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Chapter I: Introduction
1.1 Motivation and research question

At first sight, constructing a figure which provides a 35-year overview of the development in
long-term unemployment seems an easy exercise, given its policy relevance and the wide
variety of available data sources. Once actually searching for the relevant data, one finds out
that the seemingly easy task is more complicated: data on long-term unemployment before
1975 are hardly available. The first easily accessible data beyond that date hint at the main
reason for this lack of data availability: shares of long-term in total unemployment are low.
As a consequence long-term unemployment was no policy issue before 1975 and
subsequently there was hardly any data collection. Two consecutive oil crises in the seventies
put the issue of long-term unemployment on the agenda. The quick succession of shocks
meant that some of those who lost their job after the first shock did not find employment
before the second shock and subsequently became long-term unemployed. Figure 1.1 shows
the consequences for the composition of the unemployment mmﬂl.'

Equally noticeable as the strong upward trend in long-term unemployment from the
mid seventies onwards is the lack of any trend in long-term unemployment in the late eighties
and nineties, implying it remained at an unsatisfactorily high level. Consequently, 30 years
after its introduction as a major policy concern, long-term unemployment is still very much
on the agenda, which implies that economists and policymakers have not been able to solve it.

Fignre 1.1 Evolutions in long-term unemployment
60

50

40

percentage share in tofal unemployment
ES

1969 1973 1977 1981 1985 989 1993 1997 2001
France ------- Germany — =~ - The Netherands UK e 1 ]S

Source: OECD Labour Force Statistics, ILO Laborsta, CPB Macro FEconomic Outlook, European Commission
(1997} and 1LO (1986).

1 g . . . - .
The increase in the share of long-term unemployment in tolal unemploymeni has predominantly been a

European phenomenon. OECD (1994) argues that downward wage rigidity has hindered employment growth in

Europe, whereas wage flexibility has been the key to accommodate the US labour market after the oil shocks,
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Much of the efforts devoted 1o bringing :’ai‘e“gdgf ;ogg«rlm;n ‘ﬁﬂ;ﬂg@ggﬁeﬁ:wﬁg Eﬁ;f;
ho cvels e been spent on the supply side of the labour market w the willing
‘ZggcfhuiL;%bli?iSJaZf wnempﬁi"@yed to find employment have been qpe‘stmwned. To m‘crf‘:z-ls‘ed‘mi
willingness of unemployed to look for work, governments have tak?‘l“l mea;ure;i mwtar j&L ,;
tougher line on benefits, both in terms of the level and the du‘mt‘_lor‘l Q p‘a}fmﬁlns.d [b
increasing pay gap between employment and nmﬁ—emp]qy_mem 4should induce unemjp\ loye °
increase their efforts to find a job. To improve the ability — in tarmﬁ gf pmd‘uctmty -0
unemploved, policymakers have introduced .awctiv: labour market policies, which focus on
restoring depreciated productivity and rebuilding self-confidence.

Without intending to underestimate the value of measures targeted at .il.npr.ovmg ?ih.we
willingness of unemployed to find a job, this dissertation concentrates ‘on“abmt,y tmprow‘ng
measures, More precisely we focus on one of the main elements of active Izulbo‘u:r .m.arke‘t
measures: the employment subsidy measure. That is, a firm (private or p.ublxc) obtains a
temporary subsidy if it hires from an ex-ante defined target group {typically ]pqg;—term
unemployed). The reasoning is twofold. On the one hand, the subsidy allows the participant to
improve his skills during the temporary stay at the firm, which enables him m.ﬁnd
employment at the expiration of the subsidy. Since the participant restores his depreciated
productivity during the subsidized stay, the subsidy need not be permanent. On the other
hand, the subsidy enables the participant to signal his skills to the employer. If the pool of
long-term unemployed contains job seekers who meet the firm’s hiring standards, but who
firms disregard simply because they are long-term unemployed, the subsidy will confront the
firm with its erroneous screening strategy. The latter argument not only provides the
participating long-term unemployed with a Job, it might also induce the firm to revise its
hiring strategy in favour of long-term unemployed. Again, the subsidy need not be permanent,
as long as the participating unemployed receives sufficient time to signal his skills.

Though theoretically employment subsidy measures seem an attractive instrument to
help long-term unemployed back to the labour market, in practice such measures appear to
suffer from low efficiency. To measure inefficiency the literature relies on deadweight loss,
which is the share of subsidized participants who would have found an unsubsidized job
anyhow. As we will show throughout this dissertation this share is substantial in employment
subsidy measures and consequently obstructs its goal: provide (subsidized) employment to
those who will not find employment otherwise,

The ecomqmic literature about measuring the exact size of deadweight loss in
employnwm subsidy measures is abundant. However, surprisingly little attention has been
p&]ld.m Lhe‘cemus‘ws‘ of the incidence of deadweight loss. This dissertation wil] exactly address
that issue: i.e. which firms obtain subsidies for long-term unemployed they would have hired
unsubmdrized and u«ndﬁer which circumstances? And how can we use that information to design
a deadweight loss free employment subsidy or at least reduce the deadweight loss?

Any nuemp[ o answer that question requires a close look at the demand side of the |abour
mmketf as it is (:Em firm’s hiring behaviour we are interested in. That is, if skill upgrading s
nllm main mqnve q‘l‘ an empl‘oymmﬁ subsidy, a good match (both in terms of job lev;]‘ and job
direction) is leqm‘md, which justifies a closer look at the reasons of firms to participate in
sxlal}hdwnms. l! questioning the firm’s screening strategy is the main motive of an
en[l‘p “3:'”“@"'1"' sﬂybmd}ym applying a demand side approach is a necessity, That is why do firms
retuse to hire from long-term unem loyed & ens if ¢ les ‘
d and w appens if ¢k g e or less f ‘
petuse ployed ¢ hat happens if they are more or less forced to
The ability of firms o A ifi '
‘ o find qualified peg ] : ¢ - i
disregard in hiring decisions has heoz‘]mcsmdiedpﬁsg “”elbam?ngﬂ Hghtns ﬂ'l?y ot ety
- etore, but in a shightly different context:
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affirmative action. Affirmative action — which was introduced in the US labour market in
1965 — entails that firms (public firms or private firms who hold public contracts) have to
employ a quota of disadvantaged groups on the labour market (females and minorities}, which
firms supposingly disregard for a lack of guality.” Holzer and Neumark (1999, 2000) explore
whether firms that have to comply affirmative action legislation indeed suffer from a
productivity decline, but do not find any evidence to support this hypothesis. Firms that have
to comply with affirmative action spend more time screening among disadvantaged groups in
order to find qualified candidates and apparently succeed in doing so.

The evidence arising from the empirical literature on affirmative action suggests that firms are
able to successfully recruit among supposingly unqualified groups of unemployed. That is, if
they are forced to do so, like in the case of affirmative action legislation. In the case of
employment subsidies, participation is free. Nonetheless hiring cost structures or labour
market conditions might “force’ firms to recruit among disadvantaged groups in an attempt to
minimize hiring costs.

Disentangling the firm’s hiring behaviour therefore should shed light on the reasons
why and when firms recruit from disadvantaged groups, which subsequently yields a
prediction of deadweight loss incidence.

If indeed a pattern in the incidence of deadweight loss can be observed, the design of
employment subsidy measures could be modified in ways to prevent the deadweight loss
threat, which would improve the efficiency of such measures and hence reduce the subsidy
wastage. It is this latier drawback that prevents many governments from introducing or
applying employment subsidy measures at a farger scale.

The remainder of this introductory chapter provides a background of the subject at stake and
also serves as a justification for the decision we took to focus on the efficiency of
employment subsidy measures. Chapters Il and 1l develop a theoretical framework which
yields several hypotheses, that we empirically test in Chapters [V and V. Chapter VI is
devoted to a privately financed employment subsidy scheme, Chapter VIl summarizes the
main conclusions of this dissertation.

1.2 The chameleonic traits of unemployment

Notwithstanding the substantial efforts governments have put into reducing unemployment,
the surge of unemployment following the two oil shocks has never been completely reversed
— especially not in some of the main European continental countries like France and
Germany. Consequently, unemployment remains an important concern throughout most
OECD countries.

Unemployment affects the economy in several ways. Not using employment up till its
capacity implies production loss. Furthermore, those sidelined experience skill obsolescence
which makes them less productive on their return to employment and subsequently widens
wage inequality. Moreover, unemployment leads to social exclusion, which — though difficult
to measure economically — yields psychic costs. A positive effect is that unemployment
increases leisure time. However, given the involuntary nature of unemployment, unemployed

? Hiring under affirmative action legislation actually is a specific case of an employment subsidy measure.,
Whereas in the latter case the firm obtains a subsidy for hiring from a pre-defined group, in the case of the
former the firm pays & penalty (or in other words oblains a negative subsidy) for not hiring from this ex ante
defined group.
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apparently prefer working to forced consumption of leisure. Besides leisure, involuntary
unemployment also serves as a mechanism to guide the actual unemployment rate back to its
natural rate. That is, a high unemployment rate moderates aggregate wages — as unemployed
job seekers comstitute competition for employees bargaining for higher wages — which
subsequently increases aggregate employment and vice versa.

Though the business cycle also affects the share of long-term unemployment in total
employment, this share has never decreased to its pre-oil shock level but instead stabilized at
30 to 40%. This suggests that the change in the composition of the unemployment pool is
structural, which urges us to readdress economic thinking about unemployment. Apparently
the burden of unemployment is not equally divided over the total labour force, but weighs on
a specific group. As a consequence, skill obsolescence and psychic costs following
unemployment are concentrated among particular groups in our society. Moreover, if large
parts of the unemployment pool find it difficult to re-enter employment, the competitive threat
of unemployed to employees vanishes, which reduces wage moderating effects of
unemployment.

Figure 1.2 Transition rates from short to long-term unemployment

45

transition rate

R TN R e A e L L

1984 1986 1988 1990 1992 1994 1996 1998 2000

France = = = » Germany UK

Source: OECD (2002)

Figure 1.2 illustrates path dependence of unemployed in three major European countries. The
figure contains the transition rate from short to long-term unemployment. For the United
Kingdom (UK) as much as 40% of those unemployed for less than a vear in the previous year
are still without employment one year later, which implies they tumed into long-term
unemployed. Though these transition rates are somewhat lower in Germany and France, this



Inivoduction

nionetheless suggests that short-term unemployment is a solid predictor of future long-term
unemplovment.”

Path dependence in re-employment probabilities of unemployed has been studied extensively
— see Lancaster (1990) or Devine and Kiefer (1991) for an overview: These so-called hazard
rate studies have provided evidence for path dependence in re-employment probabilities. In
Figure 1.3 we present findings for the Netherlands, for both unemployed men and women,
who looked for a job in 1987.% In the first few periods after job loss unemployed start looking
for work, which takes some time to be productive (ie. applying for a job takes time).
Eventually this leads to a spike in the hazard rate at roughly half a year of unemployment.
Beyond that spike the hazard rate starts declining both for men and women.

Figure 1.3 Hazard rates for the Netherlands, 1987

0,005

0,004 -

0,003 -

0,002 -

daily hazard rate

0,001 -

0 1 2 3 4 5 6

unemployment duration {years)

—males = = = = females

Source: Kerckhoffs er ol {1994)

Several arguments have been put forward as to why this pattern is observed. One argument
supporting path dependence is the negative duration dependence argument ~ see Vishwanath
{19893, Lockwood (1991), Bean (1994) or Blanchard and Diamond (1994). That is, the
duration of the unemployment spell influences re-employment probabilities. Here one can
think of skill deterioration, which makes unemployed less attractive to hire for firms or
discouragement effects of unemployed, which would show up in lower search effectiveness of
unemployed. Both arguments explain the continuously reducing escape rates from

* OECD (2002) shows that long-term unemployment subsequently is a good predictor of very long-term
unemployment {more than two years of continuous unemployment) and outflow out ol the labour force
{discouraged worker effects).

* Here we depict the semi-parametric specification with a gamma heterogeneity correction. KerckhofTs er al
(1994) also apply different specifications to test the sensitivity of their results to such specifications, which is
beyond the scope of the analysis presented here — see Ridder (1987) for a discussion of the effects of model
specification choice on duration dependence estimates.
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unemployment. A second argument is a more statistical artefact: the heterogeneity argument,
This argument states that the unemployment pool eontains heterogeneous unemploved who
subsequently experience heterogeneous re-emplovment probabilities. Assuming that
unemployed having the highest re-employment probabilities leave the unemployment pool
first, this implies that the average re-employment probability goes down as the unemployment
spell lengthens.

Though hazard rate studies have provided substantial evidence for path dependence in re-
employment probabilities, they are less clear as to which of the two arguments deminates.
Depending on the model specification and the richness of the dataset (i.e. the ability to correct
for unobserved heterogeneity), some authors — once controlling for heterogeneity — reject the
negative duration dependence hypothesis, like Ham and Rea (1987). Others still find negative
duration dependence even when controlling for heterogeneity — see for example Van den Berg
and Van Ours (1996) or Petrongolo (2001). On balance, it seems reasonable to assume that
both arguments play a role in explaining declining hazard rates as the unemployment spells
lengthen.

Part of the explanation of negative duration dependence arises from firm behaviour. That is,
firms take the unemployment record of applicants into consideration when deciding to fill a
vacancy, which suggests that firms use the unemployment record as a screening device,
Lynch (1985, 1989), Van den Berg and Van Ours (1994) and especially Omori (1997) provide
empirical evidence that firms indeed use unemployment duration as a screening device.

This finding has far reaching implications as it can explain the persistence of long-
termn unemployment as scheduled in Figure 1.1. Labour economics tells that unemployment
rates above the natural rate can only be a temporary phenomenon, as excess supply on the
labour market will drive down wages and subsequently increase employment. However, if
firms a priori decide not to hire from certain groups of applicants (i.e. long-term unemployed)
the latter are no longer part of the effective labour supply and consequently do not constitute a
competitive threat to employed job seekers or short-term unemployed job seekers, which
leads to hysteresis — see for example Blanchard and Summers (1987) or Lindbeck and Snower
(1988, 1989) or for more recent applications Balmaceda et al. (2000), Leon-Ledesma (2002),
Roed (2002) or Amisano and Serati (2003). Crafts (1989) and Budd er @l (1988) provide
empirical evidence that supports the above claim. Increases in the share of long-term
unemployment in total unemployment have wage elevating effects, which, structurally, puts
long-term unemployed out of contention for jobs.

This finding urged both economists and policy makers to readdress the targets of labour
market policy. In the absence of long-term unemployment (before the 70s of the last century),
the probability to become unemployed appeared to be a random process, as was the outflow
rate out of unemployment. This implied that labour market policy could be restricted to a
passive policy, which provides a benefit system for those who became unemployed, the
generosity of which balanced the social desire to provide financial support when out of
employment and the incentive to find a job once unemployed and on benefits. Following the
surge in long-term unemployment and the subsequent reaction of firms (i.e. preferably not
recruiting from long-term unemployed) passive labour market policy no longer sufficed.
Labour market policy had and still has to focus on preventing unemployed from turning into
long-term unemployed and on providing support for long-term unemployed to guide them
back to employment. To do so governments aim at activating otherwise passive benefit
expenditures.



































































































































































































































































































































































































































