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ABSTRACT

This study aims to investigate post-war developments in the
British youth labour market, with particular refer'ence to bdth the
behaviour of this group's unemployment through time and its
distribution cross-sectionally. It is motivated by the concern
expressed in virtually all quarters in recent years about the
apparent failures of this particular market to provide an adequate
introduction to working life for the young of the nation. This worry
relates not only to the loss of current output that joblessness
entails, but also to its potential longer term personal and social
consequences. '

The substantive part of the work commences with a review of
recent theoretical developments in the unemployment field and
attempts to assess the relevance of these for the young.. As in all
areas of econdnics, the concept of price is central to theb study of
~ the employment fortunes of the workforce and the empirical analysis
comences with a time-series examination of relative youth pay. This
is then followed by an investigation of the temporal, aggregate and
industrial, employment patterns of the young; factors which clearly
can have a vitally important bearing on their unemployment behaviour.

Direct analysis of joblessness amongst British youth then begins
with a detailed aggregate time-series study of both their percentage
rate of unemployment and its 1evél relative to that of older
participants in the market. However, young workers, like most other
groups, are far framn homogeneous and therefore knowledgé of the
extent of unemployment faced by them says nothing about how it is

distributed amongst their number. 'Ihe direct analysis of youth



unemployment is, for this reason, extended to a micro-study of the
influences which help determine how the burden, if such it be, is
spread amongst them. However, this aspect of the work ié not
entirely static and the issue of whether the distribution is constant

through time forms an integral part of the work.



(QONIENID

Page
Dedication i
Declaration . ii
Acknowledgements , iii
Abstract ivev
List of Figures and Tables : x=-xiii
CHAPTER 1 , INTRODUCT ION
I. PROLOGUE 1
II. ECONOMIC YOUTH 3
III. OUTLINE 6
CHAPTER 2 UNEMPLOYMENT : THEORETICAL ISSUES
: AND DEVELOPMENTS
I. INTRODUCTION 10
II. UNEMPLOYMENT AND THE 10
AGGREGATE LABOUR MARKET
ITII. MUILIBRIUM THEORIES
i. Search Theory 16
ii. Contract Theory 26
iii. Benefit Induced 40
Unempl oyment
IV. DISFQUILIBRIUM THEORIES 45

V. CONCLUSION : 51



CHAPTER 3

CHAPTER U4

THE RELATIVE PAY OF YOUNG PEOPLE
1950-1982

I.
IT.
ITI.

INTRODUCTION
WAGE DATA
CAVEATS

WAGE RELATIVES FROM THE
OCTOBER IMQUIRY

V. RELATIVE EARNINGS : POSSIBLE
INFLUENCES

VI. MODELS OF RELATIVE EARNINGS
DETERMINATION
i Simplified Framework
ii Extended Framework

V. CONCLUSION

Appendix

YOUTH EMPLOYMENT PATTERNS

1951-1981
I. INTRODUCTION
ITI. EMPLOYMENT PATTERNS
1951-1981 : OVERVIEW
III. CENSUS OF POPULATION
DATA
Iv. EMPLOYMENT DISTRIBUTION
i Introduction
ii 1951
iii 1961
iv 1971
v 1981
V. SHIFT-SHARE ANALYSIS
i Introduction
ii Sector Definitions
iii  1951-19%1
iv  1961-19T1
v 1971-1981
VI. CONCLUSION

Appendix

59
59
60

63
68

T4
82
82

119
128

135
137

1

142

142
146
153
159
165

171
171
177
179
189
199
208

214



CHAPTER 5

CHAPTER 6

TIME SERIES YOUTH UNEMPLOYMENT
1950-1982 : POSSIBLE
DETERMINANTS -

I.

II.

IIT.

IV,

INTRODUCTION

POST WAR BRITISH YOUTH |
UNEMPLOYMENT

THE DETERMINANTS OF
YOUTH UNEMPLOYMENT

i. The Cycle

ii. Wages

iii. Youth Intensive
Industries' Fortunes

ive  The Supply of Young

- People

V. Unempl oyment Benefit

vi. Female Participation

vii. Shift Parameters and
Trends

CONCLUSION

TIME-SERIES YOUTH UNEMALOYMENT
1950-1982 : ESTIMATION

L.
IT.

ITI.
Iv.
V.
VI.

INTRODUCTION

PRELIMINARY REDUCED FORM
ANALYSIS

i. The Youth Unempl oyment
Rate

ii. Relative Unemployment

FORECASTING

STRUCTURAL CHANGE

SIMILTANEOUS EQUATION BIAS

CONCLUSION

Appendix

217
218

- 236

237
252
256
260
265

271
214

215

282
283

284
293
304
318
328
344
351



CHAPTER 7

CHAPTER 8

- BIBLIOGRAPHY

YOUTH UNEMPLOYMENT : A CROSS-
SECTIONAL, MICRO PERSPECTIVE

I.  INTRODUCTION
II. THE DATA AND SAMPLE

SELECTION
ITT. UNEMPLOYMENT PROBABILITY :
DETERMINANTS
i Age
ii Education
iii Race
iv Heal th

v Marital Status
vi Household Status
vii Family Effects
viii Housing

ix Region

IV.  STATISTICAL METHODOLOGY

V. EMPIRICAL ANALYSIS

i Model Specification
ii Estimation

VI. CONQLUSION
Appendix

SUMMARY AND CONCLUSION
I. INTRODUCT IDN

II. RESUME

ITI. COONCLUSION

354

359
361

362
363
366
369
370
371
372
375
378
379
381

381
386

105
e

422
422
446

458



CHAPTER 2

CHAPTER 3

APPENDIX

FIGURE 1

- FIGURE 2

FIGURE 3
FIGURE 4
FIGURE 5

TABLE 1
FIGURE 1

FIGURE 2

TABLE 2
TABLE 3
TABLE 4
TABLE 5
TABLE 6

: Part-time Employment 1951-1981

: Males under 21 Hourly Earnings

Relatives October Earnings
Inquiry 1950-1982

: Girls under 18 Hourly Earnings

e o0 oo oo oo

FIGURE A1:

FIGURE A2:

FIGURE A3:

FIGURE A4:

FIGURE A5:

Relatives October Earnings
Inquiry 1950-1982

OLS Estimates

ART Estimates

OLS Estimates

ARI Estimates

ARI Estimates

Youth to Youth Hourly Earnings
Relatives Excluding Effect of
Overtime 1974-1982

Hourly Earnings Relatives to
Part-time Females Excluding
Effect of Overtime 1974-1982

Boys Hourly Earnings Relative to

Full-time Adults Excluding
Effect of Overtime 1974-1982

Female Earnings Relatives Excluding

Effect of Overtime 1974-1982

Hours of Work Relatives 1950-1982
FIGURE A6: Weekly Earnings Relatives 1950-1982

Page

30
33
52

b7
49

62
70

73

87
89
93
95
113/114

128
129
130
131

132
133



CHAPTER 4

TABLE 1
TABLE 2
TABLE 3

TABLE 4
TABLE 5

TABLE 6
TABLE 7

TABLE 8

TABLE 10
TABLE 11
TABLE 12

TABLE 14 :
TABLE 15 :
TABLE 16 :
TABLE 17 :
TABLE 18 :
TABLE 19 :
TABLE 20 :
TABLE 21 :
TABLE 22 :
TABLE 23 :
TABLE 24 :
TABLE 25
TABLE 26 :
TABLE 27 :
TABLE 29 :
TABLE 29 :

: Employees in Employment.
: Employment Distribution 1951
: 1951 : Measures of Employment

Concentration

. Employment Distribution 1961
: 1961

: Measures of Employment
Concentration

: Employment Distribution 1971
s 1971

: Measures of Employment
Concentration

: Employment Distribution 1981

: Sector Split for 1971-1981

: Excluded Employees

: Hourly Earnings Relatives 1951-1961
TABLE 13 :

Industry Employment Changes
1951-1961 .

1951-1961 Males Less Than 20
Empl oyment Change Decomposition
1951-1961 Females Less Than 20
Empl oyment Change Decamposition
1951-1961 Males 20 and Over
Empl oyment Change Decamposition
1951-1961 Females 20 and Over
Empl oyment Change Decamposition
Percentage Changes in Hourly
Earnings Relatives 1961-1971
Industry Employment Changes
1961-1971

1961-1971 Males Less Than 20
Empl oyment Change Decamposition
1961-1971 Females Less Than 20
Empl oyment Change Decamposition
1961-1971 Males 20 and Over
Empl oyment Change Decamposition
1961-1971 Females 20 and Over
Empl oyment Change Decamposition
Percentage Change in Hourly
Earnings Relatives 1971-1981
Industry Employment Changes
1971-1981

1971-1981 Males Less Than 20
Employment Change Decamposition
1971-1981 Females Less Than 20
Empl oyment Change Decamposition
1971-1981 Males 20 and Over
Empl oyment Change Decamposition
1971-1981 Females 20 and Over
Employment Change Decamposition

138
147/148
152

1547155
158,

160/161
170

166/167
178
178
161
182
184
186
188
189
191
192
194
196
198
200
202
203
205
206 .

208



CHAPTER 5

CHAPTER 6

FIGURE 1
FIGURE 2

o

FIGURE 3 :
FIGURE 4

FIGURE 5 :

FIGURE 6 :
FIGURE 7

FIGURE 8 :
FIGURE 9 :
FIGURE 10:
TABLE 1
TABLE 2

TABLE 3
FIGURE 11:

TABLE 1
TABLE 2 :
TABLE 3 :
TABLE 4
TABLE 5 :
TABLE 6

TABLE 7
TABLE 8 :

TABLE 9 :
TABLE 10 :
TABLE 11

: Boys Less Than 18 Years

Unemployed : 1950-1982

Girls Less Than 18 Years
Unemployed : 1950-1982

Boys School-Leavers Unemployed
1950-1982

Girls School-Leavers Unemployed
1950-1982

Percentage Unemployment Rate :
Boys 1950-1982

Percentage Unemployment Rate :
Girls 1950-1982

Relative Youth to Adult
Unempl oyment 1950-1982
Relative Youth to Adult
Unempl oyment 1950-1982
Relative Youth to Adult

Unempl oyment 1950-1982
Relative Youth to Adult

Unempl oyment 1950-1982

OLS Estimates '

OLS Estimates

OLS Estimates

Percentage Youth Unemployment
Including School-Leavers 1950-1982
Percentage Youth Unemployment
Including School-Leavers 1950-1982
Relative Unemployment Including
School-Leavers

: Relative Unemployment Excluding -

School-Leavers
Percentage Youth Unemployment
Including School-Leavers 1950-1979

: Percentage Youth Unemployment

Including School-Leavers 1950-1979
Relative Unemployment Including
School-Leavers

Relative Unemployment Excluding
School-Leavers

Percentage Unemployment : Dynamic
Forecasts

Dynamic Forecasts Including
School-Leavers

¢ Dynamic Forecasts Excluding

School-Leavers

221
222
223
224
227
228
231
232
233
234
241
243

2us/2u47
263

286
290
295/2%
300/301
306
307
308/309
3107311
313
315
317



APPENDIX

CHAPTER 7

APPENDIX

TABLE 12
TABLE 13 :
TABLE 14 :

TABLE 15 @
TABLE 16 :

TABLE 17 :

TABLE A1

FIGURE A1:

TABLE 1

TABLE 2
TABLE 3 :

TABLE 4
TABLE 5
TABLE 6 :
TABLE'T
TABLE 8 :
TABLE 9
TABLE 10 :

TABLE A1 :
TABLE A2 :
TABLE A3 :
TABLE A4
TABLE A5 :
TABI...E A6
TABLE A7 :

TABLE A8 :

Youth to Adult Male Earnings,
Wells Unemployment Data 1952-1979
Youth to Adult Unemployment Rates,
Wells Unemployment Data 1952-1979
Simultaneous Relative Unemployment
and Earnings Estimates, Young
Males, 1953/1979

Simultaneous Relative Unemployment
and Earnings Estimates, Young
Females, 1953-1979

¢ Regression For Boys Earnings

Relative to Adult Men 1950-1979
Youth Hourly Earnings Deflated by
A1l Item Consumer Price Index

: Standard Region Unemployment

Rates : April

: Variables used in Analysis

Male Youths : Full Sample using
OTHINC

: Male Youths : Restricted Sample

using OTHINC

: Female Youths : Full Sample using

OTHINC

Female Youths : Restricted Sample
using OTHINC

Male Youths : Full Sample using
SEG indicators

Male Youths : Restricted Sample
using SEG indicators

: Female Youths : Full Sample using

SEG indicators
Female Youths : Restricted Sample
using SEG indictors

Male Youths : Full Sample using
OTHINC

Male Youths : Restricted Sample
using OTHINC

Female Youths : Full Sample using
OTHINC

: Female Youths : Restricted Sample

using OTHINC

Male Youths : Full Sample using
SEG indicators

Male Youths : Restricted Sample
using SEG indicators

Female Youths : Full Sample using
SEG indicators

Female Youths : Restricted Sample
using SEG indicators

322
323/32%
333
335/336

340/341

3u42/343

351
352

376

380/382
386

388
391
393
3%

398
400

402

W2
413
u1y
115
116
417
418
419



CHAPTER 1

INTRODUCTION



I. PROLOGUE

Britain emerged fram war in 1945 a badly bruised but generally
optimistic society. Beveridge offered opportunity to the mation's
young, a thorough-going extension of social insurance coverage, free

(1) Furthermore, full employment was held to

health service and more.
be a goal that was realistically attainable. Notwithstanding the
traumas of reconstruction the trend towards all-round prosperity
appeared to establish itself fairly quickly and much of the recent
historical experience - war and Depression - seemed destined only for
the memory. Indeed by 1957 the then Prime Minister, Nbcmilla.n, felt
able to declare that "You've never had it so good. n(2)

But all, of course, was not quite as .rosy as the politicians
would from time to time claim. However, the problems were of a kind
having clear meaning orly to thg informed. Whilst seemingly still a
member of the world's elite econmmic camunity, Britain "lacked
competitiveness", possessed an "over-valued" currency, and suffered
"runs" on its gold resources. Such macro-econamnic phenamena appeared
of little relevance on the shop-f‘loof to those seeking "only" faster
real-wage growth. True this quest appeared to mary to underlie the
"British disease", but then Turner (1969) told us that strikes might
not nearly be so costly as they appeared at first sight. But by the
mid-1970's the country's weaknesses did begin to manifest themselves
in ways whose importance was evident to many even though their
causes, let alone remedies, were still understood by very few.

In particular, Britain, adlong it must be said with marny other

Western countries, began to suffer 1levels of unemployment

unprecedented in the post-war era. For same memories of the 1930's

\



2
were enlivened, for others the reminiscences of the media and of
elder citizens began to ‘actjuir'e poignancy. In fairly quick
succession one "potentially unacceptable" unemployment level after
‘another was exceeded until, vby the beginning of 1983, more than three
million people were officially recorded as being out of work. But
attitudes towards unemployment have not apparently changed amongst
the public with soame 58 per cent of a Market and Opinion Research
-Internatiomal (MORI) sample regarding unemployment as the major issue
affecting their voting intentions.(3)
Mass unempl oyment has returned and

"we knos that mass unemployment affects the whole fabric of

society."

(Malinvaud (1984) p.1)
Buti successive British govermments have seemed amongst the least able
to turn the tide. Disturbingly also, econamists were woefully
imadequately equipped to provide the ansiwer to the questions asked by
them as recession set in and then deepened. Conventional text book
toals were patently inadequate, the Phillips curve was not a simple
"menu_ for palicy choice™ (Rees (1970)) and rudimentary discussions of
the matural 'r'ate of unemployment held little popular appeal. In
short,

"Econamics as a science has failed at this mament in history

to comvey to the general public a useful message on what

ought to have been done in order to contain unempl oyment."

(Malinvaud (1984) p.113)

But on top of the concern felt regarding the overall magnitude

of unemployment, about which govermments have been accused of
complacency from several quarters, there evalved a growing awareness

of the' potential problems surrounding its distribution through the

Work4force. "One of the major aspects of this has been how the
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recession has affected young people, and the allied considerations of
what the long-term éonseQuences may be upon them, which seems all the
more pertinent when they have been described as comprising "Seventy
- Per Cent of Our Future" (Baxter and McCormick (1984)). On this
particular aspect of the recession govermments have received somewhat
warmer praise than over most others,
"Yet there seems to be more of a consensus when it comes to
the fight against youth unemployment. Regardless of
political colour every OECD govermment recognises the value
of vocatioml and social insertion of young people and the
inherent risks of short - and long-term youth unempl oyment.
Consequently almost all countries have enacted special youth
programmes and policies."
(OECD (1984a) p.8)
However, the problem remains at almost crisis level. Thus in
1984 unemployment amongst the under 18's never fell below 205,300
whilst in 1971 it never rose above 98,000, in spite of the fact that
extensive job creation measures were in operation in the later year.
Furthermore, this group held over 300,000 fewer jobs in 1981 than they
possessed in 1971. Whilst the problens confronting modern youth in
the labour market are attracting a good deal of scholarly attention,
little has yet been settled. The aim of the present work is therefore
to consider certain of the central issues in the debate, with the
principal focus being on the failure criterion of unemployment.

Firstly, however, the question of just what is meant by the term youth

in an econamic context should be raised.

I1. ECONOMIC YOUTH
The general thrust of dictiomary definitions of youth are that

it is the state of being young or before adult age. But this
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only leads one to ask what is meant by "young" and '“adult".
Furthermore, there is not even an agreed administrative definition of
youth and those undertaking empirical studies of their labour market
position have felt themselves able in same instances to focus on a
Qery narrow band beyond the school-leaving age, in scome European work
to extend this up to the age of 30 and in the remainder to adopt a
variety of intermediate postures. Can then the application of
econamic reasoning aid in bringing about samething more akin to
consensus on this matter?

One approach might be to ask whether a definition based around
labour market entry is useful. Initial reaction might lead to an
affirmative conclusion as it seems to capture the schodl-leaver
perfectly.(u) However, it also ensnares same married females who only
enter the labour force for the first time in later life. Indeed it is
a moot point as to how one would treat those who had simply had a
prolonged absence fram the labour force in this franework.(s) Al so,
are 18 year old school-leavers the same as those who leave school at
16 and how should those who have undertaken higher education be
treated? The only escape seems to be to adopt an age criterion in
conjunction with that regarding labour force inexperience; but then we

Aare back where we started.

Another approach might be to define youths as those with tenuous
labour market attachment. But, on the one hand, this is to accept a
hypothesis about the behaviour of young people; albeit one which has
received same empirical support. Edually, on the other hand, it is to
ignore the fact that certain other groups are also assumed to share

this characteristic - second family earners being the typical case in
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”point. Furthermore, this categorisation ignores the possibility that
some young people behave truly as "économic youth". That is, they may
wish to demonstrate labour force attachment at an early age as an
investment decision, whether on human capital or signalling grounds.
Once again therefore it is not obvious that progressing along this
route would result in substantial advance.
| In a related, although conceptually distinct, vein one might
look for a definition of youth based upon skill level, or perhaps
efficiency units. The apprenticeship system might seem to af‘ford scme
weight to this possibility. But people belos a certain age are not
the only individuals in the labour market who do not embody a "full"
vector of past investments in skill acquisition.(6) In other words,
the unskilied do not comprise simply the young. But, in addition,
this line of argument glosses over the role of the formal education
system in the development of marketable skills. If this is a primary
role of schooling, as scme would argue it is, then the young might
bring to the market more relevant, if only embryonic, skills than
those possessed by sdne members of older cohorts. Defining youth in
these terms would therefore also not appear to be straightforward.

This very brief consideration of how one might go about defihing
youth in an econamnic sense has perhaps been sufficient to indicate why
the problem has received so 1little attention in the literature.
Indeed this preliminary discussion might leéd one to inquire whether
attention should be focused specifically upon the problems of youth in
the labour market at all, rather than those of the unskilled or
secondary workers in general. However, this stance is not the one
adopted here, where the policy-maker's attention to the supposedly

special problems faced by young people constitutes the prime-mover of
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the work. Indeed the difficulty of formulating an. exact definition
of youth in econamic terms need not negate the finding that, roughly
speaking, yoﬁng people suffer distinet market disadvantage. 1In line
with previous research, the épproach taken to the group under study
will therefore essentially be pr'agmatic and ’determined, in most
instances, by the limitations of the data. With this in mind, the

outline plan of the work is now presented.

III. OUILINE

Unemployment is clearly not a problem faced by young people in
isolation, and furthermore, the attention afforded to it has not
simply been empirical. Indeed in recent years the economics
profession has grappled hard with the perceived inadequacies of
received neo-classical theory as a framework within which to
rationalise contemporary labour market failings. Therefore, as a
backecloth to the later, more empirically orientated aspects of the
work, Chapter 2 reviews the, still essentially campeting, modern
theoretical develomments in the unemployment field and queries whether
they throw ary special light onto the problems faced by the young.

One of the more popular hypotheses put forward to ratiomalise
the persistent difficulties faced by youths in the labour mai'ket is
that their relative wages are too high. This, of course, accords well
with conventional econamic reasoning. Indeed, it has even been
proposed that govermment training schemes for unemployed youth, all }be
they well intentioned, are an actual waste of resources : all that is
needed is (presumably less costly) action to bring down their relative
wages.(7) In view of this centre stage position held by relative

wages in youth unemployment débates, Chapter 3 examines the time—
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series data from which most commentators have draﬁn their evidence.
The principal question, of course, is whether these affect the demand
for young labour, and hence unemployment amongst this group, but in
this initial examination of the data some attempt is made to examine
whether, historically, r‘elativ‘e youth wages have been sensitive to
econdnic forces.

If the assumption is made that the labour force is fixed then
the unemployment rate is the complement of the emplpyment rate. This
suggests that an examination of their employment patterns should form
an integral part of the study of their unemployment.. But even if this
strict equality is relaxed, and flows into and out of the labour force
recognised, it is clear that the demand for youth labour is central to
the analysis of their labour market performance. In Great Br‘itéin
there is a noticeable paucity of data with which to undertake this,
and also previous, reasomably technical, approaches to the topic have
achieved little by way of concensus. In view of this, Chapter 4
examines the employment of young people in the post war period via the
mediun of the Census of Population and brings to bear upon it a rather
different anmalytical methodology to that normally applied. In some
ways the emphasis there reverts to the traditional concern with
structural unemployment; that is, can the poor performance of young
people in some measure be attributed to a distinct employment
distribution?

Chapters 5 and 6 then move onto the direct amalysis of you’ch.
unempl oyment and subject its post-war behaviouf* to scrutiny. In' the
former, the develoment of the current problem is highlighted and
hypotheses are produced to explain the extent of youth joblessness

measured either as a rate percentage or relative to that
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of adults. The latter"then undertakes the task of subjecting thev
derived models to empirical test and examines in some detail the
integrity of the results initially obtained. |

But, as the distribution of the unempl oyment burden amongst ary
sub-population within the labour m-arket,' such as the young, has
usually been found to be non-random, the determination of the
aggregate level of youth joblessness at a point in time does not
adequately parametise the problem at hénd. It is necessary also to
have same knowledge about how arny given burden of unemployment will be
spread amongst the members of the group, as distinguished by their
identifiable characteristic vectors. This exercise forms the remit of
Chapter 7 which examines the cross-sectiomal incidence of unempl oyment
amongst young people. Fallowing a discussion of the proposed - model
and the statistica_l problems encountered in 1looking at the
empl oyment/unempl oyment dichotomy across individuals, the analysis is
conducted separately on two years of data. Thus, as in the time-
series work, checks are provided on the stability of the findings and,
in the light of the years chosen for amlysis, same tentative remarks
made possible about the net.itrality, or otherwise, of the determinants
of unemployment probabilities to the econamic cycle.

Chapter 8 brings the work to a close with a detailed sumary of
‘the findings obtained and a discussion of the principal conclusions
which emerge. What implications these latter may have for policy
purposes: constitutes an integral element of this second part bf‘ the

closing overview,



Q)

(2)
(3)

(1)

(5)

(6)

(7

Beveridge did not actually found the Welfare State contrary
to much popular belief, see Wilson et. al. (1982).

Quoted in Cohen et. al. (1979).

Even allowing for statistical inexactitudes such findings
are difficult to interpret when the govermment of the day
had secured a second term of office in spite of pres:.dlng
over a 2.5-3 fold increase in unempl oyment.

Even this is not quite true as those leaving school may have
casual labour market experience.

Both of these difficulties apply to amy who have been
institutionalised (e.g. imprisoned) for long periods. -

This begs the question of whether such skills are marketable

aryway.

For a synopsis of these arguments see The Economist 12/12/81
pp.15-16 and 19/12/81 p.36.



CHAPTER 2

UNEMPLOYMENT : THEORETICAL ISSUES
AND DEVELOPMENTS
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I. INTRODUCTION

In this chapter the principal attempts made by economists in
recent years to imprdve fhe theoretical apparatus with which t6 view
unemployment are reviewed. Before doing this, however, Section II
provides a very brief sumﬁary of the Keynes .v. the Classics debate
and notes certain, comparatively early, important contributions to
labour theory which figure prominently in most discussions. Section
IIT then reviews the major equilibrium theories of unemployment to
emerge in recent years and focusses on search theory, contract theory
and benefit-induced unemployment in turn. Following this Section v
examines the disequilibrium treatments of unemployment which
represent the principal attempt to cognise the belief that much
joblessneSs is in fact involuntary. Finally, Section V provides a

brief conclusion.

II. UNEMPLOYMENT AND THE AGGREGATE LABOUR MARKET

For over half a century the economics profession has been
wrestling with the logical consequence of the classic Walrasian
paradigam that the labour market will 5clear",_given fully flexible
prices and wages. This was, of cburse, a mathematical conclusion but
for many writers prior to the late 19th century it was a reasonable
statement of the reality that surrounded them. 1In large part this
was due to the presence of a large domestic/agricultural base'which
could "hide"™ what in later years would occasionally overtly appear as
large scale unemployment. This is not to say that all} were
necessarily content with the outcomes of the market process.

However, for the early writers much of their concern about the labour
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market lay in the obstacles humanly imposed to hinder the fully
fledged operation of the price mechanism. Thus,
"The policy of Europe, by obstructing the free circulatién
of labour and stock both from employment to employment, and
fram place to place, occasions in some cases a very
inconvenient inequality in the whole of the advantages and
disadvantages of their different employment."
' (Smith (1910), p.122)
Such sentiments, of course, have found favour in many quarters within
the current era. But it is probably true to say that we never have,
and increasingly are léss likely to, experienced free and perfect
competition, especially within labour markets. How far our
abstractions go in dealing with this remains a moot question.
Nevertheless, certain of the classical writers did openly
consider the problem of unemployment. Jevons, for instance, wrote
that:-
"The second disadvantage of the division of labour is that
the individual system of society becomes highly complicated
and delicately connected, so that any disturbance of supply
and demand produces distress in one branch or other and it
becomes difficult for any man thrown out of employment in
one small branch to maintain himself in any other branch.
That is an unquestionable evil and is an almost necessary
result." 1
(Jevons in Collinson Black (ed) (1977) p.35)
Furthermore, Marx, amongst others, was aware of what were seen as the
unemployment implications of a capital stock which failed to expand
sufficiently fast to profitably employ the whole of the prevailing
labour supply. But, however true, the interpretation of the
classicalw doctrines as implying all unemployment to be voluntary and
due to the idleness of the populace sparked off a counter offensive
in the early 20th century culminating in Keynes' (1936) General
Theory.(z) The Great Depression had signalled the need for both

fresh theorising and a new terminology when the labour market was

under consideration.
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Although, as Kahn (1976) noted, the phrase "involuntary
unemployment" had been used, sur’pr'isingly, by the staunchest advocate
of the classical logic some twenty years previously (Pigou (1914)),
its standard, albeit convuluted, definition is that provided by

Keynes (1936) p.15. |
"Men are involuntarily uhemployed 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 Ylgyld be greater than the existing

volume of employment." ‘
In the light of Pigou's (1943) "real balance" effect argument,
the enhanced Keynesian system generated such unemployment in the
long-run if, and only if, money wages were r'igid.(u) Within this
framework, the demand side predominates with employers treating the
fixed money wage as the marginal cost of changing employment and

-equating labour's marginal product to it. |
Such a brief synopsis could never hope to do justice to such a
great debate. However, one can infer from it the strong points of
the opposing schools and also a common weakness they developed fram
the way the debate was conducted. The beauty of the classical system
is that it is consistent with the received Walrasian micro-economic
theory, at least in the long-run, with prices clearing all markets,
including that for labour, and all real variables, including’
employment, being independent of naminal aggregates. This latter
theoretical desiderata is seen by Hail (1980) to be clearly refuted
by the empirical evidence (Barro (1977), for example). Whether the

"natural rate" theorists' restatement of the classical model, to be

outlined below, is a sa’tisfactory defence remains at the centre of
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debate. Hmever, the Keynesian rigid money wage framework allows
very simply for nominal effects on real magnitudes.

In the abstract, the difference between the two approaches can
be highlighted by a mathematical representation of their respective
assumptions. As this is now commonplace reference is simply made
here to Modigliani's (1944) early, but lucid, presentation.

Such stark treatments point, however, to an unsatisfactory
feature common to both models in their most basic form. This is that
there is assumed to be a homogeneous labour market. In part, of
course, this was due to the abstractions necessary to make the models
"work". But for many years the debate was conducted as if this were
true. In one sense, the classical revisionists, led by Friedman
(1968), can be viewed as trying to rescue the flexible price model
from the more extreme of its proponents by introducing the natural
rate of unemployment. This was to account for

"the actual structural characteristics of the labour and

camodity markets, including market imperfections

stochastic variability in demands and supplies, the cost of

gathering information about job vacancies and 1labour

availabilities, the costs of mobility, and so on."
(Friedman (1968) p.8)

What is more, this so-called Chicago School aligned itself with
the, historically comparatively sophisticated, writings of Fisher
((1896), (1920), (1930)) in recognising the short run influence of
money on real quantities in transition periods. As Friedman

objected,

", ..oo. this recognition was not incorporated in formal
theoretical analysis. The formal analysis simply took over

Marshall's assumption. In this sense, the quantity
theorists can be validly criticised for having 'assumed'
price flexibility =~ Jjust as Keynes can be validly

criticized for ‘'assuming' that consumption is independent
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of wealth, even though he r'ecognisegs)in his asides that
wealth has an effect on consumption.”
(Friedman (1971) p.208)
And this classical resurgence was often conduct‘ed with that seemingly
most Keynesian of expository devices, the Phillips curve.

At the end of the day, one was left with two schools of macro-
thinking more noted for their similarities than their differences, as
Clower (1969) for one, has noted. (6 But what of the status of the
labour market and, in particular, unemployment theory in the models?
Labour economics had to a large extent pe)r'sisted with the traditional
classification of unemployment as frictional, seasonal, strucﬁural or
demand deficient, with same non-trivial theoretical developments,
particularly of the former, by Reder (1969). Also, new insights had
been provided into the phenomenon of underemployment (labour
hoarding) even in developed éconanies, by the works of Becker (1964),
Klein (1960), 0i (1962) and Taylor (1970). Mincer (1962), on the
other hand, had begun a school of research into hidden unemployment.

The macro theories, however, were still without Vsolid micro
foundation. Thus, Keynesians needed to explain why money wages were
rigid. Monetarists, to use yet another of their allotted titles,
still persisted with more or less an auction labour market, albeit
with expected replacing actual real wages. What is more, whilst one
might tease out of some of the micro theoretic develognents how any
given level, or more especially change in level, of unemployment
might be distributed across the workforce the macro theories were
almost wholly silent on the issue. This, of course, is crucial to
the current study, and to many peoples' perception of current labour

market problems.



15

Fran the late 1960's omwards the goal hés been to find a macro
theory | of the labour market with acceptable microeconomic
foundations. Overall, success has yet proved elusive, although along
the way many useful insights have been provided into the (apparent)
workings of present day labour markets. Whilst the distribution of
any level of unemployment across members of the labour force has not
occupied centre-stage in these developments,’ a short review of them
and their potential contribution to such an analysis is now
undertaken. The typology adopted is tight, although, as in the
Keynes .v. Classics debate, the reality is much less so and many of
the works cited encampass features outside of the compartment to
which they are here éllocated. This kreview is presented in two major
sections, the first of which deals with equilibrium theories of
unemployment and the second with the theorising which regards
unemployment as the manifestation of disequilibrium somewhere in the
economic system. In the former, two principal strands of
reasoning are identified, which are those associated with search and
contract theory respectively.' However, both place a strong emphasis
on the rate of exogeneously financed unemployment benefit and in
consequence a separate sub-section willv outline the controversies‘
which have arisen over this issue. Similarly, the concept of human
capital is crucial to most contract theories and, whilst it does not
form a separate element of that particular sub-section, its
importance is brought out and it will often be referred to in the

later empirical work.
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IIT. EQUILIBRIUM THEORIES
The class of theories considered here are based. upon observed
unemployment being the result of rational utility maximising

behaviour and, to that extent, being ex-ante voluntary.

ITT.i SEARCH THEORY

The seminal theoretical works on the economics of search were
actually those undertaken by Stigler ((19%61), (1962)).(7) However,
for several years these appear to have been largely iénored and the
main impetus to later work on search in the labour market was that
which emerged as supportive of Friedman's (1968) natural rate of
unemployment conceptualis:ation, in particular the volume edited by
Phelps (1970). But, whiist Friedman's original verbal presentation
seemed to allow of the possibility of same involuntary, or at least
employer initiated unemployment, the vast bulk of the ensuing search
literature concentrated entirely on  voluntary frictional
unempl oyment.

The core result, at least as far as simple macro-economic models
goes, is normally seen to be that in the steady state (no surprises)
the Phillips curve is vertical. That is, Rees' (1970) menu for
policy choice beccmes s set meal prepared to the taste of the host.
‘But as Lippman and McCall (1976b) observe

"Tt is important that the unemployed searcher who has quit
(because of his perceptions of alternative wages and the
productivity of full time search) be distinguished from the
unemployed searcher who was laid off. A cursory review of
the Phillips curve 1literature indicates that the distinc-

tions have not been made."
(p.359, italics in original)
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Notwithstanding this failure to achieve theoretical Nirvana, the
vmany contributions to the search theoretic debates have undoubtedly
furthered labour econamic analysis. Nevertheless, the following, .
short review of the search literature does indicate unsatisfactory
elements even when the contributions are taken to be but partial
theories of the labour market. |

The basic idea is really a very simple and attractive one. It
is that the world is full of rational, optimising econamic agents but
in which information is costly and both firms and workers must search
in the "fog of imperfect information" (Muellbaver (1978)) to fill
vacancies and to find jobs. The standard models proposed for both
worker and employer search are of the sequential variety wherein
search proceeds one sampling at a time and the situation re-

(8) Taking the searching worker as exemplar, the standard

appraised.
model form is based on the theory of optimal stopping, as detailed in
De Groot (1970) for instance.

| At their most basic the models assume that there are an infinite
number of jobs, and therefore wages. To capture this it is posited
that the individual faces a wage distribution with‘density function

f(w) and corresponding distribution function F(W) where

]
F(®) = of flw)dw

and aims to maximise expected discounted life time income.(g) The
wage distribution is justified by invoking the assumption that whilst

the workers skills are invariant, different prospective employers

(10)

evaluate them unequally. Defining a time period as the length of
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time within which one, and only one, job offer is received the

current maximum worth of the searcher, given an infinite horizon, is

V(W) = max [W, E(V(W) - c]

max [, o V(W) £Ow)dw - c]

where W is the current offer and c¢ is the unit cost of (one more)

search. Furthermore, it can also be shown that
Wz o/ VW f(waw - ¢

has a unique solution and this solution yields w¥*, the reservation
wage.(“) This is the value of w that makes the searcher indifferent
between stopping now and continuing search. In models possessing the

reservation wage property the optimal strategy is then to:

accept job if W > w¥

continue search if W < w#*

.Anothef‘ way of stating this is that search continues until the
marginal cost of obtaining one more offer is just equal to the
marginal benefit of so doing.

Couched in the 1latter terminology the formulation sounds
_eminently reasonable, and the mathematics is uncontestable. However,
further thought regarding the assumptions renders such models less

than satisfactory when confronted with known labour market facts.
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Thus, workers are assumed to know with certainty the parameters of
the wage distribution that confronts them. The cost of search is
assuned to be constant and the worker's utility function is taken to

be linear. (12)

What is more, under the infinite horizon, contracts
once struck are forever and quits and layoffs are not permitted.
With these assumptions the reservation wage exists, is constant
through time and the lower are the costs the longer is the expected
period of search and consequent duration of unemployment.(13)
Considerable resources have, of course, been devoted to adding
realism to search models, although as indicated by Hey (1979), the
available options have tended to be covered piecemeal rather than
attempts made at their joint, and several, inclusion in one overall
unified model. An obvious point of departure is the relaxation of
the infinite time horiz.on assumption. Fram a situation where the
reservation wage is unchanging and the issue of recall irrelevant,
the reservation wage nod declines through time, whether the problem
vis formulated with or without the possibility of the recall of
previous offers. Both Kasper (1967) and Stephenson (1976) found this
assumption to be the more satisfactory for their American samples.
HmeVer, the size of the effect found by Stephenson in a study
focussed solely on youths was quite small. Lynch (1983) also
uncovered a very smali negative, and insignificant, decline 1in
reservation wages in her study of London youths. However, the
Jjustification presented for this result is not altogether appealing,
namely that the assumption of an infinite time horizon (and therefore
~constant reservation wage) for those at the beginning of their

working lives is not too inappropriate.
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. First of all, if‘ one does assume that all Jjobs once acquired are
bermanent attéchments then the fact that youths hold jobs for
relatively short periods of time cannot be incorporated. Short job
attachments do not, of course, of themselves indicate é truncated
Ahor'izorrx. It may be that successive jobs represent an anticipated
prbgression, al though there appears to be no evidence on this.(w)
Secondly, this supposition does not sit too easiiy with the finding
in a companion paper, Lynch (1984), based on the same data set, where

she finds evidence of negative state dependency.(15)

Basing her
analysis on the work of Lancaster (1979), state dependency is said to
exist if, after controlling for relevant personal and local'bdemand
characteristics, there is a decreasing hazard rate (re-employment
probability) through time unetnployed.(16) The evidence unearthed is
consistent with a world in which market signalling, as analysed by
S;;:énce (1974), is important and the longer the spell of current
unemployment, the more adverse a signal it r‘epresents.(W) Thus,
"job snmatching", in the terminology of Mackay (1972), may be an
optimal strategy. More will be said on this when on-the-job search
is considered.

A second amendment to the basic model comes fram relaxing the
assumption that one, and only one, job offer is received per period
of time. The formuiation of such less restrictive models has now
becane more commonplace, with the impetus in Britain being provided
by the work of Lancaster (1979). Empirically, the relaxation of the
one offer per period assumption has usually invalved relating the

kprobability that job offers are received, and therefore the duration

of unemployment, to the overall level of unemployment as a demand
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proxy.(18) It is interesting to note that Lancaster and Nickell
(1980) and Nickell (1979 a) find that, cet. par., the probability of
leaving unemployment is negatively related to age, when labour demand
is one of the variables controlled for.

The foregoing improvement is similar to, but cohceptually
distinct from, a third refinement which appears desirable for most
situations to which search theoretic analysis is applied. This is
the recognition that economies are generally in a state of dynamic
flux, and it might be expected' that the wage distribution would shift
with the state of the ecohcmy. However, wages seem notoriously
sticky, and it would appear to be the probability of receiving a job
offer which changes rather than the wage distribution per se. But to
the extent that the wages of youths are cyclically more sensitive
than those of adults, an issue investigated in more detail in the
following chapter, a search theory modified to incorporate a shifting
wage distribution may be of use in analysing their behaviour. But,
'in general, the issue of sticky wages is one area where the contract
theories, to be discussed presently, score scmewhat more heavily than
search theories. This difficulty presents serious préblems_ for
search theoretic explanations of the negative slope of the short’-run'
Phillips curve, as Lippman and McCall (1976b) realise.(w) That is,
if wages aré rigid, then how are workers surprised? Furthermore, it
can be noted here that search theory, in its simplest forms, is wrong
about the behaviour of quits. It predicts they will increase in
downturns, as wages in all but the worker's own firm will be
perceived to have held up, and decrease in upturns, when own firm

(20)

wage gains will be perceived as unique. As Grossman (1973), in
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an early critical appraisal of search theory argues "...non wage
~ rationing of jobs' is a pervasive aspectv of declining employment for
which analysis of employment - acceptance friction makes no apparent
allowance" (p.1365). Of direct relevance, of course, is that
author's work with Barro (1971) on non-clearing markets, which will
be examined further below. However, whils_t such analyses do not run
into the voluntary unemployment problem, they do not »of‘fer' fully
convincing rationalisations of why markets fail to clear as Grossman
(1973) admits.

The assumption that the searcher knows the relevant parameters
of the wage dis’cributibn faced might also be regarded with some
suspicion in many cases. Young people and others with limited recent
labour market experience, such‘ as married female re-entrants,
‘represent obvious cases in point. For youths, in-school careers
counselling might play a role iﬁ improving knowledge -about wage
distribution, although this issve has not been taken up in the
literature. However, it is sometimes argued that their aspirations
in the labourvmarket are too high, which might be taken to suggest
that the careers service does not devote sufficient resources to this
particular task.

When the searcher does not know the wage distribution then fhe

reservation wage is not constant.(21)

In effect each offer received
provides information, with the aid of which the_ searcher updates bbth
his conception of the prevailing wage distribution and his
reservation wage.(22) Therefore, each job offer is not only an
employment opportunity but also a piece of information used to update

prior beliefs. At the opposite end of the spectrum, searchers may

have rather a lot of information. In particular, they may realise
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that the market is, at least partially, segmented in that they have a
larger chance of obtaining employment in same firms rather than
others. In this case they will not search randomly as the simple
models suppose but search the most favourable firms first; In the
specific case of young people, one manifestation of this might be a
greater propensity for them to apply to, and be accepted at, fimms
where they have family or friend contacts.

Two characteristics possessed by individuals may also call the
basic search models into question. The first of these is that in
much theorising individuals are assumed to be risk-averse. Using the
Arrow-Pratt measure of absolute risk aversion, Nachman (1975) shows
the more risk averse individual will search less, and accept all
offers accepted by those less risk averse plus some others.
Furthermore, Hall et. al.,(1979) indicate that the reservation wage
property does not hold with risk averse individuals when offer recall
is possible. But a casual presumption is that individuals grow more
risk-averse with ége, which might be taken as grounds for accepting
search theory as more applicable to young people. However, there
remains one possibility besides that of simple inccime maximising risk
neutrality; that of risk-loving. This latter possibility has long
been recognised, as the following quotation demonstrates:

"The contempt of risk and the presumptuous hope of success
are in no period of 1life more active than at the age at
which young people choose their professions. How little
the fear of misfortune is then capable of balancing the
hope of good 1luck appears still more evidently in the
readiness of the cammon people to enlist as soldiers, or to
go to sea, than in the eagerness of those of better fashion
to enter into what are called the liberal fashions.

What a common soldier may lose is obvious enough.

Without regarding the danger, however, young volunteers
never enlist so readily as at the beginning of a new war;
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and alth'ough they have scarce any chance of preferment,
they figure to themselves, in their youthful fancies, a
thousand occasions of acquiring - honours and distinction
which never occur. These ramantic hopes make the whole
price of their blood."
(Smith (1910), p.97)
Such notions have not been incorporated into modern day search
theory.
Secondly, one might wish to take account of an individual's

wealth position on his search activity.(23)

The general presumption
is that individuals should become more willing to accept offers of
employment as their assets decline. 1In a search model this would be
reflected in a declini_ng reservation wage. The recbgnition of this
feature might help to explain Kasper's (1967) finding that the rate
of decline of the reservation wage as unemployment duration
progressed was not positively related to age.(zu) Where the problem
becomes interesting with young workers is not so much that they may,
in general, be regarded as wealthless, but rather how far their
actions may be regarded as the outcome of a family joint utility
maximisation exercise. ‘If this is so then family wealth levels,
‘other than simply that of the individual become relevant.(?>) This
is explored iﬁ a little more detail in Chapter 7.

‘Finally, the prevalance of models which do not permit on the job
search is frequently objected to. This caveat would not be so
disturbing if, empirically, job_changes involved intervening periods

. of unemployment. Many Jjob changes, hoWever, do not involve a.ny
| unemployment and therefore on the job search must be quite important,
and successful. This point was made reasonably early on by both
Mattila (1974) and Parsons (1973). It is even not possible to

discount_ this problem in the case of school leavers, for many go

\
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straight into employment. Presumably in school search would be

(26) When on the job search

treated analogously to that on the job.
is allowed the individual ié confronted with three alternative
strategies:

( i) Full-time employment

( ii) Search on the job

(iii) Full-time search
The choice ‘of which option to pursue can be seen as that of
determining the optimal qtjitting policy. Burdett (1978) presents a
model of this process which is capable of génerating the "right" |
cyclical prediction on quits. It is, in fact, optimal for a worker
to quit if, and only if, the discounted earnings of the curreni:
employment are less thayn his discounted reservation wage for ever
less any out of pocket expenses of quitting (for exampl‘e, loss of
pension and/or seniority rights).(27) It is to be noted, however,
that generally such models assuné that search is costlier on , rather
than off, the job. This may, or may not, always be true but it
certainly might be the case that employment per se might sufficiently
enhance external job opportunities to offset this.

In summary, search theory provides many interesting insights
into the workings of the labour market, but the initial hopes rested
in it have still to be met. To quote Lippman and McCall (1976b) once
again: A

"A unified theory of search woﬁld explain Jjob search
behaviour over the 1life cycle. An individual would be
traced from his career choice decision until he withdrew
from the labour market either perman ently (disability or
retirement) or temporarily Dbecause of a favourable

opportunity to consume leisure or a more rewarding house-
hold task. During periods of labour force participation,
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the individual's quit and lay-off behaviour and his
pattern of unemployment would also be explained ....... no

such unified theory exists. Instead, there is a patclwork
of models addressing each of these problems in isolation."

(pp.347-348)

In essence, search theory treats unemployment as just another
occupation, and the role of state subsidies in increasing the
benefits of being in that state and reducing the cost of search is
central. Indeed it has assumed such prime importance, particularly
‘in empirical studies of search hypotheses that, whilst it niay not
strictly be a theory of unempldyment, the issue of benefit
inducements is here afforded a section of its own. Howev‘er', first a
line of analysis which developed in the light of some of the
deficiencies in search theory, but which also often centres on the

role of unemployment benefits, will be considered.

or.ii CONTRACT THEORY

Just as one might (over simplistically) paraphraée search theory
as being best applied to determining optimal worker behaviour once
unemployed (or optimal firm behaviour once a vacancy arises), one
might paraphrase contract theory as saying scmething about the joint
welfare maximising agreement that individual firms and their
employees should conclude. Therefore, just as search theory has
obvious .weaknesses when applied to employment behaviour, contract
theory has deficiencies when used to attempt to understand the
behaviour of uhemployment. Nevertheless, the unemployment
implications of the latter are amongst those most strongly
emphasised. As might be anticipated the two are best seen as

potentially complementary inputs to whatever ™micro-foundation
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eventually emerges, rather than as campetitive self-standing
theoretical fr'emeonrks.

Although here, as elsewhere, centre stage will be occupied by
the income smoothing implicit contract theory of the BAG (Baily
(1974), Azariadis (1975), Gordon (1974)) mould, it is to be stressed
that this does not represent a complete, or wholly adequate,
rationalisation of why employment contracts, explicit or implicit,
come into being. In particular, note should be made of the work of
Williamson and colleagues (Williamson (1975), Williémson, Wachter and
Harris (197s), Williamson (1979)). Wbr‘king in the tradition of
Coase's (1937) seminal contribution, they argue that the existence of
transactions costs explains the formation of explicit employmenf
contracts. The basic idea is that there are certain costs of using
the price mechanism which can be reduced by internalising them within
the firm. These costs include those of discovering relevant prices, '
which has distinet search théof‘etic undertones, and those of
negotiating separate contracts for each and every transaction. Coase
himself realised that his reasoning was of particular relevance for
labour when he stated that |

"A firm is likely therefore to emerge in those cases where
a very short term contract would be unsatisfactory. It is
obviously of more importance in the case of services -
labour - than it is in the case of the buying of
commodities, " ‘ :
(p.392)
the .
To undertake a full review ofAWilliamson et al. s contribution would
be to stray too far fram the current purpose. The principal
conclusioh drawn is that the dominant feasible form of employment

contract is incamplete and recurrent. Among the altermative

contractual forms considered, but rejected, are those through the
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spot market, because of transactions cbsts, and state contingent
contracts, because of bounded rationality.(28) It is to be noted
that differential risk attitﬁdes play no part whatever in their
reasoning.

This is a useful line of research, which has been taken up and
extended by Okun (1981). However, certain issues should be noted
regarding the analysis. The first of these is that transactions
costs are exceedingly difficult to quantify and "have a bad name as a
theoretical device" (Fischer (1977), p.322). Secondly, it is nowhere
suggested that such explicit contracts implying, as they do, short to
mediun term employment rigidly will be offered to all employee;.
This is an important point which will be considered when the question
of . why embloyment contracts of any sort should stick.(29) But,
berhaps most importantly, this line of analysis does not provide a
convineing rationale for the existence of rigid wages. Given that
this was one of the fundamental problems that macro-economics, and
indeed labour economics, had to face this is where the literature on
the provisions of implicit contracts complements that outlined above.

Sticky wages wére not, 'however, the only motivating force behind
the development of the implicit contract theories. Also underlying
them was the realisation that most workers are engaged in a
relationship with their employer which 'will be long lasting.
Furthermore, the early writers noted that many of the unemployed were
on temporary lay-off and would eventually _r-eturn to their old
employer. Feldstein (1976) went furthest along this latter route
when he estimated that "at least 75 percent of the workers laid off

in manufacturing are subsequently rehired by their original
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/employer." (p.940). Whilst Hall's (1980) finding that ".....the
nunber of workers who are classified as 'on layoff' .....actually
accounts for only 12 percent of the unemployed" (p.117) seems a
generally more acceptable presentation of the facts, “he does provide
further evidence that this group'is one of the fastest to grow asb
recession sets in.

To help understand these phenamena the éarly BAG ﬁorks posited
differential risk attitudes between firms and their employers.
Azariadis (1975), for instance, cites Knight (1921) in support of
this, arguing that "the confident and venturesome 'assume the risk!
or 'insure' the doubtful and timid by guaranteeing to the latter a
speéified income in return for an assignment of the actual results"
(Azariadis, p.11‘85, Knight pp.269-270). Later works, including
Azariadis (1981), recognise that this is not in fact crucial;
although many see it as a sensible assumption in economies with
incompletely developed markets for contingent claims.

The ideas on which the theory are based are essentially quite
simple.(30) Let there be a large nunbevr of identical firms each with
a fixed labour pool, L, of hamogeneous workers (the assumptions
necessary for such a pool to be other than empty will be discussed
shortly). Workers are paid according to their marginal products and
firms face random fluctuations in the demand for their outputs. For
expositional simplicity let this be represented by a product price

which takes the values

(1 - a) in state 1
(1 + a) in state 2
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where 0 < a < 1

and the states each occur with probability 0.5. Firms, it is
assumed, have a standard production function f(.) and being profit
maximisers will be willing, in a spot market, to pay the L workers

the value of their marginal products in each state.(31) That is

(1 - a) f'(L)
(1 +a) £'(L)

W

wo

Workers will thus face fluctuating incomes with W, > w,. Figure

1 depicts the situation with employees assumed to be risk aver'se.(?’z)

FIGURE 1

Employer's, on the other hand, are taken to be risk neutral; that is
their utility function is linear in its sole argument, profits.(33)
In this situation, there will be a range of wages such as W (point
W), equal in both states, which workers would prefer to the market

clearing wages Wy and W, and w‘hich employers would be willing to
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pay.(?’u) The line «* %, in fact, represents an iso-profit locus

for the firmm and employers are indifferent between any points

thereon, including the spot market clearing wages Wy and w2.(35)

Clearly employers will gain if they can force their employees to
accept wage cambinations inside nw¥ 7%, In the standard model, this
is where the many firms, competitive economy, assumption comes into

flay. (36)

Thus unless firms offer a contract which affords the
(opportunity) utility obtainable elsewhere it will not attract ary
workers to its pool in the ex-anté contracting period. Further, the
standard competitive pressures will ensure that firms earn only a
normal return and the "solution" point will be at Z.(37) Here, the

situation for workers is that

wi=W* i=1,2
U(w*) = w* > U°

wk £ (1 +a) £1(L)

At this point, simple contract theory imvokes what Akerlof and
Miyazaki (1980) regard as its deus ex machina. This is that labour
is ex-post immobile. Therefore, the wage w¥* will "stick" regardless
of conditions external to the firm.
In a straightforward, yet seemingly attractive way therefore,
contract theory predicts wage stickiness. In this situation,
"Wages are insensitive to current econamic conditions
because they are effectively installment payments on the
employer's obligation to transfer a certain amount of
wealth to the worker over the duration of the employment
arrangement........ the current wage is a more or less

-arbitary payment on a long-term obligation"
(Hall (1980) p.92)
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However, sever_‘al' issues have been overlooked in this simple
exposition which must now be addressed.

The first of these is that the model presented above generates
real wage rigidity whereas what is generally empirically observed is
naminal wage rigidity (Gordon (1982)). This is a serious issue, but
Baily (1980), not wholly comvincingly, has argued that the theory can
handle real or naninal wage rigidity, or the rates of change
therect. (38 But, be this as it may, one migat like to compare the
foregoing with the conclusion to which Keynes' (1936) analysis led
him, 7

".eeeoo I am now of the opinion that the maintenance of a
stable general level of money wages is, on a balance of
~ considerations, the most advisable policy for a closed
system;"
(ibid p.270)
vThe above model revealed wage rigidity to be a ratioml
optimising strategy in certain tightly defined circumstances.
However, the unemployment predictions of impiicit contract theory
have probably been the subject of rather more attention. So far the
model presented' has had state invariant employment. The reason for
this is that the value of leisure has been assumed to be zero.
Relaxation of the assumption emables the standard "lay-off™ result to
emerge. This is no+s undertaken although the current presentation
remains simplified and more rigorous proofs can be found in the works
cited earlier in hote (30).
Thus let k be the monetary equivalent value of leiswe and

assume that

k> (1-a) f' (L)
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That is, roughly speaking, the reservation wage exceeds the value of
the (full-employment) marginal product in the worst state of the
world. This will allow of the possibility of unemployment in that'
state, although it is not a sufficient condition as the following

examination of Figure 2 reveals.

UO u* UL

w*

4
/ \
7 45°

ko
[}
w1 kzw <,

FIGURE 2
There, U°, U%, Wi, W, and w* have the same meaning as they did

in Figure 1. If k1 (point M) represents the value of leisure whilst
unemployed then the firm cannot offer any full employment contract Cf
such that,

Ueh) » 0.5[0UCHy) + Ulky)]

It therefore follows that unemployment will result in state 1.(39)
That employment will be non-zero in this state will be demonstrated
presently. But note that if the value of leisure is only k2 (point
N) then the previously optimal fix-wage full employment contract with
W = w¥ will prevail. Essentially, this is because the worker places

value on the income smoothing capacity of the firm.
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To enable the firmm to produce non-zero output in state 1 in the
earlier situation requires that it erhance the terms of the contréct
which it offers to its workforce until they are at least equal to

that provided by
0.50UCw,) + U(k,) 140

Under the assumed production technology this amounts to the |
requirement that the firm employs fewer than L workers in state 1,
thereby raising labour's marginal product and hence the wage payable.
Whilst one might loosely consider thisk equivalent to a pivoting of
the opbortunity set which the firm offers its workforce the simplé
diagrammatic constructs above are not able to cavpture the final
solution. |

Under reasoning analogous to that invoked above, the wage for
those in work in either state will be a constant amount w. The

solution, and under standard assumptions it exists, will satisfy

0.5[U(w2) + U(k1)] = 0.5[U(W) + (1 =p) U(W) + (p) U(k.l)]

and

where o is the probability of lay-off (0<p<1) and = * is the normal
y,(B1)

rate of profit (including the premium for insurance Thus when
leisure has a value gréater than the spot market wage in the worst
state, simple contract theory can predict wage rigidity and random

lay-offs in that worst state.
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But how far does contract theory really take us? Both Baily
- (1974) and Azariadis (1975) urge caution regarding the macro-economic
implications of their constructions and the need for them to be

imbedded in a general equilibrium framework.(%2)

However, even as it
stands implicit contract theory is open to objection. Perhaps the
most fundamental is that concerned with the ex-post immobility of the
firm's labour pool.(lB) Akerlof and Miyazaki (1980) present their
"wage bill" argument which indicates that, with &x-post labour
immobility and zero value of leisure, no unemployment can occur (as
shown above). Indeed, within a limited framework, they also show
that unemployment would occur even with ex-post labour mobility only
in pathological cases. However, they do not fully come to grips with
the problem of an endogenous wage distribution that mobility is
likely to create. |
Realistically, of course, the value of leisure is not likely to
be zero, particularly if "short" periods of unemployment are being
considered and if unemployment compensation is available.(uu) When
this is the case Akerlof and Miyazaki (1980) state that,
"Now, without recourse to the nexus of implicit contracts,
it is already well known that reservation wages and
exogenously available unemployment compensation . can cause
such 'unemployment'. In the neo-classical regime, without
contracts, the labour market operates as an ex-post spot
labour auction. Such a market will fail to clear if
p(s)f'(}) < v(s). :Thus, the set of unemployment states so
generated in the labour contract regime is a subset of
unemployment states of the corresponding neoclassical
regime of labour auctions ..... 'In any event, such
unemployment is purely voluntary:' ....."
(ibid p.329)
This is a continuing bone of contention but also one where the
contract theorists would appear to have the upper hand. Contracts

are entered into ex-ante voluntarily as offering the best
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(pr'obabilistic) terms available, arny ex-post unemployment is
umanted. To cite Baily (1980)
"One of the strengths of contract theory is that it models
job separations in a way that is entirely consistent with
the fact that laid off workers would prefer to continue
working full-time at the going wage; in other words lay-
offs are imwoluntary. Workers are assumed to be aware
that their employment situation is risky ... But an
enlisted man in the army who gets his head blown of f would
hardly be described as dying voluntary, just because he
knew ahead of time that army life was dangerous."
(ibid p.128)

Seemingly more damaging, however, is the result that in a world
of contracts unemployment is always, cet. par., less than in a spot
auction world. If this is so then how can it be proposed as an
explamation of unemployment of such magnitude as to be the cause of
Keynesian social concern? To this, the partial response of the
contract theorist is that the contracts themselves are not inviolable.
They are, after all, only implicit and will only stick whilst the
gains fram so doing exceed the losses fram non-ccmpliance.(%)
Holmstrom (1981) in fact presents a model which explicitly recognises
-that irnvoluntary servitude is legally restricted. In particular,
workers are portrayed asv quitting in the "second period" if their
contractual wage falls belas that available elsewhere. The upshot is
a collapse of the wage rigidity property in the second period, unless

(46)  Tngeed, he further

firms are to lose all of their workf‘ofce.
points out that contract theory logically neither iniplies aggregate
wage stickiness, up or down. The reason is that the analysis refers
only to individual wage contracts. There can be no presumption that

new generations of worker will receive the same wage as older ones.

Equally, laid-off workers who have to find jobs el_sewheré may have to
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éécept lower wages than previously. However, wage movements should be
more sluggish in a contract, than an auction, world because -of pre-
existing contract provisions. |

A further feature of the implicit contract literature is that
~they are not viewed as universal. Most writers in this field would
agree that, in aggregate, the labour market is composed of two
sectors; one auction and one primary. It is only the latter market
where the propositions would be expected to hold.(’”) The reason for
this is that labour contracts, either of the Williamson et al. variety
or the implicit kind, require same economic glue to make them stick.
One of the beauties of the work of Williamson et. al. (particularly
Williamson, Wachter and Harris (1975)) is that they develop their
analysis specifically coghizant of the earlier contributions of Becker
(194) and Doeringer and Piore (1971) which specifically model
attachments between firms and workers.(48) To the extent that young
wbrkers inhabit the secondary auction sector this line of reasoning
would suggest that their market will clear continuously or, at least,
that the relative youth to adult unemployment ratio ‘dQuld move
cyclically. Whether this is in fact true will be considered in more
detail in Chapters 5 and 6. However, this is not the usual
presumption, if only because the secondary sector simply fails at
times to create sufficient employment opportunities.(ug) But if the
secondary labour market fails to clear in slumps whilst the primary
sector offers both fixed wages and guaranteed employment, a la Akerlof
and Miyazaki (1980), then it might be possible to derive the more
usual hypothesis that the youth to adult unemployment ratio will move

pro-cyclically.
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However, to regard young workers and the secondary labour market
as synonomous ‘is undoubtedly to go too far. One might cite, for
instance, the institution of apprenticeship as one example of youths
not being regarded as a strictly variable factor. This might be taken
to be a classié form of "contract" under the terms of which young
people are guaranteed an annual wage increment in return for gradually
increased productivity which, over time, represents a market return to
‘both parties. Indeed as a mechanism for generating future labour
input this highlights how young workers may not in many instances be
valued for their present performance. More will be said on this in
the following chapter. |
Nevertheless, when combined with human capital theoretic
considerations etec., it has been noted that efficient contracting
dictates |
", ...layof fs ought to be concentrated among junior workers
whose specific capital is smaller and whose costs of finding
new work are probably lmggo')'
(Hall (1980), p.108)
Human capital, therefore, not only provides the cement for contracts
but also the "escape" when the heterogeneity of labour is recognised. |
But note that labour heter'ogeneity was not an early neglected area for
contract theorists. Azariadis (1975), for instance, extended his work
to cover it with the principal conclusion that unskilled workers will
be laid off before the skilled.(51) But again one can see the
importance of human capital theoretic influences and, because of this,
‘in the empirical work which follows reference will scmetimes be ‘made

to them when the emphasis could equally have been placed on -contract

theory.
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One issue which is generally assumed away, however, in the
literature on implicit contracts is that of hours of work. One cén'
imagine that hours of work reductions and work-sharing could
invalidate, or at least severly temper, the lay-off implications
derived. But scme might argue that this is a criticism which is met
by Hall's (1980) exfended discussion of the contract theoretic
approach to the workings of the labour market. Whether it is an
explicit or implicit condition of service, he argues that workers
simply "work harder when there is more work to do."

So how does contract theory enhance understanding of the
operation of the labour market? It seems to make a useful
contribution to the analysis of individual contracts struck between
firms and their employees.(sz) It does not, however, generate general
equilibrium findings. In particular, it is not shown that the sum of
all favourable state employment contracts is equal to total labour
supply at the market clearing level of utility. Additiomally, it does
not show why there is distinctly more work to do at some times rather
than others. Whilst many would not agree with Akerlof and Miyazaki's
(1980) conclusion that its contribution has been "nugatory", it
cannot, 'S0 far at least, be claimed to have fulfilled its early
pramise as a "micro-foundation". Also, for the particular purposes of
studies of the present kind which recognise the fact that the labour
force is not homogeneous in econdamically relevant ways,v it is'only
when it is combined with reasoning from other strands of thought, such
as human capital, that contract theory yields vinteresting‘ predictions.
Nevértheless, the value of 1ei$ure remains crucial to the unemployment
predictions of both it and search theory and unemployment benefits are

usually seen as an important element of this, and their influence will

now be considered further.
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ITT.iii BENEFIT INDUCED UNEMPLOYMENT

As has been seen, the assumption that leisure has value is
central to several theories of the laboixr' market. In most Western
economies the state provides some form of unemployment insurance to
those becaning unemployed in the form of monetary transfer payments.
This will ihcr'ease the utility available to those in this state, and
both search and contract theory in general predict that this will
increase its magnitude. But the notion of benefit-induced
unemployment also has a literature of its own which will be explored
here; one justification for which being that the existence of such
payments is not logically necessary for either of the foregoing
theories tb generate non-zero unemployment. Equally, however, it is
not 'str-ictly necesséry for individuals to be engaged in search, or
awaiting recall, for the existence of unemployment benefits to
generate periods of non-work.

But before considering the situation with exogeneous
unemployment campensation, it is instructive to consider the simple,
single period choice problem the individual is confronted with in
standard textbook expositions.(53) There, utility is defined as a

function of leisure (L) and income (Y), giving

and it is assumed UL’ UY > 0. This is then maximised subject to the

budget

(2 Y=(T-Lw



Ly
where T is total available time and w is wage rate. It is then
logically possible with UL’ UY > 0, that hours of work will
voluntarily be set to =zero. Only the practice of using simple
Lagrangean calculus imposes the "internal solutions only" limitation,

54) Expanding

not any feature of the econamic reasoning employed.(
~ the tools of analysis to encompass Kuhn-Tucker techniques removes all
such restrictions, save that of non-negativity (see Baumol (1972)
chapters 3 and 7). |

Retaining the foregoing assumptions about the utility functi'on,
the possibility of a no work, cor'nef' solution is increased if the
budget constraint assumes a form more in accord with what one
empirically observes. Thus, assume that all workers whilsf;
unemployed receive same amount of benefit, B, fram the state if
unemployed, and cannot earn less than this if employed. Work inccme

beyond this level is then taxed at rate t to finance the transfer of

payments to the unemployed.(55) This yields the constraint
(3) =B+w(‘|-t)(T-L-LB(W))

where LB represents the hours of work necessary to earn B, the
unemployment benefit level/"income guarantee" ,and obvioﬁsly depends
on the wage rate. Figure 3 depicts the situation in such a stylised,
but not too unlike the prevailing British, system. In it, ABCD is
the "full" budget line and AE‘ the "simple" one. CB, on the other
hand, represents essentially what many label the "poverty trap".(56)
But note that,. given the properties of the standard utility function,
individuals should not be found located along this segment. Only
internal solutions along CD and non-participation (voluntary

unemployment) at B should be observed. Furthermore, the payment of
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FIGURE 3

benefits whilst unemployed represents a pure incame effect and, with
consumption and leisure both normal, the probability of voluntary
unempl oyment is increased.

That individuals are observed along segment BC in practice
reflects as much the fact that this simple single period construct
f‘ails_ to capture important aspects of true labour markets, even as
extended, as it does any unrealism regarding the assumed properties
of the utility function.

Of the amissions, that of ignoring the dynamic context of real
world decision making is perhaps one of the most serious. With
workers possessing less than complete myopia, in marny instances they

will realise that today's actions may affect tommorrow's
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opportunities. In effect, the future budget constraint is not
exogenous. Therefore a workers employment status, and returns, in
future periods are unlikely to be independent of today's.(57) This
is central to many labour market theories. It is, for instance, at
the heart» of the human capital theoretic literature inspired by
Becker (1964) wherein current investment decisions (which may jljst be
in work experience) are crucial in detemining future earnings

(58)  Equally, it can be <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>