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INTRODUCTION

Income support policy making in the recent past has been informed by a number of analytical frameworks. One that has had an important bearing on the setting of benefit levels is the income-leisure model. In this model, the labour supply behaviour of any individual is governed by a trade-off between income from work and leisure time. A higher level of income support encourages people to choose not to work and this is reflected in a greater propensity to become unemployed. The policy prescription that flows from the income-leisure model is that unemployment can be reduced if the terms of this trade-off are altered. If the level of income support for the unemployed is lowered, the attractiveness of unemployment will be reduced, and people will be encouraged to support themselves through employment.

The purpose of this paper is to demonstrate that the relationship between unemployment income support and labour supply behaviour which is implied by this viewpoint is not necessarily inherent. A number of different and potentially contradictory effects can be identified in economic theory. For some people, a higher benefit may have no impact on behaviour. For others, a higher benefit may reduce the duration of a spell of unemployment, or reduce the likelihood of unemployment. For others still, the relationship outlined above may hold. The net effect on behaviour in aggregate depends on the relative size of each of these groups of people. A lower level of unemployment income support provided by Government may or may not reduce overall levels of unemployment.

To demonstrate this indeterminacy, the paper assembles an alternative framework for analysing the determinants of individual labour supply behaviour by drawing on institutional theories of the way the labour market works. Then, using this framework
, it examines the way in which an increase in the level of unemployment income support would influence the propensity to leave unemployment. The institutional framework presented is not an agreed and established approach. As a consequence, the argument presented in this paper can only be regarded as suggestive and is intended to provoke further thought and refinement.

Consideration is given only to the direct effects of present, potential or past receipt of income support on labour supply behaviour. The effects of income taxes levied to fund income support, and the indirect effects of income support on labour supply via its impact on wage setting by firms or unions, which may be considerable, are not considered. Other, perhaps more important, policy objectives such as poverty alleviation, income smoothing, fiscal cost containment and domestic demand stabilisation are set aside entirely. In addition, only one of several dimensions of labour supply behaviour is considered. The focus is on the propensity to be unemployed. Other quantitative aspects of labour supply behaviour such as the propensity to participate in the labour market, the number of hours worked and the number of hours of unemployment suffer relative neglect, as do qualitative aspects such as the supply of effort and the supply of different skills and attributes.

AN ANALOGY AND OVERVIEW

In both the institutional framework and that which can be constructed around the income-leisure model
, labour supply behaviour can be thought of in terms of transitions between labour market states. In both frameworks, these transitions are determined by the decisions taken by individuals about whether to supply their labour subject to constraints, and constraints, in turn, are determined by the labour market context in which the decisions are made. What differentiates the frameworks from each other are:

· the labour market context assumed – the nature of labour demand and the interaction between labour supply and labour demand,

· the labour market states that are important and the way that they are viewed,

· the constraints on decisions – whether or not there are barriers to transitions in addition to the financial bounds to people's decision sets, and

· the processes by which people are assumed to make their decisions subject to those constraints.

An analogy can provide a brief overview of the contrasts. Imagine a building, a museum for example, which comprises different rooms that hold different attractions. We are interested in the rooms visited (labour supply behaviour) by any single visitor in a day-long visit (working life), and in the way that this might be altered by a change in the attractions held by one of these rooms (a change in the level of unemployment income support).

In the museum analogous to the income-leisure framework, there are two rooms, E (employment) and NP (non-participation or complete leisure). People decide which room to locate in according to their assessment of the attractions of each. They have perfect prior information about the exhibits each room contains, and they have perfect foresight of the amount of enjoyment they will derive from them and the costs they might incur in viewing them. There are no barriers to their movement – if they want to enter the other room there is nothing stopping them, and they move instantaneously. They may decide to move from one room to the other when there is a shift in the relative attractions of each (say some exhibits are removed from the room they are in and placed in the other), a shift in their preferences (say at a certain stage in the day they value the exhibits in the other room more), or a shift in the costs of being in one particular room (say half-way through the day the museum introduces free childcare in the NP room where previously it charged for this service, so that people who brought children with them can now afford to visit the E room which adults accompanied by children are not allowed to enter). Importantly, all transitions between rooms reflect voluntary decisions subject to constraints. No-one is in a room that they would prefer not to be in given their circumstances.

The museum analogous to the institutional framework has a more complex structure and has more complex processes of movement within that structure. Two rooms representing employment E and non-participation NP still exist, but between them there is a corridor U which represents the state of unemployment. In this state, people would like to be in the E room and are seeking to enter it. Many different small rooms make up E and NP. People do not have full knowledge of all the possible exhibits they can view, and the experiences they have over the course of their visit, and the experiences of people who they know who have already visited the museum, shape the information they have about what is open to them. There are also barriers to transitions between the rooms: gatekeepers of some E rooms may only grant entry to visitors who have a certain skin colour or are of a certain gender; suitability for admission to a particular room may be judged by the rooms that the visitor has visited already – time spent in another E room may be used as an indication of poor exhibit appreciation by the gatekeeper and admission may be refused; or entry may require spending time in an NP room that provides education in exhibit appreciation. Furthermore, rules may lock people into staying in one place in some E rooms, the most exciting exhibits may only be revealed to visitors after they have spent several hours in the room; those who are last to enter may be the first to be asked to leave when the room becomes congested and this may discourage people from leaving a room once they have entered it. Finally, rooms may be suddenly closed and visitors to them forced out into a corridor.

Transitions between rooms in this museum are involuntary as well as voluntary. Moreover, making a certain transition at one point in time may have lasting effects on the exhibits that a visitor is able to view. Cumulative advantage and cumulative disadvantage in experiences are common. The expectation of this may alter people's behaviour: people may prefer to enter a long queue in U in order to enter their preferred E room, rather than enter another E room that will lower their chances of subsequent entry to their preferred room. While the institutional framework makes for a most implausible museum, it may provide the more realistic account of how people make transitions between labour market states.

THE INSTITUTIONAL FRAMEWORK

Institutional theories of the labour market are diverse. What they hold in common is the view that institutional structures, practices and constraints – informational, cognitive, economic, social, organisational or political – influence labour market processes and outcomes in ways that are usually not conceptualised within the conventional competitive framework. This section pieces together a collection of institutional theories that could combine to provide an alternative characterisation of labour supply behaviour.

The Labour Market Context

The internal labour market is the key institutional structure that sets the labour market context apart from that assumed in the income-leisure frameworks. An internal labour market is a unit within which formal and informal rules determine entry criteria, wage rates, training, promotion and the allocation of workers to jobs (Doeringer and Piore 1971). The unit may be all or part of a firm, or an occupational labour market that spans more than one firm, to which admission is regulated by rules. What distinguishes an internal labour market from an external labour market is not the existence of such rules, but the degree to which they are impervious to competitive economic forces.

If these rules are not rigid and respond freely to variations in economic conditions, their independent economic role will be minimal … If, however, the rules are rigid, they will interrupt or transform economic influences causing the internal labour market to respond to dynamic events in a manner not readily predicted from conventional economic theory (Doeringer and Piore 1971:5).

The effects that internal labour markets have on labour market transitions depend on the nature of the rules they entail. It is very difficult to generalise about the form particular internal labour markets will take. What can be said is that internal labour markets are not good for all workers who work within them. A common misconception is the belief that internalisation is always associated with opportunities for promotion and high or above market-clearing wages for workers.
 It may in fact be associated with employer reliance on discrimination elsewhere in the labour market to lock workers into jobs, and the use of paternalistic management styles or the threat of dismissal to elicit loyalty or effort. Internal promotion and wage advantages are not necessary to ensure staff retention and motivation (Craig et al. 1982, Lawson 1981).

A useful framework for characterising the qualitative diversity of employment in labour markets where internalisation is important is provided by segmented labour markets theory which contrasts employment in primary and secondary segments:

Jobs in the primary market possess several of the following characteristics: high wages, good working conditions, employment stability, chances of advancement, equity and due process in the administration of work rules. Jobs in the secondary market, in contrast, tend to have low wages and fringe benefits, poor working conditions, high labour turnover, little chance of advancement and often arbitrary and capricious supervision (Doeringer and Piore 1971:165).

The important implication that internal labour markets have for the context for labour supply behaviour is that wages are not perfectly flexible and wage competition is constrained. Where the income-leisure framework rests on the assumption that wages are constantly at their market-clearing levels, institutional theories rest on the observation that wages do not always clear the market and do not necessarily tend towards their market-clearing levels. Where neoclassical economic theory holds that such wages largely result from market imperfections that can be addressed through labour market or product market deregulation, institutional theories suggest that, even with deregulation, processes of wage determination would evolve to modify the social or efficiency costs of competitive labour market transitions:

a large part of economic life is dominated by the social conventions, institutions, and patterns of behaviour that have evolved to avoid the chaos and inefficiencies that would result from continuous market clearing (Schultze 1985:13).

As a result, wage adjustment may not occur or may be slow to occur in response to labour market disequilibrium. The labour market context in the institutional framework stands in vast contrast to the neoclassical texture of the income-leisure framework in that involuntary, demand-deficient unemployment may both arise and persist.

Alternative Labour Market States

Figure 1 sets out one possible representation of the alternative states that are relevant to the analysis of labour supply behaviour in the institutional framework.
 It is not intended to represent all possible alternative states, but simply to illustrate the way that employment, unemployment and non-participation are differentiated in ways that are important for transitions.

Employment is composed of jobs that lie in either internal or external labour markets (I1, I2 and I3, and E1 and E2). Some jobs in both internal and external labour markets lie in the secondary labour market. In I2, these are the unskilled jobs or jobs with low skill status (d2) that are located below primary labour market jobs in the internal labour market. In 13, all jobs are unskilled or semi-skilled or are skilled but not valued as such (c and d level) and all lie in the secondary labour market. The unskilled or low skill status d jobs in E2 also lie in the secondary sector.

Jobs at c level in I1 and I2 are entry-level positions for the internal labour markets and require a medium level of general skills. Jobs at a and b levels of internal labour markets require firm-specific skills or experience. Jobs with a high level of general or portable skills (e) lie either in the external competitive labour market E1 or in the internal labour markets. The level of general skills required for e jobs can be equivalent to any level of specific skills – computer programmers and doctors, for example, would have general skills at a level equivalent to the specific skills required for a jobs.

Figure 1 Alternative Labour Market States
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Constraints: Barriers to Transitions

The income-leisure framework assumes that the main constraints on labour supply decisions are the income alternatives that bind each person's decision set. There no barriers to transitions. In the institutional framework there are numerous and significant barriers to transitions that constrain decisions. Here, seven possible sources of such barriers and their implications are reviewed. They are: (a) job queues; (b) screening and signalling; (c) skill acquisition; (d) skill depreciation; (e) discrimination; (f) social networks; and (g) rules of entitlement to income support.

Job Queues

In the context of constrained wage competition, workers may have to queue for vacancies in order to gain access to employment. Wage competition will not guarantee the transition the worker desires, and this presents a major and fundamental barrier to transitions into employment and between jobs. Queues for employment are shorter, and the associated barriers to transitions into the jobs to which they attach less severe, in the secondary segments of the labour market.

Screening and Signalling

Employers have imperfect information about the qualities of workers. They use screening devices to screen out and rank applicants according to the signals they possess (Salop and Salop 1976). A minimum level of qualifications, a minimum number of years of work experience, and a maximum frequency of past job changes, for example, may be used as cut-off points of acceptability. Carrying a signal of undesirability or failing to possess a signal of desirability, places a worker at the rear of queues for jobs irrespective of her or his actual qualities.

Carrying a bad signal may create barriers to transitions into "good" jobs. Carrying a good signal may create a barrier to transitions from unemployment to "bad" employment. Over-qualification may signal a high probability that a prospective worker will quit as soon as he or she receives a better offer, or will fail to "fit in" with other workers and be content with the work he or she performs (Bryson and Jacobs 1992).
 An unemployed worker who formerly held an a, b, c or e level job in the primary labour market may be refused a job in Figure 1, for example.

Skill Acquisition

Barriers associated with skill acquisition arise both at the first point of entry into employment and at the point of subsequent transitions between jobs.

Skills acquired in education and training before entering the labour market may be required in order to perform jobs, or may be used as a screening device for entry irrespective of the requirements of jobs. In either case, for those who do not have the required skills or credentials, there are barriers to entry from the start. Without a prior spell in the state of education and training, for example, access to entry-level c jobs in I1 and I2, and entry into e jobs in either E1 or I1 and I2 may be impossible. If employers respond to a surplus of applicants by raising their hiring standards, the effect of these barriers may be intensified by inflating the credentials required relative to the demands of the jobs (Wilkinson 1991:134).

The implications of skill acquisition once in employment for the ease of subsequent transitions depend on the degrees of skill generality and skill specificity involved. Acquisition of firm-specific skills and experience opens opportunities for mobility within a firm, and confers transition advantages on workers inside the firm relative to those outside. The flip side of this is the simultaneous generation of barriers to transitions. When workers are rewarded in their current employment for specific skills, movement to alternative employment (whether voluntary or involuntary) may involve a drop in wages or status. In addition, workers may face barriers to horizontal inter-firm mobility as a consequence of the intra-firm mobility advantages of other workers (Doeringer and Piore 1971, Sørensen 1987). Transitions from a1 to a2 may be impossible and the only point of entry into an alternative internal labour market may be c level jobs.

This type of barrier will be less relevant where the human capital acquired in employment has a high degree of generality and is marketable in other workplaces. In labour markets where there is formal or informal skill certification of workers, horizontal inter-firm transitions may be both possible and without cost to workers.

Skill Depreciation

In some variants of the segmented labour market literature, secondary employment may adversely affect the skills, work habits and reliability of workers. Workers may mould to the skill and behavioural requirements of their jobs, and this negative on-the-job training may present a barrier to transitions into better jobs (Taubman and Wachter 1986:1208). Skill depreciation may also result from the experience of unemployment or time out of the labour market. Skills may atrophy, and "work habits" may be lost. Barriers may be created by changes in actual characteristics, or by associated changes in ascriptive characteristics – experience of unemployment or secondary employment may be used by primary employers as a signal of eroded skills or poor work habits.

In these respects, different workers are likely to have different experiences. Unemployment that is transitory, for example, is less likely to change actual characteristics, and secondary employment at a stage in the life-cycle when it is considered legitimate (youth, studenthood, or when caring for children, for example), or is for a purpose that is considered legitimate (moonlighting to pay off a loan, for example), may be less likely to be used as an adverse signal by prospective primary sector employers (Doeringer and Piore 1971). Workers who are confined to secondary employment or unemployment by discrimination are less likely to enjoy either transitory status or legitimacy in timing.

Discrimination

Discrimination can give rise to two kinds of barriers to transitions. First, it has an immediate constraining effect on transitions into some jobs. Jobs may, for example, be gendered and entry into them difficult for one sex or the other. Secondly, it has downstream constraining effects on transitions within employment – the jobs to which workers who are discriminated against are admitted (i) may hold few opportunities for advancement, (ii) may be characterised by a ceiling on advancement, (iii) may be characterised by discrimination in internal promotion and training decisions which slow advancement relative to other groups, or (iv) may be characterised by separate and discriminatory career ladders for different ethnic, gender or age groups.

There may also be an indirect feedback effect on the returns from investing in education or other desirable signals for groups that are discriminated against, which can lead to the generation of pre-market barriers, and perhaps perpetuate the initial statistical association or fulfil the initial prejudice (Spence 1973, Thurow 1976, Akerlof 1976).

Social Networks

Recruitment from among the friends and relatives of workers who are already employed by a firm raises barriers for those who have few contacts and those who only have contacts in areas of employment decline.
 Mainwaring argues that, in Britain,

The extent of social closure in labour markets should act as a caution to those who lay the blame for unemployment on the unemployed, and their lack of effort in "job search". Those excluded from the social networks of employment will be unable to apply for many of the vacancies which arise. (1984:185)

Rules of Entitlement to Income Support

Finally, barriers to transitions can also be generated by the rules of entitlement to income support. Disqualification on account of voluntary unemployment, for example, may set up a barrier to voluntary transitions from employment to compensated unemployment. Barriers to transitions are also raised by the complexity of the income support system, by the hassle and stigma associated with making claims, and by uncertainty about income support entitlements (Jenkins and Millar 1989). Leaving unemployment for low-paid or insecure employment, for example, involves more uncertainty and income risk than remaining unemployed when the income support system is complex and difficult to comprehend, when information about in-work income support entitlements is costly to acquire, and when income support for those in work is not unified with that for those out of work, or is only available after a delay.
 Thus,

there may indeed be obstacles and barriers created by social security benefits… They are created not only, or not mainly, or not even at all, by the level of benefits, but rather by the structure of the social security system (McLaughlin et al. 1989:121).

Labour Supply Decisions

This section turns to the question of how people make labour supply decisions given this labour market context. The models explored are based on rule-based decision making. They contrast in important ways with the income-leisure decision model.

The income-leisure model assumes that people make the optimal decision for them with full knowledge of all their alternatives and perfect prior knowledge of how much satisfaction they will get from each. Each person holds a reservation wage, up to which he or she gets more satisfaction from non-participation. Importantly, if non-wage considerations are important to the person, these can be given a money value and incorporated into the reservation wage. Faced with any wage rate below the level of the reservation wage, the person will leave employment or not accept employment. In this way, the level of the reservation wage determines the propensity to become and to remain unemployed.

Rule-based models assume that people cannot know the full range of alternatives they face. Nor can they know in advance the amount of satisfaction they will derive from each. People therefore cannot make the optimising decisions suggested by the income-leisure model. Instead, they make decisions based on often quite simple rules. The implications of these models for labour supply decision making have not been fully teased out. As a consequence, what follows can only be regarded as suggestive. There are at least three models within the broad approach.

Satisficing Behaviour

Simon's (1995) theory of satisficing behaviour holds that people seek outcomes that meet some present level of satisfaction, or some sense of "what will satisfice" for them. No transition is sought if the current state satisfies. If a transition is sought, alternative states that do not satisfy are rejected. Satisfaction may be gauged in relation to a single reservation, or in relation to a bundle of reservations. Satisfaction aspirations can be changed by experience.

Direct Comparison

Hey (1983) puts forward a model of decision making without preset reservations. People choose among alternatives by comparing in a pair-wise and piece-meal way the relative expected utility of each at a given point in time. People do not necessarily know in advance the utility that they will derive from choosing an alternative. They take "positive action" if it seems to them that they would benefit by doing so. They can learn about the benefits of different alternatives from their experiences, but they can also be misled.

Elimination by Aspects

Another model that may or may not involve preset conditions for satisfaction involves elimination by aspects. When alternatives have many dimensions and thinking about them in a holistic way is overly complex, alternatives may be compared in terms of the elements that compose them and eliminated if they fail to satisfy in any dimension until only one alternative remains (Schoemaker 1982). The order and the nature of the aspects chosen as the criteria for elimination determine the decision taken.

These models can be incorporated into the institutional framework to provide an approach to labour supply decision making that is different to the income-leisure models in at least four respects.

· The internalisation of labour markets, the recruitment strategies of firms, and the existence of discrimination set up barriers to transitions. This means that for many people the room for exercise of choice in determining labour supply behaviour is narrow.

· The expectation of encountering barriers to transitions is an important consideration in labour supply decisions. People are aware that some transitions, if chosen, would set up barriers to subsequent transitions, and this expectation may alter their initial decision.

· Where in the income-leisure model all considerations are encapsulated by a reservation wage which guides decision, in rule-based models several distinct reservations may determine decisions. If a reservation wage is a consideration in making labour supply decisions, it may be only one of several reservations held.

· If a reservation wage is held, there is nothing to say that it will influence the labour supply decision taken. In the satisficing model, satisfaction of the reservation wage might be foregone if an alternative considered satisfies most of the person's remaining reservations. In the elimination by aspects model, if the reservation wage is not among the first aspects chosen as criteria for elimination, alternatives may be whittled down to one before they have been compared in respect of the reservation wage. People may accept job offers that pay a wage below their stated reservation wage.

Given the constraints on the labour supply decisions of any individual, the nature of the reservations the individual holds and their order of importance determine the decisions she or he makes. A range of reservations can be important to an individual. Consider, by way of example, the reservations that might be held by a person seeking to make a transition out of unemployment into employment.

Signalling Reservations

Transitions out of unemployment present unemployed people with a number of signalling dilemmas and may lead them to hold as many signalling reservations. Searching for and accepting an offer of an interim job below their abilities or taking employment in the secondary labour market may transmit a negative signal of quality to prospective employers in their preferred area of employment (McCormick 1990, Gottfries and McCormick 1990, Taubman and Wachter 1986). Accepting interim employment with the intention of continuing to search and quitting when a better offer is received may signal unreliability or untrustworthiness (Layard et al.1991). Offering to work for a very low wage in order to get a foot in the employment door may be taken as a signal of low productivity and may actually have an adverse effect on their employment prospects (Weiss 1980). Accepting employment that has a high probability of dismissal or lay-off may be bad for subsequent employment chances if employers associate these forms of job loss with a risk of poor worker quality. And yet remaining unemployed for a prolonged period may also carry a negative signal to employers (Blanchard and Diamond 1994), and failing to be proactive in the absence of preferred employment opportunities may be perceived as a signal of lack of initiative or enterprise.

Skill Acquisition Reservations

The expectation that the skills gained once in employment will be important for subsequent transitions may lead an unemployed person to hold two types of skill acquisition reservations. In relatively open internal labour markets, a person may hold a reservation to avoid entering jobs that have no prospects for skill development or no prospects for acquiring portable skill credentials. In relatively closed internal labour markets, a person may hold a reservation to avoid entering jobs in which the costs of becoming locked in outweigh the advantages.

Skill Depreciation Reservations

People may expect that taking a job that does not use and maintain their existing skills will result in the loss of those skills. If they also expect that this will set up barriers to subsequent transitions into their preferred area of employment, they may hold a reservation that avoids transitions into such jobs. The expectation that human capital depreciation will result from a transition from short-term to long-term unemployment may give rise to a reservation to avoid long-term unemployment.

Income Security Reservations

A person may hold an income security reservation in the expectation that barriers associated with the level of income support and the rules of entitlement to income support will place constraints on their decisions in the future. Reservations may be held to avoid transitions into unstable jobs with a high risk of repeat unemployment, undesirable jobs with poor working conditions and harsh forms of supervision that the person is likely to wish to leave after some time, or employment where low pay must be supplemented by in-work benefits. Importantly, the effect that these considerations have on behaviour may depend on whether the person's current income (from income support and other sources) is adequate. In their survey of long-term unemployed men in Britain, McLaughlin et al. found that:

The absence of "slack" in the household's budgeting system, due to the low level of household income whilst out of work – meant that even a very short period when household income fell below the requirements of the system could plunge the household into debt from which they would find it very hard to recover. The awareness of this risk – on top of the uncertainty and hence risk that… in-work benefits may not actually be granted – made decisions about low-paid work particularly difficult and hazardous… (T)his had undesirable consequences for the potential for a return to work (1989:109).

Income risk and income risk aversion may also be intensified by the presence of a joint income test if it discourages participation in paid work by partners (Jenkins and Millar 1989:150).

Wage Reservations

Finally, a person may hold a reservation wage. Depending on factors that are important to the individuals concerned, the reservation wage may be related to their income needs or to the income needs of the group for whom they have responsibility, to their previous wage level, or to the prevailing wage for the employment position they seek. It may also be set in relation to the wages of friends and relatives with similar work histories, to the level of unemployment income support provided by the state, to the level of other income they receive, to the level of their savings and capital assets, and so on (McLaughlin et al. 1989).

The reservations held by individuals, and their order of importance, guide the decisions they make. The priorities of the person making the decision are crucial. They are likely to vary by income, age, family status, stage in the family life-cycle, gender, ethnicity, and risk aversion. An older person, for example, may have little to lose by taking jobs that might convey an adverse signal. A person who has children might be highly averse to income risk. For a person who is living close to the poverty line, holding a signalling reservation may be an unaffordable luxury and current income needs and prospects for income security may be paramount. The labour market history of the person is also crucial. The probabilities of involuntary transitions, voluntary transitions, and involuntary confinements are influenced by an individual's previous labour market experiences.

Possible Effects of an Increase in the Level of

Unemployment Income Support

One of the standard predictions of the income-leisure model is that an increase in the level of unemployment income support increases the reservation wage held. For some people in employment, this means that the current wage no longer satisfies their reservation wage, and they leave employment for unemployment. For some people in unemployment, an increase in the reservation wage raises the likelihood that they will remain out of work even if the wage available to them increases. Both effects increase the level of unemployment.

This section contrasts these predictions with those that can be drawn from the institutional framework. According to the institutional view of how labour supply behaviour is determined, an increase in the level of income support can alter the constraints subject to which decisions are made, it can alter the nature of the reservations held, and it can alter the prioritisation of those reservations. The following is a list of some of the possible effects of an increase in unemployment income support on transitions out of unemployment into employment.

Constraints:

· If it reduces the income loss associated with continued unemployment, it may encourage and/or enable people to continue search for their preferred employment. This may extend the duration of unemployment.

· If it increases the amount of money that can be spent on job search, it may improve the effectiveness of the search and speed the transition out of unemployment.

· If it intensifies the signalling barriers associated with long-term unemployment by intensifying perceptions that unemployment is chosen because of its financial attractions, it may constrain transitions into preferred employment after a period. This may reduce the probability of a transition to employment from long-term unemployment.

Reservations:

· If it raises the reservation wage (if this is set in relation to the level of income support), it may reduce the probability of a transition into employment by reducing the range of c level jobs considered acceptable. Or it may have no impact on behaviour, if the reservation wage is not one of the most important considerations in decisions taken.

· If it weakens the income security reservation held to avoid jobs with unstable tenure associated with the expectation of income loss from a repeat spell of unemployment, it may increase the probability of a transition into employment by increasing the range of c level jobs considered acceptable and by reducing income security reservations against downgrading aspirations and taking d level jobs. Or it may have no impact, if this form of income security reservation is not important.

· If it intensifies the signalling reservation associated with the expectation that signalling barriers will result from long-term unemployment, it may increase the probability of a transition into employment by increasing the range of c level jobs considered acceptable and by inclining the person towards downgrading aspirations and taking d level jobs after a period.

· If it intensifies the signalling reservation associated with the expectation that signalling barriers will result from voluntary transitions into unemployment, it may reduce the probability of a transition into employment by reducing the range of c and d level jobs considered acceptable. Or it may have no impact, if this form of signalling reservation is not important.

Priorities:

· If it reduces the importance of the reservation wage by reducing the relative importance of immediate income needs, it may increase or reduce the probability of a transition into employment. On the one hand, it may raise the probability that a job that does not meet the reservation wage is considered and accepted (because, for example, satisfaction of the reservation wage is foregone for satisfaction of a more important skill acquisition reservation). On the other hand, it may raise the probability that a job that meets the reservation wage is not considered and accepted (because, for example, it does not satisfy a skill acquisition reservation which is the first aspect for elimination).

· If it lowers the importance of income security reservations by increasing the income slack available to withstand insecurity, it may increase the probability that c or d level jobs that are low-paid and likely to require supplementation with in-work benefits are acceptable and this may speed transitions into employment.

· If it lowers the importance of reservations held to avoid adverse signals or to avoid employment that holds little prospect for skill development by reducing the long-term benefits of self-reliance, this may speed transitions into employment. People may be more inclined towards downgrading their aspirations and considering a wider range of c level jobs acceptable. Or it may slow transitions out of unemployment by reducing the importance of reservations held to avoid prolonged unemployment.

No clear-cut predictions can be made. The overall effect of an increase in the level of unemployment income support on the behaviour of any individual is the product of a number of complex and potentially offsetting effects. If a reservation wage effect dominates the others, then the behaviour predicted under standard assumptions in the income-leisure framework may be observed. This will not necessarily be the case, however.

Moreover, because of the way that current decisions alter subsequent opportunities and alternatives in the institutional framework, the impact on labour supply behaviour must be considered in a more long-term and cumulative sense. For example, if the reservation wage is positively related to the level of income support and is the paramount consideration in labour supply decisions, an increase in the level of income support may reduce the probability of a transition out of unemployment. But it may also reduce the probability of a subsequent transition back into unemployment. If high wages are associated with good non-wage conditions of employment, lock-in associated with specific skill acquisition, and job security, then a higher benefit level may reduce the probability of subsequent quits and layoffs (Stern 1986:25). If higher benefit levels lead to longer periods of search, they may also improve the quality and the durability of the match between workers and jobs and reduce flows into unemployment.

There are likely to be degrees of responsiveness. Some people may be locked into continuing to search for their preferred employment while unemployed by the barriers that exist to downgrading their aspirations and by the reservations they hold to avoid encountering barriers in the future. Others have less to gain from continued search and less to lose from downgrading their aspirations – those who are discriminated against in recruitment, who have relatively few educational qualifications, or who are already carrying an adverse signal due to a history of unemployment, for example, may be at the rear of the queue for their preferred jobs and less attached to the strategy of holding out for their preferred employment.

Those who are completely dependent on unemployment income support for their income are likely to be more sensitive to changes in its level than those who have other income sources. The response to a change in the level of income support is also likely to depend on its level before the change. If it is well above the poverty line, and easily covers the costs of search, the reservations associated with skill acquisition and signalling are more likely to be paramount. If the level of income support is close to or below the poverty line, immediate income needs are more likely to be paramount. An increase in the level of income support from a level near the poverty line may reduce the urgency of search in terms of satisfying immediate income needs and allow people to prioritise and meet the costs of finding a job that will have long-term benefits for their working lives – it may allow them to avoid transitions that will lead to the under-utilisation or underdevelopment of their skills and talents. In particular, it may allow those who are the least advantaged in the labour market – those lacking the private financial resources to fund their search and those discriminated against or screened out on the basis of characteristics that have little to do with their actual abilities and potentialities – to hold out for better quality jobs. An increase in the level of unemployment income support can reduce the degree of systematic and cumulative disadvantage in labour market experiences.

There are likely to be degrees of responsiveness over time for each individual. I want to raise here the possibility that a person may be caught in a double bind. The level of income support may be low down their list of priorities throughout short-term unemployment – they may have sufficient means from transfers from friends and relatives and from drawing down savings and deferring expenditure to pursue their chosen search strategy regardless of the level of income support. Over this period, an increase in the level of income support may have no impact on their decisions. By the time these sources of private income support are exhausted, the person may find themselves in long-term unemployment and disadvantaged by the adverse signals and perhaps skill loss that this entails. A change in the level of income support in this period may alter their decisions, but may have no impact on their probability of employment.

other implications for policy

The contrasting of the institutional and income-leisure frameworks for analysis of labour supply behaviour has broader application to the questions of how we understand, and what we do about, the unequal incidence of unemployment across groups in the labour market. The two frameworks predict that remarkably similar groups will be vulnerable to unemployment. However, they offer very different ways of understanding the process by which this vulnerability arises and the way in which Government policy can reduce it. In the income-leisure framework, the disproportionately high rates of unemployment for young people, the low-skilled, ethnic minorities and workers close to retirement can be understood as a product of either their low potential wages, or their preference for leisure time, both of which increase vulnerability to the disincentive effects of income support. Unemployment is a voluntary choice made by those who have a preference for leisure, or who have little to gain from employment.

Various policy prescriptions flow from this analysis. Restrictions on entitlement that reduce people's ability to choose unemployment or to choose continued unemployment (such as voluntary unemployment stand-downs and compulsion to accept recommended employment) and policies that reduce the attractiveness of unemployment as a state of leisure (such as work-for-welfare schemes) can reduce unemployment for these groups. In addition, the provision of training and retraining can raise potential wages and the provision of in-work benefits can improve the financial return to low-paid work.

Using the institutional framework for analysis, the uneven distribution of unemployment can be understood as a product of the way the labour market is structured, the way that it adjusts to adverse economic shocks, the way in which firms recruit according to the signals workers carry, and the presence of discrimination. Systematic disadvantage in labour market experiences for young people, workers with few skills, ethnic minorities who suffer discrimination, and older workers is a feature of economic life where labour markets are structured by internal labour markets. People in these groups are the ones most likely to enter unemployment and least likely to be able to leave unemployment easily once they have entered it.

Government policy can intensify or offset this disadvantage. The policy prescriptions that flow from the income-leisure model may in fact perpetuate labour market disadvantage. For example, a voluntary unemployment stand-down may discourage people from taking up employment offers if they are uncertain about whether they will want to remain in the job. Policies that compel unemployed people to lower their job aspirations may condemn them to jobs that do not use and perhaps lead to the loss of their existing skills or that carry a high risk of repeat unemployment. Alternatively, such policies may arrest the erosion of skills and the signalling disadvantage that long term unemployment may cause. Whether they intensify or offset the adverse consequences of an initial spell of unemployment cannot be predicted from theory.

The institutional framework provides a rationale for anti-discrimination and equal pay policies to reduce the inequality of opportunity and job rewards and break the feedback effect that this type of inequality might have on the incentives for some groups of workers to gain or maintain skills or positive signals. It also provides a rationale for policies that break down word-of-mouth recruitment (such as mandatory advertising of vacancies at job search agencies) and reduce the dependence of recruitment on signals (such as policies that require direct testing of relevant skills).
 It provides a rationale for policies that address the signalling and skill depreciation barriers faced by the long-term unemployed – policies such as subsidies to employers who employ and provide training for people in prolonged unemployment. Finally, it provides a rationale for educational policies that counter the effects of discrimination or the effects of social networks of unemployment on the aspirations and educational attainment of young people.

conclusion

Income support policy making cannot ignore the income-leisure model's predictions. It is, however, important to recognise that there are other models of how the world works and what determines people's behaviour available in economic theory. The institutional framework for analysis assembled here reveals interplays that may have application and possible effects that warrant attention both in policy development and in evaluation. Particularly in the setting of benefit levels, it would be unwise to base policy making solely on the income-leisure model's predictions concerning the effects of higher levels of unemployment income support. To echo the conclusion of Atkinson,

the relationship between policy and incentives is one of some complexity. It is not possible to make simple statements as to what might be predicted on theoretical grounds (1993:49).
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� This paper is drawn from a larger paper (Wilson 1996) that contrasts the income-leisure model, job search theory and institutional theories as frameworks for analysis of labour supply behaviour. The larger paper contrasts the effects of an increase in the level of unemployment income support on transitions into as well as out of unemployment using the three frameworks for analysis. It is shortly to be published by the Social Policy Agency.


� A comprehensive review of the income-leisure model and its extensions is contained in Killingsworth (1983). For a more condensed and accessible description see Prebble (1992).


� Market-clearing wages are those at which the market for labour clears. There is no unemployment and no unmet demand for labour. All firms who wish to hire workers, at these wages can do so. All people who wish to supply their labour at these wages can do so. Above market-clearing wages are implicitly assumed in dual labour market theories of unemployment that equate above market clearing-wages with primary labour markets and primary labour markets with internal labour markets. See, for example, Bullow and Summers (1986) and MacDonald and Sollow (1985).


� The figure elaborates on Figure 7.1 in Joll et al.(1983:159).


� In their survey, Bryson and Jacobs found that "[e]mployers' perceptions … proved to be an impediment to claimants' occupational flexibility … Some with personal attributes, such as being well-spoken, had been denied unskilled manual employment by employers who had not been convinced by their protestations that they needed the work, sometimes to overcome desperate financial difficulties. Employers, they felt, perceived them as a risk, and as unlikely to settle to mundane work. Others, who had established professional qualifications, argued that it was not worthwhile applying for lower grade jobs, even within their own profession or occupation, because employers would have treated such an application with suspicion, wondering what was wrong with the applicant" (1992:163-164).


� There is evidence from the United States that word of mouth recruitment can account for a large proportion of total hires (Montgomery 1991; Reid 1972).


� As well as the possibility that errors will be made in assessment of entitlement (Atkinson and Micklewright 1991:1701).


� In the larger paper from which this paper is drawn, these effects are attributed to job search theory which institutional theories of the labour market build on. While they are not effects that institutional theories of the labour market contribute, they are important effects that are relevant in the institutional framework.


� See Okun (1975:82).





