Abstract

This paper addresses two questions:

* Can Wédfare-to-Work expand employment and
* Has Britain's New Ded for young people actudly done so, and have its benefits
judtified the cost?

There is ample evidence tha unemployment (and employment) is affected by how the
unemployed are trested. Other things equd, countries that offer unemployment benefits of
long duration have more unemployment (and less employment). This is because employment
depends on the effective supply of labour. Cross-sectiond and time-series evidence is
presented.

The British New Ded for Young People is a policy that prevents young people from
entering long-term unemployment. To get a crude edimae of its overdl effects on the
unemployment (and employment) rate of young people, we can take the change in the rate
between April 1998 and April 2000 and subtract from it the change in the rate for adults aged
30-49. The esdimated effect is then a fal of 70,000 in unemployment - and a rise of 35,000 in
employment.  This compares with the NIESR's latest estimates of 45,000 and 25,000
respectively.

For illusration we peform a forward-looking socid codt-bendfit andyds usng
figures of 50,000 and 25,000 respectively. The net socid benefit per year is edtimated a
£100 million (this compares with the gross Exchequer cost of about £350 million a year). On
any reasonable assumption the policy passesthe socid cost-benefit test.
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Welfare-to-Work and the New Deal

Richard Layard

Now that we have learned to control inflation, the key macro-economic question has become
how to lower the sustainable unemployment rate. Provided this can be done without an
equivaent resource cog, this would raise the potentid output of the economy.

But how? In Britan wefare-to-work has become the government's most important
policy for lowering unemployment and expanding labour supply. But does it work? And
what lessons does Britain's experience provide for other countries?

The rationde for wdfare-to-work issmple. If you pay people to be inactive, there
will be more inactivity. So you should pay them instead for being active — for either working
or training to improve their employability.

The evidence for the first propogtion is everywhere around us. For example, Europe
has a notorious unemployment problem. But if you bresk down unemployment into short-
term (under a year) and long-term, you fnd that short-term unemployment is dmost the same
in Europe as in the U.S. — around 4% of the workforce. But in Europe there are another 4%
who have been out of work for over a year, compared with dmost none in the United States.
The most obvious explanation for this is that in the U.S. unemployment benefits run out after
6 months, while in most of Eurape they continue for many years or indefinitely.

The pogdtion is illugtrated in Figure 1. The vertical axis shows how long it is possble
to draw unemployment benefit, and the horizontal axis shows how long people are actudly
unemployed, as measured by the percentage of unemployed who are out of work for over a
year. The asocidion is dose, and it remans close even when we dlow datigticdly for all
other possible factors affecting the duration of unemployment.

This long-term unemployment is a huge economic waste. For people who have been
out of work for a long time become very unaitractive to employers and easly get excluded
from the world of work. So it often happens that employers fed a shortage of labour even
when there are many people long-term unemployed, with the result that inflation rises even in
the presence of mass unemployment.

Thus a mgor objective must be to reduce or eiminae the long-term unemployment
caused by welfare dependency. There are two possible approaches — “sick” and “carrot”.
The evidence suggedts that much the best approach is a combination of the two. This
combined gpproach is now being used increasingly in Britain, Denmark, the Netherlands and
of course in the U.S. for single mothers on wefare. In consequence in these countries there
have been dramatic fals in unemployment consstent with a given level of vacancies — which
in mogt other countries continues to rise.

! See S Nickell and R. Layard in O. Ashenfelter and D. Card, Handbook of Labour Economics, Vol 3C, 1998,
North Holland. Employment protection is afurther factor raising long-term unemployment but the evidence
suggestsit plays amuch smaller role. In some regions of Europe the problem isfurther exacerbated by wage
rigidities (e.g. Southern Italy, Southern Spain and East Germany).



Conditionality

In mogt countries the “gtick” is dways there in principle, but often little in practise. The rules
say you should only draw benefit if you are trying to find work and faling - in other words
there is a “work test”. But in many countries this is very weskly gpplied. In Britain for
example from 1982-6 people on benefit were not even required to register as job-seekers at
job centres. From 1986 however the work test began to be used again and the system in
Britan tightened. The benefit offices and job centres were reunited. In 1986 six-monthly
Regtart interviews began, and since 1990 benefit recipients have been formaly expected to be
“actively seeking work”. Under the Job Seeker's Allowance introduced in 1996, job-seekers
can be given explicit directions by ther adviser. Fallure to comply with the rules can lead to
loss of benefit for up to Sx months.

These changes are part of the reason why unemployment in Britain has been able to
fdl as it has without inflation rigng. In 1989, when unemployment fel to 7%, inflation took
off; today unemployment is 5¥26 but inflation is 4ill levd. The unemployed that we have
now are more active in job search. So it is easer for employers to fill their vacancies and
inflation remains under control.

But the stick has its limitations We do not want a society in which the unemployed
are ground into the dudt, cycling from one lousy job to another. And in any case the work
test is quite difficult to gpply unless you have something postive to offer a person — only then
canyou tel if heisared refusenik.

Active Help

These ideas make one focus on the intense need which many unemployed people have for
active help to overcome the barriers to employment. The main kinds of “active labour market
policies’ that can be used are these:

e Job-search assigtance, advice and matching to the avalable vacancies. Good
controlled experiments in Sweden show how unemployment has been reduced in
areas where the job centres have more staff.

e Traning. This has a mixed record but the right education and training can cearly
st aperson on anew pathinlife.

*  Employment subsdies. These can induce employers to give a chance to hard-to-
place workers and thus expand the sze of the effective workforcee A good
example is the Jobstart programmein Audraia.

*  Work experience. Where no job can be found with a regular employer, work on
publidy-useful projects can help improve people's work habits and give them
work records which help in finding regular jobs.

These programmes can help and have been around for a long time, though usualy on
a gndl scde. But unless they are universa, they tend to be used by people who dready had
the best chance of finding work.

Thus the big new idea in Labour's New Ded is this We ought to offer everybody
on the threshold of long-term unemployment a choice of activity for at least a period.
And when that happens we should remove the option of life on benefit.



Rights and Responsibilities

This is a sysem of gick and “carrot”, based on mutuad rights and responghbilities. Everyone
has the right to offers but in return they have the respongbility to use them — or at least to
sop drawing benefits. Rights and responghilities is a centra philosophy of New Labour and
of the New Dedl.

But can it work or will it smply help one group a the expense of another? Before
giving actua evidence for the New Ded, let me discuss the issue in generd terms, given that
it istotally fundamenta to the philosophy of Welfare-to-Work.

Additionality

Many people doubt whether active labour market messures can work owing to
“digplacement” and “subditution”. In the extreme form, these fears derive from the ‘lump-
of-labour fdlacy’ which says that there are only so many jobs. So, if we enable Mr. X to get
one of them, some other person goes without work.

It is easy to see how this falacy arises. In the most immediate sense, the proposition
is true. If an employer has a vacancy and, due to a job subsidy, Mr. X getsit rather than Mrs.
Y, Mrs. Y remans temporarily unemployed. But by definition Mrs. Y is inherently
employable since she would normadly have got the job. If she does not get it, she will look
for another one. Employers will find tha there are more employable people in the market
and that they can more eadly fill their vacancies This increases downwards pressure on
wages, making possble a higher levd of employment a the same levd of inflationary
pressure.

But how much more employment? Evidence on subdtitution and replacement is by its
nature difficult to obtain. In the past it has manly been achieved by asking quedions to
employers. When asubsdy schemeis evaduated, employers are often asked the following:

1. Of theindividuas subsidised, how many would you have hired anyway? (“ Deadweight”)

2. Of the remaining jobs subsdised how many would have been filled by other recruits in
any case? (“ Subdtitution”)

3. Of those remaining subgdised jobs which represent an incresse in your own employment,
how many were a the expense of your competitors? (* Displacement”)

The net job cregtion resulting from the subgdy is then sad to be the totd number of
subsidised jobs minus 1, 2 and 3.

Until recently this procedure has been used amog universdly, and often implies that
net job creation is only 20% of the totd number of jobs subsidised? Yet the estimates of
subgtitution and displacement are based on a theory of the labour market which is never used
for any other purpose. The theory being used is that, if somebody would have been employed
in one place and that opportunity closes down, then unemployment increases permanently —
by that amount. This makes no alowance for the possbility (discussed above) that people
who find one channd of employment blocked will find another channd. In the meantime the
effective supply of labour has been expanded by including people like Mr. X, who were

2 Seefor example, J. Stern et al, OECD Wage Subsidy Evaluation: Lessons for Workstart, NERA, November
1995.



previoudy excluded. And changes in the effective supply of labour will then cause equd
changesin the norrinflationary level of employment.3

That is the fundamentd argument for welfare-to-work. Changes in labour supply do
indeed cause equa changes in the norrinflationary number of jobs. For example, since 1850
the British labour force has grown by 240% and the number of jobs has grown by, guess
what, 240%. Smilarly, comparing countries, those where the labour force grows most
experience the fastet growth in the number of jobs (see Figure 2). Smilaly, if we
dandardise for population Sze, countries where participation grows most experience no extra
unemployment (see Figure 3). Thusjobs do respond to the effective supply of labour.

But the response is not indantaneous.  When labour supply incresses, the immediate
effect is that, with employment congtant, inflationary pressure fdls. Following this, demand
increases either spontaneoudy through lower prices (which may act dowly) or as a result of
more expansonary fiscd or monetary policy, which is safe in the new cdimate of expanded
[abour supply.

One key sep is therefore to prevent the process of excluson which occurs when
people are dlowed to drift into long-term unemployment. For this reason in November 1997
the European heads of government adopted as ther firsd two European Guiddines the
principles that:

* every unemployed adult is offered a new gart — in the form of a job, training,
retraining, work practice or other employability measure — before reaching twelve
months of unemployment

* every unemployed young person is given such a new dat before reaching sx
months of unemploymern.

The same philosophy inspires Britain's New Ded for Young People under 25 which
began in April 1998.

The New Deal for Young People

Under the New Ded youngsters who have been unemployed for 6 months enter a “gateway”
of intendve counsdling with a persond adviser. This can lag for a maximum of 4 months
during which they should have been placed into a regular job or have entered one of four
high-qudity subsidised options, lagting at least 6 months.

* asubsidised pb with a regular employer (secured by a 6month subsidy of £75 a
week)

» work experience in the voluntary sector (receiving benefit plus £15 aweek)

*  work experience in an environmentd project (ditto)

» ful-time vocationa education (receiving benefit)

All the options include training for at least one day aweek.
The am of the scheme is to prevent any young person remaining unemployed beyond
the 10 month of unemployment. In other words, the whole annua flow of people past the

% For amore formal statement of the argument see R. Layard, “Preventing long-term unemployment: an
economic analysis’ in D. Snower and G. de la Dehesa (eds) Unemployment Policy, Cambridge University Press,
1997.



gxth month (now running a roughly 175,000 per year) have got to be placed. This is the
“flow” that will dways have to be provided for. But in addition there was in 1998 a “stock”
of people who were dready unemployed that had to be handled when the policy was first
introduced. The initid stock of young people unemployed for over 6 months was 120,000.
Thusthe task a the beginning was nearly twice as large as it has become later on.

The policy has been wel funded by higoric standards and the Exchequer cost
(indluding benefits paid to people on options) has been roughly*

April 1998 — March 1999 £210m
April 1999 — March 2000 £320m

How well has the policy done? Inevitably it is taking time to get the sysem to work
exactly as it should. Too many young people reman in the gateway for over 4 months and
too few extra jobs have been mobilised through the job subsidy. These problems are being
energeticaly addressed.

But the overdl effect has been driking. The man published andyss of the overdl
effects of the New Ded is by the Naiond Institute for Economic and Socid Research.® It
finds that by March 2000 the New Ded had reduced unemployment by some 45,000 and
increased regular employment by some 25000. It adso concluded that the government
recovered in benefit savings and higher tax receipts about 60% of what it spent on the New
Ded. For the economy as awhole, benefits exceeded cost.

To get an understanding of what has happened, one can look a Table 1. This shows
that from the beginning of the New Ded to April 2000 unemployment of people aged 30-49
fdl by 0.6 percentage points. By contrast the unemployment rate of people under 25 fel by
2.2 percentage points. If we assume that the New Ded had no effect on the older age group,
this suggests that the New Ded cut youth unemployment by over 1.5 percentage points — or
over 50,000 people® If we treat the New Dedlers on options (other than the employer option)
as unemployed, the corresponding fal in unemployment was less - about 30,000, most of
whom ae in employment. These figures will be exaggerated if the New Ded raised the
unemployment rate of older people’ But they broadly confirm the Nationd Ingtitute's
findings.

What is redly encouraging is tha short-term youth unemployment has not increased.
Thus many of those who find work earlier than they would otherwise have done gppear to
have kept it. And those who did not find work directly from their options appear to have
done so fairly soon &fter.

Benefits and Costs

The am of the New Ded is three-fold. It is firs to diminate the economic waste incurred
when thousands of people are producing nothing a consderable expense to the taxpayer.
This is a pure efficiency issue. Second, it is to reduce the condderable sde-effects which
falow from high unemployment — crime, family bresk-up, drug dependency and the scarring

* H.M. Treasury, Budget 2000, HC 346, p. 72.

®R. Anderson, R. Riley and G. Y oung, “The New Deal for Y oung People: Implications for Employment and
the Public Finances’, Employment Service, Research & Development Report, ESR No 62.

® At the same point in the previous cycle (July 1989 — July 1990) youth and adult unemployment fell by the
same 0.3 percentage points.

" The evidence works against this, since the New Deal is most likely to have damaged the 25-29 year old group
and their unemployment fell by 1.1 percentage points.



effects of unemployment upon peopl€'s subsequent productivity and employment.  But, third,
there is the issue of socid judice, when people who have little get a chance, even if it
involves some cost to people better off than them.

A full anadyss of cogs and benefits would involve dl three aspects. And, to be
adequate, it would await the accumulation of more evidence on the New Ded’s effects. But
it is interesing to do some back-of-the-envelope calculations to check that the results do
indeed judtify the subgtantid public outlay. The cadculations are in a Note a the end, and
cover only the smple efficiency effects They drongly confirm how worthwhile the policy
IS.

New Dealsfor Other Groups

There is therefore every reason to press ahead with a New Ded for over 25s that includes the
same principles — a gateway for dl those who reech a certan length of unemployment,
followed by a mandatory period of activity if people have not dready found a job. Gordon
Brown has announced that such a New Ded will be introduced from April 2001.

But there are other groups too for whom the Welfare-to-Work approach is highly
relevant — given the digtortionary incentives st up by date subsdisation of inactivity. We
have a present some 4 million adults of working age who are economicdly inactive and
living on date benefits These include about 1 million sngle parents with children under the
age of 16, and 3 million people with long-term hedth problems. Many in each group would
be better off if they were working, and in future any new person cdaming these benefits will
have to dam a a dngle “work-focused” service known as the One sarvice, where the
posshilities of work will be discussed in a rigorous way.  This will include a thorough
discussion of the tota income that a person could hope to earn in work, and of what childcare
if any they could get.

The drive agang unemployment and inectivity is centrd to the drive agang child
poverty in Britan. In Britain, heads of households are dmost as likely to be unemployed as
anyone €se, and on top of this there are the 1 million sngle parents who are inactive or
working only short hours.  Thus dtogether one fifth of dl Britan's children live in
households in which no oneisworking. It isamaor government objective to reduce this.

Conclusions

Thus the Wdfare-to-Work approach has the potential to make our society sgnificantly more
efficent and more far — by mobilisng many of those who are currently not working but
living on date benefits It will expand employment and transform the lives of millions, by
meking them sdf-sugtaining rather than dependent — a hand-up not a hand-out. But it
requires extreme sengtivity. The hdp must be of redly high qudity and the spirit of the
policy must be vighly in the dients interet. The New Ded has been an extraordinary
success from that angle — with very high levels of client satisfaction. It is a good example for
other countries to follow. But each future step must be as sensitive as the ladt.



NOTE

Cost-Benefit Analysis of the New Deal

In this illugraive andyss, we shdl assume that the New Ded for Young People has reduced
clamant unemployment by 50,000 and increased regular employment by 25,000. This result
has been caused by money spent on the flow of unemployed people past the 6-month
threshold plus money spent on the stock of people dready unemployed for over 6 months.
However, looking to the future, the stock has now been largely diminated, so in future
money will only have to be spent on the flow. Thus in our forward-looking cost-benefit
andyds we can safely assume that the above reduction in unemployment could be sustained
by proper help given to the flow.

To compute the associated benefits and costs we can assume that young people in
employment produce an amount equal to the corresponding wage (say £8,000 a year). Thus
one clear socid benefit is the net change in employment (25,000) times £8,000 per year.
Other benefits are () the gross output of the voluntary and environmental options and (b) the
vadue of training obtained through the full-time education and training option (to which we
return shortly). Turning to the red direct sociad cod, there is no time cost of participants to
be included since we have counted as a benefit the net change in employment, after dlowing
for any paticipation in the New Ded of people who might otherwise be employed
(“deadweight”). So the socid cogts of the New Ded are:

() the inputs into the voluntary and environmenta option
(i)  theinputsinto full-time education and training, and
(@it)  the (manly adminigrative) cogs of the gateway

We shdl assume that (i) is offset by the vaue of the output of these options, and (i) is offset
by the present vaue of the training recaelved. This leaves as codts in our cdculation the socid
cost of the gateway, plus the excess burden of any Net Exchequer Cost of the New Dedl.

The Net Exchequer Cost for an unemployed flow of roughly the present size is as
follows

£m
Gross cost 175,000 flow p.a. x 350
£2,000
- Benefit and tax 50,000 stock x £3,500  -175
sving
Net Exchequer 175
Cost

Reverting to the socid cost-benefit caculus, the net efficiency gain is the output gan
from jobs minus the red cost of the gateway minus the excess burden of the Net Exchequer
Codt. Taking the excess burden for £1 of tax revenue as £0.3, this gives the net socia benefit

per year as



£m
Extraoutput from jobs 25,000 stock x 200

£8,000
- Cost of gateway 175,000 flow x £300 -50
- 03 x Net Exchequer -50
Cost
Net Socid Benefit 100

This puts no vaue on any benefits like reduced crime, teenage pregnancy, and so on,
nor on the fact that those who benefit are mainly poor and excluded, while those who pay are
mainly better off than them. Needless to say dl these cdculaions ae very preiminary,
given how new the New Ded is.



TABLE 1

Claimant unemployment rates. by age (%)

April April Change
1998 2000
40-49 3.7 31 -0.6
30-39 4.3 3.6 -0.7
18-24
Clamantsonly 9.5 7.3 -2.2
Under 6 months 6.2 5.8 -04
Over 6 months 3.3 15 -1.8
Claimants plus people on non-work options 9.5 8.1 -14
Under 6 months 6.2 5.8 -04
Over 6 months 3.3 2.3 -1.0




Figurel
L ong-term unemployment and the duration of benefits®
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8 Benefit duration from Nickell and Layard (op.cit) relatesto 1992. LTU datarelate to 1989-98 and are based
on tables at the end of OECD, Employment Trends.
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Labour force

Per centage change in the labour force and in employment, 1960-1995
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Changein labour force participation rate (15-64) and change in unemployment rate.

Changein labour force participation

Figure3
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