they normally gain employment very quickly or sometimes return to
education and counting them would therefore distort the figures.
Students in vacation are also now excluded from the unemployment
statistics for a similar reason. Those registering with
Professional and Executive Recruitment (PER) are not counted,
many of them are in employment and those who are unemployed can
also register at a job centre or employment office. (Although it

is not necessary to do so to claim benefits).

On the other hand, some of those who are registered as unemployed
may be considered unlikely to find work. There are those not
interested in finding work but who register for entitlement to
benefits or for credits towards retirement pensions.
Occupational pensioners are a large group of such people. There
are the fraudulently unemployed who register whilst they are at
work, often of a casual nature. There are several groups who may
be considered "unemployable", for example because they have a
minor physical or mental disability but are classified as
suitable for ordinary employment (the severely disabled are
excluded from the statistics). Some individuals are difficult to

place, and others cannot hold a job more than a few weeks.

Census data and the General Household Survey data provide
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indications of the extent of unregistered unemployment and

overcounting. The Department of Employment has estimated that
unregistered unemployment ranged from 70,000 to 100,000 males and
from 160,000 to 200,000 females during the period 1971-3. (These
estimated unregistered unemployment levels represent respectively
11 - 16 per cent of the average registered male unemployment in
the period and 134 - 168 per cent of registered female
unemployment). Conversely some of those registered may be so
unlikely to work that including them overstates the true level of
unemployment. For example, in March 1975 50,000 male
occupational pensioners were included in the unemployment
statistics, as were a further 50,000 disabled but classified as
‘suitable for ordinary employment'. A  P.E.P survey in October
1973, indicated that possibly 60,000 persons on the ‘register did
not regard themselves as members of the labour market. The
"unemployables" and the fraudently unemployed are more difficult

to identify and quantity.

In addition some workers are hoarded by employers who find it
more beneficial to hold onto their labour force if they
anticipate they will need labour in the near future. There are
several reasons for doing so and the overall decisions will
depend upon the costs and benefits (both economic, social and
political) involved in laying off workers. Workers in whom firms
have a large irivestment are likely to be retained through pericds
of temporary demand reduction. Labour hoarding is often

accompanied by short-time working thus reducing the costs. Any

labour hoarding or short-time working will mean a loss of
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potential output,so a measure of these two phenomena is strictly

speaking, necessary to supplement our unemployment (registered
and unregistered), data, i‘f we are interested in loss of
potential output. If employers treat labour as a quasi-fixed
factor as suggested by Oi (1962) then some underutilization of
labour will not be manifested as unemployment. As recession sets
in, output and labour utilization will fall. Employment decline
will not reflect the fall in output. Similarly, during expansion,
output and labour utilization will increase so ‘that employment
increases will not reflect the extent of the expansion. Taylor
(1970) suggests a trend through peak method to calculate hoarded
labour. If it is assumed that the output/labour ratio during
peaks is the full-employment/output ratio then subtracting actual
from the potential labour/output ratio will give a measure of the

extent of labour hoarding.

If we turn to the vacancy statistics we encounter similar
problems of both over and under recording. Dow and Dicks-Mireaux
(1958) commented:—
"There are good 'prima facie' reasons for distrusting the
statistics of unfilled vacancies since they neither record
transactions nor register decisions but represent a sort of
queue. The size of the queue many be either more or less
than the real unsatisfied demand, people may either
duplicate brders or join queues, or they may give up trying
and not join a queue at all".
(page 2 op cit)
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There is no legal obligations to register a vacancy with a job
centre or employment office and many firms recruit by other
means. In addition firms who do use the official agencies may
either overstate or understate their true needs: either because
they wish to increase their choice of candidates or conversely
because they feel that until an initial number of vacancies have
been filled there is no point in notifying an additional need.
The possibilities of mis-reporting are numerous and could result
in either an understatement or an overstatement of true levels.
Furthermore notified vacancies are likely to be subject to
varying levels of accuracy throughout the business cycle. When
unemployment is relatively high, vacancies can be easily and
quicklyfilled and reporting to employment offices Qill decline.
When unemployment is low, vacancies are more difficult to fill

and recording will increase.

The propensity to register varies between occupations and
industries. Some industries having methods of recruitment which
do not usually involve the employment offices (entertainment,

building, dock working) whilst others use them more frequently.

It is generally accepted that the number of vacancies notified to
the Employment Services Division (ESD) of the Manpower Services
Commission (MSC) is an understatement of the true level ot
vacancies. A survey in 1977 by the Department of Employment
indicated that approximately a third of all vacancies were

notified to the ESD. This global figure however hides the

locational and occupational variations as well as cyclical or
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temporal changes which occur.

Recent research has focused attention on aspects such as the
duration of vacancies and on the variation in registration
propensities between occupations and exchanges. It is likely
that the propensity to register vacancies will be influenced by
the success of the agencies in filling vacancies. Beaumont
(1978) found that in two Scottish exchanges 33.8 per cent of
notified vacancies were cancelled unfilled. Of those filled,
single vacancy orders were filled in an average iO.? days, median
2.7 days, and multiple vacancy orders were filled in an average
14.6 days, median 2.8 days. The difference between the mean and
median indicates that many vacancies are filled very quickly
(over 60% of filled vacancies taken an exceptionally long time to

fill).

An interesting article by Rosewall and Robinson (1980) reports on
an examination of vacancies at three towns: Banbury, Oxford and
High Wycombe. The notification rates of the three towns being
two-thirds, a half and a third respectively. Occupationally the
notification rate falls "as one ascends the occupational skill
structure for manual workers" and notification rates were lower
for managerial and white-collar than for manual occupations.
There were also lower notification rates for transport workers,
warehousemen and selling occupations. Small firms tended to have
lower notificétion rates than large firms. Overall the survey
found under-reporting of about a half. This is less than other

studies have found. It may be that employers not responding to
the questionnaire were 1ess likely to use the ESD agencies and
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the true extent of under-reporting would therefore be higher.

A more serious problem in ‘using the vacancy statistics in
economic analysis might arise if there were changes occuring in
the propensity to register vacancies with employment agencies

over time.

Despite certain misgivings about the accuracy of the vacancy
statistics, many writers have considered them to be at least an
adequate measure of the strength of damand for labour, if not
quantitively accurate. For example Dow and Dicks-Mireaux (1958)
commented that the vacancy statistics are "reliable indicators of

the demand for labour".

Secondly we turn to the problem of using unemployment' and vacancy
data (even if it were accurate) as a proxy for excess supply of
or excess demand for labour. We can define labour supply
as the amount of labour offered in any given time period. Labour
supply is however difficult to quantify; ideally we would need
some unit of measurement which incorporated the number of
persons, the number of hours, the amount of effort and the
quality of work. The employment, unemployment and vacancy
statistics are measured in units of people. But individuals work
or seek work and employers offer work of varying hours, skill
levels, and with varying degrees of effort involved. 1In
addition, employers' job offers, carry a variety of wage rates
and individuals offering themselves for hire in the labour market

have different concepts of what they can expect to earn.
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So what do the unemployment statistics tell us? They tell us the
number of individuals who have registered as having no work on a
particular day in the month. In terms of a macro-economic labour
market the existence of unemployment could be intrepreted in

several ways {see Figure 3.1)

The supply of workers is assumed to be positively related to the
wage rate over a large range, eventually the curve becoming
vertical when all possible workers are drawn into seeking work.
Ultimately the supply of workers may be negatively related to the
wage rate as high wages of one family member enable other family
members to leave the labour force. The existence of an
ultimately backward bending supply of workers cufve does not

affect this discussion.

The demand for workers is assumed to be inversely related to the
wage rate,based on the widely accepted, though often criticised
marginal productivity theory of labour demand. This aggregate
demand curve too becomes almost vertical reflecting the essential
nature of a minimum work force. Though again this in no way

affects the discussion.

Now the number of people who would be registered as unemployed
could be anything up to (N4 - Nz). N4 is the maximum number of
workers, N2 is the equilbrium employment level. The number who
would registeﬁ and be counted would be determined by their
eligibility to benefit.1 If the wage rate were wl a maximum (N4 -
N2) could be registered as unemployed. However none of them are

willing to work for the current wage rate wl, (but that does not

i e e tentes  followling page



prevent them from registering). Similarly the economic
equilibrum can be associated with many vacancies being available
below the equilibrium wage rate. There will also be vacancies

and unemployed associated with job changes.

Suppose the market is in disequilibrium with a wage rate of W2,
associated with excess supply of labour at that price. the
economists measure of excess supply would be (N3 - N2) but again
up to w4 - N2) can potentially register. 1In addition there
could also be a large number of vacancies available below the
going wage rate. This situation in neo-classical analysis should
not normally persist since we might expect downward pressure on
the wage rate from the large number of unemployed, mény of whom
are willing to work for wage rates below W2. If the wage rate is
institutionally set by national agreements or minimum wage laws

or protected by union restrictive practices this situation could

persist.

But the same is true if we reverse the situation and look at
disequilibrium with too low a wage rate, say W3. This wage rate
will attract only Nl, workers. The economists perception of
excess demand of the<3rder(E§ - N% will exist, although this

will not necessarily correspond to the DE count of recorded
unfilled vacancies, since employers offering lower wages are not

prevented from registering vacancies. In addition, unemployment

1. Under the pre—-1982 requirement for being counted those
who felt they had some chance of finding work through the

official offices would also have registered and been counted
in the official statistics
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could potentially be of the order (N4 - nb) although no-one will

be interested in working for the going low wage rate. But since
some employers are willing to pay higher wage rates there will be
upward pressure on the wage rate towards the equilibrium (unless

employer's restrictive wage agreements prevent such a move).

The macro labour market consists of a multitude of micro labour
markets, separate in terms of occupation, industry, location but
inter linked at the boundaries. Each of the micro labour markets
could be in different states of disequilibrium .or equilibrium.
So we have to find some way of interpreting the statistics so
that they indicate the true situation, but we should not be

surprised if conflicts exists between various schools- of thought.

3.3 Stocks and Flows in the Labour Market

When we talk about unemployment and vacancy statistics we are
talking about a stock which exists at any one time. The labour
market however is constantly changing and the stock figures
represents only a snap-shot of the labour market at a particular
point in time. If the stocks are unable to portrary the state of
the labour market, an analysis of the flows may be more helpful,

since it records changes which are taking place.

The flow through the labour market can best be illustrated using
the diagram in Figure 3.2 as used by Holt (1970). As we see the

unemployment stock is fed by entrants and re-entrants to the

labour force, by voluntary quits and involuntary dismissals or

lay-offs from employment.
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The monthly change in the stock of unemployed is small relative
to the inflow and outflow from unemployment. For example,
between February 1977 and Octher 1981 an average of 299 thousand
joined the register each month whilst an average 277 thousand
left the register. (For the 12 month ending May 1982 the two
flows were 372 and 352 thousand respectively). The same is true
of the vacancy statistics, during the same pericd, (February 1977
to October 1981) an average of 195 thousand job vacancies were
notified each month whilst an average of 197 thousand job
vacancies were cancelled. People leave the unemployment register
if they find work (or on MSC placement on one of their special
schemes) or if they drop out of the labour market. Vacancies are
cancelled if they are filled, or if the employer cancels the

vacancy.

Throughout the business cycle the flows through unemployment do
not substantially change;. During the downswing, the layoff rate
rises and the voluntary quit rate falls so that there is only a
small increase in the total inflow whilst the outflow falls
slightly; the larger fall in those leaving to employment being
offset by the increase in the dropout rate,(because of the
discouragement effect) Other flows also change throughout the
cycle. Of those losing their jobs voluntarily or involuntarily a
proportion join the unemployment register whilst some leave the
labour force.

During recession an increasing proportion of those losing their

1 Though the severe depression in the labour market since

1979 has been associated with much higher flows.



jobs leave the labour force. They are mainly older workersl who
retire early and married women who do not qualify for
unemployment benefit and therefore have no incentive to register.
(dnd are, in any case, no longer included in the count). For
example, between June 1979 and the end of 1980 the working
population declined by approximately 250,000 (about 100,000 males
and 150,000 females). Despite the increase in the size of the
population of working age, the slow rate of economic growth and
the downturn in employment there has not been a corresponding

increase in unemployment.

So the size of the flows or more precisely the difference between
the flows, affect the size of the stock, but the stock influences
the size of the flows. During recessionary periods{ the average
duration of unemployment increases whilst in more prosperous
periods the average duration of unemployment falls. An
increasing stock of unemployment during recessions is therefore
the result of an increase in the numbers of people passing
through the pool of unemployed and/or an increase in the average
duration of unemployment Hughes P (1982), for example, found that a

large part of the increase in unemployment for cales (January

1978 to January 1980) was the

[ he higher the

. The Department of Employment found that the
%egional uﬁZmployment rate the higher the inactivity rate of
males ages 60-64 (excluding retired) using dat; collected in
the EC Labour Force Survey (DE Gazette, April 1981 p.169)
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result of increases in the duration of unemployment whereas for
females a large part was the result of an increase in inflow.
Stermm J (1983) found that most of the regional varnation in
unemployment was the result of differences in average durations
of unemployment rather than differences in the rate of inflow to

unemployment.

The introduction of the computerised count of unemployment from
October 1982 has led to more accurate and detaiied information
regarding, for example, the duration of completed spells of
unemployment and the frequency of unemployment for individuals.
This data has only just become available (see DE Gazette, August
1983) and therefore no major analyses have yet been undertaken.

It does however provided scope for future research in this area.

From the data available it 1is possible to identify some
interesting differences of various age groups and geo graphical
areas between the inflow to unemployment and the average duration
of unemployment. For example the under 18's have a "very high
probability of becoming unemployed, about three to four times the
average but remain unemployed, for comparatively short periods
averaging about 7 or 8 weeks. "The 18 to 54 age group who once
unemployed remain so for about 1l to 14 weeks in October 1982 to
January 1983 and 13 to 16 weeks in the following three months.

The decline in unemployment rates for this age group reflects the

falling inflow rates";. The over 55's "whose higher unemployment

rates are due to the substaintially longer periods of
1 DE Gazette August 1983 p-351



unemployment. This is despite having inflow rates which are only

about half the average" ;

Geographically there are some interesting results too.
Regionally there was less than an average chance of becoming
unemployed in theSouth East, the West Midlands and the East
Midlands but, the regions with more than an average chance of
leaving unemployment once unemployed were the South East, East

Anglia and the South West. (October 1982 to January 1983)

3.4 The UV Relationship

An interesting statistical relationship was shown to exist
between the rates of registered unemployment and rates of
recorded vacancies. This statistical relationship forms the
basis of a number of techniques which have been develéped for the

identification and measurement of various types of unemployment.

In a recession, Jjob vacancies are relatively low, because
employers have little difficulty recruiting from the large pool
of unemployed workers. In a boom recorded levels of vacancies
are high as employers experience difficulty finding labour. Thus
registered unemployed and recorded vacancies are inversely
related. In 1958 Dow and Dicks-Mireaux found an inverse

relationship between rate of unemployment and vacancies at the

aggregate level and for seven separate industrial groups. Both

1 DE Gazette August 1983 p.351



unemployed and vacancy statistics are expressed as a proportion

of employees.
Dow and Dicks-Mireaux suggested a linear relationship,
t o ]
U- =a+bv- b<0.

A scatter diagram (see Figure 3.4) would suggest a log-linear
relationship to be more suitable of the form

log Ut =a+logvt’ = b
as, for example, used by Bowers et al. (1970)

Around 1966, higher and increasing levels and rates of
unemployment began to be recorded. At the same time a breakdown
of both the Phillips curve (the inverse relationship between the
rate of change of wage rates and unemployment) and the UV curve
appeared to take place. The consensus view in the early 1970's
(see for example Bowers et al, 1972) was that the UV curve (and

the Phillips curve) had shifted outwards from the origin.

The upward movement;  in the UV curve around 1966 stimulated
much research into its causes. There are several salient
features of the period around 1966 which were considered as

contributing to the upward movement at that time.

In 1965-6 the Labour Government was concerned with Balance of
Payments problems and in order to encourage a shake-out of

1. The movement could have been caused by either a once and
for all shift (an intercept shift) or an upward trend (a
slope shift). This is discussed later.



hoarded labour, which might be used by exporting industries
unable to expand because of labour shortages, introduced the
Redundancy Payments Act (1965) and the National Insurance Act
(1966). The Redundancy Payments Act (RPA) made provisions for
repayments of a varying proportion of redundancy payments made to
employees by firms. In particular it increased the rebate for
those aged between 40 - 65. The National Insurance Act
introduced earnings-related unemployment benefits, payable

between the second and twenty-sixth weeks of unemployment.

Selective Employment Tax (SET) was introduced in 1966 and levied
on certain typesof employment, notably service employment, in
order to discourage that type of employment. In late 1966 the

economy was strongly deflated. The pound was devalued in 1967.

Demographic factors resulted in a change in the age composition
of the labour force. As a result of the birth-bulge some twenty
years earlier in the post-war period, a large influx of young
inexperienced people joined the labour force between 1963 and
1970. This followed a period of shortages of young entrants

caused by the slump of births during the war—time pericd.

Gujarati (1972) emphasized supply-side factors as having caused
the shift of the UV curve, brought about by improvement

Redundancy Payments and earnings-related benefits causing an

increase in voluntary unemployment. Taylor (1972) emphasized the

demand—-side factors. Up to 1966 business confidence had been

high in the post-war period, recessions had been shallow and of

only short—duration. Employers were therefore inclined to hoard



labour during recessions because the costs of such hoarding were
low and because recruitement of skilled labour during upturns was
difficult. Since 1966 business confidence in steady state growth
has justifiably declined, SET made some labour hoarding more
expensive, and the RPA made redundancy cheaper for employers, and
more acceptable to employees. The larger pool of available
labour, in any case, removed much of the incentive to hoard all
but a few types of their workers. Bowers, Cheshire and Webb
(1970) suggested labour mobility was causing increasing
structural problems in the labour market. However in 1972
Bowers, Cheshire, Webb and Weeden reconsidered the shifts and
concluded that immobility was not sufficient to cause the large
shift. They believed that a general slackness of aggregate
demand and increased labour productivity were responsible for
much of the increased level of unemployment. Foster (1973)

believed the demographic factors and the new redundancy payments
were the main causes. The Department of Employment (Gazette
March 1975) estimated that an increase of no morethan 70,000
could be attributed to improvement redundancy amunemployment
benefit, mainly caused by an increase in the average duration of
unemployment. Bowers (1972) has considered the possibility of an
increased propensity to register for unemployment. He found no

evidence to support the hypothesis and concluded it would be

unlikely to explain such a large shift.

3.5 The Classification and Measurement of Unemployment

It is normal for unemploymentix>be classified into two broad

categories: demand-deficient and non-demand deficient.
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Demand-deficient unemployment occurs if and when there is
insufficient aggregate demand in the economy to create enough
jobs for those seeking work at the current wage level. Non-
demand deficient unemployment occurs when there is a mis-match of
work available with unemployed workers. The main causes of the
mis-match are occupational and geographical although
imperfections in the market mechanism, imperfections in
information flows or institutional rigidities can also contribute
to this mis-match. There may also be other factors which would
cause this mis-match such as employer discrimination against
workers on the grounds of age, sex, colour, race, religion, etc.
or employee distate for certain types of work or particular

employer of hours of work offered and so on.

The two broad categories can be further sub-divided depending

upon the time scale

Seasonal unemployment occurs in some industries for some days,
weeks or months of the year when demand for labour services falls
or weather does not allow work to take place. Examples of
industries affeéted in this way are the tourist industry, the

retail trade, the construction industry and the ice-cream

industry.

Shor t-Run Long Run Very Long Run
|
: |
Demand-deficient Seasonal Cyclical Technological or'
Growth-gap ;
Non—-demand Frictional Structural
Deficient



Cyclical unemployment arises as a result of a more persistent
shortfall of demand for labour normally associated with the

downturn of the business cycle.

Frictional unemployment is normally associated with changing
jobs. It is said to arise because workers take time to find new
jobs and it is therefore inevitable that at any time some workers
engaged in the 'normal' search process will be registered as

unemployed.

Structural unemployment is a more permanent type of unemployment
similar in character to frictional unemployment but being
associated with greater difficulty in matching workers and vacant

jobs due to occupational and geographical differences.

In the post 1966 period there has been an upward underlying trend
in registered unemployment. The trend accelerated after 1974 and
accelerated further after 1979. This has resulted in a surplus
stock of unemployment which does not fit easily into any of the
four categories which had previously sufficed. This unemployment
has been the subject of much controversey within the voluntary

versus involuntary unemployment debate.

Gilpatrick E. (1966) has identified this unemployment as growth-
gap or technological unemployment. That is unemployment which
resulted from increases in productivity of labour and/or of
labour supply not matched by sufficiennt increases in aggregate
demand to absorb all those seeking work. (It may be that this

category is not independent of non-demand-deficiency, since the

=2



Figure 3.3 A Sub-labour Market

Source: Bent Hansen (1970) p.7.

Aston University

lllustration has been removed for copyright
restrictions

See text for explanation



demand for labour will be influenced by the characteristics of

labour supply).

An obvious difficulty arises because we are trying to assess the
causes of a change in the size of a stock which is really a
relatively small residual between two much larger stocks, the

total labour force and the employed labour force.

A classification of unemployment is only of relevance if it can
be used, together with the theories (Chapter 2), to identify

different types of unemployment.

Thirlwall (1969) suggested that the concept of the UV
relationship (see section 3.3) offered a distinction between

demand—-deficient and non-demand deficient unemployed..’

Thirlwall suggested that when measured unemployment and measured
vacancies were equal there was no excess demand for, or supply
of, labour. This level of unemployment could therefore be
considered to be the level of non-demand deficient unemployment.
Until 1966 recorded vacancies and registered unemployment had

been equal at around the 300,000 level in the United Kingdom.

A theoretical justification for the use of unemployment and
vacancy statistics to identify types of unemployment is provided
by B Hansen (1970), where the coexistence of registered

unemployment and vacancies is explained within the context of an

aggregate labour market. (Figure 3.3)

In Figure 3.3 Di Di is the demand for labour in the submarket and

SiSi is the supply of labour. Employment is never on either of



these curves EiEi represents the employment curve. The
assumption is that there are always some employers who do not
find sufficient labour even when total supply is greater than
demand, and there are always some workers who do not find jobs
even when there are more than sufficient jobs available to absorb
the unemployed. The closer to equilibrium the market becomes the
more difficult it becomes for the matching to coincide. The
horizontal distance between DiDi and EiEi measures the
number of vacant jobs d, . The horizontal distance between EiEi
and SiSi measures the number of unemployed g, . In equillbrium
unemployment and vacancies are equal. At all other points there

is either positive or negative excess demard qxl,

where qxl = qvl - qul

In 1974 both A P Thirlwall and J.J Hughes produced papers in
which they suggested that the occupational vaCancy and
unemployment statistics could be used to distinguish structural
and frictional unemployement. The menthod is simple. frictional
unemployment (UF) exists if there are unemployed and vacancies in
the same occupation, structual unemployment (US) exists if there
are ‘'surplus vacancies' in some éategories which could be filled
by 'surplus unemployed' in other categories, if some retaining
were undertaken. Vacancies are therefore of the right type VR
if they can absorb some of the unemployed or of the wrong type

(VW ) if they cannot absorb the unemployed so that we have:

Total Unemployment () = demand-deficient unemplyment (PD) +

non-demand deficient unemployment (UNDD) .



Where VP = oF 4 g8 =T

and UpD = uT - T

S

total vacancies

=

total unemployment

then 1° = v& - W = R

This is an adaption of the method suggested by Thirlwall (1969)

op. cit.
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Chapter 4
UNEMPLOYMENT: THE FMPIRICAL EVIDENCE

4.1 Introduction

In the preceeding two chapters we have considered the competing
theories of unemployment and the problems of classification,
identification and measurement of unemployment. The current
chapter is concerned with the empirical evidence. We will be
drawing on the concepts and theories of Chapter 2 and on the
methods of identification and measurement reviewed in Chapter 3.
For much of the chapter the framework adopted by J Taylor (1976)

is followed.

Taylor reviews the evidence on unemployment between 1951 and 1975
and considers a number of hypotheses. In this e‘,chapter we
reconsider that evidence in the light of more recent events and
suggest that it is open to both a 'supply-side' and ‘'demand-side’
interpretation but that the balance of the evidence, with the

benefit of hindsight, appears to favour the 'demand-side' argument.

The rest of the Chapter proceeds as follows; firstly, the
framework is presented; this is then followed by evidence related
to the demand-side factors. Then structural uner'nployment is
investigated, after which the evidence relating to the voluntary

versus involuntary unemployment controversy is considered.

Finally there is a conclusion.



4.2 A framework For Assessing The Evidence

The evidence which is available on unemployment is open to a
number of interpretations. We need to consider alternative
hypotheses using as well structured a framework as possible,

though it is not easy to compartmentalise the evidence.

In 1976, J Taylor (see Leontief (ed), 1977) delivered a
conference paper which attempted to assess the evidence on
unemployment in Britain between 1951 and 1975. Taylor attempts
to attribute the increase in unemployment to one or more of three

causes:

i) a fall in aggregate demand;

ii) an increase in the structural mis—matching’ between the
demand for and the supply of labour; and

iii) an increase caused by unemployed workers deliberately

spending more time in searching for a job.

This framework seems to offer a useful means of assessing the
evidence. His interpretations will be examined together with
other evidence to show that his own results are open to more than
one interpretation and that other available evidence, and more

H — s I
recent evidence would lead us to favour a ‘'demand-side'

interpretation.

We first examine the hypothesis that some of the rise in

unemployment post 1951 has been caused by a fall in the level of

aggregate demand. (Figure 4.1 illustrates unemployment and

vacancies in Britain 1951 to 1981) .



I'igure 4.la Unemployment and Vacancies
Half-Yearly Averages 1963-1983
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4.3 Hypothesis 1l: Some of the rise in unemployment is the result
of a fall in aggregate demand

Taylor discounts a fall in aggregate demand as a cause of the
increased level of unemployment because ‘'the spare capacity index
denies this'. What he suggests is that because there is no
significant gap occuring between an index of spare capacity and
the index of industrial production this hypothesis can be
discounted. There are several criticisms which can be made of
the proposition. Firstly the way in which the- index of spare
capacity is calculated "(ie joining the assumed full capacity
peaks by linear segments)”, which Taylor admits could have
seriously underestimated productive potential, but because other
indicators such as the CBI index and the level of vacancies
‘indicate similar pressures of demand' he doubts this. However
the real criticism of using this index or any other index is more
fundamental. The index attempts to measure the capacity which
has actually been built up based on business expectations, it is
not, therefore, an index of "potential" capacity. Furthermore,
the index of production and the index of spare capacity are not
independent of each other. He concludes this section 'it is
therefore taken as "given" that the pressure of demand has not
been seriously underestimated during the past decaaé compared to
earlier years" (op cit p 169). This is of course exactly what he
has shown tautologically but it does not indicate that there has

been no demand-deficient unemployment in the period.

Using the UV concept as outlined in Chapter 3 and suggested by
Thirlwall (1969) (although recognising some difficulties of the

e



data) a deficiency of aggregate demand would have been
responsible for unemployment in all but a few years since 1951.
In no year since 1966 have recorded vacancies exceeded registered

unemployment. (See Table 4.1)

The demand-deficient unemployment in Table 4.1 is based on a very
simple measure: that of a shortfall of vacancies available for
the unemployed. It represents both cyclical and growth—-gap or
technological unemployment referred to in Chapter 3. But it is
demand-deficient in the sense that no matter what skills and
qualifications the unemployed possessed, no matter how mobile
they were, no matter how much investment in search and
information gathering were made, 'that number' of individuals
would still not find a job; although 'each individqal‘ might be

able to improve his/her prospects of finding a job.

If some allowance is made for the underrecording of vacancies,
which is generally considered more problematic that that of -
unemployment, the picture changes only slightly. If, as the DE
sur\}ey of 1977 revealed, approximately a third of vacancies are
notified to employment offices, we can tentatively conclude that
at any time the recorded vacancies might underrepresent true
vacancies by up to two-thirds. It is likely that. vacancies not
notified are on the whole the easiest to fill, and probably also
consist of a number which employers do not expect to fill from
the ranks of the unemployed: as such the recorded vacancies are
less likely to be available at any particular point in time.
poubling the vacancy statistics removes demand-deficiency in the

years 1950, 1952, 1953, 1957, 1960, 1961, 1964, 1966, 1973 and

o~



Table 4.1

Estimates of Demand-Deficient Unemployment, Great Britain 1948 to

1980.
(1) (2) (3)

Year Number of ** Number of *** Demand-Deficient

Registered Recorded Unemployment

Unemployed Vacancies

Males & Females Males & Females (L) - (2)

Thousands Thousands Thousands
1948 282.9 301.5 - 18.6
1949 255.9 273.6 - 17.7
1950 267.0 249.6 17.4
1951 198.5 290.3 - 91.8
1952 316.5 186.7 129'.' 8
1953 271.4 201.9 69.5
1954 209.517 248.1 - 38.6
1955 168.744 297.5 -128.8
1956 209.217 224.911 - 15.694
1957 241.116 189.197 51.969
1958 376.232 120.905 255.327
1959 354,223 175.373 178.850
1960  269.807 228.840 40.967
1961 261.145 222.673 38.472
1962 378.793 147.074 231.719
1963 398.776 158.188 240.588
1964 293.192 238.110 55.082

1965 269.013 275.042 - 6.029



1966
1967
1968
1969
1970
1971

1972

1973

1974
1975
1976
19?7

1978

1979

1980

287.135
476.774

492.524

Tk

531.547

732.948

- T788.290 .

521.059

602.380
1055.884

20252
1310075
1252.236

1161.559

1671.111

247.132

e

= b

157830  610.460
353.487 . Je7.57
1 295,177

~ 915.098

1063.108
?4;;;53?2?2
rf‘flozlfbsa
910.049

| 1552.599

* Septembe:;each:yg§g~i
** Adults wholly unempléyedfg

%+ Adult vacancies unfilled.

Sources: British Labour Statistics Historical Abstract, Tables

165, 175, 179 and 181 and various DE Gazettes.




1974. That is to say only in the 1973/4 boom period was there no
demand-deficiency in the post 1966 period. (Trebling the vacancy
statistics would add the years 1959, 1962-3, and 1967-70 to the
no—demand—deficiency list but we could not include any year since

1974 even if we quadrupled the vacancy statistics).

Cheshire (1973) found that a log linear relationsip between
unemployment and vacancies was statistically significant for all
regions using data for the period 1962-5, with a‘mean R? = 0.905.
This result is significant at the 0.1% level on a t test. The
rates of unemployment for the regions consistent with non-demand
deficient unemployment ranged betwen 0.9% in the Midalnds to

1.77% in Wales.

Demand-deficient unemployment (or an excess suppl}' of labour)
using a Keynesian approach would arise through a shortfall in the
pressure of demand for final products. The classical analysis
and the Monetarist approach would identify the marginal real wage
as being too high so that 'workers are pricing themselves out of

jobs'.

The National Institute of Economic and Social Research in their
review, November 19821, examine the recession 1979IT to 1981II
when total output fell by 7.5% and industrial production by 1l4%.
Only two previous recessions are comparable with this; 1930-2 and
1974-5. The Nétional Institute compare these three recessions.
Exports were the major source of the fall in GDP for the 1930-2

recession caused by the collapse of world trade. The two later

1 wrhe nature and origins of the recession®, National
Institute Economic Review, November 1982.



recessions were quite different. Foreign trade actually
"contributed positively to output and heavy destocking outweighed

all other changes". (N.I.E.R. November 1982, p 8)

The National Institute and the London Business School presented
papers to the Bank of England's Panel of Academic Consultants.
Both used their econometric models to predict what would have
happened to the economy if government policy had been ‘'neutral’
and there had been no exogenous shocks, such a.s the oil price
rise in 1979. Differences between output from a 'non-
recessionary trend' and actual output are then attributed to four
‘causes': "policy, the appreciation in the real exchange rate,
the increase in oil priées and excessive growth in real wag.es".

(N.I.E.R. op cit p 9)

Table 4.2 shows the results, which should be treated with the
usual caution necessary when models of the economy are used.
However, the similarities in the results suggest that some
confidence can be placed in them. The major contr ibutors to the
1979-1981 recession appear to have been the restrictive fiscal
and monetary policies and the high value of the pound, which is

also partly a result of the restrictive measures.

Because of the difficulty in interpretation of recorded vacancy
statistics it .is not possible to conclusively disagree with
Taylor that demand-deficiency was not responsible for the
;ncrease in unemployment up to 1974. But unless there has been
some substantial fall in the propensity to register vacancies

with the ESD it is true that since 1956, more so since 1966 and

s
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especially since 1974, the pressure of demand for labour relative
to its supply has been much lower that in the period 1948-1956,
and this must be responsible for a proportion of the increase in
unemployment. Moreover output (GDP) during the post 1979
recession has fallen by about 5%, while industrial output
(excluding MLH104)l and manufacturing output have fallen to
levels not previously experience since the 1960's.

4.4 Hypothesis 2: That some of the rise in unemployment is the

result of an increase in the structural mis-matching between the
demand for and the supply of workers

"Structural unemployment occurs if changes in consumption
patterns and production techniques take place too quickly.
Such changes lead to differential growth rates in the demand
for labour between different occupations, inaustr ies and
different geographical locations; and the supply of' labour
may not respond quickly enough tq the changing' pattern of
labour deménd, with the result that the extent of mis-
matching between labour demand and labour supply gets worse
weuns If structural unemployment had increased we would
expect this to be reflected in a change in either the
regional or industrial patterns of unemployment or both"

Taylor (op cit pl69-172)

Taylor uses.an interesting idea to examine this phenomenon of
increased structural mis-matching. He compares unemployment
rates by regions and industries separately at peaks in the

1 MLH 104 of SIC, 1968 — extraction of mineral oil and
gas
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business cycles (for both sexes). (See figure 4.2), He finds
little variation in the inter-regional distribution of
unemployment from peak to peak. The exceptions were an upward
shift in two regions, Yorkshire and Humberside, and the North,
between 1965 and 1970. In the industrial unemployment rates only

mining exhibited a severe change in its relative position. He

did not examine occupational changes, probably because rates of
unemployment by occupation are not available hor can they be
calculated since employment data by occupation are also
unavailable. This is unfortunate since ‘a priori' it would
appear that occupational changes in labour demand would be likely
to have a more significant impact on structural unemployment,
than industrial change. (For example a typist los‘ing a job in
the Steel Industry can be employed in another industry, but a
furnaceman in the same industry might have more -difficulty

switching industries).

Using the same methodology as Taylor the change in unemployment
by occupational category was investigated. Since occupational
unemployment rates are not available two alternative measures
fere used; firstly the unemployment totals by occupation and
secondly the U/V ratios by occupation. The period initially
chosen for investigation was 1960 to 1968, this was a slightly
longer periodl than Taylor had used and a period for which there

1 A longer period would ‘a priori' be expected to pick up
any of the structual change, since such changes occur
relatively slowly. However if we choose too long a period,
we would expect workers to have responded to that

structural change.



was available an unchanged series of data. A simple linear
regression line was estimated relating the numbers unemployed in
each occupational category in one period with those in another
period:—

Upp = a+ blUpy +e (1)
Separate equations were estimated for males and females and a

combined equation was estimated. A similar regression equation

using U/V data was estimated:-
U =a+bl +e (2)
V2 V1

The results were as follows:-

1 Male U1968 = 421.26 + 1'94Uml960
2

r 0.9558

104 occupational categories

2 Male U1968 = 1433.9 + 1‘97Um1960

r2

0.9950

26 broad occupational categories

3 Female Ujggsg = -29.1016 + 0'97Uf1960

r2 0.8955

0

64 occupational categories

4 Female U1968 = 123.155 + 0.91Uf1960

r2 0.9061

23 broad occupational categories

5 Male & Female U1968 = 503.90 + 1.78U1960
r2 = 0.9876

o~



26 broad occupational categories

6  Weighted Ujgeq
v
2

-1132.28 + 3.96 Weighted Ujggq

r 0.9982

using 26 broad categories

These results were initially very puzzling, since a perusal of
the data indicated that the correlation coefficients would be
low, (there were quite large changes in the dispersion, see for
example scatter diagram figure 4.3) whereas they ~are in fact very
high. The reason for these high values however proved to be the
key to understanding the basic inadquacies of the methodology

used here and by Taylor.

Some occupational categvories had very large numbers of unemployed
in both periods whilst others had very small numbers. About half
of the unemployed were in the category of general laourers (male)
and other workers (females). These categories were a catch-all
for all unskilled workers. This very large category was
dominating the results. The regressions were repeated without
this large category. The results were:-

1t Male Ujggs = 63.16 + 2.36 Upi960
2

r 0.9780 "

100 occupational categories (excluding 4 categories of
‘general labourers')

2" Male Ujggg =  142.84 + 2.39 Unioeo

2 0.9950

r

25 occupational categories (excluding 'general
labourers')

3' Female Ujggg = -82.13 + 1.08 Uf1960

772

(Males & Females)



r2 = 0.8460

61 occupational categories (excluding 3 categories of
'other workers')

4?1 Female Ul968
2

12.14 + 0.98 U1960

r 0.8547
22 occupational categories (excluding 'other workers')

5t Male & Female U1968 = 609.17 + 1.755 U1960
2

r 0.8663

25 occupational categories (excluding male 'general
labourers' and female 'other workers')

6' Weighted U = 222013 + 3.320 (Males &
V1968 . Viggo  Females)

r2 = 0.7880

25 occupational categories (excluding male -‘general

labourers'! and female ‘other workers')
The differences between the two sets of results revealed some
interesting points. (See Table 4.3) Firstly the male results 1'
and 2 showed again very high correlation coefficients but the
line of best fit was somewhat different without the 'general
labourers'. The female results 3' and 4' showed less change in
the slope of the line but more deviation from the norm without
the 'other workers' category. The male and female results 5' as
before is dominated by the males. (The males being a much larger
proportion of total unemployment). Here the line of best fit has
changed little without the 'general labourers' and ‘other
workers' categéries but the deviation has increased. Lastly the
weighted U/V ratios regression without this same category, 6'

shows a much worse fit as well as a quite large change in the

slope.
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These changes in the estimated line of best fit reveal the basic
weakness of the methodology and the implicit definition of
structural unemployment. If structural unemployment is only said
to increase when there is an increase in the variation in
unemployment by occupation or industry, or geographical location
then by definition a 'general' increase in‘ structural
unemployment cannot be identified. Take the category of male
'general labourers' whose level of unemployment- increased from
112,258 in September 1960 to 221,014 in September 1968, whilst
total male unemployment increased from 194,440 to 421,124 in the
same period. Because this category increased by almost exactly
the same proportion as total male unemployment the | methodology

indicates this cannot be structural unemployment.

However we can image a scenario where structural unemployment
would increase along with a general increase in unemployment.
Suppose the demand for manufactured goods produced by Britain
with the technology used by Britain were declining, that British
manufactured goods were becoming uncompetitive in world markets
due to product design, methods of production or a high value of
the pound sterling, this would result in a large general increase
in unemployment in the traded sector of the ecorio'my, but would
spill over into other sectors of the economy via the multiplier
effects. There would of course be differential impacts on
unemployment but this differential impact would be dominated by

the overall general impact. To give an example of the

differential impact on unemployment and vacancy ratios, another

regression on ‘unweighted' U/V ratios was undertaken using the



same data as before. The results in themselves are not proof of

structural unemployment but they do indicate the spread of U/V

ratios.

The results were:

6'' (Unweighted) U = 0.25 + 1.925 U (Males &

r2 = 0.7752
26 occupational categories

6''' (Unweighted) U =0.,53 +1.45T (Males &
Vl968 Vl960 Females)

ré = 0.4619

25 occupational categories (excluding male 'general

labourers' and female ‘'other workers')
Comparing these unweighted results with the earlier fesults 6 and
6' (Table 4.3) indicates how the dispersions of U/V ratios is
dominated by the overall general increése. The difference
between 6'' and 6"'' gives some indication of the dominance of
the last category where the U/V ratio was very high in both
periods; 4.07 and 9.06 respectively, whilst the next highest was

1.84 and 3.24, respectively (Farming and Fishing).

A method which would overcome some of the methodological problems
would be to compare the '‘proportions' of unemployed persons in
different industrial or occupation groups or in different
geographical éreas. This would isolate the change in the
variation in unemployment from the absolute change, but cannot
isolate structural changes which spill over into all occupations,

industries and areas. The regional, occupational and industrial

7R



'mix' of registered unemployed were compared at selected times.
(Like Taylor, peaks of the business cycle were compared to avoid
cyclical variations). In addition the regional and industrial
compositions of employment were compared. Regression lines Y = a
+ bx + u were estimated where Y is the proportion of total
unemployment or employment in each category or region in one
period and x the proportion in another period. Then an F test
statistic was calculated to test Ho: a=0 b =1. (ie a 45°
line) If the proportion employed or unemployéd in regions or
industrial or occupational categories remained unchanged then HO

could not be rejected.

Table 4.4 shows the regional results. Between 1960 ar;d 1969 male
employment changed significantly in its regional dispersion. A
reduction in the proportion of males employed in the South East
and East Anglia combined was the main change. The female and
total dispersions did not significantly alter. The unemployment
regional dispersion did not significantly change for males,

females or in total, using an F test. (Though the proportions of
the unemployed in the West Midlands and Yorkshire and Humberside

rose and the proportions in gcotland and the North West fell,

1964 to 1968. See figure 4.6)

Between 1969 and 1979 there was a statistically significant
change in the regional dispersion of employment for males and
females. The South-East's reduced propor tion of both male and
female employment was the main change with a smaller decline in
the North-West and an increase in the South-West contributing to

the change in employment structure. However, no correspondingly
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Table 4.4(a) Summary of Results - The regional distribution
of employment proportions: changes over time.

Y = a+ bX + e F test = Ho : a=0 b =1
Y X
Reject Ho?

Employmgnt Males (m) F statistic n (confidence
Proportions Females (£f) level)
in year:
1960 1969 m 10.4044 8 0.01
1960 1969 £ 0.0011 8 No
1960 1969 m+f 3.8703 8 No
1969 1979 m 8.6226 10 0.01
1969 1979 f 12.0486 10 0.01
1969 1979 m+f 9.5660 10 0.01
1973 1979 m 17.1957 10 0.001
1973 1979 f 3.8792 10 No
1973 1979 m+f 14.4665 10 0.01

Table 4.4(b) Summary of Results - The regional distribution
of unemployment proportions: changes over time.

1960 1964 m 0.1509 10 - No
1960 1964 £ 0.1464 10 No
1960 1964 m+£ 0.03697 10 No
1964 1968 m 1.1670 10 No
1964 1968 b 2.6564 10 - No
1964 1968 m+£ 1.4875 10 No
1968 1979 m 0.5751 10 No
1968 1979 h 1.5780 10 No
1968 1979 m+£f 0.9180 10 No

See Appendix II for a full set of results and data

sources.



significant change occurred in the regional distribution of
unemployment. Furthermore the South-East and the North-West
experienced declines in their share of total unemployment, whilst
the South-West experienced an increase. This would suggest that

the changes in the regional structure of employment tended to be

matched by movements of labour.

Table 4.5 shows the industrial changes, using the broad SIC
categories. Between 1960 and 1968 no significant\change occurred
in the industrial structure of employment, nor unemployment.
Between 1969 and 1979 only the female industrial structure of
employment changed significantly, and this was matched by a
change in the industrial structure of unemployment. The SIC
contributing most to this change was 'miscellaneoué services'
which accounted for a relative increase in employment and a

relative decrease in unemployment.

Table 4.6 shows the occupational changes in the composition of
unemployment. (Unfortunately no analysis of all employees in

employment by occupation is available for comparison.) It is the

occupational or skill composition of the workforce which is most B

likely to result in structural mis-matches of jobs amd workers,
so these results are perhaps the most interesting. The |

occupational categorisation of unemployment changed in 1972 so

two periods were analysed: 1960 to 1968 and 1973 to 1979. 1In

both periods there was a significant change in the occupational

structure of male unemployment whilst the female unemployment

structure did not change significantly. The most likely



Table 4.5(a) Summary of Results - The industrial

distribution of employment proportions:
changes over time.

Y = a + bX + e F test = Ho : a=0 b =1
Y X
Reject Ho?
Employmgnt Males (m) F statistic n (confidence
Proportions Females (f) . level)
in year:
1960 1968 m 0.0918 24 No
1960 1968 f 1.3639 24 No
1960 1968 m+f 1.4697 24 No
1969 1979 m 0.4718 27 No
1969 1979 £ 6.5029 27 at 0.01
1969 1979 m+f 6.7179 27 at 0.01

Table 4.5(b) Summary of Results - The industrial
distribution of unemployment proportions:
changes over time.

1960 1968 m 0.0096 24 No
1960 1968 £ 0.5648 24 No
1960 1968 m+f 0.3891 24 No
1969 1979 m 2.7272 27 No
1969 1979 £ 5.8506 27 at 0.01
1969 1979 m+f 2.1498 27 No

Note: The unemployment statistics by SIC used to
calculate the regressions for 1960/68 are for the

UK (GB not available).

See Appendix II for a full set of results and data

sources.



Table 4.6 Summary of Results - The occupational

distribution of unemployment proportions:
changes over time.

Y = a4+ bX + e "F test Ho: a=0 b =1

Y X

Reject Ho?
Unemployment Males(m) F statistic n {confidence
Proportion Females (£f) level)
in year:
1960 1968 m 22.6469 at 0.001
1960 1968 £ 0.1730 No
1960 1968 m+f - -
1973 1979 m 19.4816 at 0.001
1973 1979 f 0.0874 No
1973 1979 m+f 21.728 ' at 0.001

Note 1 Male and female regression not estimated for
1960/8 since occupational categories of males
and females not identical. '

Note 2 No corresponding data on employment by occupation

available.

See Appendix II for a full set of results and data
sources.




explanations for these differences between the sexes are the very
different nature of attachment to the labour force between men
and women, and the changing structure of employment. Firstly
because many women have a secondary Or peripheral attachment to
the labour force they are more likely to leave the labour market
when unemployed and join or rejoin when jobs for them are
available (or to appear to do so if they do not register when
they are unemployed). This tendency would prevent any
substantial increase or decrease in the registered proportion of
women unemployed in any one category. Secondly because the
change in the occupational structure of employment has been
moving away from heavy male-typical jobs to more dexterous
manual, clerical and service jobs, female opportunit%es for work
have been relatively more numberous than for males. ;The smaller
overall increase in registered female unemployment would be less
likely to produce a structural change. The change in male
registered unemployment has peen large and occupationally

diverse.

The main changes between 1960 and 1968 occurred in four
categories. Ooverwhelmingly the biggest change was in the
proportion of male unemployment in the category of 'Labourers'
falling from 57.7% of total male unemployment in 1960 to 52.5% in
1968, smaller changes took place in 'Engineering and allied trade
workers', ‘Conétruction workers', and iclerical workers' all

three categories experiencing rises in the proportion of male

workers registered as unemployed.

. 21079 siqnificant changes in the occupational



structure of male unemployment occurred. However, once again the
dominant change was the fall-in the proportion represented by the
final category labelled 'miscellaneous’ in the 'List of key
occupations for statistical purposes' (KOS), which came into
force in 1972. Again this category declined in relative
importance, although in absolute terms was still by far the
largest single category. Between 1973 and 1979 the proportion of
males in this category fell from 50.6% to 43.4%. A fall in
proportion of males registered in the category ‘clerical and
related' took place, whilst there were increases in the
proportions registered in the categories ‘'catering, cleaning,
hairdressing and personal services', 'Construction,‘ mining and
related not identified elsewhere' and ‘'Transport operating,

materials moving and storing related'.
4.4.1 Other evidence of structural change

J K Bowers (1976) returned to the problem of identifying
structural changes in the labour market after having
rejected the hypothesis of increased structural unemployment
in an earlier paper (Bowers et al 1972). He used an
equation relating first differences of vacancy rates to a
distributed lag of the quarterly index of GDP estimated over
the period 1958 to 1971IV.

AVe = —0.}1559 + 0.0319 Q*¢ - 0.0004 Q¢-1 ~— 0.0309 Q¢-2*

(1.12)  (2.62) (0.02) (2.56)

- 0.0285D + seasonals

(0.88)



RZ = 0.806 DW= 1.52

where Q is a quarterly index of GDP, D is a shift dummy from
1966 IV, t-ratios in brackets, an asterisk indicates
significance at the 1% level. Omitting the insignificant
dummy variable he used the equation to predict vacancies
from 1972 I to 1973 III. From 1972 III vacancies rose much
faster than the equation predicted. During this upswing
vacancy rates were higher than would have: been predicted

from previous experience.

RBowers then used an equation relating male unemployment to
output calculated over the same period to predict male
unemployment from 1972 I to 1973 III.
A Up = 0.5646 - 0.1648 Qt* + 0.1134 Q*_y + 0.0492 Q-2 .
(1.63) (5.43)
+ 0.1670 D* + seasonals
(2.86)

RZ = 0.906 DW = 1.87

For most quarters this equation under-predicts the decline
in unemployment. The outward trend in vacancies against GDP
and the inward trend in unempléyment against'GDP left the
actual UV curve virtually unmoved. This stability of the UV
curve is what had led Bowers to reject the hypothesis of
increased structural unemployment in his earlier paper
(1972). But the separate movements of the unemployment and
vacancy series led him to accept the hypothesis in 1976. He

«uggests further evidence of structural shift. Firstly,



from early 1972 to mid 1973 both manufacturing output and
GDP were rising against trend but employment in
manufacturing was falling whilst in the rest of the economy
employment was rising with a nett result of falling male
unemployment. In addition the mean duration of unemployment
of older males deteriorated sharply during 1971 and 1972,
which is what would be expected if structural changes were
occurring. Finally, Bowers uses UV- analysis for
manufacturing and non-manufacturing separately to show that
the two sectors have exhibited similar shifts from 1966 IV
to 1970 but for different reasons. In manufacturing
vacancies rose relative to unemployment, whilst in non

manufacturing unemployment rose relative to vacancies.

Ball (1983) examines the spatial and structural
characteristics of recent unemployment growth;, especially
post 1979. The post 1979 growth in unemployment has been
associated with a massive rise of long—term unemployment
(over 52 weeks) of differing geographical incidence (see
Table 4.7a and 4.7b). The gréwth of long-term unemployment
in the West Midlands has been far greater than in any other
region, although Northern Ireland still Ha’s a slightly
higher proportion of long—-term unemployed in its
unemployment total. Ball uses shift-share analysis to
highlight the problem areas but they can be identified more
easily by examining the percentage change in long-term
unemployment (See the final column of Table 4.7' not in

Ball's Table 1). The West Midlands and South East,
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Table 4.8 Changes in Employment and Unemployment by Reglon
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Table 4.9 Regional Unemployment Rates 1971 to 1981 (annual averages)

Males and Females
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traditionally prosperous regions have done far worse than
average, in terms of growth of long-term unemployment.
Whereas the traditionally more problematic regions, Northern
Ireland, the North and Scotland have fared better. A
similar pattern of differential performance between the
formerly prosperous and problem areas can also be seen in
the changes which have taken place in employment and
unemployment 1970 to 1981, see Tables 4.8, 4.9 and Figure

4.4.

Wwithin the West Midlands, long-term unemployment is
concentrated in the Metropolitan County area and some
manufacturing urban areas 1ike Kidderminster, Stoke and
Telford (new town) have done worse than 'expect':'ed' in terms
of growth of long-term unemployment. The rural areas fared

better.

The growth of long-term and aggregate unemployment in the
West Midlands region reflects to some extent the decline in
manufacturing employment (See figure 4.5) and particularly
metal-based manufacturing employment on which the region,

especially the Metropolitan County area is so dependent.

There is therefore a substantial amount of evidence to
support the hypothesis that structural shifts are occur ing
particularly associated with the decline in manufacturing

employment. The identification and measurement of

structural unemployment still remains a problematic

phenomenon. It is suggested however that the problem is one
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Figure 4.5(a) The change in employment, unemployment

and the labour force, Great Britain,
1971 to 1981 (seasonally adjusted).
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Figure 4.5(b) The change in the structure of employment

between manufacturing and non-manufacturing
1971 to 1981 (seasonally adjusted) .
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of definition rather than identification. Defining
structural unemployment is not easy. It is easier to
identify its causes or to suggest cures. The main reason
why we cannot define and therefore identify and measure
structural unemployment is because structural unemployment
is inextricably bound with demand-deficient unemployment.

4.4.2 Demand-deficient and structural unemployment:

inextricably bound together

Taylor (op cit) argued that demand-deficiency did not
increase significantly up to 1975 (in relation to capacity)
and that structural unemployment has not increased because
the increase in unemployment has been roughly equal for all
regions and industries. On the other hand, -the lack of
vacancies suggest acute and increasing demand-deficiency
since 1966. Bowers evidence suggests structural changes in
employment and unemployment, as does the evidence on
variation in the proportions of males unemployed in
individual occupational categories: the apparently
conflicting evidence is however quite reconcilable and the

conflict arises through essentially problems of definition.

Firstly, has demand-deficiency increased? Iﬁ relation to
capacity, at least up to 1975; Taylor's implicit definition
of demand—-deficient unemployment is cyclical unemployment.
That is unemployment which arises when the economy is not

working at full capacity. However, in relation to measured

labour supply, there is acute demand-deficiency.
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Secondly, has structural unemployment increased? Again the
answer dpends upon its definition. The regional and
industrial structure of unemployment has essentially
remained much the same. But structural changes have
occurred. Because the increase in unemployment has been so
large and affected all groups (though not equally) it is
difficult to separate the structural component of
unemployment and certainly the technique suggested by J J
Hughes (1974) and A P Thirwall (1974 op cit) is grossly
inadequate at times of high unemployment.Occupationally the
evidence presented in Section 4.4 and sub-section 4.4.1
above more conclusively supports the idea of‘structural

change.

Thirdly, demand-deficient unemployment and structural
unemployment are inextricably bound together. 'On the one
hand, the skills of a labour force influence the demand for
their services whilst on the other hand, low aggregate
demand masks skill shortages which only become apparent when
aggregate demand for labour is sufficient to create a tight

labour market, that is when there are low levels of

unemployment.

1f the skills of the workforce become obsolete, possibly in
conjunctién with the obsolesencecﬁfphysical.capital, the
demand for the goods produced will decline. Does this

result in structural or demand-deficient unemployment?

Conversely if demand were to expand, would skill shortages

a8



of some types of labour occur before all 'demand-deficient'
unemployment were eliminated? If so then is 'demand-
deficient' unemployment the correct classification? The
quantification of structural unemployment, therefore remains
problematic. We are left therefore to define structural
unemployment (somewhat unsatisfactorily) as that
unemployment which can be reduced by structural improvements
in the labour market.

4.5 Hypothesis 3: The unemployed have deliberately lenghtened
the duration of the search for a job

The possibility that higher unemployment benefits relative to
income foregone have resulted in an increase in average job
search time was investigated by Taylor. Costs of job search were
greater at the beginning of the study period (1951) than they
were at the end (1975). In particular, the introduction of the
earnings related supplement in 1966 had boosted unempioyment pay
for some. Rather than use the data published by DHSS on the
ratio of unemployment benefit to net average weekly income,
Taylor calculated the net household annual income for households
in which the husband is unemployed as a percentage of net income
for similar households in which husband is employed. He gives
two reasons for calculating these: firstly “t'he ratio of
unemployment benefit to net earnings ignores the fact that tax
payments fall as earned—income falls“l and secondly it "ignores
the fact that many wives work", these estimates show the case of
men unemployed for up to 26 weeks when benefit is highest. Few

women have benefited from the introduction of the earnings

1 See footnote following page
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related supplement. Many did not qualify at all for benefit and
of those who did some 36% in 1958 and some 24% in 1974 did not
earn sufficient to entititle them to the supplement. Taylor
finds evidence only of an upward drift in unemployment rates of
males relative to the spare capacity index no such upward drift
occurred for women. He also cites an upward movement in
unemployment of single women relative to married women, and an
increased ratio of single to married women unemployed as evidence

of a benefit effect but gives little detail about these findings.

Taylor considers the widening gap between male and female
unemployment rates cannot be accounted for solely by the lack of
incentive for females to register. He suggests that employers
might have found it more economically attractive to employ women
than men but because relative wages rates have not changed he
discounts this. However this needs more investigation. It is
not necessary for ‘relative' wage rates to change fér employers
to substiture female labour which is in 'absolute' terms cheaper
than male labour. It could for example arise because of a change
of attitudes, a squeeze On profits, an increase in skill or
education levels of females relative to males or a combination of
these. However, a more significant_changé in demand for female
labour relative to male labour would arise if éhe change in
structure of employment was such that stereotypically male jobs
were disappearing whilst stereotypically female jobs werebeing
created. This in fact has been occurring. If we look at the

1 See Appendix I for an assessment of the replacement

ratio for different categories of indiv%dual (by sex and
family status) and a computed weighted ratio for 1981.
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structure of employment in 1951 of males and females, females
represent more than a half of employees in four industries:
'"Textiles', 'Clothing', 'Professional services' and
'Miscellaneous services'. By 1975 two of these industries had
declined - 'Textiles' and 'Clothing' - but the other two
industries have grown sufficiently to more than compensate for
that decline. Furthermore by 1975 females dominate in two other
industries which have both grown - 'Distribution and Insurance'

and 'Banking, Finance and Business'.

Over the same period (1951 - 1975) total employment has risen,
although male employment has declined. Employment in the
production industries, which are male-dominated ( in 1975 52% of
male employees but only 26% of female employees weré engaged in
the production industries) have declined, whilst employment in
the female-dominated non-production sector has- increased.
Furthermore within the productive industries employment in the
white—collar jobs has been increasing whilst the blue-collar jobs

have been disappearing.

The distribution amongst occupations and industries of women and
men are still very different. For example in June 1979 only
24.26% of female employees were engaged in the production
industries as opposed to 51% of male employees. Correlating the
distribution of male employees amongst SIC's in June 1979 with
the distribution of female employees gives:-

Proportion of Male employment in SICi 1979 = -1.3841 + 1.3723

proportion of female
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employment in SICi 1979

n =27
r2 = 0.4278
RSS = 570.24

F 2.07 = 0.6878 for Hy: a=0 b=l

The low r2 and the high residual sum of squares indicates the
extent of difference between male and female industrial
employment dispersion. The F statistic is too low to reject the
hypothesis that the male and female employment dispersion is the
same but this is because the residual sum of squares of the line
of best fit is so high. Occupationally we have to rely on Census
data. In 1971 76.85% of female employees were eﬁployed in
service—typel occupations as opposed to 36.95% of males

(excluding the inadequately described occupations).

Correlating the distribution of male and female employees in 26

broad occupational categories from the 1971 census gives:-—

Proportion of male employment =  0.7195 + 0.8129 proportion of
in occupation jyg73 female employment in
occupation j197l
n = 26
r? = 0.1776

RSS = 1088.5323
Fy 06 = 0.1373 for Hy: a=0 b=l
1 Clerical workers, sales workers, service sport and

recreational workers, administrators and managers,
professional technical workers and artists.



Here the r? is much lower and the residual sum of the sguares much
higher than for the industrial dispersion, indicating the very
wide differences between the occupational mix of male and female
employment. (Again the F statistic is insufficiently high to
reject the hypothesis that the male and female employment
dispersion is the same. Once again this is because of the very
high residual sum of squares of the line of best fit. (ie The
line of best fit is such a bad fit that it is not a significantly

better fit than a 45° line.)

The differences in occupational and industrial employment
distribution of males and females indicates that the two sexes
are essentially not competing directly in the labour market.
(The studies on discrimination in the labour market certainly do
not support the idea that females are favourably trea't';ed to males
see Greenhalgh C. (1980) for examplel. It may not therefore be
that individual employers have directly replaced male employees
with cheaper female employees but that growth has taken place in
female-dominated industries and occupations, notably services,
whilst male~dominated industries and occupations, the production
industries and occupations, have experienced employment decline
largely due to productivity increases, though since 1979
associated with output decline. The substitution of female

labour for male labour has therefore been indirect.

1 She found a 30% residual (unexplained) earnings
differential between the earnings of {narried {nales and
married females in 1976 after the full introduction of the

Equal Pay Act 1970.
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In his conclusion Taylor states

"... the underlying trend in the unemployment rate
drifted upwards during the first half of the 1960's and then
suddenly shifted upwards to a new higher level between 1966
and 1967 ... a plausible explanation for those two phenomena
is the fall in search costs for the unemployed workers due
to higher unemployment benefits. The main piece of evidence
is the disparate behaviour of male and female unemployment

rates during the study period." (1951 to 1975)

Taylor (op cit) p 184

The main controversy with regard to unemployment, at the current
time appears to be whether the upward drift in unémployment,
since 1966 has been caused by demand-side or supply-side factors.
Taylor has presented evidence for supply-side factors. The

evidence for demand-side factors can be examined.

Firstly, earnings related supplement (ERS) - was introduced in
1966 (and removed completely in January 1982) and we would
therefore expect its introduction to have a once and for all
effect on unemployment. Once the increased average search
duration of those entitled to ERS, together with any increased
propensity to quit, had been established, there does not appear
to be any reason why the average job search time should
'‘continue' to rise, or why voluntary quits should continue to
rise - yet the increase in the trend in unemployment has

continued to rise, at an excelerating rate since 1974, with a

further acceleration since 1979.
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Secondly, if the supply side factors dominated, then we should
expect to see an increase in the number of vacancies as well as
unemployment, as employers were unable to attract applicants for
their job vacancies, each vacancy taking longer to fill on
average as well as an increased flow of vacancies associated with
the increased quit rate. Whereas a decrease in vacancies
together with an increase in unemployment would be consistent

with demand-side factors.

The evidence here overwhelmingly supports the demand-side
argument. The unemployment and vacancy stocks continued to be
inversely related, and the U/V ratio has increased substanially
post 1966. (See Figure 4.1) Furthermore the gap between the
male U/V ratio and the female U/V ratio widened in the post 1966
period. The discrepency between male and female uﬁemployment
rates cited by Taylor as "the main piece of evidence" for supply-
side factors is equally consistent with the demand—side factors.
That is that female unemployment did not increase as much as male
unemployment because there were far more new opportunities for
work for females (up to the mid 1970's) than for males, due to
changes in the occupational structure of employment already

identified.

Thirdly, since ERS was payable for only 26 weeks (from the 2nd to
the 28th week of registered unemployment for those eligible) and
since flat-rate beneft (FRB) is payable only for the first 52
weeks of registered unemployment, after which only supplementary
benefit can be claimed, we would not expect to see an increase in

the numbers unemployed for more than 52 weeks, (unless the real
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level of supplementary benefit had been rising relative to real
take~home pay). Any increase in numbers unemployed for more than
a year would support the demand-side factors. An article in the
DE Gazette, June 1978 examines this phenomenom and opens:

"The number of long terml

unemployed in Great Britain has
been increasing along with the increase in unemployment
generally". (op cit p 676)

In fact the number of males unemployed for more than 52 weeks is

closely correlated to total male unemployment but the trend has

been for the long-term unemployed to represent an increasing

proportion of total male unemployment, indicated in Table 4.7a.

Junankar (1981) examines the hypothesis put forward by Maki and
Spindler (M-S) (1975) that a large part of the post 1966 increase
in unemployment can be explained by increased unemployment
benefits. Junankar (op cit) tests the M-S equations for
structural stability using Chow (and other) tests and‘finds
evidence of instability. Sawyer (1979) critcizes both the
empirical results and the theoretical basis of M-S. Nickell
(1979) also challenges the 'voluntary' hypothesis firstly because
there has been no increase in male inflow into unemployment but
more importantly because so few individuals have actually been in
receipt of the ERS. (In November 1972 for example only 16.5% of
the unemployed stock were in receipt of ERS.) Using cross
section data from the General Household Survey (GHS), Nickell

carefully specifies and tests several hypotheses and concludes:

1 More than 52 weeks
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"... the hypothesis that the impact of the replacement ratio
on the probability of leaving work does not diminish with
the duration of unemployment can definitely be rejected.”

Nickell (1979) p 43

" . the decline in the impact of the replacement ratio
sets in fairly rapidly after four or five months of a spell
and by, at most, the tenth month it 1is more or less
negligible.”

Nickell (1979) p 44

Nickell concludes that of the 91.8% increase in uqemployment
between 1964/5 to 1973 approximately 14% can be attributed to an
increase in the level of benefits. Since 1973 the replacement
ratio has declined and ERS is no longer payable since January
1982. Therefore if the voluntary hypothesis has any significant
relevance to the level of unemployment we must conclude that

since 1973 unemployment is lower than it would otherwise have

been.

The regression line over the whole period identified by M-S
suffers from stability problems as identified by Junankar:
"It appears that the replacement ratio turns out to be
significaﬁt because in some sense the income variable is
'‘doing all the work'. When we separate out the variable

¥ ot

into its component parts the benefit variable ‘collapses'.

Junankar (1981) p 390 commenting on M-S (1975)
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It is likely that any variable which was higher at the end of the
period than at the beginning would provide a good fit over the
whole period because the trend of unemployment has been upwards.
However Taylor does not suggest that there has been increased
preference for unemployment but "merely that unemployed workers
are likely to spend more time searching for a job in 1975 than
they did in 1951 (allowing for differences in the demand for
labour), the reason being the considerable fall in search costs
during the study period". Taylor (op cit) p 184. On policy
recommendations Taylor suggests only that the "full-employment"
rate of unemployment rose from 1.5% to 2.5% between the 1950's
and the first half of the 1970's. Taylor did not recommend that
a fall in benefits should take place relative to earnings.
However this has in fact occurred. Since 1973 the feplacement

ratio has fallen and ERS is no longer payable since 1982,

4,6 Conclusion

This chapter has been concerned with an assessment of the
empirical evidence regarding unemployment in Britain. Three main
hypotheses have been considered: firstly that there has been a_
growth in demand-deficient unemployment. Secondly that there has
been a growth in structural unemployment and thifdly that the

unemployed have deliberately lenghtened their search time.

The first hypothesis was rejected by Taylor (op cit) because (up
to 1975) unemployment had not increased in relation to estimates
However in relation to labour supply and real

of capacity.
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potentiall capacity there has been a growth of demand-deficient
unemployment. The main evidence to support this, is the lack of
vacancies and the growth of long-term unemployment; and since
1979 a massive downturn in employment (see figure 4.5a) and a

fall in industrial and manufacturing output.

The second hypothesis was rejected by Taylor (op cit) because the
structure of unemployment rates between industries and regions
had not (up to 1975) substanially altered. It has been shown
that the methodology adopted by Taylor precludes the
identification of an overall growth of structural unemployment by
its implicit definition. Structural labour market shifts have
however been identified by a modification of Taylor's method.
Occupational shifts have in particular been identified. The
existence of long-term unemployed and the hiéh rates of
unemployment of older workers together with the spatial variation
of unemployment impact (see Figure Q@) suggest the existence of

a structural component.

Taylor (op cit) accepts the third hypothesis largely because the
growth of unemployment has been more substantial in the case of
males relative to females (few females qualified for ERS). An
alternative reason for female behaviour has beenpostulated:
female stereotypical jobs have been relativelylnoke available
than male stereotypical jobs. It has been demonstrated that
males and females are essentially competing in separate labour
markets, both industrially and especially occupationally. Other
1 Not necessarily real existing capacity though potential

in the sense that unutilised resources exist.
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evidence (Junankar, 1981 and Nickell, 1979) has shown the
structural weaknesses of the methodology presented by others.
(Maki and Spindler, 1975) The impact of ERS would have had only
a once and for all effect so cannot explain a continued rise in

unemployment.

From the policy persepctive a voluntary increase in search time
is not necessarily something to be discouraged. There are
benefits to society from efficient job searching. More
importantly though if there has been a voluntary increase in
average search time when there is a substantial pool of available
labour in all areas, industries and occupations (though not
equal) then this merely affects 'who' is unemployed not 'how

many' are unemployed.

The following part (Part III) will consider the poiicy options:
macro—-economic, micro-economic and spatial. We will be
especially interested in micro-economic and spatial policy
considerations. We are therefore particularly concerned with the
structural component of unemployment. That is because at the
micro and spatial level, it is structural unemployment which can
best be reduced. Evidence has been presented in this chapter to
support the hypothesis that structural changes in the labour
market have occurred. Identification and mea'surement of
structural unemployment, however, remains evasive. It has been
shown that this evasiveness is a product of the way structural
unemployment has been defined. Furthermore it has been

hypothesised that structural unemployment is inextricably bound
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with demand-deficient unemployment. HoWev’e,t’ it is likely that a
growth of aggregate demand, associated with e growth m the
demand for labour, would result in shottages of labour in some
areas, industries and occupations before all demand-deficiency
were alleviatedl. We were left to conc,,ludértherefo:e (Section
4.4.2) that: | /K /

structural unemployment 1s that comoonent of unemployment

which can be reduced by structu:al mprovements in the

labour market.

(This is a somewhat unsatisfactory 'ex /peet' defi'»niy'éiép:,)\,:

We now turn to examine the unen

1 See for example the MS/, \ )
\ f\vacan01es , 1979 and “Labour“:sho ~ages; in the West Mldlands
Region", 1979 - two fifths of ) tages in the West
Mldlands were for skllled fm;u
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PART III

EMPLOYMENT POLICIES

Introduction

There are two broad camps amongst economists (and politicians):

the interventionists and the non~interventists.

The non-interventionists believe that markets, including the
labour market have self-equilibriating mechanisms. Unemployment
for the non-interventionists is, in the long—run; voluntary, and
in the short-run, a result of past government intervention or

temporary shocks.

The interventionists believe that involuntary unemployment can
and will persist unless government intervenes. Intervention can
take place at both the macroeconomic (or aggregate) level of the

economy and at at the mircroeconomic (or sub-aggregate) level.

An increasing trend of unemployment without a corresponding
increase in job vacancies would seem to dispute the argument of
the non-interventionists 1, 1f there is a ‘natural-rate' of
unemployment, but that rate is first 2 per cent, then 3 per cent,
then 6 per cent and so on, then this evasive 'equilibrium' calls
for intervention to either reduce its level or accelerate the
equilibriating forces. Solow R M (1980) writes:

1 Together with the other evidence presented in Part.II,
which has been summarised in the Conclusion of the previous

chapter
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"... if the labour market is often not in equilibrium, if
wages are often sticky, if they respond to nontraditional
signals, then there is a role for macro policy and a good
chance that it will be effective. Equilibrium theories that
conclude the opposite may conceivably turn out to have the
right answer, but they simply assume what they purport to
prove...A1l1 I do claim is that a reasonable theory of
economic policy ought to be based on a reasonable theory of
economic life".

Solow (1980) p 10

We can postulate several reasons for reducing involuntary
unemployment (they have already béen mentioned but it is worth
reiterating them here). Firstly unemployment of labour signifies
the under-untilization of a scarce resource and indicates that an
economy is operating within its production possibility frontier.
Furthermore, individuals who suffer periods of unemployment,
especially frequent spells, or long-periocds of unemployment, are
likely to suffer from multiple deprivation. Unemployment is
often associated with poverty, poor housing, poor health and
anxiety, family breakdown, and other such problems. In addition
localised pockets of high levels of unemployment are often
associated with 'problem areas’ where the environment is poor,
schools are full of 'no hope' youngsters, morale is low and

tension mounts, whilst vandalism, truancy, and petty crimes

increase.

In the first instance the unemployment of labour is no more nor

no less serious than the unemployment of capital or land. It
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no less serious than the unemployment of capital or land. It
represents an underproduction of society in relation to its
production potential. 1In relation to a utility function for
society it is therefore sub-optimal in a Pareto sense. If we
define a society's utility function in terms of the sum of
utilities of all members; each member's utility being determined
by the goods and services (including leisure and environmental
goods) consumed; the unemployed resources indicate that society's
utility function is not being maximised. A Pareto improvement
can be made since some individuals' welfare can be increased
without a reduction of welfare being suffered by any other
members of society, by increasing the output of' goods and
services using the previously unemployed resources and thereby

reducing the amount of involuntary 'leisure'.

On the second aspect of the unemployment problem we turn our
attention to the distribution of utility amongst individuals.
Individuals who suffer from involuntary unemployment consume
involuntarily a disproportionately low level of produced goods
and services (and often environmental goods) whilst at the same
time consuming a disproportionately high level of (enforced)
'leisure'. If society decides that economic growth is
undesirable or unattainable or it is of insufficient strength to
absorb all those who want to work at the current wage rate, the
policies for the re—distribution of leisure ( and therefore,

work) as well as goods and services, (including environmental

goods and services) would be appropriate. However, adopting this

type of policy option on its own implies either that society is
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saturated with produced goods and services or that the costs of
growth, in terms of inflation and balance of payments problems or
in terms of environmental factors, are greater than the benefits
that growth bestows. A redistribution of utility does not
constitute a Pareto improvement since there are some who lose as
well as some who gain. However, it cannot be equitable that one
group of society can decide that economic growth is undesirable
while at the same time condemning others to pay the price of that

choice.

As long as involuntary unemployment exists there cannot be an
economic case for no government action. Either we decide that
our real level of produced goods and services is sufficient to
maximise society's welfare function, in which case income or work
(or both) need to be redistributed so that those wﬁo exper ience
involuntary unemployment are sufficiently compensated by their
income, or we decide to reduce involuntary unemployment in order
to produce more goods and services so that society's welfare

function is improved.

In the following chapters macro, micro and spatial economic
policies are discussed in the context of improving economic
welfare. Although discussed separately each in a separate
chapter, the policies are intended to be complementary rather
than alternatives to each other. The discussion provides the

necessary overview, and it is intended to be no more than an

overview, in order to set the scene for a focus on some specific

micro economic and spatial policy assessment frameworks in Part

IV.
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CHAPTER 5

MACRO ECONOMIC POLICIES

5.1 Introduction

Macroeconomic policies are used to pursue a number of objectives
simultaneously. A high and stable level of employment is only
one of those objectives. A stable price level, a satisfactory
external balance of trade and finance, and a steédy and
substantial rate of growth of national income will be pursued at
the same time. The remainder of this Chapter examines firstly
the objectives of economic policies followed by the policy
instruments; fiscal, monetary and direct. Then Section 5.4
considers policies specifically for 'full embloyment',
incorporating Keynesion short-run stabilisation policies and

monetar ist policies, finally there is a conclusion.

5.2 Policy objectives

Growth of real national income 1 can be viewed as the over-riding
objective, whilst the control of inflation, the pursuit of full
employment and balance of payments objectives are ways of
achieving that over-riding goal. Controlling inflation, pursuing
1 Real national income would include imputed values for

social costs and benefits, as well as imputed.values for
unmarketed output, such as housework and do-it-yourself

activities
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full employment objectives or seeking balance of payments
equilibrium, without any benefits to the real national income in
the short or long run would have no economic justification.
Sometimes, however, there are short-run benefits to be gained but
long term social costs or disbenefits result. The policy option
then becomes a cost-benefit exercise in which the short-run
benefits have to be compared with the discounted anticipated
long-term social costs, before a policy decision can be made.
Alternatively there may be short-run costs but long-term
benefits, of say controlling inflating or supporting jobs. The
policy choice then becomes an investment decision where the
short-run costs are compared with the discounted flow bf expected
long-term benefits. (In practice these decisions are-often made
on the basis of political doctrine; but the implicit assumption
of political policy choices is that the necessary cost-benefit

comparisons have been considered).

5.3 Policy instruments

To pursue their policy objectives the central authorities have a
number of fiscal and monetary instruments at their disposal, as

well as some direct controls which can be used.

5.3.1 Fiscal instruments

Thefiscal instruments are the rates and level of direct and

indirect taxation, transfer payments, such as pensions,

unemployment, sickness, maternity and supplementary

benefits, and the level of government spending on publicly
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produced goods and services, as well as subsidies to the

private industrial sector.
5.3.2 Monetary instruments

Monetary instruments are the control of the level and rate
of growth of the money supply (or some specified definition
of the money supply), the rate of interest and the value of

the pound sterling.

5.3.3 Direct instruments

Direct instruments include prices and income controls,

import controls and credit restrictions.

5.4 Demand-management policies for 'full’ employment

The classical economists such as Ricardo and Pigou believed full
employment was an inevitable outcome of a freely operating labour
market. Only voluntary unemployment would persist since
involuntary unemployment would lead to competition for jobs and
downward pressure on wage rates. A new lower equilibrium wage
rate would be achieved where labour supply and labour demand were

equated. There was therefore no necessity for government policy

to bring about full employment.

The persistently high levels of unemployment in the 1920's and

1930's in Britain were accompanied by falls in wage rates, but

unemployment continued to increase. Keynes' 'General Theory'

published in 1936 challenged that existing paradigm of economic

the classicists failed to see the

theory. According to Keynes, -
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importance of the circularity of income. Income from employment
generates demand for goods and services, from which the demand
for labour is derived, which in turn provides income. The
cutting of wages reduces the consumption of goods and services

and thereby reduces the demand for labour. Keynes wrote:-

"... given the propensity to consume and the rate of new
investment, there will be only one level of employment
consistent with equilibrium, since any other~level will lead
to inequality between the aggregate supply price of output
as a whole and its aggregate demand price..... But there is
no reason in general for expecting it to be equal to full

employment."
Keynes (1936) p 28

Furthermore he forecast that the more prosperous a nation became,

the greater the tendency for the economy to diverge from full

employment. He wrote:-

"Moreover, the richer the community, the wider will tend to
be the gap between its actual and potential production, and

therefore the more obvious and outrageous the defects of the

economic system."”

Keynes (1936) p 31

Keynes recommehded two policies: the redistribution of income

and wealth ( from rich to poor) in order to maintain a high

propensity to consume out of income; and government consumption

and investment to fill the growing gap left Dy the market.
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Keynesian interventionist policies are more usually associated
with the latter policy recommendation, although Keynes might have
favoured the former.

5.4.1 Short-run stabilisation policies

Most of the post-war era has been characterised by what have

come to be known as Keynesian interventionist policies: not

just in Britain but in other Western developed nations too.
Full employment has been pursued in order to maintain a

growing and stable level of real income. The emphasis has

been placed on stabilising what would otherwise be a

fluctuating income stream.

Real national income is the total level of output achieved
in any one time period, (or the sum total of factor incomes
in any period, or the sum of expenditures on home produced

goods in any period) .

We have:

Y=C+G+I+ (X-M (1)

where Y = national income
C = consumption
G = government consumption and investment
I = investment
X = exports

M = imports
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If personal consumption and private investment (by firms and
households) is subject to cyclical fluctuation, 1 then
government consumption and investment can be varied to
compensate for those fluctuations and stabilise national

income.

From a social welfare perspective a stable level of income
would be pursued to avoid under-utilisation of resources in
the slump of the business cycle, and to avéhi'overheating‘
of the economy during the boom period. 1In practice it is
difficult to achieve complete stabilisation. There is a lag
to the effect of government expenditure, and the extent of
the recession is difficult to predict in advance, as are the
'turning points'. In addition much government éxpenditure
is difficult to turn on and off as stabilisation would
dictate. There are, however, some ‘automatic stabilisers'.
That is some government expenditure automatically increases
during slumps and falls during booms. For example when
income rises direct and indirect tax receipts increase

whilst transfer benefits fall and vice versa for income

falls.

1 The question of why (C+I) varies ghrouqh the
business cycle in Western developed nations 1is the
subject of a vast amount of literature. The effect <?f
self-fulfilling business expectations, of changes in
inventories, the multiplier and accelerator effect, Fhe
‘floors' and 'ceilings' hypothesis, all have somephlgg
to offer the debate. For our purposes here it is
sufficient to accept that fluctuations do occur.
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Short-run stabilisation policies involve fluctuations in the
relationship between government expenditures and revenues;
expenditures relative to revenues increasing in downswings
and falling in upswings. Fiscal policy instruments are the
rﬁain Keynesian policy instruments, although the monetary
variables are manipulated to stimulate or dampen private

expenditure and investment as policy dictates.
5.4.2 Monetarist policies

In 1968, both M Friedman and E S Phelps criticised the use
of fiscal policy, because of its inability to operate 'fine-
tuning' of the economy. They argued against increasing
aggregate demand to increase employment. In'fheir view,
there is some natural rate of employment, consistent with
the absence of involuntary unemployment, beyond which
employment can only be expanded in the short-run due to
'money illusion' on the part of workers. As workers
recognise that increasing prices have left the real value of
their money wages unchanged, the level of employment will
fall back to the natural level, with the real wage unchanged
but the money wage at a higher level. Successive increases
of demand will merely push up the money wage rate further
and have only short-run effects on the level of employment.
workers will learn to evaluate the real value

Furthermore,

of money wages more quickly as they become accustomed to

inflation and will push for wage rises ahead of price rises

thus pricing themselves out of work. Monetarists recommend
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a strict control of the money supply as a major policy
instrument. The monetarist policy recommendations are
concerned more with creating a basis on which future growth
of income can take place, than creating income and
employment in the short-run. A strict control of the money
supply is expected to affect expectations by lowering wage-—
expections in response to announced targets of growth of the
money supply. The reduction of growth of the money supply
is to be achieved by interest rate manipulation and by
cutting government expenditure in order to reduce 1its
borrowing requirement some of which contributes to an

expansion of the measured money supply.

In practice monetary policy is not without probiems either.
Firstly, cutting government expenditure, reduces income and
employment and the resultant fall in consumer expenditure
further reduces income and employment, so that net
government revenues also falls due to falls in taxation
receipts and increases in transfer benefits. Secondly,
reducing the public sector borrowing requirement (PSBR) by
reducing subsidies to nationalised industries who
subsequently increase prices to recoup that reduction in

subsidy is self-defeating as is increasing the rate of

indirect taxation (ie it does not bring about a reduction

of the money supply). Thirdly, when money is tight near

money substitutes are developed to short—circuit problems of

liquidity (for example, inter—firm credits are utilised more

r overdrafts) so that the velocity of
123
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circulation of the money supply increases to compensate for
the reduced money supply. Fourthly, the increase in
interest rates necessary to reduce inflationary demand
pressures adversley affect investment. Fifthly, any gains
made in terms of reduced wage settlements may be offset by a
rising value of the pound, aided by high interest rates, so
that there might not be any overall improvement in
international competitiveness. Finally, even if the policy
is successful in bringing down inflation unless that reduced
inflation is sustainable when an expansion of employment
takes place then there will not be any long-term benefits to
offset the social and economic short-run costs 'in terms of
foregone income and employment. The theory that-controlling
the PSBR, which in turn controls the money supply, which in
turn controls inflation is not supported by empirical

evidence in Britain.

The success of monetary policy would seem to depend upon the
private sector taking up the resources released from the
reduction in public provision of goods and services. This
would involve either a direct transfer of production to the
private sector or the private sector using ‘the released
resources to provide 'more desirable' goods and services.

However, . there are no welfare gains from government

'savings' unless previously no benefit were accruing to
society from that government expenditure (eg unproductive

bureaucracy), and also those newly released resources are

subsequently used for productive purposes.
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5.4.3 Some common ground between Keynesians and

monetarists

Neo—Keynesians and monetarists have found some common ground
not least of which is an agreement that inflation can

adversely affect the level of employment.

While the monetarists favour control of the money supply to
achieve a reduction in the rate of wage and price inflation,
Keynesians have suggested the use of direct instruments such
as prices and income controls, either legally introduced, or
by negotiation between industry, trades unions and

government.

The difficulty of encouraging individual workers or unions
to accept wage restraint is that although at the aggregate
level it is not difficult to identify the benefits of wage
restraint at the microeconomic level the individual union,

or individual will benefit from the highest settlement

possible. When national income is stagnant or even
contracting the problem becomes more intransigent. The
fight by individual unions to protect their members'
relative positions becomes of paramount impo}tance, with

adverse effects for the economy as a whole.

5.5 Conclusion

The shortcomings of Keynesian interventionist policies of the

post-war era appear to have been exagerated. The period up to
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the mid 1970's was one of growth of national income. The
promises of monetarist policies have not materialised. The self-
equilibriating mechanism has either failed to produce an
acceptable 'natural rate' of uﬁemployment or the mechanism is too

slow to be left to its own devices.

Government expenditure has to be assessed on its own merits using
a social cost-benefit approach. It is a fallacy to assume that
the manufacturing sector is the wealth creating sector on which
the rest of the economy is dependent, or that the public sector
is supported by the private sector. All output of goods and
services contribute to society's social welfare function,
whether they are provided by private or public institutions. We
do not want public wealth and private squalor any more than we
want private wealth and public squalor: as long a's' there are
unemployed resources this debate is futile. If there are
unemployed resources and if there are projects which yield
positive net present values to society then these investments
must take place. We do not appear to have reached the stage in

our development when these projects become difficult to find.

Within the context of fiscal and monetary expansions there are a
whole range of distributional considerations. The impact of
expansion on the economy is not independent of the programme of

expansion. Furthermore within the context of a tight government

monetary and fiscal policy there are changes which can be made to

improve society's social welfare function. These distributional

aspects are considered in the next chapter under the heading of

microeconomic policies. Many of these policies usually fall
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introduced at the macro level. However, in this case it is more

appropriate to consider them in the micro area since they effect

individual firm and household ,behaiziour.



Chapter 6

MIRCROBCONOMIC POLICIES

6.1 Introduction

The expansion of aggregate demand is often constrained by other
policy objectives, such as the control of price changes and a
satisfactory balance of payments position, and by the
Government's ability to raise revenue through taxation or
borrowing. Furthermore, the level of economic -activity is not
independent of the behaviour of individuals and firms, which are

themselves influenced by the distribution of resources.

The range of policy options to be considered here are .those which
involve a redistribution of resources. Each is considered in
relation to the anticipated impact on the level of economic
activity, withing a utility maximising framework. (This same

framework is used in the next Chapter to consider the impact of

spatial policies).

This Chapter is not intended as a survey of any empirical work

but deals only with a theoretical appraisal of mircro—economic
policy.

There are several areas of policy which involve a redistribution

of resources and which therefore influence the level of resource

utilisation within the economy. Firstly, a redistribution of

income and wealth can be seen as a policy objective in itself but

also it can be seen as means to providing a growth of aggregate

demand. 128



Secondly, the level of economic activity in the labour market is
influenced by the structure of taxation and benefits. The
existence of a 'poverty trap' or 'benefit trap' together with
anomolies which exist in the tax and benefit structure as well as
the differential treatment afforded to males and females with-in
the structure introduce rigidities into the labour market which

unnecessarily inhibits labour force participation decisions.

Thirdly, the composition, as well as the aggregate level, of
public expenditure influences the level of economic activity. It
is possible therefore that social welfare can bé improved by a
redistribution of public expenditure from some 'negative' areas
(eg unemployment support, crime prevention, bureaucracy) to more
‘positive' areas (eg investment in projects which utilise

unemployed labour and provide positive rates of return).

Fourthly, imperfections in labour markets inhibit the utilisation
of labour so that individuals receive imperfect signals since
relative wage rates will not reflect relative marginal
productivities. Consequently, individuals will invest in skills
and education and move to areas where relative rates of return
are highest but where queues may develop. The labour market
imperfections and their consequences suggest that a rationale
exists for labour market intervention at the migroeconomic,

spatial or aggregate level.

Finally, in conclusion it is suggested that intervention in

labour markets is justified whenever there is reason to believe

that society's welfare can be improved. That is to say whenever
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a net growth of domestic output or social benefit can be achieved

by the utilisation of involuntarily unemployed resources.

The rest of the chapter proceeds as follows: in the next section
the redistribution of personal income and wealth is considered in
relation to the impact on the incentive to work and the level of
economic activity; Section 6.3 then goes on to examine the
structure of taxation and benefits and then its influence on the
incentive to work; this is followed in Section 6.4 by a study of
the effect of the composition of public expenditﬁre on the level
of economic activity; then in Section 6.5 the manifestations of
labour market imperfections are contemplated and finally there is

a conclusion in Section 6.5.

6.2 A redistribution of personal income and wealth

If income and wealth are redistributed from rich to poor then
there are two ways in which total welfare can increase. Firstly
redistribution can be considered as an end in itself since ‘a
priori' we would expect individuals to experience diminishing
marginal utility from both income and wealth. Redistribution
(from rich to poor) therefore increases the total utility of the
recipients more than it reduces the total utiltiy of the donors.
Secondly, it can be used to increase the level of aggregate
demand in the market. ILower income earners have higher marginal
propensities to consume than their wealthier counterparts.
Redistribution of income can therefore provide a growth of

demand. (This is true in a world-wide as well as national sense,

as the Brandt Report (1981) has argued).
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Furthermore lower income households have lower propensitites to
consume imported goods than higher income households, so a
redistribution of income could facilitate expansion without the
same balance of payments constraints. In the case of wealth
holdings, similar arguments apply. Large wealth holders are more
likely to leave resources lying idle for speculative purposes
than are small wealth holders, and are more likely to invest
abroad than small wealth holders. The higher marginal tax rates
of the higher income earners or wealth holders, which would be
necessary in order to redistribute income might act as a
disincentive for them to work or invest; however, lower marginal
tax rates for lower income earners would provide them with an
increased incentive to work. The effect of taxafion on the
incentive to work can be considered withing the context of the

income-leisure choice using indifference curve analysis.

Suppose an individual gains utility (U) from social goods (S),
marketed goods and service (G) and from leisure (L). Marketed

goods and services can be purchased using income (Y) gained from

market work.
We have U =F (S,G,L) (1)

An individual wishing to maximise his utility is constrained by a

time constraint and a budget constraint. The time constraint

arises because- there are only so many hours available in any one

period (eg 24 hours in a day). The budget constraint is

determined by the hourly wage rate (w) an individual's labour can

be hired in the labour market. since social goods (such as roads,
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schools, hospitals) are 'free' goods to the individual they are

excluded from the individual's framework of choice.
We have T =L +M (2)

That is the total time available (T) in any period can be
assigned to market work (M) or non-market-work: 'leisure' (L)
And Y= wM (3)

P

Real income Y, where p is the price level, is determined by the
P

wage rate (w) and the amount of market work (M). We require to
maximise utility (U), as in (1), subject to the time constraint

in (2) and the budget constraint in (3).

The individual is assumed to have a given set of preferences
between income and leisure, such that more income is always
preferred to less income, more leisure is always preferred to
less leisure, and that there are diminishing marginal rates of

substitution between income and leisure. (As illustrated in

Figure 6.1)

Goods and
services
(Real income)

per period

Hours of leisure
per period

Figure 6.1 The individual's choice between work and leisure
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In Figure 6.1 the individuals preferences are illustrated by the
indifference curves (I Ij Ip). T is the time constraint, the
budget line (TA) determines the level of utility the individual
can achieve, its slope determined by the wage rate (w). The
point of tangency between an indifference curve and the budget
constraint determines the point of equilibrium. This is the
maximum level of utility the individual can reach at the current
wage rate. In Figure 6.1 the optimal position is at x, with real
income 0Y, and leisure OL, (L T represents thé amount of work
per period necessary to achieve the optimal amount of goods and‘

services).

In reality individuals are constrained in other Ways by for
example a standard work week, which might involvegindividuals
choosing between sub-optimal positions. In addition there may be
different hourly rates for overtime, individuals may have some
unearned income which allows them to reach a higher level of
utility with a lower quantity of market work, and income of other
family members may be treated as unearned income. Not all of the
time which is not devoted to market work is in fact devoted to

leisure. Some leisure time will be devoted to necessary

activities such as sleeping and eating as well as'to non—-market
work within the home such as cooking, cleaning, caring for

children and home maintenance activities. In practice labour

supply decisions will be made withing the context of the

household and market and non-market work distributed between

members. The structure of taxation will also influence those

Here we are interested in the effect of changes in

133

decisions.



- S T A~ e e D et ik
-

110 Individual &,
wage rate - £2 per
hour

Income
per week

Time
constraint

40

Work
per
period

| Time

Income  @onsivain:

per week
£

‘iéléﬁﬁémper
, —— week¥*
available

* It is assumed t subtracted

after essentia




the marginal rates of taxation on the incentive to work.

To the simple model in Figure 6.1 we can add the effect of a
progressive income tax structure. The real budget constraint is
determined by the level of disposable income. A progressive
system of income taxation, with some tax-free income produces

kinked budget constraints.

Suppose we have two individuals one who can earn £2 per hour and
one who can earn £20 per hour. Each has the same tax—-free
allowance, the basic tax rate is 30% and higher tax rates are
payable after higher thresholds of taxable income are reached.
The budget contraints for our two individuals are then as in

Figure 6.2.

Both individuals are in equilibrium with 30 hours leisure and 40
hours work per week. Individual A earns £68 per week after tax,
Individual B earns £455 per week after tax. At the margin
individual A pays 30% tax individual B pays 60%, leaving the
real level of tax allowances unchanged, what would be the effect
of raising the highest rate of taxation to 80% and lowering the
basic rate to 25%. (We are not concerned here with the extent of
the change, merely the direction of change, and the resultant

direction of change on the preference for work) .
As a result individual A can now reach a higher indifference

curve, and B can only reach a lower indifference curve. 'A' might

'éonsume' his higher utility in the form of increased leisure, an

increased level of marketed goods and services, a combination of
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the two, or less of one, and more of the other. B might forego
some of his utility in the form of reduced leisure, a reduction
in consumption of marketed goods and services, a combination of
both or a switching from consumption of one to the other. The
actual outcome is indeterminate and depends on individual
preferences between marketed goods and leisure. Some

hypothetical outcomes are illustrated in Figure 6.3.

The appropriate indifference curve for A, might be Ia, Ib, or Ic,
each is consistent with an attainable and optimai higher level of
utility. Ia represents a reduction in the consumption of leisure
but an increase in consumption of marketed goods. Ib represents
no change in the consumption of leisure but a lower - increase in
consumption of marketed goods. Ic represents no change in the
consumption of marketed goods but an increased coflsumption of
leisure. (Equally possible would be an increase in consumption

of both marketed goods and leisure).

Similarly B might move down to indifference curve Ia, Ib, Ic, or
Id. Each represents an optimal position, that is to say each is
consistent with reaching the highest level of utility subject to
the time and budget constraints. Ia represents a higher level of
marketed goods consumed but to achieve this a much r,educed amount
of leisure is consumed. Ib represents no change in the level of
marketed goods consumed but some leisure is foregone in order to
buy them. IC répresents no change in the quantity of work and
leisure but a reduced consumption of marketed goods, whilst Id

represents a reduced consumption of both leisure and marketed

aoods.



The reason for the variety of possible outcomes in both cases is
that changes in the real value of the wage rate, due to changes
in the money wage, changes in the price level, or changes in the
marginal tax rates, have two effects, each having the opposite

effect on the consumption of leisure.

There is an income effect and a substitution effect. The income
effect means that as the real value of the wage increases, more _
leisure can be consumed, as well as marketed goods. The
substitution effect means that as the real value of the wage
increases, leisure has become relatively more expensive, whilst
marketed goods relatively cheaper. If leisure is a mrmal good
an increase in the real wage would result in an increase in its
consumption. Only if leisure is an inferior good would a
reduction in its consumption take place through the income
effect. However, if leisure has become relatively more
expensive, we would expect consumers to substitute goods which
had become relatively cheaper. This effect will be to reduce the
consumption of leisure. Figure 6.4 shows the income and

substitution effect of an increase in the real wage rate.



Real income c

Good T'ime

s(erv‘s and constraint
ices

per period)

A Leisure
per period

Figure 6.4 the income and substitution effect of a real wage

change.
AB is the original budget constraint
AC is the new budget constraint
a 1is the original equilibrium position
b is the new equilibrium position
DE is the line parallel to AB, the original constraint, but

tangential to I the new higher attainable indifference
curve. This line isolates the income effect, since it

removes the effect of the change in relative prices.

The vertical distance AD represents the level of unearned
income which would be necessary to reach the higher
attainable level of utility, without a change in the real

wage, and so represents the income effect.

ac is the income effect, which enables a higher level of
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consumption of marketed goods and/or leisure.

c can lie to the right or left of a and can lie either above
or below a. To the right and above a js the most likely
position. Below and to the right would indicate that
marketed goods had become inferior goods, above and to the
left, leisure had become an inferior good.

cb  is the substitution effect.

b is always to the left of (and not below) ¢, . (mathematically
because DE is flatter than AC), because leisure has become
more expensive relative to marketed goods. Therefore

marketed goods are substituted for leisure.

The overall outcome depends which effect dominates the income or
the substitution effect, and is therefore thé’result of
individual preferences between marketed goods and leisure. 'A
priori' we would anticipate that leisure was a normal but luxury
good (certainly not an inferior good). That is to say that for
real income rises, lower income earners consume relatively more
marketed goods, and higher income earners consume relatively more
leisure. However this depends very much on individual
pfeferences and whilst observations of coal miners buying more
leisure with wage rises might not apply to entrepreneurs,
suggestions of reduced leisure as the real wage risesl at the top

end of the income scale seems to stretch the imagination.

1 And conversely that for real income falls moe leisure

would be consumed.
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At lower rates increases in the wage are more likely to provide
an incentive to work more hours (or join the labour market) than
a marginal increase for high wage earners would have. This would

suggest a 'backward-bending' labour supply curve,

Real Wage
Rate SL

Labour Supply

Figure 6.5 The backward-bending labour supply curve.’

Returning to our individuals A and B the most likely utility
choices after our redistributional tax changes would be for our
lower income earner either to work the same number of hours but
consume more market goods or to work more hours to consume even
more marketed goods due to the increased incentive of keeping
more of his earnings. Our higher income earner is likely to work
a similar number of hours but cut-down on his cqnsumption of

marketed goods or to work more hours in order to maintain his

previous level of consumption.

The model used ignores savings and unearned income as well as the

nature of taxation, whereby household income, rather than

It also ignores the inter-
141
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relationships between earnings of family members and the effect
they have on each other. However, it is by no means evident that
high marginal rates of taxation act more as a disincentive at the
higher end of the income distribution than relatively lower
marginal rates of taxation do at the lower end. Theoretically or
‘a priori' it would appear that taxation at the lower end of the
income scale would be much more likely to act as a disincentive.
Furthermore the loss of benefits and income subsidies at the
bottom end of the income scale often mean that real marginal
rates of 'taxation' are much higher than the income tax structure
suggests. This creates a poverty-trap which is examined in the

next two sections.

6.3 The structure of taxation and benefits

The structure of taxation and benefits is a useful instrument for

altering the distribution of income and influencing the level of

economic activity.

The present structure contains a number of anomolies which
inhibit the operation of the labour market. Firstly the
complexity of the system is costly in terms of administration;
secondly the existance of what has been termed the 'poverty-
trap', means that some households find themselves hardly or not
at all better off when working than when unemployed; lastly the
differential treatment between males and females under the rules

of the system inhibits role reversal within families and

therefore inhibits optimal labour market decision-making.

Many of the problems of the system could be overcome by the
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introduction of a single System of tax and benefit payments, in
the form of negative and positive rates of income tax.
Alternatives would involve gréater emphasis on increasing the tax
threshold and reducing the rate of the regressive national
insurance payments; of increasing the non-means—-tested
allowances, such as child benefits, as well as encouraging a
higher take-up of allowances available to those in work but on
low incomes, such as family income supplement and rent and rate
rebates and allowances, and finally by changing the tax, national
insurance and benefit rules so that either males or females can

take on the role of ‘'breadwinner’.
6.3.1 The Poverty-trap

Individuals find themselves caught in a povertyltrap through
one or more of several factors. Those factors are a low
hourly-wage rate potential, the availability of only casual
or part-time work, a relatively high level of benefit
entitlement, the complexity of additional benefits to which
the unemployed and/or low income earners are entitled and
the low threshold of income above which income tax becomes

payable. The result is that some individuals find

themselves only marginally better off or sometimes worse off

when working than when not working.

We can exlamine these effects within the context of the

income-leisure framework. Firstly let us consider the

. e e ,
effect of a high ‘replacement ratio'. An individual's

replacement ratio is the level of benefits he is entitled to
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when not working expressed as a proportion of potential

earnings. Figure 6.6 shows the effect of benefits of an

indivduals choice between work and unemployment.

Real C.n In Iy I» I
Income 0 "1 %2 Time
constraint
B‘
A
benefit level
m

o) T Leisure

Figure 6.6 The choice between work and unemployment

In Figure 6.6 a family of indifference curves Ijv Iob I I
is illustrated together with a number of budget constraints
TA, TB and TC, associated with wage rates wj, wo and w3,
respectively. The benefit level is also indicated and it is
assumed that either benefits or wages are received, but not
both. Firstly this individual can reach I, level of utility
without any income from work, the rational individual will
therefore not work unless the wage rate is sufficient to
provide him with a higher level of utility than I, (it is
not enough for work to provide him with a higher level of
income). .In this example only the highest wage rate, W3,

would enable the individual to reach a higher level of

utility than the benefit level provides. In general the

higher the wage rate and the lower the benefit level the
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more likely the individual is to choose work in preference

to unemployment. If in addition the level of income at

which income tax becomes payable is low relative to the
benefit level the incentive to remain unemployed is
exacerbated. Figure 6.7 shows the choice between work and
unemployment when the effect of income tax is added to our
model. Only basic rate taxation is applicable since we are

dealing only with those likely to fall into the poverty-

trap.
Real lene .
Income Constraint
tax benefit
threshold i level
0 T Leisure
Figure 6.7 The choice between work and unemployment and the

effect of incaome tax. '
In Figure 6.7 we have a family of indifference curves I6> Ig
I) I3 21> 117 Ipe The budget constraints before taxation
are agéiri TaA, TB and TC, associated with wage rates wy, wy
the benefit level once again is

and wy respectively,
After taxation the budget constraints become

illustrated.

g TC1 respectively. During periods of
TA;, TB; an
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Table 6.1 Replacement ratio for a married man with dependent

wife and two dependent children. (A il ",
1981, see note 3) (April each year, except

Year }'Benefitl as a percentage of net
income
1970 66.5
1971 61.4
1972 66.7
1973 65.0
1974 65.4
1975 67.1
1976 64.7
1977 67.8
1978 64.7
1979 29.5
1980 57.0
19813 (Nov) >3.8

1 Benefit is the standard rate of UB or SB plus earnings
related supplement (ERS) plus family allowances/child

benefit.

2 Net income is the gross average income plus family
allowances/child benefit less tax and national insurance
contributions at the non-contracted out rate. Income tax
calculated using the tax allowance and tax rate effective at

April each year.

7 *
November,1981 ratio calculated from SB rates
1981 to November 1982. Net income is
gs as at November 1981 plus child
. i i ibutions at
less tax and national insurance contrl .
Eﬁgegggzcontracted out rate. Income tax galculated using
tax allowance and tax rate effective April 1981 to April

1982.

3
applicable at November

gross average earnin

* UB is lower than SB level and 1is therefore

inapplicable.
Source: Social Security Statistics, 1980 (except 1981 - see note 3).
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unemployment the individual reaches a level of utility Ic.
In order to behave rationally he will need to reach a higher
level of utility than Is before he will prefer work to
unemployment. Without the effect of taxation a higher level
of utility can be reached by an individual able to earn wage
rate w3. After taxation however this wage rate Ws is
insufficient to provide a higher level of utility than is
provided by the social benefit which can be claimed whilst
unemployed. The lower the threshold of taxation and the
higher the basic rate of taxation the more likely there will
be a disincentive effect for those with low earnings
potential to seek work. (It is also probable ‘that there
are expenses, such as travelling expenses, which are

directly related with work, and if considered would further

reduce the incentive to work).

It is this type of reasoning which has led to the belief
that the level of benefits is too high and that much of the
increase in unemployment has been caused by these 'generous'
payments. Furthermore this suggestion has been taken
seriously by policy-makers and translated into reduced
benefits for those in need, especially the unemployed. (See
Table 6.1) An investigation of both the théory and the

evidence regarding the effect of the benefit level on the

incentive to work would suggest that different policy
options might be more appropriate.

Let us examine the level and type of benefits available to
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the out of work. There are three broad categories of
benefits available: there are the national insurance
benefits to which people are entitled in return for the
national insurance contributions paid while at work, in this
case we are interested in unemployment benefit (UB); there
are non-contributory benefits which are payable under
certain circumstances the most important one is child-
benefit which is available for all children; and there are
the means-tested benefits; the most important of these is
supplementary benefit (SB) but also in this category are the
family income supplement (FIS) and the rent and rate

rebates/allowances.

Many of the suggestions that people are better off
unemployed are based on the 'replacement ratio' of the
'average' man with wife and two dependent children who when
in work earned the average gross earnings of full-time adult
male employees aged 21 and over. Table 6.1 shows the
replacement ratio for this 'average' man between 1970 and
1980. One obvious criticism of the voluntary unemployment
hypothesis is that the largest increases in unemployment
have taken place whilst the replacement ratio has been
falling (since 1977, and especially since 1979). This
highlights the most obvious flaw in the argument; that is

that the incentive to look for work only has relevance when

there is work to look for. Furthermore this 'average' man

has become less and less typical of the unemployed. (The

notionally average man, married with two children and a non-
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working wife represents only five per cent of the total
labour force, according to the 1979 General Household
Survey). One reason for this is the increased participation
of married women in the labour force. Consequently there is
an increased probability that a married man will have a
working wife (approximately a half of married women now
participate in the labour market.) In addition there will
be an increased likelihood ‘that some of the unemployed will
themselves be married women, many of whom have no
entitlement to benefit in their own right. Only about a
half of married women in the labour market pay full Class 1
National Insurance contributions . Only those paying ‘full
contributions' are entitled to the insurance benefits and
only married women (husbands present) with ingapacitated
husbands can claim supplementary benefits themselves. The
entitlement to benefit is highest of all for a married man
with a dependent wife and dependent children (ceteris

paribus) so representing this replacemnt ratio as an average

replacement ratio is incorrect. In 1979 for example almost

one fifth of the registered unemployed were not in receipt

of either unemployment or supplementary benefit.

Furthermore the entitlement to benefits varies not only

because of the number of dependants, but also due to

entitlement to the supplementary allowances, especially

nt 6r mortgage interest and rates, which can result in
rent,

quite substantial variations in benefit entitlement. (These

pplementary allowances are excluded from the ratios in
su

Table 6.1).
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Appendix I, (Table A.I.1) shows the situation of individuals
in different family Situations and earnings levels after
losing their job, as well as a weighted ratio of benefits as
a proportion of gross earnings reduction. In November 1981
this weighted ratio was 34%, indicating that on average some
34% of gross income losses were made up by transfer
benefits. In addition some 30% of gross earnings were
previously paid in taxation and NI contribution. This would
suggest that unemployment results in some 50% reduction in
disposable income on average and is very expensive in terms
of the effect on the government budget. This calcualtion
probably exagerates the real ratio: firstly because
entitlement to rent and rate rebates and family income
supplement whilst working have not been faken into
consideration; secondly the ratio is based on the newly
unemployed (this affects mainly the two income households
whose entitlement to benefit will cease after a year, where
the working partner's income lifts them above SB levels );
and thirdly the calculations have been based on entitlement

to claim benefits rather than actual take-up rates, which

are not 100%.

The overall weighted ratio is however only one aspect of the

benefit and tax structure. There are two other aspects

which are perhaps equally important. The first is the

variation in entitlement to benefits, amongst individuals.

Even of those examined in Appendix I there is a variation

between no entitlement and an entitlement of 78% gross
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earnings loss. For individuals on lower earnings with more
children (ceteris paribus) the ratio would be greater. The
second aspect of interest is the complexity of the system

and some obvious anomolies contained therein.
6.3.2 Anomolies in the tax and benefit structure

One immediate striking anomily of our tax and benefit system
is that income tax becomes payable at a level of income

which entitles households to claim some family support.

Secondly when income tax becomes payable it does so at a
rate of 30% this is a very large jump from 0% to 30% at such
a low income level. Moreover once the minimum income
threshold has been surpassed NI contributions (8.75 per cent

from April 1982 for those contracted in) become payable on

all income.

Thirdly there are several agencies involved in income
support; the Department of Health and Social Security
administers Supplementary Benefitand the Family Income

Supplement; the Department of Employment administers

Unemployment Benefit; the Local Authorities administer the

rent and rates rebates and taxation is paid to the Inland

Revenue The administration costs are therefore more

expensive than necessary and the customer receives a poor

uncoordinated service.

Fourthly the recent reductions in the real rate of UB have

increasedthe proportion of the unemployed whorely on

151



supplementary allowances. Social security has always
attracted a stigma since it is a means-tested benefit, so
that we are likely to have a lower take-up rate than in the

past.

An obvious improvement would be to coordinate direct tax and
benefits into a single system administered through a single
agency with one point of call for the consumer, whether a
payer or receiver: ie a system of positive and negative
income tax payments, related both to income and need. But
we need the system both to provide incentives to work as
well as support if no work is available (and to be less

expensive to run than the present system) .

Allowances against income would be based on basic needs,
such as those currently determined by the supplementary
benefit allowances, based on household sizes rent (or
mortgage interest subject to a ceiling), rates, heating and
S0 on. In addition work associated allowances, such as
travelling and superannuation as well as a minimum dicounted
income 1 would be set against earnings of those in work.
Negative income tax would be payable to those households
whose income fell below basic needs in the case of those
unemployed and to those whose income fell below basic needs
plus work associated allowances and minimum discounted
incomel fér those working a minimum number of hours per
(Though in this case the negative rate of tax need

week.

1 The additional discounted income could be deFermined
either as a lump sum, as a proportion of earnings, or
as a proportion of basic needs.
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not be 100%). The result is to remove the poverty trap
since no-one can fall below the basic needs allowances and

no-one can be better off not working than working.

This type of systeml cannot be introduced in the short-run
and is not possible to contemplate until the Inland Revenue
system is fully computerised. In the meantime there are
improvements which could be made to the present system to
remove the poverty trap. Firstly the tax-free allowances
could be raised in line with the rate of inflation, to avoid
aggravating an already anomolous situation. Secondly any
income tax reductions could be concentrated on increasing
these allowances, since this reduces administrétive costs,
by taking people out of the system whilst at the same time
reducing everyone's tax bill. Thirdly the increase in
national insurance rates from April 1982, at a time when
real benefits are falling, is a disquised rise in income
tax, (it has been put onto NI only for political reasons)
but is more inequitable since it affects the low-paid most
of all. National insurance is a regressive tax; it comes
into effect at a very low level of income, is the same rate
regardless of income, and is subject to an upper income

limit so that the average rate is lower for those whose

1 A variety of such schemes are discussed in Atkinson
(1975)
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income is outside the upper limit. This rate could
therefore be reduced and the upper limit removed or
increased substantially. Fourthly child benefit could be
increased. This benefit goes to families with children, the
group with the highest replacement ratio (ceteris par ibus)
and therefore the group most likely to experience a
disincentive to work. A differential rate dependent on
children's ages could be used to pay for the increases. It
is those families with young children who are most likely to
suffer from the '‘poverty-trap', since it is more difficult
for both parents in these families to go out to work and
their entitlement to benefit is high, because of the number
of family members. Higher levels of support fér children
under say 10 would assist the families in greatest need and
remove any disincentive to work. Lastly a higher take-up
rate for rent and rate rebates and allowances and the family
income supplement could be encouraged. These benefits are
payable to people in work but on low incomes are therefore
in the spirit of negative income tax and do not discourage
labour market participation. The major result of these
measures would be to increase the tax threshold above the
level of benefit entitlement. Consequently it Yvould be more

unlikely that anyone would positivel choose unemployment

(Figure 6.8 below).
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Figure 6.8 The effect of lifting tax threshold on the

incentive to work.

6.3.3 The current approach to benefits to the

unemployed.

Under the Social Security No 2 Act 1980, unemployment
benefit, together with other benefits was increased by five
per cent less than the forecast in the inflation rate and at
the same time the earnings related supplement (ERS) began to
be phased out. The five per cent reduction was rationalised
because employment and other benefits are tax-free. There
wereproposals to tax those benefits under the 1981 Finance
Act, and there are now proposals to restore the five per
cent, in November 1983. Short-term benefits rose less than
the rate of inflation in 1982. The removal of the ERS in
effect meéns that workers now get a poorer rate of return
from the national insurance scheme. The consequences of
this move is that a much greater proportion of the
unemployed (as well as the sick and the old) will now rely

155



on the means-tested social security benefits; a level of
income which is deemed to provide a very basic level of
income for a short pPeriod of time. It has never been
envisaged that families could survive on it for long
per iods. Yet the unemployed 'never’ qualify for the long-
term benefit rates (unless they are over 60), however long
they remain unemployed. More realistically our efforts
could be concentrated on more positive incentives to work,
whilst at the same time stimulating economic activity. An
obvious way to do that would be to increase unemployment
benefit, since the unemployed have high marginal
propensities to consume (possibly 100%) and low marginal

propensities to import (as is the case with all low-income

groups).

6.3.4 Diffential treatment of males and females

Under the national insurance scheme, the system of benefits
and the income tax structure males and females receive quite
different treatment. Husbands are treated as heads of
households, wives as dependants, unless husbands are

incapable of work due to disability or ill-health.

Since wives are not able to claim for dependants under the
non-means—tested allowances: unemployment, sickness, and

maternity benefits and the retirement pension, role-reversal

is difficult to accommodate. The result is that males

cannot easily take over household work from their working

wives. This is unforturnate at a time when much of the
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emphasis of market work has moved away from male
Stereotypical tofemale Stereotypical work. The system
prevents the household from implementing a flexible system
of allocation of market and non-market work between
household members. The result is that male job losses
always result in unemployment whilst some female job losses
can more easily be accommodated by a rearrangement of non-
market work. Equal treatment under the social security
system would allow husbands as well as wiveé to move in and
out of the labour market more easily in response to changes
in the demand for labour. Some of the resultant measured
changes in unemployment would not of course represent any
real change in the number actually desiring work, but some
Oolder males, or younger males with children, wSuld be able
to perform non-market work in the home, if their wives were
to earn for them their entitlements to benefits such as
retirement pension, which they at present earn for their

wives when they are in work.

When 'male jobs' are declining relative to 'female
opportunities', (and since females have longer life
expectancies than males), the rationale for ma}e retirement
at 65 and female retirement at 60, becomes questionable.
(The job release scheme has enabled early male (and female)
retirement without penalty to the retirement pension.
However not everyone qualifies for this scheme since an
unemployed person has to take the older person's job either
directly or indirectly, so a more formal equalisation of
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Pensionable age would seem more desirable.) There is in any
case no compulsion to retire at the retirement age it is the
age of entitlement to the retirement pension. (There is no
reason why these changes should have a net cost to
government, the entitlement to allowances for husbands by
wives and the earlier payment of retirement pension to males
can be affected by the increased contributions of females,
after the age of 60, and the later entitlement to the

retirement pension by them.)

Husbands are entitled to a higher tax allowance than females
or single males, whether or not they work, and whether or
not their wives work. The higher allowance for rﬁales whose
wives do not work seems to have some justification, for
those whose wives work and who themselves claim a married
woman's allowance (equal to a single person's allowance) the
rationale seems somewhat questionable. Even more anomolous
is the eligibility of the wife whose husband does not work
to both her own allowance and that of her husband to be set
against tax. The impact of this on the labour market would
be the reverse to the impact of the social security
entitlements. The tax structure favours wo;king wives,
especially those whose husbands do not work, although the
lower average earnings of females almost certainly exclude
many wives from taking full advantage of the allowances. It
would seem more logical to have a single allowance available

for adults which could be claimed either by individuals on

their own behalf or by one household member where only one
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person were earning. This would involve a redistribution of
taxable allowances from households where wives worked
(whether or not husbands worked) to households where only
husbands worked. Once again the impact on the labour market
would be to encourage a greater flexibility in labour force

participation between household members.

The overall advantage of equal treatment of males and
females under the tax and benefit system would be to improve
economic efficiency in that households would be free to
distribute market and non-market work on the basis of
objective criteria (personal choices and capabilities, wage
rates, etc.) without constraints from the inétitutional
framework. 1In spite of the massive increase in female
participation in the labour market, the commitment to equal
pay and the removal of blatant discrimination (eg. the
Equal Pay Act 1970 and the Sex Discrimination Act 1975), the
tax and benefit structure has not responded taaccommodate

the changing face of the labour market.
6.3.5 Some Final Comments on Benefits to the Unemployed

On grounds of equity we must be prepared tg compensate
individuals adequately for the failure of society to provide
them with a means of self-support. Unemployment benefit is
payable ohly to those who have contributed to the national
insurance scheme during the qualifying period. It has
become a very expensive contribution and the returns when

unemployed have become by comparison very poor. So much so
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that it seems likely that in the future (now that the
earnings related Supplement is no longer payable and the
real value of the basic rate hasg been reduced) the benefit
will not even Provide the minimum level of living standard
as defined by the Supplementary Benefit Level. Thig will
mean that with the exception of those with generous
redundancy payments or large savings (currently over £2,500)
or those with working spouses, the majority of the
unemployed will depend upon Supplementary Benefit rather
than Unemployment Benefit during periods of unemployment.
The counter-argument that high levels of benefit are a
disincentive to look for work are only applicable when

employers experience difficulty recruiting labour.

Lastly, if a lower level of employment than that which

would remove involuntary unemployment provides the optimal
level of social welfare then work~sharing as well as income
sharing should be contemplated. That is not to say that
compulsory reduced working weeks per year, or years per
worker need be introduced. A more flexible national
insurance scheme and tax system could be used to encourage
moves in this direction. For example the current framework
of tax and national insurance benefits are based on the
principle of a male head and wives as dependants. Whereas
the number ef single parents is increasing, more wives work
and the nature of work has changed such that females might
have more opportunity to find work than males. The equal
treatment of men and women under the tax and nationa]
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insurance scheme would enable households to decide for

themselves how best to apportion market and non-market work

between household members.

6.4 The distribution of public expenditure

The macroeconomic aggregate of public revenue and expenditure and
the public sector borrowing requirement (PSBR) affect the level
of economic activity. The level of economic activity and the
level of real income are not however indeéendent of the

composition of government expenditure.

All public expenditure has an opportunity cost and some
government expenditure is not matched by any output of consumable

goods and services.

To give some examples: An increase in crime, vandalism, public
disorder, which was matched by an increase in public expenditure
on law and order would not represent any increase in real incomes
or welfare. An increase in unemployment and a consequent fall in
tax receipts and increase in benefit payments does not represent
increases in real incomes. An increase in the defence
expenditure on missiles or the armed forces does not represent
any rise in real incomes since we cannot consume the output.

Increasing expenditure on bureaucracy represents no real benefit

to society.

That is not to say that there are no indirect gains to real
income from some of these expenditures but if we focus attention

on aggregate government expenditure, we will fail to understand
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the full impacts and the opportunity costs involved.

Returning to our individual utility function in section 6.2, we
had

U=F (S, L, G
Individual utility is a function of social goods (S), marketed
goods and services (G) and leisure (L). G and L were considered
in the last section. Here we are considering the contribution of

S to our level of utility.

Not all publicly provided goods contribute to this utility
function, even though they may be necessary in an indirect sense.
The greater the proportion of national income devoted to
‘negative' areas - defence, unemployment, sickngss, crime,
vandalism, pollution, bureaucracy and so on - thé fewer the
resources that will be available for the more 'positive' areas,
which directly contribute to our utility. If we are using
resources in one area we can switch their use to other areas,
without inflationary consequences. Some of these 'negative'

areas of expenditure have 'positive' areas of investment

associated with them.

Unemployment as we have seen is expensive. Whilst wages may be a

variable cost at the level of the firm, a high proportion of the

cost of labour is fixed as far as society is concerned. That is

to say the support to the unemployed represents a high proportion

of wages. Suppport to workers in work would seem therefore to be

preferable to supporting unemployment. We do not need to support
workers in declining uncompetitive industries, we have much
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useful work which needs doing, often in areas of high
unemployment, and often using the most abundant types of
unemployed labour (construction workers and unskilled male manual
workers). Examples are not difficult to find: refurbishment of
our decaying inner urban areas, through demolition, refurbishing
and rebuilding programmes; replacing and repairing much of our
sewerage system which is (almost?) at breaking point (especially
in the North-West where the oldest sewers are); repairing our
roads and motorways; electrifying our railway syétem; building a
channel tunnel. All of these and many more would almost
certainly provide high positive rates of return under a social
cost-benefit analysis. Times of low economic activity are ideal
opportunities to invest in these types of programme since the
opportunity costs are much lower, attracting as théy do labour
from unemployment rather than other productive areas.
Furthermore, through the multiplier and accelerator effects, tax

receipts rise further and benefit payouts fall more than through

the initial direct impact of the public programme.

Sickness is also very expensive and our Health Service is geared
up to patching up and curing illnesses rather than on preventive
medicine and health education. Once again investment in health
education and preventive measures would provide much more utility
in the long-run in terms of increased output from a healthier and
fitter work .force, as well as providing benefits to the
'saved' from illness and dgreater job

individuals who are

satisfaction to the medical profession.
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Crime and vandalism increase in times of high unemployment and
are most prevalent in areas of physical decay. Investment in the
physical environment and in programmes which reduce unemployment
will almost certainly therefore result in some additional savings
in the costs of law and order. Here again prevention is

preferable to punishment.

Pollution imposes external costs on society. These costs often
fall on already disadvantaged groups who live close to industrial
and congested areas such as the inner cities. The problems of
industrial illnesses and of brain damage from the effects of lead
in petrol are obvious problem areas. Whilst we have made many
improvements in these areas the scope for prevention rather than

cleaning up is nowhere near fully utilised.

Bureaucracy is costly to society, the scope for computerisation
in many areas of government activities is enormous. The
advantages would not only arise in terms of savings in costs

(mainly labour costs) but in the flexibility the system would

offer.

Defence is a controversial area. The costs of sophisticated
weapons is enormous and often inaccurately predicted. Here it is
more difficult to identify an associated 'positiVe‘ expenditure.
However, we cannot ignore the opportunity costs involved in

devoting large amounts of government expenditure to such
projects.

A general switching of expenditure from the 'negative' to the

'‘vositive' areas would increase our utility function and reduce
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the inflationary pressure of that part of government expenditure,

which has no associated consumable output.

Government expenditures should be evaluated in terms ofa social
cost~benefit approach. We need to consider not only the level of
government expenditure but its composition. If we have areas
with low or negative net benefits to society then we need to
switch to areas which have higher net benefits. If it is
believed that there are areas of wasteful expenditure then
equally there are areas where positive gains are experienced. So
long as such projects can be found and we have unutilised

resources we cannot justify a 'non-interventionist' stance.

6.5 The operation of the labour market

If labour markets and all other markets, behaved like perfect
markets then involuntary unemployment would not exist. Prices
(wages) would be flexible and respond instantly to changes in
demand or supply; labour would be homogenous and completely,
instantly and costlessly mobile; no employer or group of
employers would have monopsonistic or obligopsonistic control
over the demand for a particular kind of labour; no employee
group would be a monopolistic or-oligopolistig seller of a
particular kind of labour; and workers as well as employers would
have perfect knowledge of prices and quantities in all sectors of
the labour market. In addition other markets which are linked to
the labour market would also need to be perfect - the housing
market; the transport market; the foreign exchange market; the

money market; the stock market. Furthermore the output produced
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by labour would have to be sold in perfect markets.

In reality none of these conditions hold. The labour market is

not perfect:-

Wage rates do not respond instantly. They are sticky downwards
in money terms and probably to a large extent, in real terms too.
In some industries minimum wage laws exist. Sometimes wage
bargaining is undertaken on an industry wide basis. In fact
national agreements are very common. This means that the scope
for geographical differentials is somewhat limited. This will
prevent geographical differences in demand and supply conditions
from being reflected in a high wage area wishing to attract
relatively low-paid workers (London Transport for exa}mple). The
cost of housing in Central London or the cost of corﬁmuting into
London from outside will restrict the supply of workers to the
firm, but national agreements (even with London weightings) might
be insufficent to attract a sufficient number of workers with

suitable qualities required by the firm at that wage.

Labour is not homogenous, even within a particular occupation
there are differences between capabilities of workers (and even
between the abilities of the same worker at different times of
the day). More importantly however are the differences in levels
of skill which workers possess. Skills are not instantly or

Costlessly acquired. Consequently labour cannot be instantly and

costlesssly mobile from one job to another.
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Geographically too there are costs involved in mobility, costs
which must be recouped in terms of higher discounted earnings in
the future. Furthermore, workers will not be indifferent between
their current employer and other employers. They will have built
up seniority rights, will have social relationships within the
workplace, and might have to forego some superannuation rights on
changing jobs. Employers too will not be indifferent between
their current employees and untested potential employees. Some
training will be specific to each employer, in terms of working
practices, channels of communication and so on. All new workers
will have to learn these skills and a high turnover of labour
would therefore involve employers in substantial costs. Neither
employers nor employees therefore will resporid to small

differences in wage rates.

Large employers can hold monopsonistic power over workers. Where
a single large employer dominates a town or district he will be
able to depress wages below a level he would need to pay if he
were subject to competition by other firms. Occupationally too
an employer may be the single (or one of only a few) buyers of a

particular skill in an area, once again giving him monopsonistic
power.

Trades unions, professional bodies or other employee groups can
similarly exert exploitative control over their employees.

Extracting higher wages than would be paid in their absence.

Perfect knowledge of the labour market is not held by either

workers or employers, so that different wage rates can exist for
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similar kinds of labour even within the same town.

Neither do the housing transport, foreign exchange, money or
stock markets respond perfectly and instantly to changes in

supply and demand conditions.

The output of firms is also not sold in perfect markets. Much of
the national output is not marketed at all (egq Education, Health
and other publicly provided goods and services). Many firms have
Some monopolistic control in production and are consequently able
to secure a monopolistic profit, which as well as distorting the

product market, distorts the labour market in turn.
6.6 Conclusion

Once we move away from an aggregated analysis and begin to
examine the implications of policy from an individual perspective
the scope for influencing the level of economic activity and the
Operation of the labour market appears much greater. Even within
the context of a government budget constraint there is scope for
redistributing income, and public sector expenditures; for
reorganising the tax and benefit framework; and for influencing
the spatial distribution of resources.! Furthermore there may be
areas of investment in human and physical capital where
government borrowing could be justified in terms of investment
criteria, subject to the 'crowding-out' constraint. (That is
that government.borrowing does not ‘crowd-out' private borrowing

where private investments provide higher social returns).

1 This is the subject of the next chapter.
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If we return to the concept of wishing to maximige society's

utility function where we have:

Society's utility = 2; individuals'utilities

and Individual utility

£ (s, G, L)

where S = social goods and services
G = private goods and services
L = leisure

Substituting GDP as a proxy for social and private goods and
services:-

f (GDP + L)

]

Society's utlility

GDP = gross domestic product
GDP = average productivity'(AP) X
employment (E)
We wish to Maximise U = f (GDP + L)

We have some constraints on our function;

E+L

The time constraint T

where T = total time available (determined
by the size of the population
of feasible working age)

E = employment

L = leisure
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and the budget constraint

Ex AP = GDp

GDp

OlF— L — | <« AP ( N

<Leisure —> ] Work iy

Figure 6.9 Utility maximisation of society with average

productivity constraint.

If average productivity ultimately decreases with the level of
employment (that is if labour is subject to diminishing marginal

productivity at the macro level) we have:

\
\
\
GDP
l
[
- L s g E AE:_; T
Figure 6.10 Utility maximisation of society with average

productivity related to the level of employment

At the point of equilibrium the slope of the budget constraint is

equal to the slope of the indifference curve.

The slope of the indifference curve is the marginal rate of

substitution between work and leisure. The slope of the average

productivity slope is the marginal productivity of labour. 1In
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equilibrium therefore society is indifferent between the marginal
unit of output and the marginal unit of leisure. The
distribution of work and leisure between individuals would be
determined by individual preferences between work and leisure.
If the wage rate reflects the marginal productivity of labour
then the aggregate equilibrium position is equal to the sum of
individual preferences, assuming there are no constraints on the
number of hours worked per period and there are no disincentives

to work as a result of the tax and benefit structure.

It follows therefore that if society is in an optimal utility
maximising position no involuntary unemployment will exist. And
conversely if voluntary unemployment exists then society's
welfare can be improved by increasing output through an increase
in employment and thereby reducing the associated involuntary

'leisure’.

The next chapter examines another aspect of micro-economic policy
initiatives; those which affect the spatial distribution of
resources. The same utility-maximising framework and social
welfare approach, used to assess the distribution of resources in

this chapter, is used to discuss spatial policies.
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Chapter?7
SPATTAL POLICIES

7.1 Introduction

There are a range of policy options which concern the spatial
distribution of resources. The policies have been introduced to
redistribute resources from ‘prosperous’ to 'problem' areas. The
major objectives in doing so would appear to be firstly to
achieve a more equitable distribution of resources between
individuals and secondly to enable an expansion of economic
activity when otherwise 'bottlenecks' and ‘overheating' would
occur s
"The economic structure is unfortunately rigid ... The
later stages of recovery require a different teéhnique. 'Ib
remedy the condition of the distressed areas, ad hoc
measures are necessary."

Kahn, R (1975) quoting from Keynes (1937) 'How to avoid a slump*

Spatial policies are pursued at the macro level in order to
achieve macroeconomic objectives, such as economic growth and
full employment, with less inflationary pressure than would be

the case with other types of aggregate expansion.

Recently a number of local initiatives have been i'ntrodu;:ed by,
for example, local authorities. The objectives of these
policies, though not always clearly specified, would seem to be
to improve the 'economic welfare of the local community. There is
in many ways much less scope for local initiatives because of the

'openness' of the local economy though this has not prevented a
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proliferation of initiatives. Furthermore in spite of the
constraints that exist for local initiatives there are many ways
in which local authority action influences the Operation of the
labour market through, for example, housing, education, and
welfare services. Many of the recent initiatives have been more
directly concerned with attracting employment opportunities by,
for example, industrial promotion, and the provision of sites and

premises.

It is important however that such policies should be properly
monitored and evaluated. That is to say that clear objectives
should be laid down, that the net results of policies should be
Clearly identified and that the results should be assessed by an
objective evaluation exercise. Furthermore from society's point
of view we similarily need to evaluate the net costs and net
benefits of local spatial policies to avoid the possibility that
one area's gain is not simply another's loss. That is to say
that the exercise is not a ‘zero-sum' game (or worse a 'negative-

sum' game).

The purpose of this chapter is not to list all types of spatial
policy and consider each in turnl. TIts purpose is to consider
how spatial policy can be used to affect economic activity, to
theoretically assess the anticipated effect of different types of
policy; to introduce a local income and employment flow chart to
consider the local impacts of local authority initiatives and to

1 This has already been adequately covered by the

1 re. In the case of regional policy - see Armstrong
;geé'z;lll_or (1978) and McLennan and Parr (1979) and for local

authority initiatives see J.U.R.U.E. (1979 and 1981)
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suggest utility—-maximisjng Criteria, as used in the assessment
of micro-economic policies, for the assessment of spatial
policies.

When policy is considered within strictly specified criteria for
assessment a number of anomolijes eémerge. These arise from a
number of special factors; the constraints imposed at the local
level; the conflict between one area's objectives and anothers;
the pursuit of a single objective as a proxy for a range of
economic objectives; or a failure to recognise the real

opportunity costs involved in pursuit of specified goals.

The chapter continues thus: firstly a brief overview of spatial
policies is given, followed by an examination of the objectives
of national spatial policies and a critical approach to how
theoretically those objectives can be met by spatial' policy. 1In
Section 7.4 a consideration of the range of potential spatial
policy instruments is undertaken and in Section 7.5 a discussion
of how the impact of those policies should be assessed takes
place. This is followed by a transfer of emphasis from the
national to the local level with firstly a brief overview of
locally implemented spatial policies and in Section 7.7 a study
of how and why employment problems will be manifested in local
areas. In Section 7.8 an examination of the ijectives of
locally implemented spatial policies is presented using the same
utility-maximising framework laid down and used in Chapter 6 for
assessing micro-economic intervention and also used in Section

7.3 for assessing national spatial policies. The range of

instruments of local spatial policy is introduced in Section 7.9
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and an income and employment flow analysis is used to
investigate their likely impact. Local action is however
somewhat constrained and the constraints are explored in Section
7.10. This is followed by a return to an examination of the
possibilities of local action in improving social welfare (from a
micro perspective, using a utility-maximising framework) subject
to the constraints faced by individuals and by local policy
initiators. The following section (Section 7.13) returns to the
problem of evaluation and assessement this tifne at the local
level. Evaluation and assessment is essential in order to direct
resources to those areas which provide the greatest net positive
benefits. Finally in conclusion the arguments are drawn together
in a section which also attempts to reconcile the difficult
questions raised regarding the conflict between natio'r.1a1 economic

objectives and local economic objectives.

7.2 Spatial Policies

The major area of spatial economic policy has been regional
policy. Regional policies in one form or another have been used
in Britain for over half a century. In 1928 the Industrial
Transference Board was set up to assist in the transfer of
workers, mainly miners, out or areés where pits were closing.
Since 