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Abstract

This paper reviews evidence on causes of unemployment in Australiafrom
disaggregated modelling of the labour market. Three main types of modelling are
considered. First, information on unemployment rates of labour force participants with
different skillsis presented, and analyses that seek to explain why unemployment varies
between skill groups are described. Second, descriptive evidence on unemployment
rates by state and neighbourhood is presented, and possible causes of regional
differences in unemployment rates are assessed. Third, descriptive information on the
distribution of unemployed persons by duration of unemployment spell is presented,

and studies of the determinants of the duration of unemployment spells are summarised.



1. Introduction

The objective of this paper isto review evidence on causes of unemployment from
disaggregated labour market modelling. Three topics (which are the main areas where
research on unemployment for disaggregated population groups has been undertaken in
Australia) are reviewed. First, evidence on differences in unemployment rates for
workers with different skill characteristics is examined, and studies of the causes of
skill-based unemployment rate differentials are reviewed. Second, differencesin
unemployment rates between persons living in different regionsin Australia are
analysed, and possible causes of those regional differences are reviewed. Third,
descriptive information on the distribution of unemployed persons by duration of
unemployment spell is presented, and research on long-term unemployment and on the

determinants of the duration of unemployment spells is summarised.

2. Rate of unemployment by skill

a. What is skill?

To characterise differences in rates of unemployment between workers with different
skillsit isfirst necessary to define what is meant by skill. One approach isto use
observable characteristics such as an individual’ s age/experience, education attainment
or occupation as a proxy for skill. A second approach is to define workers’ skill levels
as corresponding to their wages (for example, Juhn et al., 1991). A third approachisto
define skillsin amore fundamental way — relating for example to the cognitive ability,
motor skills, and inter-personal skills required aworker’s job (for example, Pappas,
1998).

The studies that will be reviewed in this paper for the most part have adopted the first of
these approaches. This approach can be criticised on the grounds that, for example,
occupation isavery crude proxy for skill; but it has the advantage of being easier to
implement than the aternative approaches which require prediction of wages and skill

characteristics for unemployed persons.



b. How unemployment varies by skill

Table 1 and Figures 1ato 1d present descriptive information on rates of unemployment
for labour force participants classified by age, educational attainment, and occupation.
At any point in time participants who are younger, have lower levels of education
attainment, and are in blue collar occupations, have relatively higher rates of
unemployment. Hence, each of these proxies for skill suggests that unemployment rates
are higher for low skill than high skill labour force participants. The absolute cyclical
sengitivity of the rate of unemployment is also higher for low skill than high skill
workers —for example, the rate of unemployment for participants with a degree or
above increased from 4.3 to 6.2 per cent between 1990 and 1993; whereas the rate of
unemployment for participants who had not completed high school rose from 8.8 to
14.8 per cent. However, in proportionate terms, the cyclical variation in rates of

unemployment by skill groups are relatively similar.

Econometric evidence from cross-section data sets also finds a significant relation
between the probability of unemployment and proxies for skill or human capital. (For a
review see Le and Miller, 2000. Some recent studies are Harris, 1996; Miller and Neo,
1997, and Borland and Kennedy, 1998). First, all studies find that the probability of
unemployment isinversely related to education attainment. For example, using data
from the ABS 1994/95 Income Distribution Survey, Borland and Kennedy (1998, Table
5) estimate the probability of unemployment for a labour force participant with a degree
to be 2.3 per cent, and for a participant with no post-school qualification to be 8.5 per
cent. Second, studies that include age variables generally find that the relation between
age and the probability of unemployment is decreasing from 15 to 24 years, and
thereafter isrelatively constant, perhaps with a dlight positive relation post 50 years (see
Le and Miller, 2000, pp.79-80). Third, country of birth and English language ability is
found to affect unemployment. For example, Miller and Neo (1997) find that
immigrants from non-English speaking background countries have a higher probability
of unemployment than labour force participants who are native-born or are immigrants
from English-speaking background countries. The unemployment disadvantage is lower
for those immigrants with longer duration of residence in Australia, and is also

decreasing with English-speaking ability.



A dynamic perspective on the nexus between skill level and unemployment is provided
in recent research by Dunlop (2000). This study examines labour market transitions for
low wage and high wage workers using longitudinal datafor 1995 to 1997 from the
ABS Survey of Employment and Unemployment Patterns. The main finding from that
study (relevant to this paper) isthat low wage workers (defined as having earnings less
than $10.12 in 1995 dollars) have a higher probability of moving to joblessness than
high wage workers. Over a one-year horizon from 1995 to 1996 the respective
probabilities of moving to joblessness are 13.8 per cent and 6.4 per cent; and over a
two-year horizon from 1995 to 1997 the respective probabilities are 20.1 per cent and
8.6 per cent. From amongst the group of low wage workers the main determinant of the
probability of moving to joblessness appears to be recent employment history (an
increase of 10 per cent in weeks worked in the previous 12 month period lowers the

probability of moving to joblessness by about 3 per cent).



Table 1: The distribution of unemployment - Civilian population aged 15 years and over - Australia —

February 2000
Rate of UE Per centage of Per centage of
Labour Force Unemployed
1. Age
15-19 19.0 8.7 21.8
20-24 10.9 11.9 17.2
25-34 7.3 24.5 23.8
35-44 5.6 25.0 18.8
45-54 4.4 21.2 12.5
55-64 5.1 8.7 5.9
2. Education
Degree or above 35 16.7 7.0
Diploma 4.7 8.9 5.0
Vocational qualification - skilled 6.1 12.6 9.0
Vocational qualification - unskilled 8.6 9.6 9.7
Completed HS 8.9 18.7 19.6
Not completed HS 12.5 335 49.7
3. Occupation
Manager/administrator 0.8 7.1 1.7
Professiona 1.8 17.8 10.1
Associate Professional 25 11.3 9.0
Tradespersons 34 135 14.6
Advanced clerical/service 1.7 45 2.4
Intermediate clerical/saesservice 3.0 17.0 15.9
Intermediate production/transport workers 4.2 8.9 11.9
Elementary clerical/sales/service 39 9.8 121
Labourers and related workers 6.8 10.1 22.3
4. Industry
Agriculture 34 50 53
Manufacturing 4.3 12.7 174
Construction 4.2 7.9 10.4
Wholesale Trade 2.7 5.4 45
Retail Trade 3.2 15.0 15.3
Accommodation etc. 5.2 5.0 8.3
Transport/storage 2.7 4.4 3.8
Business and property services 33 11.0 114
Government administration 2.7 39 33
Education 2.0 6.3 4.0
Health and community services 16 9.2 4.8
Recreation services 2.2 25 1.8
Personal services 2.4 4.0 3.1
5. Immigrant status
Australian-born 7.4 75.1 73.5
Immigrant 7.4 24.9 24.7
Time of arrival:
pre-1976 5.7 10.0 7.8
1976-1985 7.3 5.6 5.5
1986-1995 7.9 6.5 7.0
post-1995 124 2.8 4.4

Notes: Unemployment rates by education are for the civilian population aged 15 to 64 years and for

May 1998. Labour force and unemployment by occupation and industry include as employed all persons
employed in the respective occupation or industry at the time of the survey, and as unemployed all
persons who were unemployed at the time of the survey, who had worked for at |east two weeks full-
time in the previous two years and whose last job was in the respective industry or occupation.



Figure 1a: Rate of Unemployment by Age - Civilian Population - Australia - 1970 to 1999(August)
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Figure 1b: Rate of Unemployment by Educational Attainment - Civilian Population - Australia - 1982
to 1998
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Figure 1c: Rate of Unemployment by Occupation of Last Full-Time Job - Civilian Population - Australia

- 1986 to 1995(August)
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Figure 1d: Rate of Unemployment by Occupation of Last Full-Time Job - Civilian Population - Australia
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c. Why unemployment varies by skill?

This sub-section has two main parts. First, areview of empirical research on causes of
unemployment by skill is presented. Second, the implications of the empirical research

for theories of why unemployment varies by skill is assessed.

One approach to understanding the causes of differencesin rates of unemployment
between skill groupsin Australia, used in Vickery (1999) and Jackman et al. (1997),
seeks to decompose changes in rates of unemployment for disaggregated skill groups
between components that can be explained by shiftsin aggregate labour demand and
relative labour demand. Aggregate demand shifts can be thought of as changes in labour
demand that are neutral with respect to skill (that is, there is an equiproportionate
changein labour demand for each skill group), whereas relative demand shiftsinvolve
changes in labour demand that are non-neutral between skill groups. This
decomposition is of interest as one explanation for why rates of unemployment are
higher for low skill than high skill groupsis that there has been an increase in the
relative demand for high skill labour and a decrease in relative demand for low skill

labour that has not been accompanied by any change in relative wages of those groups.

To undertake the decomposition Vickery (1999) follows the approach of Nickell and
Bell (1996). In their model the equilibrium wage and employment (unemployment)
outcome for each skill group is determined at the intersection of labour demand and
wage-setting curves that are specific to each group. Changesin the rate of
unemployment for each skill group can occur as aresult of neutral or non-neutral shifts

in labour demand, or as aresult of shiftsin the wage-setting curve for each skill group.

To undertake the decomposition Nickell and Bell (1996) assume that all of the change
in the rate of unemployment of a (base) high skill group in some period can be
explained by a neutral shift in aggregate labour demand. The same neutral shiftin
aggregate labour demand is then applied to other skill groups (with assumptions on the
elasticity of the labour demand and wage curves for those groups) to estimate how
much of the change in unemployment rates for those groups can be explained by the

same aggregate demand shift.



Vickery (1999) applies this method to data on rates of unemployment by education in
Australia between 1979 and 1994. He concludes (p.20) that “...the evolution of
unemployment across different education groups can be explained ailmost entirely by
changes in the aggregate unemployment rate”. Similarly, Jackman et al. (1997) using a
related approach find that virtually none of the increase in the aggregate rate of
unemployment in Australia between 1979 and 1993 can be attributed to changesin
relative demand and supply for labour by education group and rel ative wage changes
between those groups.

Hence these studies suggest that neutral changes in aggregate demand for |abour can
explain shifts in the rates of unemployment for workers with different levels of
educational attainment. To understand this result consider the basic modelling
framework from which the result is derived. Suppose that we are trying to understand
why the absolute increase in the rate of unemployment for low skill workersis higher
than for high skill workers during a contractionary period. With a specification of the
wage-setting curve that has a constant el asticity relation between wages and
unemployment, a neutral negative aggregate demand shock will reduce wages and
increase the rate of unemployment by an equiproportionate amount for low skill and
high skill workers. But given that the initial rate of unemployment for low skill workers
will have been higher than for high skill workers, the absolute increase in the rate of

unemployment for low skill workers will be higher than for high skill workers.

Thefinding that changes in rates of unemployment by skill category can be explained
solely by neutral changes in aggregate |abour demand, and do not appear to have been
due to changes in relative labour demand by skill group, may seem puzzling given other
evidence that changes in relative labour demand by skill have occurred. (Not a great
amount of Australian evidence exists on thisissue. However there is now an extensive
international evidence that suggests international trade and technical change have
caused an increase in relative demand for high skill and a decrease in relative demand
for low skill labour — see for example, Katz and Autor, 1999). However, it appears that
the seeming inconsistency can be explained by evidence that changes in labour supply
by skill group have matched changes in labour demand by skill group over the past 25
years so that no significant imbalance labour demand and labour supply by skill

10



categories has devel oped (see for example, Borland, 1996 on the co-movement of

changes in shares of employment and labour supply by education attainment).

The second approach to understanding differences in rates of unemployment by skill
category hasinvolved analysis of labour market flows data. Vickery (1999) applies data
from the ABS Survey of Employment and Unemployment Patterns for 1994 to 1996 to
decompose differences in rates of unemployment across education groups between the
effects of different rates of entry into unemployment from employment and of different
rates of exit from unemployment to employment. He concludes (p.31) that *...high
unemployment of |ess educated workers can be attributed to two main factors: (i) aless
educated worker has a greater probability of exiting employment each period...; and (ii)
once not employed, a less-educated worker has a smaller probability of finding
employment....These two influences are of approximately equal importance’. In an
earlier study, (and by contrast) using data on gross flows from the ABS Labour Force
Survey for 1979-1980, Foster and Gregory (1982) find that most of the difference in
rates of unemployment between teenagers and adultsis explained by a higher rate of

entry into unemployment for teenagers than adults.

Empirical analyses have therefore provided some evidence on the extent to which
unemployment rate differentials between skill groups can be explained by neutral
aggregate demand shifts, and shiftsin relative labour demand across skill categories,

and by inflows to and outflows from unemployment.

What are the implications of the empirical analyses for theories of unemployment rate
differentials by skill category? Three main types of theories have been proposed. First,
some theories emphasise the role of changes in relative wages by skill groups, or
inflexibility in relative wages in response to changes in relative labour demand and
labour supply by skill category, as an explanation for unemployment rate differentials.
A second group of theories focus on the way that firms' dismissal and hiring decisions
are made. For example, with regard to dismissals human capital theory suggests that
workers with relatively less firm-specific human capital are more likely to be laid off
during a contractionary period. And ‘ranking’ theories of unemployment suggest that in
making hiring decisions firms will choose from the available pool of applicants those

with the highest observable indices of skill such as education attainment. According to
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this second group of theories differences in the level of and changesin rates of
unemployment by skill group can be explained by aggregate demand shifts, and do not
require changes in relative labour demand by skill group. The third set of explanations
involvesinstitutional factors. For example, with the same level of unemployment
benefit available for all unemployed persons regardless of skill level, it means that
replacement rates will be higher for low skill than high skill unemployed (see Gregory,
1996, Table 5). Hence, the incentive to exit unemployment may be lower for low skill
than high skill unemployed. This suggests that differences in the level of unemployment
between low skill and high skill may be explained by unemployment benefits, and that
changes in unemployment rate differentials could also be potentialy be explained by
changes in the relative replacement rates of low skill and high skill unemployed (as the

potential earnings of those groups changes).

Studies of relative earnings by skill suggest that the earnings structure in Australia has
been relatively stable over the past 20 to 30 years. For example, Vickery (1999) presents
evidence that earnings by education and occupation have been stable from the mid
1970s onwards; and Borland and Kennedy (1998) show that earnings differentials

between workers by experience level has been stable from the early 1980s onwards.

What does the evidence on relative wages imply about the relation between relative
wages and unemployment rates by skill category? The finding from Vickery (1999) and
Jackman et al. (1997) that relative demand shifts have not been an important source of
changes in unemployment rates by skill group indicate that, even though relative wages
have been stable, this cannot be considered a source of unemployment since no relative
wages changes were required to accommodate changes in labour demand (since changes

in relative labour supply had performed thisrole).

It could still however be that a reduction in wages of low skill to high skill workers
would reduce the unemployment rate differential between those groups. For example,
thisis what would be predicted in the simple theoretical framework described above,

were the wage-setting curve for low skill workers to be shifted downwards.

Empirically, the response in employment to a change in relative wages by skill (or more
specifically areduction in real wages for low skill workers) will depend on the wage

12



elasticity of employment for low skill workers. Evidence on thisissueisreviewed in
Borland and Woodbridge (1999, pp.111-112) for the case of youth labour. A summary
of findings from research on the wage elasticity of employment for youth is presented in
Table 2.

Borland and Woodbridge argue that it is difficult to come to a strong conclusion on the
magnitude of own-wage elasticities for young workersin Australia from existing
research. Only afew studies have been undertaken, the results of those studies have
varied quite widely, and their methodol ogies have been subject to considerable

criticism.

Perhaps the best known study is that of Lewis (1985) which found quite large own-
wage employment elasticities for young males and females (-1.80 and -4.58
respectively). Problems relating to model specification and data quality - acknowledged
in Lewis article - have though raised doubts about the robustness of those results. More
recently, Daly et al. (1998) use workplace-level datato examine the determinants of
youth employment and find similarly large own-wage employment elasticities of -2 to -
5inindustries with relatively high proportions of youth employment. However, this
study has aso been subject to some criticism - most particularly relating to construction
of the wage variable used in regression analysis. There is one other study - by Vellaand
Mackay (1986) - which finds relatively large own-wage type elasticities for youth
employees (equal to -2.1 in the long-run). This study appears more satisfactory from a
methodological point of view; but itslimitation isthat it isan analysis of the effect of a
change in wage subsidies on commencements in a training program for unemployed
youth. Hence it is difficult to know to what extent the findings can be extended to the

whole youth labour market.
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Table 2: Wage Elasticity of Labour Demand for Youth - Australian Studies

Study

Details

Findings

Merrilees (1979)

Teenagers - Australia - 1966 to 1978
- Effect on employment of changein
ratio of earnings of teenagersto
earnings of adults

Employment significantly related to labour cost
ratio. Own-wage elasticity - Males-1.0; Females -
15.

Merrilees (1984) | Apprentices - Metal trades; Electrical | Employment not significantly related to labour cost
trades; Building; Printing; and Motor | ratio for 4/5 trades. Only significant effect in metal
mechanics - State-level data- 1960s | trades where elasticity is-0.96 (significant at 1%
to 1980s - Effect on employment of level).
labour cost ratio for apprenticesto
semi-skilled tradesperson assistants

Lewis (1985) Persons aged under 21 years - Employment significantly related to average weekly

Industry-level data - 1975 to 1981 -
Effect on employment of average
weekly earnings.

earnings. Own-wage elasticity - Males = -1.80;
Females = -4.58.

Vellaand Mackay
(1986)

Special Y outh Employment Training
Program (SY ETP) commencements -
Australia- 1978 to 1983 - Effect on
employment of ratio of wage for
SYETP participant to average junior
award wage

Commencements significantly related to labour cost
ratio. One per cent reduction in SY ETP wage
increases commencements by 0.66 per cent in short
run, and 2.10 per cent in the long-run.

McCormack Persons aged 15-19 years - Australia | Own-wage elagticiticies generally insignificant.

(1993) - 1966 to 1988 - Effect on Some evidence of complementarity between junior
employment of average ordinary time | male and junior female employees, and between
earnings of full-time junior adult male and male/female junior employees.
employees.

Mangan and Youth - @ Queendand - Effect on Method a) - No significant relation between

Johnston (1997) youth employment/population ratio employment/population ratio and labour cost

of ratio of junior award wage to
average weekly earnings for full-time
non-managerial employees - 1980 to
1995; b) Queensland/Australia -
Effect on individual probability of
employment of ratio of junior award
wage to average weekly earnings for
full-time non-managerial employees -
1991

variable.

Method b) - Elasticity of employment with respect
to labour cost variable (15-19 years): Full-time
employment - Queendand = -0.27; Australia= -
0.17; Part-time employment - Queensland = not
significant; Australia= not significant.

Daly et a. (1998)

Y outh - Australia - Workplace-level
data - 1995 - Effect on employment
of average hourly wage of youth
employees.

Own-wage elasticity of between -2 and -5 in
industries employing arelatively high proportion of
youth.

Estimated elasticities from other studies that analyse responsiveness of employment of

apprentices and youth to changes in wage subsidies are much smaller. A study by

Merrilees (1984) is a careful disaggregated analysis of the effects of changesin labour

costs on the employment of five types of apprentices. In this study for only one group of

apprentices is there found to be a significant effect of labour costs on employment.

Similar to the Vellaand Mackay study, the question about this study by Merrilees must

be the extent to which it has application outside the labour market for apprentices. Other

aggregate-level studies of youth employment by Merrilees (1979) and Mangan and
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Johnston (1997) find elasticities around or below -1.0; and McCormack (1993) finds
evidence of a significant negative own-wage employment elasticity only for part-time
female workers. However, these studies appear to have some of the same types of

problems as the aggregate-level study by Lewis.

To claim to provide a definitive opinion on the magnitude of the youth own-wage
employment elasticity would - as can be seen from the preceding discussion - be most

foolhardy. Probably it is not possible to do better than Merrilees (1985) who states:

“In summary, the indirect studies point to a teenage wage elasticity of -0.5
to -1.5 with higher elasticities for females, less skilled occupations and
private sector employees. Furthermore, it seems likely that the wage
elasticity for younger youth (aged under 18) is somewhat higher than for

all teenagers.”

A wage elasticity of employment of around —1 would probably imply some small
reduction in the rate of unemployment from a decrease in the relative wages of low-skill
workers. For example, Borland (1999) undertakes a simple exercise of predicting the
effect on the rate of unemployment from the ‘Gang of 5 proposal to freeze safety net
wage adjustments for four years. Using awage elasticity of —1 it is estimated that the
proposal would lower the aggregate rate of unemployment by about 1.1 percentage
points over afour year period.

The argument that increases in employment of low-skill workers might be achieved by
relative wage reductions has however been disputed by Gregory (1993) who argues that
—regardiess of large differences in earnings dispersion and in changesin earnings
dispersion — employment growth for low-wage jobs was similar in Australia and the
United States from the mid 1970s onwards (see also Card et a., 1996). One explanation
for thisfinding might be that low skill workers have different levels of productivity
across countries, with the level of productivity being correlated with wage floors for
low skill workersin each country (Nickell and Bell, 1996).

Evidence that the main source of unemployment rate differentials by skill category has
been aggregate effects provides support for theories that explain those differentials by
the nature of the dismissal and hiring process. Other support for the role of firm-specific

15



human capital can also be found in the role of entry rates to unemployment in
explaining unemployment rate differentials, and in evidence of the relation between
firm-specific or job tenure and wages (for example, Preston, 1997). Some support for
the theory employers discriminate between applicants for available jobs using indices
such as education is presented in Vickery (1999, Table 6). Thereit is shown that high
education workers are much more likely to be in jobs for which they are over-qualified

than are low skill workersto bein jobs for which they are under-qualified.
d. Summary

» Existing evidence provides more support for explanation for low skill/high skill
unemployment rate differentials based on aggregate demand shifts and
dismissal/hiring policies of firms, than for theories involving shiftsin relative
demand for labour by skill category and relative wage inflexibility. But it should be

noted that the existing evidence in not extensive.

. Ideas for future work:

- Examine robustness of Nickell-Bell methodology (for example,
reasonabl e to assume that whole of change in unemployment rate for
high skill group is due to aggregate demand effects?); and

- Extend modelling to allow possible sources of changesin relative
demand for labour (international trade/technical change) to be explicitly
studied, and that recognises Australia as an open economy (for example,
Davis, 1998).

3. Rate of unemployment by region

This section reviews evidence on variation in rates of unemployment by regionin
Australia. A distinction is made between studies that have examined state-level
variation and intra-state variation in unemployment. The review of each type of study is
organised around three main themes: a) Present descriptive evidence on regional
variation in unemployment; b) Analysis of the causes of inter-regional variation in
unemployment; and ¢) Implications for aggregate equilibrium unemployment and for

policy making.
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a. State-level

Descriptive information on rates of unemployment by state in Australiarelative to the
national average rateis presented in Figures 2a and 2b for the period from 1978
onwards. It is apparent that state differentials have been relatively small with rates for
all statesfor the most part remaining within a one percentage points band around the
national average. Unemployment ratesin Victoria, NSW, Queensland and WA have
fluctuated around the national average (with the largest fluctuations occurring for
Victoria); whereasin Tasmaniaand SA rates of unemployment have remained

persistently above the national average over the past two decades.

Figure 2a: Rate of Unemployment by State - Difference from Rate of Unemployment for Australia -
Persons - 1978 to 1999 (August)

—o—NSW
—— Victoria

—a&— Queensland
—— WA

Rate of UE in state j minus rate of UE in Australia
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Rate of UE in state j minus rate of UE in Australia

Figure 2b: Rate of Unemployment by State - Difference from Rate of Unemployment for Australia -
Persons - 1978 to 1999 (August)

=

hd T T

[ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ = [ [

© [{e] \g © © [{e] [{e] © © [{e] [{e] [{e] [{e] [{e] [{e] y © © © [{e] © ©

~ ~ (o5 [o5] [e0) [e0) [o%] [eF] [e0) [00) [e0) [{e) O O (o] (o] (o] o (] (o]

[es] © | N w S [¢)] (o)) ~ [e¢] © o = N S 3] (o)) ~ [e5] ©
—&— Tasmania ——SA

To understand the sources of state-level differencesin rates of unemployment two main
types of empirical method have been applied. One approach has been to examine the
relation between state-level rates of unemployment and the national rate. The rationale
for this exerciseis to understand the extent to which state-level variation in
unemployment is determined by national influences (for example, Groenewold, 1991,
and Debelle and Vickery, 1999). A second approach has been to estimate multi-equation
(structural or VAR) models using time-series data disaggregated by state to examine the
determinants of, for example, rate of unemployment, participation rate, average wages,
employment rate, and inter-state labour mobility (for example, Industry Commission,
1993, Groenewold and Hagger, 1995, Groenewold, 1997, and Debelle and Vickery,
1999). The main application of this approach has been to study the adjustment process
by which state level labour markets adjust to demand and supply shocks that have
different impacts across states. (For example, to assess the extent to which state labour
markets respond to an adverse shock to employment through lower wages, a decrease in
labour force participation, a permanent change in employment, or out-migration to other
states.)

Studies that regress state level rates of unemployment on the rate for Australia generally
find that most of the movement in state unemployment rates can be explained by
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variation in the national rate. For example, Debelle and Vickery (1999) find that the
coefficient of determination between national and state unemployment rates varies
between 0.75 and 0.90.

Recently however this approach has been criticised by Dixon and Shepherd (2000).
They argue that, first, a high correlation between movements in the unemployment rate
series could be consistent with differences in the mean rates of unemployment between
states; and second, that the construction of the national rate, as a weighted average of
state rates of unemployment, may cause estimates of the relation between state and

national rates of unemployment to be biased.

Dixon and Shepherd (2000) instead apply cointegration techniques to test for common
trends and common cycles in state-level rates of unemployment. They find that — first,
there is no evidence of common trends in state unemployment rates; and second, for the
five largest states there is acommon cycle but Tasmania, ACT and NT do not share a
common cycle. The existence of relatively permanent state-level differencesin rates of
unemployment is argued to imply that there may be arole for targeted regional policies

to decrease the aggregate equilibrium rate of unemployment.

Whether thereis arole for targeted regional policies as a means of improving efficiency
would however seem to depend on the sources of permanent differencesin state-level
rates of unemployment. For example, where individuals are not constrained in their
decisions on where to reside, and inter-state differences in unemployment rates are
compensated for by differences in amenity of living environments, there may be no role
for regional type policies. In seeking to understand differences in unemployment rates
by state Dixon and Shepherd (2000) point to the differencesin industry structure, but
more work on thisissue would seem to be required.

Multi-equation modelling of the determinants of state-level rates of unemployment has
adopted a variety of estimation techniques — the main contrast being between use of a
structural model (for example, Groenewold, 1997) and a reduced form (VAR) model
(for example, Debelle and Vickery, 1999).

Each of these multi-equation studies finds that there are relatively permanent (or highly

persistent) inter-state differencesin rates of unemployment. Where there are differences
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isin the findings on adjustment to state-specific shocks. First, there are differencesin
the time lag for the rate of unemployment to shift back to its base level following a
shock to employment. For example, in responseto a 1 per cent decrease in state-level
employment Debelle and Vickery (1999) find that the rate of unemployment would take
about 4 yearsto be restored to its base level; whereas Groenewold (1997) and Industry
Commission (1993) conclude that adjustment would take over 10 years. Second, in
terms of how adjustment occurs all studies find that wage adjustment plays arelatively
minor role in the adjustment process; some difference exists however in conclusions on
the relative importance of decreases to labour force participation and out-migration —
whereas Debelle and Vickery (1999) find that inter-state labour mobility is more
important than decreases in labour force participation, the opposite result was obtained
by the Industry Commission (1993).

To the extent that state-level shocks are an important source of labour market
fluctuations, evidence of relatively slow adjustment to those shocks may reveal one
cause of persistently high aggregate rates of unemployment in Australia. It could then
be argued that a potential policy response to high unemployment would be policies to
improve inter-state adjustment. For example, it has been suggested that inter-state
mobility could be increased through reductions in disincentives to mobility such as
stamp duty on home purchases, or by improving information on labour market
opportunities; another possibility would be to alow greater scope for wages to adjust to
regional demand and supply conditions. (However, the role for such policiesis
conditional on state-level shocks being an important source of labour market
fluctuations. The evidence in Dixon and Shepherd, 2000, that suggests a common cycle

between the largest states, would seem to indicate otherwise.)
b. Intra-state-level

A number of studies have documented dispersion in the rate of unemployment between
neighbourhoods. Figure 2c for example shows considerable dispersion between rates of
unemployment for DEETY A labour market regionsin 1996. It is apparent from the
Figure that dispersion in rates of unemployment is far higher at this level of region than
at the state level. (Borland, 1997, p.396 reports that less than 10 per cent of the overall
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Other studies have used alternative definitions of aregion, and have also studied
changes across time in the extent of dispersion of unemployment. Gregory and Hunter
(1995) show that in 1976 unemployment rates for Census Collector Districts (CDs)
ranged from about 2 per cent to 7 per cent; by 1991 dispersion had increased
substantially with minimum and maximum unemployment rates of about 5 per cent and
37 per cent. Andrews and Karmel (1993) also present evidence of considerable variation
in rates of unemployment between Statistical Local Areas (SLAS) in each year from
1984 to 1991. The cyclical sensitivity of the rate of unemployment is found to differ
between SLAs with low and high rates of unemployment. Neighbourhoods with
relatively low rates of unemployment display less cyclical sensitivity to changesin the
aggregate rate of unemployment. Aswell, athough the rate of unemployment in each
SLA converges to the national average rate of unemployment, the speed of convergence
isinversely related to the rate of economic growth. Even at the higher level of
aggregation of ABS Labour Force Regions, Stubbin and Hart (1990) find persistent
dispersion in rates of unemployment in each year between 1984 and 1990.
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A starting point for understanding the sources of inequality in the distribution of
unemployment between neighbourhoods to examine how much of that variation can be
explained by differences in the average characteristics of the residents in those
neighbourhoods. Karmel et al. (1993) examined differencesin the rate of
unemployment between SLAsin 1986 and found that over 70 per cent of the variation
in unemployment rates between metropolitan regions can be explained by differencesin
popul ation characteristics such as educationa attainment. Hunter (1995b) has examined
the sources of the difference in average employment/population rates between the
bottom decile of CDs and CDs above the bottom decile ranked by socioeconomic status.
It isfound that two-thirds of the difference can be explained by differencesin the
average characteristics of individuals living in those neighbourhoods - in particular by
differences in average educationa attainment. The remaining one-third of the difference
in average employment/population rates is due to differences between neighbourhoods
in the coefficients on characteristics — that is, differences in the probability of

employment for a given set of characteristics.

Analyses of changesin regional dispersion in rates of unemployment also find that
differences in characteristics between regions are relatively important for understanding
those changes. First, Hunter (1995a) has shown that changes in the industrial mix of
employment have been an important determinant of changesin employment outcomes
in CDs at al levels of socioeconomic status; the most pronounced effect of structural
factors was in the period between 1981 and 1986 which coincides with large decreases
in manufacturing industry employment during the 1982-82 recession. Second, changes
in the effect of educational attainment on the probability of employment also appear to
have an effect on inter-neighbourhood differences in employment/population rates. In
particular, the sensitivity of the neighbourhood employment/population rate to
differences in the proportion of neighbourhood population with a degree increased
between 1976 and 1991. Since lower socioeconomic status CDs have lower average
levels of educational attainment, a stronger effect of education on employment
outcomes causes a reduction in relative employment/popul ation rates in low
socioeconomic status CDs (Gregory and Hunter, 1995).
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An important issue for policy making (smilar to in the analysis of inter-state
unemployment rate differentials) is the extent to which intra-state regional differences
in rates of unemployment are due to regional factors, and hence need to be addressed
with policies that have an explicit regional dimension. Another way of putting thisissue
isto ask — to what extent does regional variation in rates of unemployment exert an

independent influence on the equilibrium rate of unemployment?

There appear to be two main ways in which regional dispersion in rates of
unemployment might have adirect effect on the aggregate equilibrium rate of
unemployment, and hence indicate a potential role for regional policies. Oneiswhere
the regional distribution of unemployment is a component of structural unemployment —
that is, part of along-run imbalance between labour demand and |abour supply. A
second is where there are intra-region spillovers or external effects so that the regionin
which individuals live can determine their employment outcomes and hence also affect
the evolution of aggregate unemployment.

On thefirst type of regional effect - structural mismatch - severa studies have examined
‘spatial mismatch’ at the intra-state level. To the extent that spatial mismatch exists it
might be possible for government policy to reduce equilibrium unemployment through,
for example, policiesto subsidise travel. However, the evidence on spatial mismatch is
mixed. A common finding is that employment and unemployment outcomesin a
neighbourhood do not appear to be strongly related to variables such as a
neighbourhood'’ s distance from the central business district (Vipond, 1980, Beed et al.,
1983, and Hunter, 1995c); one other study, though, has concluded that distance from
central business district and public transport availability are significant determinants of

inter-neighbourhood variation in the rate of unemployment (Karmel et a., 1993).

The second potential regional effect —intra-regional spillovers — could be manifested in
avariety of ways (for reviews see Durlauf, 1994, and Borland, 1995). A first sourceis
where the quality of local public goods such as schooling depends on the average level
of income of residentsin aregion, and hence there islikely to be a spillover effect from
average income to the level and quality of education acquired by studentsin that region.
A second source occurs where the composition of a neighbourhood causes ‘ supply

effects’ on education or employment outcomes in that neighbourhood. For example,
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where education levels or occupations chosen by individuals in a neighbourhood have
been limited to a subset of possible choices, the absence of precise information on likely
outcomes from other choices may effectively restrict the choice set of an individual in
that neighbourhood who must decide on alevel of educational attainment or choose an
occupation. For example, where no individualsin a neighbourhood have attended
university, the absence of information on returnsto a university degree may cause other
individuals in that neighbourhood to exclude the option of attending university. A third
source occurs where the composition of a neighbourhood has ‘ demand effects on
employment outcomes. That is, even if individuals in different regions make the same
estimate of the return to employment, in those regions where relatively fewer persons
are employed there may be less information about available job opportunities. Hence,
new jobs may be rationed between regions on the basis of average
employment/population rate in each region. A fourth source iswhere individuals
behaviour is affected by the behaviour of their peersin the same neighbourhood. For
example, where individual s derive satisfaction from behaving in a similar manner to
their peersit is possible that ‘herd’ behaviour in educational attainment will develop

within neighbourhoods.

Where intra-region spillover effects exist then a person’s region of residence will be an
important independent determinant of employment outcomes. Moreover, the regional
distribution of unemployment can affect the aggregate equilibrium rate of
unemployment. For example, suppose that there is an adverse shock to labour demand
that decreases employment and increases unemployment in aregion (and therefore
increases aggregate unemployment). After atime the shock to labour demand is
reversed. Assume however that the efficiency in job search of unemployed personsis
positively related to the proportion of personsin their region in employment. The initial
adverse shock to labour demand will have therefore reduced the search efficiency of
unemployed persons in that region; hence an increase in the equilibrium rate of
unemployment would occur. The same effect will occur in an aggregate multi-region
model where, for example, initially one-half the regions are affected by positive demand
shocks and the other half by negative demand shocks, and those shocks are
subsequently reversed, provided that the marginal effect on search efficiency of

unemployment is increasing (in absolute value) with the rate of unemployment. In this
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scenario an increase in regional dispersion in rates of unemployment could over the
long run (after the shocks are reversed) be associated with a higher equilibrium rate of

unemployment.

What evidence is available on the existence of intra-regional spilloversin Australia?
The main evidence seems to be in two papers by Heath and Overman (1998) and Heath
(2000). In thefirst paper the relation between individual’ s decisions on whether to
complete high school and neighbourhood effects are studied using data from the
Australian Y outh Survey for 1991. Some evidence for the role of local supply-side
effectsisfound. Specificaly, it isfound that the probability of an individual completing
high school isinversely related to the proportion of the population in the CD where that
individual resides with vocation qualifications. This may represent some effect due to
limits on information available on returns to compl eting high school. In the second
paper job search methods of unemployed persons are examined using data on job
searchers aged 16-19 years from the Australian Y outh Survey in 1991. It is found that
the higher the rate of unemployment in the CD in which an individual resides the lower
isthe probability that the individual’s main job search method would be through direct
contacts. This appears to offer direct support for aregional spillover effect whereby the
job search efficiency of individuals differs between regions for reasons related to the

employment/population rate in the region.

Some indirect evidence on the independent effect of regional factors on aggregate
equilibrium unemployment is also available. Figure 2d presents data on dispersion in
rates of unemployment between DEETY A labour market regions and the aggregate rate
of unemployment between 1984 and 1997. Borland and Kennedy (1998, pp. 90-91)
argue that the absence of an outward shift in the relation between those seriesimplies
that changes in aggregate search efficiency due to greater dispersion in inter-regional
rates of unemployment do not seem to have been a cause of higher equilibrium
unemployment in Australia. However, the data does not extend over the period from the
mid 1970s to early 1980s which other studies (for example, Gregory and Hunter, 1995)
have found to be the main period of increases in dispersion in intra-state rates of
unemployment and was al so the period where the most significant increases in the

equilibrium rate of unemployment in Australia seem to have occurred.
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Where regional effects have an independent influence on the aggregate equilibrium rate
of unemployment this may provide arole for regional policy. At present thereis some
evidence to support the existence of such effects; however, the evidence is not extensive
and is somewhat mixed. It is also important to note that appropriate regional policy
would probably require a detailed knowledge of the exact type(s) of spillover(s) that
affect outcomes in regional labour markets (for example, effects on education
attainment or on job search would require different policy responses). Hence much

more detailed empirical research on spillovers would be required than currently exists.

4. Unemployment duration

This section reviews evidence on the distribution of duration of unemployment spells.
Four main tasks are undertaken: @) Present descriptive evidence on unemployment
duration; b) Review studies of aggregate time-series properties of long-term
unemployment; c) Review studies of determinants of duration of unemployment spells;

and d) Review evidence on government policy and duration of unemployment.
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a. Descriptive evidence

Tables 3 and 4, and Figures 3a and 3b, present descriptive information on the
distribution of the duration of unemployment spellsin Australia. Table 3 shows that
during the 1990s, at any point in time there have been large proportions of unemployed
persons with relatively short spells and relatively long spells of unemployment. For
example, the proportion of unemployed with spells of less than 3 months is between 30
and 40 per cent, and the proportion of long-term unemployed (with spells of more than
52 weeks) is between 25 and 35 per cent. Although the shares in each duration category
arerelatively stable over time, two points about time-series variation are worth noting.
First, as the aggregate rate of unemployment has increased since the late 1970s, the
proportion of very long-term unemployed (104 weeks +) has grown. Second, in periods
where the rate of unemployment increases the proportion of long-term unemployed
initially decreases and then increases again (with opposite movements in the proportion
of short-term unemployed).

Table 3: Unemployed persons by duration of current spell — Australia — 1978 to 1999 (August)

0-4 weeks 4-13 weeks 13-52 weeks 52-104 weeks 104 weeks+ Rateof UE

1978 0.205 0.259 0.367 0.114 0.053 6.5
1979 0.202 0.255 0.362 0.117 0.062 6.1
1980 0.197 0.256 0.340 0.111 0.093 6.2
1981 0.197 0.273 0.316 0.104 0.108 5.8
1982 0.209 0.270 0.330 0.095 0.094 7.0
1983 0.119 0.204 0.400 0.152 0.122 10.2
1984 0.150 0.203 0.333 0.159 0.152 8.8
1985 0.164 0.183 0.342 0.125 0.183 8.2
1986 0.173 0.209 0.341 0.113 0.161 8.3
1987 0.167 0.205 0.341 0.126 0.158 8.1
1988 0.177 0.206 0.332 0.117 0.166 7.1
1989 0.217 0.240 0.311 0.091 0.138 6.0
1990 0.186 0.259 0.337 0.096 0.120 7.2
1991 0.132 0.211 0.408 0.146 0.101 9.8
1992 0.113 0.167 0.375 0.195 0.148 10.9
1993 0.123 0.178 0.334 0.169 0.193 111
1994 0.120 0.182 0.333 0.157 0.206 9.5
1995 0.146 0.202 0.342 0.126 0.181 8.4
1996 0.167 0.223 0.324 0.129 0.155 8.8
1997 0.154 0.204 0.333 0.137 0.169 8.7
1998 0.157 0.194 0.311 0.145 0.191 8.1
1999 0.185 0.218 0.303 0.119 0.173 7.1
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The cyclical dimension of long-term unemployment is also evident in Figures 3aand 3b
that show the rate of unemployment and rate of long-term unemployment/or proportion
of long-term unemployed. (Figure 3b defines 13+ weeks as long-term unemployment in
order to derive along-term unemployment series that extends over alonger time
period.) It isevident that long-term unemployment follows movementsin total
unemployment with some lag — hence the ‘loop’ relation between the rates of
unemployment and long-term unemployment in Figure 3a. One important point from
these Figuresis that whereas Figure 3a, using data from 1978 onwards, shows no large
change in the proportion of long-term unemployed, such a change is evident in the mid-

1970s in Figure 3b using data from the mid-1960s onwards.

The cyclical dimension of long-term unemployment is also evident in Figures 3a and 3b
that show the rate of unemployment and rate of long-term unemployment/or proportion
of long-term unemployed. (Figure 3b defines 13+ weeks as long-term unemployment in
order to derive along-term unemployment series that extends over alonger time
period.) It isevident that long-term unemployment follows movementsin total
unemployment with some lag — hence the ‘loop’ relation between the rates of
unemployment and long-term unemployment in Figure 3a. One important point from
these Figuresis that whereas Figure 3a, using data from 1978 onwards, shows no large
change in the proportion of long-term unemployed, such a change is evident in the mid-

1970s in Figure 3b using data from the mid-1960s onwards.
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Table 4: The distribution of long-term unemployment - Civilian population aged 15 years and over -
Australia — February 2000

Rate of Per centage of Per centage of

UE Labour Force LT Unemployed
1. Age
15-19 19.0 8.7 10.2
20-24 10.9 11.9 16.3
25-34 7.3 24.5 24.1
35-44 5.6 25.0 39.9
45-54 4.4 21.2
55-64 5.1 8.7 9.5
2. Occupation
Manager/administrator 0.8 7.1 0.9
Professional 18 17.8 9.2
Associate Professional 25 11.3 7.8
Tradespersons 34 135 144
Advanced clerical/service 1.7 45 21
Intermediate clerical/sales/service 3.0 17.0 10.8
Intermediate production/transport workers 4.2 8.9 9.0
Elementary clerical/sales/service 39 9.8 13.8
Labourers and related workers 6.8 101 32.0
3. Industry
Agriculture 34 54 45
Manufacturing 4.3 13.6 23.7
Construction 4.2 8.4 9.9
Wholesale Trade 2.7 5.8 3.6
Retail Trade 3.2 16.2 189
Accommodation etc. 52 53 10.2
Transport/storage 2.7 4.8 24
Business and property services 33 11.9 8.7
Government administration 2.7 4.2 6.0
Education 20 6.9 1.8
Health and community services 16 10.1 15
Recreation services 22 2.7 3.0
Personal services 24 4.7 3.3

Notes: Unemployment rates by education are for the civilian population aged 15 to 64 years

and for May 1998. Labour force and unemployment by occupation and industry include as

employed all persons employed in the respective occupation or industry at the time of the

survey, and as unemployed all persons who were unemployed at the time of the survey, who

had worked for at least two weeks full-time in the previous two years and whose last job was

in the respective industry or occupation.

Not all groups are affected equally (or in proportion to their share of the total labour
force) by long-term unemployment. Table 4 shows that prime-age workers (35-54
years), workersin low skill occupation groups and working in manufacturing or
accommodation etc. industries are disproportionately affected. (For further evidence on

the incidence of long-term unemployment, see Junankar and Kapuscinski, 1991.)
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Figure 3a: Rate of Unemployment and Rate of Long-Term Unemployment - Australia - Civilian
Population Aged 15 Years and Over - 1978/qtrl to 2000/qtr1 (Seasonally Adjusted)
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b. Time-series analysis of long-term unemployment

One group of studies has been primarily concerned with seeking to understand the
determinants of long-term unemployment (or rate of long-term unemployment) in
Australia.(The main examples are Trivedi and Hui, 1987, Flatau et al., 1991, Chapman
et a., 1992, EPAC, 1996, and Junankar and Kapuscinski, 1998.) These studies have
applied time-series regression techniquesto ABS Labour Force Survey datafor a
variety of periods from the late 1970s to the 1990s.

Probably the main finding from these studies has been the primary role of tota
unemployment (or the total rate of unemployment) in explaining variation in long-term
unemployment (or the rate of long-term unemployment). Consistent with the data
displayed in Figure 3a, amodel that specifies long-term unemployment as a function of
lagged total unemployment performs well in explaining long-term unemployment.

Some studies have also investigated the effect of other variables on long-term
unemployment. Trivedi and Hui (1987) test a wide range of variables as potential
explanation for the proportion of long-term unemployed for disaggregated male/female
adult/youth groups. They find evidence of significant relations between the proportion
of long-term unemployment and the real level of unemployment benefits (positive);
demand-side influences proxied for by real factor productivity and vacancy rates
(negative); and real wages (positive effect of own real wage, and negative effect of real
wages of other groups). Junankar and Kapuscinski (1998) attempt to test for the role of
Working Nation by comparing forecasts of employment and long-term unemployment
between 1994/2 and 1996/4 with actual outcomes. They do not find strong evidence that
Working Nation was associated with areduction in long-term unemployment through

improved aggregate employment outcomes.

One other issue that has been addressed in time-series analyses of long-term
unemployment is whether there has been a structural break in the relation between total
unemployment and long-term unemployment. Thisissue isimportant as, for example,
an increase in long-term unemployment relative to total unemployment could be a

source of decreasing search efficiency amongst the pool of unemployed, and hence
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provide an explanation for hysteresis or persistence in the equilibrium rate of

unemployment.

Most studies that have addressed this issue conclude that there has in fact been no
change in the relation between total unemployment and long-term unemployment (for
example, McDonald, 1993, EPAC, 1996, and Borland and Kennedy, 1998). Thisis
consistent with what other authors have found for a range of European countries (see
Machin and Manning, 1999). However, it isimportant to note that these studies use data
from the late 1970s onwards. Interestingly, the only opposite evidence is from Flatau et
al. (1991) who apply quarterly datafrom 1967/3 to 1990/1 to test for the existence of a
cointegrating relation between total unemployment and long-term unemployment. They
find that there is no tendency for the proportion of long-term unemployment to
converge to an equilibrium. This raises the issue of whether a structural break occurred
in the relation between long-term unemployment and total unemployment prior to the
late 1970s. Figure 3b appears to suggest that this may have been the case, showing a
large increase in the proportion of persons with unemployment spells of more than 13
weeks during the mid-1970s.

c. Determinants of the duration of unemployment spells

Studies of the determinants of duration of unemployment spellsfor Australiaare
reviewed in Table 5. Several alternative methodol ogies have been applied to examine
the determinants of the duration of unemployment spells. The main approach has been
to examine the determinants of the end of an unemployment spell — using this type of
approach some studies have adopted an explicit hazard function methodol ogy, whereas
other studies have used simpler estimation methods to examine the determinants of
whether a transition from unemployment to another labour force state occurs (or the
average probability of transition). Both aggregate-level and individual-level data have
been applied in these studies. The other estimation approach has been to examine the

determinants of the duration of unemployment spells.

Some common themes emerge from these studies on the determinants of the duration of
unemployment spells. First, there appears to be fairly strong evidence that the
probability of an unemployment spell ending does not depend on the duration of the
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spell. Although some studies have found evidence of negative duration dependence, it is
important to note that those studies do not control for unobserved heterogeneity. (And
in the absence of such controls a negative relation between the probability of exiting
unemployment and duration of spell could be caused either by ‘true’ state dependence
or by selection effects whereby the average unobserved quality of a cohort of
unemployed persons whose spell began at the same time becomes worse as the duration
of the spell increases.) With appropriate controls for unobserved heterogeneity there
does not appear to be a strong relation between spell duration and the probability of
exiting unemployment (for example, Hui, 1986, Chapman and Smith, 1992, and
Stromback et al., 1998).

Second, arange of personal and labour market related characteristics appear to be
related to the duration of unemployment spells. First, several studiesfind that the
duration of unemployment spellsisincreasing with age, and decreasing with level of
education attainment. Second, time-varying demand side factors, proxied for by the
vacancy rate or rate of unemployment, appear to affect unemployment spell duration.
Third, previous labour market experience tends to have a negative effect on the duration
of unemployment spells. Fifth, persons who are married, and particularly those who
have a spouse working, appear to have shorter unemployment spells. Finally, thereis
some evidence that unemployment spell duration isrelated to job search methods — that
persons whose primary method of job search is through friends/relatives have shorter

spells than persons who use the CES or newspapers.
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Table 5: Studies of unemployment duration

Study Time period Type of study Data Findings
Gregory and 1967/1 to 1978/2 Determinants of expected Aggregate - Average duration of ue spells related to:
Paterson (1980) (quarterly) average duration of ue DSS — Benefit recipients a) Replacement rate (+);
spells b) Vacancy rate (-); and
¢) Share of manufacturing employment (-).
Trivedi and 1970/2 to 1980/3 Determinants of average Aggregate — Average probability of exit from ue related to:
Kapuscinski (Quarterly) exit rate from a) ABS - Gross flows data; a) Vacancy rate (-);
(1985) unemployment and b) Real ue benefit rate (+);
a) DSS - Benefit ¢) Index of capacity utilisation (-); and
recipients. d) Real wages (+/-)
Brooks and Volker | March to June 1984 Hazard rate (Exit from ueto | Aggregate— Probability of exit from ue to emp related to:
(1986) emp) ABS - Gross flows a) Duration of spell (-); and
b) Gender (female > male);
Hui (1986) September 1983 — Hazard rate (Exit fromueto | Individual -Australian Probability of exit from ue to emp related to:
1984 emp) (Control for Longitudinal Youth Survey | @ Duration of spell (+/zero);

unobserved heterogeneity)

(Personsaged 15t0 25 in
1984)

b) Age(-);
¢) Education attainment (+); and
d) Job experience (+)

Miller and Volker
(1987)

September 1984-1985

Hazard rate (Exit from ue);
and

i)

Individual -Australian
Longitudinal Y outh Survey
(Personsaged 15t0 26 in
1985)

Probability of exit from ue to emp related to:
a) Duration of spell (-);

b) Education attainment (+);

C) Use CES/newspapersto find job (-);

d) Participationin labour market program (+)

Trivedi and Hui March to April 1984 | Hazard rate (Exit fromueto | ABS— Gross flows Probability of exit from ue to emp related to:
(1987) (Monthly) emp) a) Duration of spell (-);
b) Age(-); and
¢) Female*married (-).
Chapman and 1985 to 1988 Hazard rate (Exit fromueto | Individual — Probability of exit from ue to emp related to:
Smith (1992) (Annual) emp) Australian Longitudinal a) Education attainment (+);
(Control for unobserved Youth Survey (Personsaged | b) Region of residence (city > rural);
heterogeneity) 15-26 in 1985) c) Age(+);

d) Reservation wage ().
No significant relation with duration of spell.
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Hardin and 1985 to 1991 Determinants of transition Individual — Determinants of transition from ue to emp:
Kapuscinski from ue to emp Australian Longitudinal a) Married (+);
(2997) Y outh Survey; and b) Disability (-);
Australian Y outh Survey ¢) Education attainment (+);
(Persons aged 16-28 in d) Proportion of previous year in ue (-); and
survey period) €) Rate of ue by state/year (-).
Kapuscinski i) 1980/2t01990/2 | i) Determinantsof average | i) Aggregate— i) Determinants of average probability of exit from ue:
(1997) (Quarterly) probability of exit from | DSS— Benefit recipients; a) Proportion of long-term ue (+); and
ii) 5 2-month panels ue; and and b) Real ue benefits (+).
from 1986, 1987, ii) Determinants of transition | ii) Individual — ii) Determinants of transition from ue to emp:
1989, and 1991. from from ue to emp ABS - Labour Force a) Duration of ue spell (-);
Survey b) (Males) Last job in manufacturing industry/tradesperson (-); and
¢) (Femaes) Married (+).
Stromback et al. September 1994 — i) Determinants of Individual — i) Determinants of transition from ue to emp:
(1998) 1995 transition from ue to emp; ABS- SEUP a) Age(-);
ii) Hazard rate (Exit from ue b) Level of govt benefits (-);
to emp) ¢) Spouse working full-time (+); and
(Control for unobserved d) Participationin training and wage subsidy program (+).
heterogeneity) No significant relation with duration of spell.
ii) Probability of exit from ue related to:
a) Duration of spell (-);
b) Age(-);
¢) Education attainment (+);
d) Spouse working full-time (+); and
€) Labour market program participation (-).
Heath and Swann | Period prior to Determinants of duration of | Individual — Determinants of duration of ue spell:
(1999) September 1996 ue spell ABS- SEUP a) Education (-);
b) Age(+);
¢) Lastjobtemporary (-);
d) Lastjobinmanufacturing (+);
€) Lastjob asmanager (+);
f)  Uebenéefit digibility (+);
g) Housing costs (-).
Chalmers and April/June 1995 to Hazard rate (Exit fromueto | Individual — Probability of exit from ue to permanent emp higher for persons who
Kalb (2000) September 1997 emp) ABS- SEUP initially move from ue to casual emp.
(Control for unobserved Probability of exit from ue to emp not related to duration of ue spell.
heterogeneity)
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Third, studies of the determinants of the duration of unemployment spells have aso
examined the role of policy variables. Severa studies examine the role of
unemployment benefits. These studies tend to find that variables for unemployment
benefit eigibility or thereal level of unemployment benefits are positively related to
spell duration; however one study (Kapuscinski, 1997) does find that spell duration is
inversely related to the real level of unemployment benefits. Some studies have aso
examined participation in labour market programs. These studies arrive at mixed
conclusions on the effect of program participation on unemployment spell duration. In
most cases the studies do not appear to put much weight on these findings, concluding
that they are probably primarily due to selection effects (that is, the program
participation variables are proxying for unobserved characteristics of the types of

persons selected to participate).
d. Rolefor policy?

What rationale might exist for policy intervention designed to affect the distribution of
duration of unemployment spells? The main efficiency rationale for intervention
appearsto be in order to improve search efficiency. For example, it has been argued that
an increase in the aggregate rate of unemployment that is associated with arisein the
proportion of long-term unemployed may decrease average search efficiency of the pool
of unemployed persons. Such a decrease in search efficiency could constitute a source
of hysteresis in aggregate unemployment. In this situation there could be arole for
policy intervention to seek alter the distribution of unemployment spell durationsin
order to improve search efficiency of the unemployed. The other rationale for policy
intervention is of course equity concerns; that it may be seen as desirable to ‘share’ the
burden of unemployment more evenly by reducing the proportion of unemployed with
long-term spells.

What evidence exists that might support arole for policy intervention to affect the
distribution of unemployment spell durations? Time-series studies of long-term
unemployment (reviewed above) do provide some evidence a structural increase in the
proportion of long-term unemployed during the 1970s. Hence, this might be taken to
indicate that a source of hysteresis in the aggregate rate of unemployment (or the

increase in the equilibrium rate of unemployment) during the 1970s was a reduction in
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search efficiency associated with a change in the composition of the pool of
unemployed persons. Where this argument however appearsto fall downisintheidea
that a change in the composition of the pool of unemployed persons will affect search
efficiency. Studies of the determinants of the duration of unemployment spells, which
show that there is no significant relation between the probability of exiting from
unemployment and elapsed spell duration, would suggest the opposite. In this case
policy intervention to affect the distribution of unemployment spell durations would
have no affect on overall search efficiency. (An important point to note about the
studies of the determinants of unemployment spell durationsis however that one reason
why the studies do not find arelation between exit probability and spell duration may be
that labour market policies operating in the periods covered by those studies were in fact
acting to reduce the labour market disadvantage of the long-term unemployed. That is,

the studies may confound ‘true’ duration dependence with policy effects.)

The second important issue regarding policy intervention is what types of policies might
be applied to alter the distribution of duration of unemployment spells. One possibility
would be to ater unemployment benefit payments. Reductionsin eligibility, time limits
on period of payment, or reductionsin the level of benefits relative to potential labour
market earnings, might all be expected to improve search incentives of unemployed
persons, and hence to reduce the average duration of unemployment spells. A
shortcoming of existing research isthat while it provides some evidence that
unemployment benefits are a significant determinant of search behaviour, it does not
provide much basis for deciding on the relative impact on search behaviour the possible
types of adjustments that might be made to unemployment benefit payments. A second
possible policy intervention to change the distribution of duration of unemployment
spells would be through labour market programs (for example, Working Nation that
sought to reduce the proportion of unemployed persons in the 18+ months category).
Existing studies of the determinants of the duration of unemployment spells (reviewed
above) do not however provide a strong basis for ng the relation between labour
market program participation and unemployment spell duration. As Webster (1998)
notes this appears to be a weakness of the Australian literature on evaluation of labour

market programs.
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