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ABSTRACT*
Housing, Wages and UK Labour Markets

There is a considerable literature concerning the effects on labour mobility of
imperfections in UK markets for rented housing (such as the 1987 book by
Minford et al and several articles by Hughes and McCormick). This paper
exarnines the interaction of labour and housing markets, including the
owner-occupied sector, in a more general framework., Qur analysis has
implications for the behaviour of aggregate wages in the UK and for the
relationship between aggregate unemployment and unfilled vacancies, which in
part reflects mismatch between jobs and people. Our empirical analysis reveals
that lagged vaiues of regional differentials in the ratio of house prices to earnings
play an important role in both the wage and the unemployment/vacancies
equations. in addition, lagged values of average house prices have a significant
‘cost-of- living” effect on wages. Our evidence is consistent with cross- sectional
evidence on the effects of tenure structure on mobility; we find some effects from
the 1965 and 1974 Rent Acts.

Our analysis suggests a rather different view of the process of wage
determination from that suggested by Layard and Nickell {(1986). Qur evidence
suggests that it is changes in, rather than the levels of, unemployment and
soctoral mismatch that create greater pressure on wages. This appears
consistent with analyses of the roles of insiders and outsiders in wage
determination given by Blanchard and Summers (1986) and by Lindbeck and
Snower (1987).
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NON-TECHNICAL SUMMARY

Much has been written on why wage infiation responds so little to high rates of
unemployment, both in Britain and elsewhere in Europe. Blanchard and
Summers have atiributed this to hysteresis effects, while Lindbeck and Snower
have emphasized the differing roles of insiders and outsiders in the abour force.
In the United Kingdem economists have also pointed to the characteristics of UK
housing markets as a factor in explaining why wages do not respond to high
unemployment. Rates of Jabour migration are much lower in Britain than in the
United States, it is argued, and low labour mobility allows high wage inflation in
the South-East to co-exist with high unempioyment in other regions.
Cross-section evidence reveals an association of low migration rates with the
regulation of rents and tenure and with the institution of council housing. Hughes
and McCormick (1987) and Minford et al (1987) have used this evidence to argue
that unemployment and wage pressuré in Britain are higher than they would be
with different housing institutions.

This paper examines the interaction between the labour and housing markets in
Britain, integrating the owner-occupied sector more fully than in previous
research. We explore the effects of this interaction on the behaviour of aggregate
wages and for the relationship between aggregate unemployment and unfilled
vacancies, which reflects mismatch betwesn jobs and people. Cur analysis
confirms the importance of housing markets in labour market behaviour.

Our analysis emphasizes the importance of ‘soctoral’ or segmented labour
markets in which labour is immobile, possibly as a result of the operation of the
housing market. As a result, one segment of the national labour market may
experience unemployment while there are at the same time unfilled vacancies
or excess demand in another sector. Economic theory suggests that in such
segmented markets, wage behaviour is influenced not onty by aggregate excess
demand, but also by its sectoral dispersion or ‘misrnatch’.

We take as our starting point the wage equations developed in recent work by
Layard and Nickell. Their work explains employment, wages and the price level
for the UK economy, based on a theoretical framework in which monopolistic
competition prevails in product markets and at least some firms use normal cost
mark-up pricing. In labour markets, the approach gives explicit treatment to
bargaining between employers and unions: the level of both the cost of living and
of product prices is relevant for wage determination and ‘wage push’ factors play
an important role.

We use annual data from 1958-86 to estimate, first, an equation explaining the
behaviour of aggregate wages. The explanatory variables in this equation
(whose dependent variable is the real product wage, adjusted for the trend in
productivity) include the level and the change in unemployment, a measure of



union power, and a variable capturing changesin mismatch {the absolute change
in the employment share of industry and construction). We measure the effects
of house prices by means of an index of UK house prices relative to the average
wage, adjusted for the proportion of owner-occupiers. We find that this variable
enters as a two- year moving average with a two-year lag, suggesting that the
cost-of-iving effects of house prices take a long time to feed through. We also
define a ‘regional difference’ variable which is a measure ofthe gap between the
house price/earnings ratio in the South-East and the UK average. This operates
as a moving average with an average lag of two years. The effects of variations
in mobility which arise from changes in housing tenure structure and from
changes in the Rent Acts are captured through a mobility index derived from
previous work by Hughes and McCormick.

One of the consequences of restricted labour mobility is increased mismatch in
the labour market, and this should be reflected in a higher level of aggregate
vacancies for a given levei of aggregate unemployment. We therefore use annual
data from 1958 to 1986 to estimate a second equation, in which unemployment
depends on vacancies as weil as on the benefittwage ratio (reflecting ‘search’
unemployment) and the proportion of new entrants in the labour force. We
introduce housing market influences through the same iagged moving average
of the regional difference in the house price/earmings ratio and through the index
of mobility used in the wage equation. The joint evidence from the two squations
is consistent with our theoretical interpretations. The wage equation fits
particularly well compared to previous estimates and both equations pass a
battery of specification tests and tests of alternative hypotheses with flying
colours. Itis also clear that the importance of the house price variabies is robust
1o the specification of the final wage equation.

Our incorporation of the effects of house prices and housing tenure suggests
very different conclusions concerning the determinants of wage behaviour from
those reached by Layard and Nickell, aithough like Nickell we find evidence of
the importance of hysteresis in unemployment. In particular, we find that itis the
changes in unemployment and sectoral mismatch, not the levels of these
variables, that have the strongest influence on real wages. This is consistent with
interpretations of unemployment based on hysteresis or on insider-outsider
behaviour. Such interpretations imply that wage pressure is affected by the
sectoral dispersion of excess demand changes, for the same reasons that
changes in (more than levels of} excess demand determine wage behaviour.

We find that union power has an important and strongly significant effect on wage
pressure, although in our estimates union density out-performs the theoreticaily
more appropriate union/non-union mark-up. We suspect that this is the result of
efficiencies in estimates of the latter for the 1980s. Our estimates of the
unemployment/vacancies relationship reveal strong evidence of the role played



by the regional house price/eamings difference and our caiculated measure of
mobility. We also find that the proportion of young entrants in the labour market
and the benefitwage ratio tend to increase the level of unemployment for any
given level of vacancies.

Wa estimate the contributions of these factors to moverments in the wage during
the sample period. The level of unemployment and to an even greater extent its
rate of change had a major effect on the real wage, though the increase in
mismatch in the early 1980s offset the downward pressure on wages to a
remarkable degree. The net result was only a very modest downward pressure
on the real product wage. Union density also had a major influence on the real
manual wage: the increase from the early 1960s to the peak at 1979 accounts
for a 3.6% increase in the real wage. This is large, relative to the 2.5% increase
inthe productivity-trend-adjusted real wage over this petiod. The recent rises in
the house price/earnings ratio and its regional difference imply a 4.4% increase
in the real manual wage over the period 1984-8, while the effect on price inflation
is even greater, giventhe feedbacks from wages to prices. The upward pressure
of house prices on wages, adjusted for the productivity trend, has been offset by
the decline in union density and by persistent high unemployment.

in the long run, relatively high house prices in the South-East benefit the
unemployed elsewhere in Britain. These higher prices not only create an
incentive to expand the supply of housing in the South-East, but give firms an
incentive to locate eisewhere. Our research suggests, however, that the
institutional distortions associated with owner-occupation introduce important
dynamic distortions into the housing market. There are major tax incentives
which favour owner-occupation relative fo other financial assets or rented
accommeodation. These include mortgage interest tax relief and the absence of
capital gains tax on principal residences. These distortions, which the abolition
of domestic rates will increase, artificially raise the portfolio returns on
owner-occupation relative to other assets, with profound implications in
economic upswings, especially when these are accompanied by rapid growth in
financial liquidity. In such upswings the response of house prices 10 the growth
of income and liquidity results in high own rates of return on owner-occupied
housing, which further stimulate demand. Even if other factors did not lead to
faster economic growthinthe South-East, higher national housing demand tends
not only to raise the national house price/eamings ratio but also to widen the
South-East's ratio relative to the rest of the UK, because housing supply is less
elastic in the South-East. As a result the house price/eamings ratio in the
South-East rises relatively in upswings, especially those where financial liquidity
is a major factor, as in the early 1970s and in the 1980s.

This leads to a ‘mobility trap’. As the relative appreciation of house prices
increases, households in the South-East are initially more reluctant to move to



other areas: they would miss out on the tfurther relative appreciation and may
therefore be unable to move back to the South-East at a later date. Thus few
housing slots are freed for potential migrants to the South-East, tending 1o
increase still further the relative appreciation. Households outside the South-East
become increasingly unable to bridge the gap in house prices and so are less
inclined to migrate.

As the house price/earnings differential approaches a peak, cutward migration
from the South-East increases. At the same time, the credit constraint for
potential migrants to the South- East reaches a maximum. Also by this time
additional new housing in the South-East will have been built. This situation
cannot persist and speculative expectations are reversed: the result is a rapid
fall, as in 1973-5, of the South-East's premium in the house price/earnings
differential. The rapidity of the fall is likely to be influenced by the initial retuctance
of households outside the South-East to investin an expensive asset with a fower
or negative prospective rate of retum compared with their present housing. The
peak and early part of this post-peak phase is likely to be a particularly
uncomfortable one for firms in the South-East trying to hold on to or o hire
workers and, unless labour demand in the South-East is slackening, is likely to
be associated with strong wage pressure there. 1973, for example, saw the
largest recorded net outflow of people from the South-East, with further large
outflows in 1874 and 1975.

This process eventually leads firms and workers to locate outside the South-East
and so relieves unemployment in other regions. In the short run, however, this
process can impose significant costs. Wage increases in the South-East, quickly
followed by even larger house price increases there, can give workers in the
South-East an incentive to leave and, given credit rationing, be relatively
ineffective in atiracting new workers. Firms may therefore have to bear the brunt
of the resource reallocation shifts engendered by this interaction of housing and
labour markets.

The fiscal bias in favour of owner-occupation greatly raises the portfolio return
to housing relative to that which would prevailin a neutral tax system. Consumer
expenditure is influenced by house price increases through wealth effects and
the increase in collateral availabie for borrowing. This tends not only to increase
aggregate consumer expenditure and imports but also to increase regional
disparities. The greater increase in consumer expenditure in the South-East has
regional muitiplier effects which {eed back through household demand into
South-East housing prices. This adds to the overshooting tendencies discussed
above. These tendencies have been exacerbated by the liberalization of credit
markets in the 1980s and would be reduced by a more neutral tax treatment of
owner-occupied housing. Our results emphasize the hazards of fiberalizing
financial markets while enormous fiscal distortions remain in place.



1. Intr‘oduction

Much has Dbeen written on why Wage inflation 18 curiously
unresponsive to high rates of unemployment, see for example
Lindbeck and Smnower (1965) and Blanchard and Summers {1986).
For the U.X., Layard and Nickell (1985, 1986) have developed &
model for wages, prices and employment that develops the
mechanisms at work. In the latest version of this model in
Nieckeil (31987), the relative ineffectiveness of high
unemployment in eurbing real wages is particularly clearly
expressed. First, it i3 the logarithm of unemployment that
affects the real wage. This means that an extra 100,000
unemployed are 1ess effective in holding down wage increases
the higher is the unemployment rate. Second, the negative
effect on wages is substantially offset by the oppesite effect
of the proportion of those unemployed for over one year. in
common wWith Layard-Nickell, the l;test Nickell (1987) version
of the model includes in the (real) wage equation a number of
other factors: the productivity trend, a measure of change in
the sectoral structure of employment, the ratio of benefits to
earnings, the union-non union wage mark-up, employer taxes and
the ratio of import prices to domestlic prices.

some caution was expressed 1In Muellbauer (1986) about the
possibility of some eiements omitted from the Layard—ﬁickell
atory. In particular, it was hypotheslized there, but without

the benefit of any new empirical evidence, that the housing



market may have important effects on the labour market.

There is a considerable literature on the effects of the
imperfectlions of U.K. rented housing markets in restricting
labour mobility {see Hughes and McCormiek (19871, 1685 ) and the
review in Minford et al (1987)) and hence in raising
unemployment (see Hughes and MeCormick (3987), and Minford et
21 (1987) for a comprehensive model).

This paper examines the interaction of labcur and housing
markets, including the owner-occupled sector, more generally.
Implications are drawh for the behaviour of aggregate wages in
the U.K. and for the relationship between aggregate
unemployment and unfilled vacancles, which in part reflects
mismatch between jobs and people. Our empirical evidence
reveals that lagged regional house price/earnings
differentials play an important rele in both wage and
unemployment/vacancies equations and that lagged average house
prices have a slgnificant cost-of-living effect on Wages. Cur
evidence is also consistent with erosa-sectlion evidence on the
effect of tenure structure on mobility and suggests that
ghanges in tenure structure and the 1965 and 1974 Rent Acts
have had important implications for labour markets.
Altogether, a radically different view of the process of wage
determination emerges from our Work compared with Layard and
Nickell (1986). Our evidence suggests that changes in
unemployment and in sectoral mismatch are more important for
wage pressure than are levels. This would appear to be
consistent with arguments about the roles of insiders and
outsiders in wage determination given by Blanchard and Summers

(1986) and Lindbeck and Snower (1985, 1987).



section 2 reviews the theoretical background on aggregate
wage determination in sectoral labour markets. Section 3
provides empirical evidence on wages in the U.K. Section 4
estimates the corresponding unemployment/vacancies trade~off.
gsection 5 aummarizes our empirical results, discusses thelir

ipnterpretation and draws conclusions.

2. Aggregate Wages and Sectora}l Labour Markets

(a) The relation between wages, excess demands and the

dispersion of eXcess demands

Hansen (1970) discussed the nature of wage adjustments
when there are sectorally gistinet labour markets. He
concentrated on the response of the proportional rate of
change of nominal wages Lo excess demands, glven other
determinants such as the rate of change of prices and
productivity- Layard and Nickell (1985, 1986) find tnat for
annual data a better formulation of the dependent variable is
the deviation of the log real wage from the productivity
trend. Let us ¢all this variable w* and apply Hansen's

analysis to it.

supose that in the ith market
w* a gz, * BX (2.1}
i i i *
where Z, 1s excess demand and %y a combination of cther
factors such as the wedge between producer and consumer prices

and proxies for union pushfulness. Then in aggregate

w* = gz + BX (z.23



By aggregation over a sectoral distribution of excess labour
demands, one can show, like Hansen, that there exlats a
relationship between the aggregate 2 and aggregate
unemployment u and ¢ , the sectoral disperaion of excess
demands. This is illustrated in Figure 1 which also shows a
similar relationship for aggregate unfilled vacancies Vv
defined as the sum of positive excess demands. Since Z =
z{u,a) can be written as a decreasing concave funetion of u
and an increasing function of o , the aggregate wage equation
{(2.2) becomes

w¥ = gz(u,e) + BX (2.3)

Bowever, it has long been suspected, see Hansen {1658)
and Hansen (1970) footnote 8, that a given amount of positive
excess demand exerts greater upward wage pressure than the
same level of negative excess demand exerts downward wage
pressure. This, indeed, is a major concern of the debate
about unemployment hysteresis {see Blanchard and Summers
(1986), Nickell (1987)) and is a basic feature of insider-
outsider models of wage determination {see Lindbeck and Snower
{1985, 1$87)). Then the relationship of w¥ to u will be:

w* = Flu,e) + Bx (2.4)

The wage response t¢ unemployment will be even more concave
than in {2.3) and the response to increases in sectoral

dispersicn or mismateh s will be greater than in {(2.3).



However, insider-outsider modelsa and empirical evidence
suggest that it ig not only the levels put also changes in
average excess demand =z and mismateh ¢ which affect wage
pressure. Then the arguments of (2.4} include z(u,0}

azlu,6) , o , A4g which can be appreximated by the set of
arguments U . AU [+ bo .*
Economies differ, of course, in the degree Lo which they
nave sectorally distinect labour markets. Hughes and McCormick
(1687), for example, have pointed out the remarkably nigher
level of regilonal mobility for manual workers in the U.S.
compared with the U.K. and there are also likely to be
mobility variations over time. Higher mobility levels should
be associated with reduced wage pressure, other things being
equal and one might also expect an interaction effect with the
level and changes in reglional mismatch so that the effect of
regicnal ¢lements of g and ho on wage pressure would be

iower when mobility i3 nigher.

(p) Measuring the dispersion of excess d¢emands and of excess

demand changes

Let us now consider the empirical impliementation of these
ideas. Layard and Nickell (19861 and Nickell (1587) suggest
that, empirically., the coneavity in the relationship between

*
W

, the deviation of the log real wage from the productivity
trend, and the unempleoyment rate u is well represented by
making w* 1linear in 1lnu , and alnu seems the natural way

of representing the rate of change effect.

* gerictly speaking, Ag is not the change 1o mismatceh but

the sectoral dispersion of changes in excess demands.



Measuring ¢ which represents mismateh, i.e. the
sectoral dispersicn of excess demands, i3 difficult. If one
knew the form of the unemployment/vacancles trade~off implied
by Figure 1, for example wuv = h{g¢) which Hansen (1970)
regards as a good approximation, one couid use it to obtalin a
proxy for a , for example (uv)% . But even with knowledge
of the form of the trade- off, problems arise because of the
well-known loops in the short run relationship between
observed u and v for which there are various explanations,
see for example Hansen (1970) and Holt and David (1966).

Also, search theory suggests that vacancles respond to other
factors such as unemployment benefit to wage ratios and our
empirical evidence in Secticn 4 pelow suppoerts this.
Furthermore, observed vacancies are known to under-represent
true vacancies although correction factors derived by Jackman,
Layard and Pissarides (1984) and Roper (1986} can be applied.*
These are all reasons why one may have doubts about whether an
index such as (uv)53 is an accurate measure of the level of
mismatch.

Some of these doubis also apply to attempts by the
researchers associated with the Centre for Labour Economics to
construct indexes of mismateh from regional, sectoral and
cccupational data on vacanciles and unemployment, see Jackman,

Layard and Plssarides (1984%), Layard and Nickell (1986},

* Nevertheless, even with such correction factors, observed

offieial vacancies probably under-represent the upper ends of
job markets where private advertising and Job agencies play a
bigger role. The evidence in the 1580's that higher earners
have had above average rates of increases in earnings ralses
‘the suspicion that the under-representation of vacancies for
higher paid workers in the official statistics on unfilled
vacancies has Increased.



Jackman and Roper (1987). Stoek measures of mismatch, from
the evidence in these sources appear to eontain surprisingly
1ittle variation and to have little empirical success in
contributing to the explanation of wage pressure.*

In scme Ways, measures of &40 OF of ashocks which
increase mismatch, seem less problematic. Layard and Nickell
(1985, 1986} and Nickell (1987) for example, call the abseolute
change in the proportions of workers in the industrial sector
a proxy feor mismatech, o - Their measure or the standard
deviation across industries of the change in each industry's
employment percentage used by Bean and Gavasto {1988), make
much more sense as measures of 4¢

There is 2 persuasive theoretical case that & good proxy
for the regional difference in demand shocks 13 the reglonal
difference in the house price to wage ratlo. This would Dbe
true even Iln 2 world of perfectly clearing marketis. suppose
for example, in such a world that all housing were privately
owned. A positive labour demand shoek in one region, given an
inelastic short run supply function of hocuses, arives up loeal
nouse prices in the short run. It 1s 1ikely that local house
prices will increase relative to local earnings since housing
demand is fuelled not only by the higher wages caused by the
demand shock but by the new=-comers potentially attracted to
the locality and since house prices are close teo beling rjump
variables' like other asset pricea. Theae nouse price

increases also sontrivute to the regional multiplier effect of

* rthough the latter ecoulid be in part hecause wage equations

which lack changes in exgess demand and changes in mismatch or
more precilsely. the sectoral dispersion of cxcess demand
changes, are mis-specified.



the original demand shock. There is a wealth effect on lecal
consumer expenditure and, perhaps even more important, 2
liquidity effect as consumer ¢redit expands on the basis of
higher house values as collateral.

With well functioning markets, nousing supply eventually
responds, partly because of new construction and partly
because some residents, especially perhaps the retired, will
pe induced to realize capital gains and relocate to cheaper
nousing within the regicn or elgewhere. Also, with higher
wages and housing costs in the locality, there will be a
tendency for new jobs to be Jocated and some existing ones
relocated where workers and housing are cheaper, until & new
equilibrium is reached. Thus, even if the original demand
shogk is not directly observed, this theory argues that it can
be seen indirectly in an jnerease in the local house
price/earnings ratio which, given the adjustment lags, could
last for several years. It follows, given the original
premise that increasesd in mismatch cause wage pressure, that
even with well functioning housing markets, one would obhserve
a positive assoclation between Wage pressure and the regilonal

differential in house prices relative to earnings.

(¢) The mobility interpretation of regiconal house

price/earnings differences

However, models of interregional migration provide an
alternative interpretation of such an association. 3uppose
again that there {s a well funetioning owner-occupled housing
market. In a model of discrete choice of location by

residents, see for example Greenwood (1975), Clark and van



Lierop (1986) and Harrigan, Jenkins and McGregor (1986}, the
probabilitvy of moves in each direction depends on utiiity
compariseons in which higher earnings at a location encourage
moves to that jgcation while nigher 1living costs, including
nigher house prices, disceourage them. Sinee house prices are
only part of the cost of living, sueh real earnings
¢comparisons would give a higher welght to inter-regional 1log
differences in nominal earnings relative to log differences in
house prices.* However, in practice, many households are
1ikely to be credit rationed Wwith their mortgage ration a
given proportion of their earnings. Since mortgage advances
rarely cover the cost of a house fully, for such households,
inter-regional log differences in nominal earnings would have
a somewhat lower welght in comparing living atandards in
different locations than log differences in house prices.
There ls some direct evidence on migration consistent
with these ldeas. Zabalza (1978) studied U.X. school
teachers, who would have been less likely to be mortgage
eredit rationed than average households. For these, the
coefficlient on 108 differences in earnings exceeds that on
house prices. For a time series of Scottish net migration, on
the other hand, Harrigan, Jenkins and MeGregor (1986) find the
coefficients on 108 differences of earnings and house prices
to be very similar to each other. In preliminary work on net
migration for the Scuth East we rind a similar result and that
the current log (house pricesearnings ratic) is by far the
most signiflcant explanatory variable of the list of variables

examined. This i3 consistent with 2 high proporticn of

* More precisely, in the user cost of housing.



households beling mortgage credit rationed. on p- 53-4 of the
conclusions we spell out the mechanisms of 'the mobility trap’
that arises when regiconal house price/earnings differences are
high.

The kinds of equations for migration flows discussed
above are, of course, structural equations In a larger system
in which earnings and house prices are endogenous. In fact,
on the earlier interpretation of regional house price/earnings
differences as a proxy for relative regional labour demand
shocks, one might well expect a positive assoclation between
net migration and the regional house pricefearnlings
differences. Thiz is so because, <n this earlier view, the
higher migration caused by the relative labour demand shock
ralses the house price/earnings difference. The finding in
time serles data, by Harrigan, Jenkins and McGregor (1986) for
Scotland and by curseves for the South East of a highly
signlficant negative association and of no atrong rele for
differences in rates of unemployment or of wvacancies which,
one might have thought, would be associated with relative
labour demand shoeks, 1s nect encouraging for the view that
regional differences in house price/earnings ratics are Bﬁil
proxies for regional differences in labour demand shocks.

in fact, we have evidence that changes in aggregate
demand for housing in the UK alter reglonal differences in
nousée price/earnings ratic. We suspect that because planning
controls bite more flercely in the South East, the supply
elasticity of housing land is lower in the South East than

elsewhere. Even a homogeneocus ingrease in national housing



demand because of an lincrease in financial liguidity or the
growth of real incomes will then ralise house prices/earnings

ratios by more in the South East than elsewhere.

(d) The cost of Iiving interpretation of reglional house

price/earnings differences

3o far, we have placed considerable welght on non-
linearities in the response of the real wage to excess demand
and changes in exXcess demand as an explanation for why o ang
Ay are likely to be impertant determinants of wage pressure.
It is rather plausible that a related phenomencn governs the
role of the cost-of-living/producer price wedge which may
interact with excess demand. The latter seems likely to take
the form of a larger effect on wage pressure from an increase
in the wedge in marketls with greater eXxcess3 demand for labour
than in markets with smaller or negative excess demand.
Regional variations in producer prices are likely to be small.
variations in housing costs are a major ingredient of regional
variations in the cost of living. Alsoc house prices are
correlated with land prices more generally and the latter are
likely teo be an ingredient in the cost of loeally provided
retail and other services. Thus reglonal house price
differences are likely to capture rather well regional
differencges in the cost-of-living/producer price wedge.

Thus, Wwe have three interpretations of the reglonal
difference in the house price/wage ratioc inn an aggregate wage
equation. The first is as a proxy for regionally
differentiated labour demand shocks. The second 1s as a

negative ingentive for interregional mobility. The third i3



as a proxy for regional differénces in the wedge. It the
second and third interpretations are valid, we might also
expect a positive interaction efrlfect between this variable and
a direct measure of the regilonal dirference 1n labour demand

shocks.

{e) Tenure structure, mobility and wages

Let us ngow turn tc other aspects of housing. Minford

et al (1987) review the very substantial bedy of research on
housing tenure and labour mobility. These studies suggest
that council house tenants are by far the least moblle and
tenants in the private furnished sector, which is less subject
to control by the 1965 and 1974 Rent Acts, are the most
mobile. Hughes and MeCormick (1981}, studying the 1973
General Household survey, find this to be confirmed even when
controlling for soclioeconomic characteristics of households.
Qne c¢an have some reservations about these findings. For
example, 1972-3 experlienced the pre-1988 peak of the house
price/wage ratio in London and the South East. One imagines
that preasure on council accommodation in London and the South
East must have been lntense and mobllity particularly low.
Indeed, thelr sample contains only seven migrant council
tenants in all of Great Britain. These are rather few
observations on which to estimate the effects of the
socioeconomic variables. But even Wwith a larger sample, as in
the study of Scottish housing by Robertson (1979), one would
expect sample selection bias to remain a problem resulting in
an overestimate of the immobility caused DY the institution of

council housing. To the extent that council housing is
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nousing of last resort, for any measured sociveconomic
characteristic, one would expect those with lower economic
motivation, poorer health and thoseé who have experienced more
than their share of bad lugck to be mere likely to find
themselves In council accommodation. Since such individuals
are also 1e33 1ikely to be employable and mobile, ngi_of the
assoclation of council house tenure with unemployment and
immobility is probably due to this selectlon bias. However,
we have little doubt that only a part is thus expiainable®.
The greater the parriers to mobility, the greater the
segmentation of labour markets and the greater 13 wage
pressure, especially for unbalanced growth 1in iabour demand.
A mobility index can be derived fron Hughes and MeCormick's
(1981) estimates (see their Table 7) of the predicted rates of
migratien associated with different tenure groups, welghted by
the proportion of households in each group.*® Ir we

atandardize on ocwner-oecupiers,

MOEB = (proportion of owner-occuplers * 0.31 proportion of
council tenants + 3.20 proportion of furnished tenants *+ 1.23

prepeortlion of private unfurnished tenants)

¥ There is evidence, see Minford et al (1987) p. 111-2, and

Hughes and McCormick {1§835) that, given the desire to migrate,
frustrated migrants are particularly prevalent in the council
houge sector. Although selfl selection bias could atill be a
problem, it is likely to be smaller than in the context of the
explanation of successful migration.

** However, instead of a relative migration rate of 0.16
associated with council house tenure, we have used double that
figure. Preliminary work by Hughes and McCormick on Labour
Force Survey data suggests that the 1973 GHS data did
understate the regiconal mobility of council tenants, perhaps
ny a factor of 2.



This makes clear the respective migration rates of the
different groups in 1973. This index would suggest that, in
terms of mobility, roughly speaking, the decline in the
private rented sector has been considerably offset DY the rise
in owner occupation {abstracting from variations in house
price/swage ratiocs by regicnl. The council housing sector has
been the mest stable, its snare drifting up from about 27% in
19461 to around 32% in 1678 and drifting down since then., This
mobility index reaches its low point around 1980 but with the
declining share of council tenancy, has been ilncreasing since
then.

However, this mobility index sulfers from major defects,
the most serious of which {s that it ignores the changes that
resulted from the 1965 and 1974 Rent Acts. There had long
peen rent and tenure controls within the unfurnished sector.
What the 1965 Rent Act di¢ in this sector was Lo set up new
machinery for rent and tenure regulation with tfair rents' set
by rent tribunals. The rent levels set were not as grossly
far below market rents as Were controlled rents. The 1974 Act
aimed to extend this machinery of regulation o furnished
accommodation, though property (whether furnished or not) with
a resident landlord was iargely relieved from regulation.

This suggests that a mobility index which takes tenure
structure and the Rent Acts into account could be defined as

follows:

MOBR = MOB + (BIPCU - GEFRU + BaPUU

- anPUU X pre 1965 dummy - 1.23) PU - 65 x post 1974 dummy x FF



where PCU = proportion of unfurnished tenants with controlled
rents
PRY = preportiocn of unfurnished tenants with regulated
rents
PUU = proportion of unfurnished tenants with
unregulated, uncontrolled rents

PU = proportion of all households who are unfurnished

tenants
PF = proportion of all househelds who are furnished
tenants
and &, > 0 a1l 1 . Also the inequalities g, < 8, < 9

i 1 2 3’

where the ei are directly interpretable as migration rates,
indicate that controlled tenants are less mobile than
regulated tenants who are less mebile than unregulated,
uncontrolled tenants.

However, it seens likely that the 1965 Rent Act reduced
mobility even in the unregulated unfurnished sector because of
the ever present threat of creeping regulation which would
nave reduced many unregulated rents pelow genuine free market
1evels. Thus, the pre-1965 migration rate 1In the uncontrolled
unfurnished sector was 63 + 8y which fell to 93
result of the 1965 het. The 1974 Rent Act would have had a

as a

similar effect on furnished acconmodation so that the pest-
1674 migration rate for furnished tenants was 3.2 = 85 .
Indeed, in orders of magnitude One would expect Bu and 85
to be similar.



We also have a restriction on 61 R 62 and 83 . Iin
1973, PCU = 0.295 pPRU = 0.19 , PUU = 0.515 so that
0.29581 + 0.1962 + 0.515&3 - 1.23 . Note that in 1973,

MOBR = MOB which {s the Hughes and McCormick estimate. on
p. 36-37 below we explain how the 8's &an be estimated.
Minford et ail (1987) argue for what, in some respects, is
a4 more sophisticated version of this mobility index. They
attempt Tto estimate the gap vetween actual and free market
rents in the different tenure groups and assume that relative
migration rates are not merely proportional to but equal to
the ratios of actual to free market rents in the different
tenure sectors. Making a similar assumption for councll
tenants, they conatruct regional mobility indices for 1963~
1979 based on this gap and on regional variations in ecounecll
house tenancy. They try &to© explain regicnal unemployment
rates with these indices together with regional unionization
rates, measures of production relative Lo national production
and the naticnal unemployuent rate in a time geries/cross-
section context. Though there 18 cross-section support for
their thecry, the effect of the mobility indices singularly
fails to explain changes oOver vime, see thelr Table 1, P 19.*
The difficulties in measuring mobility are real encugh-.
1t may be, for example, that council mobility schemes, see

Minford et al {(1987), asppendix D, have had & varying impact

* npe wonders whether the cross-section effect plcks up

mainly variaticns in the propertions of househeolds in councll
houses. If so, there could be some reverse causation with the
unemployed drifting intc the available council accommodation.
Alternatively, the old industrial areas where unemployment is
now above average, may simply have inherited above average
stocks of municlpal housing.



over time. It is alsc possibdle that the major cuts in the
council house bullding programme in the 1980's and lengthening
councll house waitlng lists may have reduced mobility &ameng
souncil tenants. Also, there i3 some uncertainty over the
impact of the 1980 Houslng Act which introduced two new types
of contracts, tshortheld' and ragsured' tenanclies with reduced
security of tenure with tne aim of revitallzing the private
rented market. However, the evidence, see Minford et al
(1987), Ch. 2, suggests that this aim has not, Dby the mid
1980's been achieved, though even before 1980 an increasing
amount of new letting cutside the Rent Acts under licence
agreements or simply at rplack-market’ rents Seens to have

peen taking place, see Minford et al (1987), p- 102-5.

3. Empirical Evidence on Aggregate Wages

{a) The Layard-Nickell model

The basic structure Lo which we add our hypotheses about
the effects of house prices and nousing tenure is the Layard-
Nickell model {1985, 1986) as further developed by Nickell
(1987). This is a three equation aystem explaining
employment, wWages and the price level for the U.X. economy
from the mid 1950s te 1983. It is based on a theoretical
framework in which monopolistic competiticn prevails in
product markets and at least scme firms use normal cost mark-
up pricing. In lapour markets, explicit recognition is given
to bargaining hetween employers and unions. This means that
the level of both the cost of living and of product prices is
relevant for wage determination and wage push Tactors play an

impertant role.



We now summarise the latest version of the model for
annual data expressed 1n logarithms. Labour demand, assumed
equal to emplcyment, is specified as a functlion of employment
lagged one and twe years, the capital stock, the lagged real
product wage and of detrendea aggregate demand which combines
competitiveness, fiscal policy and world trade. The price
equation specifies the GDP deflator relative to the wage as a
function of the lagged dependent variable, wage surprises
modelied as second differences of the current and lagged
nominal log wage, the ratioc of the capital stock to the
aggregate labour force as a measure of productivity trends,
the effective tax rate on profits and the lagged ratic of
import prices to the final expenditure deflator. In the wage
equation the dependent variable is the real product wage faced
by firms. The measure of trend productivity is the same as in
the price equation and its coefficient is subjeect to cross-
equation restrictions. The other variables were summarized on
p. 1t above.

There are two varianta of the labour market activity
variables which, according to Nickell (1987), yield
satisfactory equatiocns - see columns 2 and 3 in Table 1 of
Niekell (1987). In his cocl. 2 a distributed lag of log
unemployment appears with a maximum lag of 3 years. In his
col. 3, current log unemployment 1s augmented by the
proportion of unemployment over 52 weeks whlch, having a
positive coefficlent, offsets the negative effect of
unemployment. Both equations represent the effect of

unemployment hysteresis.



gur version of the latter equation estimated for 1958-
1986 1is shown in Table 1 coiumn {i). The dependent variable
w® is the real product wage adjusted for a productivity
trend.

Wt = [In W + 1t - InF « v 1n (P=/P) - 1.07 1n {(K/L)]

where W = male manual earnings corrected for overtinme, P -
final expenditure deflator, v = import share, Pm = import
price index, X = gross U.K. capital stock at mid-year, L =
labour foree. Thus, the first two terms measure the after tax
1abour ¢ost, the next two measure the value added deflator,
and the last term measures the productivity trend. The
coefficient 1.07 is estimated as such by Layard and Nickell
(1986) and Nickell (1987} and is mainly determined by the
¢ross-equation restrictions in their full model. As they
demonstrate, the estimate is robust tc a wide range of
specification changes in the wage equation. We imposed it
primarily so as not to have to ecarry the purden of a three or
four equation system with its cross-eguation restrictions and
an expanded list of instruments. t-tests of the restriction
show 1t to be easily satisfied for each of the gpecifications
of the wage equation we present.

The Nickell equation has 2 reasonably straightforward
interpretation. The log transformatien of the unemployment
rate, 1nu , is consistent with the argument for concavity in
the response of wages to unemployment dilscussed in the

previous section. The ratioc of long term unemployment,



u52/u , SUEgests that high unemployment 1is less effective in
holding down Wages when much of it is long term. The real
import price, vin(pm/?) . and labour tax, 1t , terms are
part of the wedge between producer prices reievant for firms
and consumer prices relevant [or Workers. The rate of change
of real import prices and the labour tax term are, however,
not aignificant in this sample. Here, as elsewhere in Table
1, we have lncluded a 1980 dummy. This represents the
unprecedented increase in 1979-80 in indirect taxation, which
ought Lo be part of a temporary wedge effect and is not
explicitly modelled by Layard and Nickell. The benefit to
wage ratio, BW , 13 relevant for wage bargaining or for
1abour supply as it represents alternative opportunities for
the unemployed. Union power, inUp , needs no discussion.
The change 1in mismatch as measured by the absoclute change in
the ratioc of employment in industry and construction to total
employment looks somewhat out of place, though Layard and
Nickell call it "mismatch’™. 1t makes better sense in the
framework sketched in the previous section where both levels
and changes 1n excess demand and so in mismateh play a role.
1t is also meore consistent with Niekell (19873, Table 1,
column 2 which suggests that there are rate of change effects

in the unemployment rate.

(b) Variaticns on the Nickell wage equation

Such effects are confirmed in our Table 1, ¢olumn (i1)
which incorporates the three year rate of change of
unemployment and represents the levels effect as & LWo year

moving average. The change in mismatch here is also a two



TABLE 1

Real preduct wWage egquations estimated by IV for 1958-1986

(1) (1) (111) {1v)
lnu -0.092 - - -
(4.0)

M. lnu - -0.0321 -0.029 -0.022
2 (1.%) (2.4) (3.1)
A_inu - -0.058 -0.058 -0.065
3 (5.7) (2.9) (7.3)

ug,/u 0.161 0.008 - -
(2.03 (0.13
1t 0.157 0.12% - -
_ (0.8 (0.5}
vln{Pa/P) 0.6172 C.444 0.357 0.076
(2.8) (2.2) 1.7) (0.5)
Avln(Pm/F) ¢.090 -0.0890 -0.074 0.079
(0.5) (C.43 {(0.4) (0.6)
DMM 0.0L8 - - -
(3.3
M, DMY - 0.065 D.064 0.054
{(5.1) (2.5) (3.8)
BW 0.265 - - -
(1.9)
M, BHA_, - 0.268 0.263 0.023
(2.2) {(2.5) (0.3)
1nUp 0.038 | - - -
(3.4)
M,1nUb_, - 0.026 0.087 0.108
(0.4 (1.8} (3.8)
Azuf1 - - G.CTH -0.110
(c.5) (1.6)
oWk, - - -0.142 -0.134
_ (0.9) (1.4)
ALn(P*/P)_, - - 0.052 0.043
{(0.9) (1.3)
D80 0.007 0.001 0.001 0.014
(0.4 {(0.1) (0.1) (1.8
M_HPW - - - 0.202
27 -2 (3.1)
M_RD - - - C.487
3 (3.1)
SE 0.0139 G.0104 0.0105 6.0056
R*® 0.7283 0.8483 0.8486 0.9559
SSE x 100 0.3678 0.1965 0.1885 0.0473
DW 1.719 1.727 1.749 2.318
noe. of observations 29 29 29 29
no. of instruments 17 18 17 18




Notes: M3 indicates a 3 year moving average 1.¢e.

Mth = %(xt L P xt—2) . M, o2 2 year moving average and
Ai Xy = X, T Xpog - u = male unemployment rate, u52/u =
share of long term unemployment in total unemployment, 1t =
labour tax rate, v = share of imperts, Fm = import price
index, P = final expenditure derlator, DMM = 'a mismatch’ -

absolute change in employment share of industry and
construction, BW = benefit/wage ratio, BEWA = adjusted
venefit/wage ratio, Up = union/non-union wage mark-up, UD =
union density, anf1 = Awf1 until 1979 and zero thereafter,
P* . world price level so that P*/P measures competitiveness,
HPW =~ weighted, normallzed in (HP/W) where HP = index of
U.K. house prices, RD = weighted, normalized Scuth East/U.K.
difference in 1ln (HP/WN} where WN = earnings of non-manual
males. Dependent variable

W* - iloW - 16F + 1t + v ln(Pm/P) - 1.07 1n(K/L) where W =

male manual wage, K = mid year caplital atoek, L = labour

force.



year average. The joint effect of theae changes is a
conaiderable improvement in fit.

There are two more specification changea in ¢olumn {11)
requiring comment. The Layard-Nickell measure of the
benefit/wage ratio BW soars from 0.458 in 1980 to 0.544 in
1983, its all time peak, at a time when policy was not
becoming notably more generous to the unemployed. It is very
piausible that the increase in the male unemployment rate from
8.7¢% to 17.2% in these three years was aaspclated with higher
penefits because a larger fractlion of the unemployed had
contributions records or commitments which made them eligible
for higher benefits. This can be demonstrated more formally
by the very significant unemployment erfect found when fitting
by instrumental variables BW 22 & function of u , a dummy for
the 1965-1970 periocd of Labour goverament and a post 1966
dummy to take account of the i1ntrocduction of Supplementary
Benefits {and, to a lesser extent, the earnings related
supplement). fnterestingly, replacing u py its lagged value
gives a coefficient and t-statlstic which are only marginally
lower, confirming that causation i3 not running in reverse.
The adjusted series 1s defined by BWA = BW - 0.39 u which
adjusts for this measurement error and we use its lagged two
year meving average.

An analogous problem alffects the Layard-Nickell measure
of the unlon/nen-unicn mark-up which experiences its largest
one year jump in 30 years from 0.058 in 1979 to 0.128 in 1580
and to 0.147 in 1981. This is wildly implausible and is

explainable by problems arising in the construction cf the



mark-up.¥ Given these problems, We have used log union
density, 1nUD , in its stead. This peaks in 1978 and then
declines to about its 1970 level by 1986, It appears Lo us &
less implausible proxy for union power and 1t enters the wage
egquation a3 a lagged two year average.

In column (iii}, we have also dropped the long term
unemployment ratic and the labour tax rate and have introduced
three nhew variables. One 1is the two year rate of change in
the lagged dependent variable, 52“t1 . This has a negatlve
feedback role which we interpret as follows. An upward shock
to neminal wages results in a short run lncrease in the real
wage but as prices adjust with a lag, the real wage then tends
to drop back over the following two years, other things being
equal. similarly, an upward shoek to the price level results
{n an initial Fall in the real wage, followed by a recovery
after nominal wages adjust. By the same token, we sheould
expect to find negatively autocorrelated residuals to the
extent that Azwf1 imperfectly measures these shocks.

An analogous variable we interpret as the inceomes pelicy
feedback term DDw: . This is defined as aAwi, up to and
including 1979 and zero thereafter. The loglc pehind it is

that income policies, which have been pervasive in the post-

war period until 1979 have a temporary negatlive Feedback

# It is based on a unlon density coefficient in annual cross-
sections of manual wages by $iC groups. However, the effects
of differences in skill and age across these groups are
measured from the 1971 Census which will have Dbecome
increasingly unrepresentative, especlally after the shake-out
of 1980-82. With a widening earnings distributien in the
1980's, we suspect that union density may be picking up skill
and experience effects thus biasing upward the estimated union
mark-up.



efrfect. Thus, an lncrease of real wages substantlially abdove
the productivity trend, has typically been followed Dby income
poclicies coming on and slowing real wage growth. Cenversely,
temporarily successful incomes policies have tended to be
followed by bouts of more rapid growth., The third variable 1s
s1n(P*/F)_, wnich is a measure of last period's
competitiveness shock. The argument here is that an
improvement in international competitiveness because, for
example, of Sterling's gepreciation tends to directly reduce
competitive pressure on firms to pay moderate wage inereases.
This is an effe¢t which operates in additicn to the
unemployment reducing effect of such a competitive

improvement.

{¢) Wage equations with house price and mobility effects

In Table 1, column {iv) we have included our two house
price/earnings ratios. The first of our house price/earnings

ratios, HPW , has a conventional wedge lnterpretation.

prt = pot(ln(HP/w)t - ln(HP/w)61/2)
where po 1s the proportion of househelds wheo are owner
occupiers and HP is a mix adjusted index of U.K. house prices
and the 61/2 subscript indicates the average value for 1961/2.
We take this as the ‘'normal’ value and thus normalize HPW
HPW enters as a 2 year moving average and at a 2 year lag,
suggesting that the cost of Living effects of house prices

take a long time to feed through.



The second of these variables, RD , 13 defined as

followsa:
RDt - pot[(ln(HPSE/wNSE)t - ln(HPSE/wNSE)GIIZ)
(ln(HP/WN)t - ln(HP/WN)61/2)]

where the SE subsceript refers to the South East and WN 15
average male non-manual carnings. WN i3 more representative
of the upper part of the earnings distribution than its manual
equivalent. The regional difference RD 1is thus a measure of
the gap between Lhe house pricesearnings ratio in the SE and
the U.K. average and 13 Wweighted and normalized like HPW

Figure 2 shows how the current values of HPHt and RDt have
varied between 1955 and 1987. In column (iv), RD enters as a
lagged three year moving average. The improvement in fit
compared with ecolumn (1ii) is dramatic.

So far, we have not incorporated the effects of
variations in mobility that come from changes in the tenure
structure and from the effects of the two Rent Acts. Section
2 explalined how such a measure which we call MOBR was
constructed. It also plays &n important rele in our equation
relating unemployment to vacancles which 1s discussed in
Section 4 where the estimation of the & parameters in the
mobility index is= explained. Table 2 shows estimates for wage
equations estimated jointly with an unemployment/vacancies
equation by three stage least squares with the nen-linear

cross~-equation restrictions on the 8 parameters imposed.



The eguation standard error, adjusted R-squared and the
{absolute) t-statistics are adjusted for degrees of freedom to
make them comparable with those in Table 1,

column (a) of Table 2 shows the full sample estimates
which show a negative mobility effect on wages with a t-ratio
of 2.8. In this specification, the replacement ratic and the
level of real import prices were insignificant and so omitted.
The two house price/earnings etffects with t-ratios of 7.0 and
6.2 are quite precisely determined. Of our explanatory
variables, the least precisely estimated effect i3 that of the
previous year's competitiveness sheck with a t-ratio of 1.7.

Column (b}, Table 2 shows the estimates when dummies for
1980-86 are included. The assoclated parameters measure Lthe
forecast residuals when the model is estimated up teo 1979 and
the t-ratics reveal any significant deviations. This
speeification performs well and the point estimates of the
parameters are all within one standard error of those shown in
column (a). This is so even for the unemployment levels
effect whose pre-1979 range of variation Is much lower than
over the full sample.

Column {e¢) shows the results when, instead of dummies for
1981-86, dummies for 1973-5 are included. Note that the peak
regional house pricesearnings differential occurred In 1972.
Given the effect of a three year moving average lagged one
year, the dummies for 1973-5 thus remove the effect of this
spike in the data. This was alsc the period of the first oll
shock and s¢ taking out these observations is a stringent test
of the parameter stability of the model. The model survives

this test extremely well: the 1973-75 dummies are quite



stability tests for selected real prod
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TABLE 2

uct wage eguation

(a) {b) {e) (d)
* M, 1lnu -0.022 -0.023 -0.024 -0.024
{(6.7) {1.9) (4.0) (5.7
% a,lnu -0.0T74 -0.077 -0.075 -0.075
3 (15.5) {(10.6) (11.7) (12.2)
* M,DMM 0.056 0.065 0.058 0.056
(4.5) (7.4 (6.9) (7.1
M,1nUD_, 0.10 0.10 0.11 0.12
(6.1) (2.1) (4.4) {5.6)
azuf1 -0.14 ~0.15 -0.13 -0.13
{2.9) (2.1 (2.2) (2.1}
DOWY -0.20 -0.23 -0.22 -0.22
_ (3.5) (3.23 (3.1) (3.0)
Avin(Pm/P) 0.12 0.14 .14 .12
(2.1) (1.9) {(1.0) (1.6)
aln(P*/PY_, 0.04 0.05 0.05 0.04
(1.73 (1.3) (1.5) (1.4)
M HPW ¢.23 0.22 0.23 0.23
{(7.0) (5.3) (4.5) (5.4)
Mo RD_y 0.60 0.50 0.58 0.60
(6.1 (3.9%) (3.2) (4.8)
Mamosn_1 -0.060 -0.057 ~-0.06Y ~0.052
(2.8 (1.8) (1.7) (1.6)
se 0.004628 0.004887 0.005010C 6.004071
R: 0.9698 | ©.9662 0.9645 0.9702
SSEx100 0.03427 0.03104 0.03264 0.0z2321
Dy 2.53 2.66 2.54 2.04
no. of observations| 29 29 29 27
no. of instruments 19 25 22 20
D73 - - 0.003 -
(0.2)
D74 - - ~0.004 -
(0.3)
D75 - - 0.001 -
(0.0)
D&o 0.015 G.014 0.015 0.012
{(2.6) (1.8) {2.3) (1.7)
D81 - -0.006 - -
(0.6)
Dg2 - -0.006 - -
(0.7




{Table 2 continued)
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(a) (b) (¢) (d)

D83 - -0.004 - -
{c-3)

pgy - ~0.0014 ~ -
{0.3)

D85 - 0.001 - -
(0.0)

pB6 - -0.003 - -
(0.2)

Notes: see Table 1.

¥ indicates endogenous variable




insignifricant and all the parameter estimates are easlly
within one 3tandard error of the full sample eatimates. It is
worth noting that the internaticnal competitiveness effect,
though not very precisely determined, is very stable across
all three samples.

According to the theory sketched in seetion 2, there
should also be interaction terms with regional differences in
] abour demand shocks. The pest such measure that we have been
able to discover 18 A‘ln(NSE/N) , the rate of acceleratlon of
the log ratiec of employment in the South East to U.K.
employment. Experimenting with lags of this variable and in
interaction Wwith our Lwo mobility related variables produced
only the trace of an effect, not significantly different from
zero.

flthough parameter stapiliity and theory consistency are
excellent for the Table 2, column (a) to {(c) specification of
the wage egquation, ©One might at first sight be concerned over
the negative residual autogorrelation. While an LM test for
first order autocorrelation is insignificant, combined first
and second order negative autocorrelation are clearly present,
with the partial second order autogorrelation coefficlient
somewhat larger than the first. Qur interpretation is that we
have a moving average error structure of the form
€p ” ELCTIE Et-Z} where ¢ 1s a white noise disturbance.
This cerresponds to the ldea that an unexplained nominal wage
shock initially ralses the real wage but that, over the
foilowing two years, prices adjust to eliminate the real

effect. The effect of an initial nominal price shock 18



parallel. The regsidual autocorrelation, strietly speaking,
makes invalid our -1 instruments used in computing the
estimates in g¢olumns (a) to (c). However, in such a well
ritting equation, the bilases in the parameter estimates ashould
be small. In column (d) we report the results of re-
estimating the model for 1960-1%86 using an iterative
procedure. In this we subtract g(eéii * eéf%), where e(i)
is the residual at the jta 1iteration, frem the right hand
side of the wage equation at the {i+1)} th eastimation of the
system. One can show that this produces consistent estimates
of the e's 1f one starts the jterations with a consistent
estimate of the parameter veetor. We do not, but as noted
above, the bias is unlikely to be large. This conjecture 1is
supported by the fact that this iterative procedure quickly
converges, that no trace of residual autocorrelation remains
in the transaformed eguation and by the similarity of the
parameter estimates in ¢olumn {(d}, based on the 10th
iteration, aud those in column (a), despite the fact that

column (d) is based on a slightly shorter sample.

(d) Alternative hypotheses

We also examine a number of alternative hypotheses. One
possibility which has been suggested to us is that a high
regional difference in the house price/earnings ratioc and a
nigh average house price/wage ratio is merely a symptom of
private sector Liquidity and that it is this which drives up
real wages. However, ingluding lags at t-1 , t-2 and t-3

of real PSL2 in the specifications in Table 1 and Table 2

i{neluding house price variables produced nothing significant



even with the most parsimonicus form of a real PSLZ effect.
However, the rate of change ¢f real PSL2 has important
effects on house prices. So it is not surprising that there
are slgnificant lagged real PSL2 effects on wages when house
prices are omitted from the wage eqution.

It can be argued that the house price/wage varlables are
a4 proxy rfor Inflaticnary expectations which alsoc drive wWwage
demands. A sensitive indicator of infliatlionary expectations
is the consols yield. Let us posit that the consols yleld
equals a constant real interest rate plus the expectation of
inflation over an appropriate horizon plus a factor depending
on the U.S5. long bond yield. This generalizes the traditional
'Fisher equation’. If we enter lags at ¢t-1 , t-2 and t-3
of the U.X. consol yield and the U.S. long bond yield inte the
specifications in Table 1 which exclude house price/wage
ratlos, Wwe find a strongly significant effect in the form
4, consol yield_

2

insignificant in the context of Table 2.

] Hewever, this becomes totally

Finally, Carruth and Oswald {1986} have suggested profits
as 'the missing variable' in the Layard-Nickell model. Using
a modified form of the Layard-Nickell model they find a

slgnificant positive coefficient on 1n{RP/K) where RP

t-2
is real company profits and K {3 the capital atock. We
could find no significant effects. Given the identification
problem in separating productivity from profit rates, this

does not surprise us greatly and does not mean that profits

are irrelevant to wage bargaining.
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4. Empirical Evidence on Uneaployment and Job Vacancies

one of the consequences of restricted labeour mobility 13
increased mismatch in the labour market and this should be
reflected in a higher l1evel of aggregate vacancies for a given
level of aggregate unemployment. Before the mid 1960s there
seems to have been a fairly stable trade-off in the U.K.
petween unemployment and vacancies: as unemployment rell so
job vacancies generally rose, though anti-clockwise loops In
the u-v relationship suggest the presence of some short-run
dynamics. Beginning in the second half of the 19603, it
appears that major outward shifts in the u-v relatienship took
place, generating much controversy about the causes,

As far as the theory of the u-v relationship and shifts
in it 1= concerned, there are two maln strands in addition Lo
Holt and David's {(1966) elarification of how vacancies fit
with stocks and flows more generally in the labour market. In
one strand, discussed in section 2 above, the u-v relationship
is a consequence of aggregation across sectoral labour markets
in various states of excess2 demand and excess Supply. Reduced
labour mobility, an increase in the shocks to which individual
sectors of the economy are exposed and shifts in demography
are then all elements in increased mismatch and so in u-v
snifts. 1In the other strand of the literature, assoclated
with Phelps (1970} and finding a most systematic expression in
pissarides (1985), vacancles and unemployment are seen as a
consequence of the imperfect information held by individual

agents. Workers search for jobs and firms search for workers



te f1l1l particular job slots. The longer that searching,
unemployed workers hold out for a satiafactory offer of a job
package embodying wages and cther conditions, the larger the
number of aggregate vacancies and unemployed workers which can
co-exist. OCne possible cause of an outward shift in the u-v
relationship would be an increase in the ratio of unemployed
benefits to wages sinc¢e this would enable an unemployed worker
to search longer in the hope of finding a satisfactory offer.

No doubt there are elements of truth in both strands in
the thecoretical literature. As far aa controversles about the
behaviour of vacancies in the U.K. are concerned,* ancther
important ingredient has been the question of systematic
measurement errors in the vacancy and unéemployment statistics.
It is believed that officially recorded vacancles represent
only about one third of total vacancies. Jackman, Layard and
Pissarides (1984) have suggested a method of estimating the
proportion by measuring the average of the ratios of vacancy
inflews to separations (i.e. the number of workers leaving
jobs) and vacancy outflows to engagements. As long as the
ratio of durations of offigial and unofficial vacancies does
not alter, the adjusted vacancies series that results is at
least proportional to true total vacancies. Followilng Layard
and Nickell (1986), we use an adjusted vacanciles serles.
Similarly, we use their unemployment definition which refers
to prime aged men and has been adjusted for the many

definitional changes that have taken place since 1979.

*  These controversies, as well as the basics of the

theoretical background, are well reviewed by Roper (1986).



Chart 3 displays the empirical relationship between
in u and v for 1955-1986. We choose inu since visually
its relationship with v approximates linearity more closely
than does the relationship of u and Vv _* The grapn
suyggests that the much discussed outward shift in the u-v
curve around 1966-8 did indeed take place. There seem to have
been further shifts in the mid 1970s and since 1581. Subject
to these shifts, there is some evidence of anti-clockwise
100pS.

Estimates of our model are given 1In Table 3, whose
columng are labelled similarly to those of Table 2. These are
the 3S8LS estimates correaponding to those in Table 2, and the
equation standard errors and t-ratlos have been corrected ror
degrees of freedom. The loops are reflected in the lagged
values of v and lnu . Msiot is a meving average of yot ,
the change between t and t+! in the number of people in
the population aged 2g-24 deflated by the labour force as
defined by Layard and Nickell (1986). Somewhat analogous
variables were used by Foster {1974) and Bewley (197%9) on the
hypothesis, clearly supported here, that increased Fflows of
jnexperienced and often unskilled young pecple inte the labour
force lncrease unemployment without reducing vacancles by very
much . The moving average of the lagged adjusted penefit/wage
ratio BWA i1s alsc significant, supperting the search

hypothesis discussed above.

* Empirical evidence using the Box-Cox transformation tends

to confirm this.



The housing variables enter in the form of the same
lagged moving average of the regional difference in the house
price/searnings ratio which appears in the wage equation and
the same index of mobillty MOBR based on the prevailing
nousing tenure structure and incgorporating the effects of the
Rents Acts. Let us examine the estimation of the parameters
in MOBR in detail. As explained on p- 15-16 above, for the
five Bi parameters we have one exact and one approximate
equality restriction and a number of ineguality restrictions.
The parameters Bq and 65 are associated with pre-1965 and
post-1974 dummies respectively and given the risk 1ln aggregate
time series of pleking up spurious effects though dummies, we
declided to lmpose the restriction eu = 35 . This means that
the reduction in mobility in the unregulated, uncontrolled
parts of the unfurnished and furnished sectors caused by the
two Rent Acts is assumed to be the same in each sector. The
point estimate 1s 1.5. This Implies that the relative
migration rate of 3.2 pefore the 1974 Rent Act in the
furnished sector fell to 1.7 as a result of the Act.

It is highly implausible that in the uncontrollied,
unregulated unfurnished sector, migration would have been
greater than in the unregulated furnished sector i.e.

93 By = 3.2 . 1In the event, this restriction proved to be
binding and 3o we imposed it. Since 8, = 1.5

i
9y = 1.7. We know that 0.295e, + 0.196, - 0.51583 = 1.23 in

, this gives

order to reproduce the 1973 estimate of a relative migration
rate in the unfurnished sector of 1.23 . The point estimate
or 92 is 0.8 but is very imprecisely deternined with a

standard error of 0.6. By = 0.8 implies 8, = 0.69 which



seems to us a little high, implying iittle difference between
the migration rates in the regulated (82) and the controlled
(31) unfurnished sectors. A value of 92 =1 implles

8 = D.55 and that seems to us more plausible. Sinene ;]

=7
1

2
i{s easlly acceptable statistically, we imposed this
restricticon. Given all these restrictions, the effect of the
mopility index as & whole on the u/v trade of f is quite
precisely determined with a coefficient of =~2.02.

Figure 4 gives a visual impression of the contribution of
this mobility index and of the other determinants of the
position of the u/v curve using the Table 3, <ol. (d)
estimates. The position of the u/v curve adjusted for loops
can be defined as 1lnu + 27.8v ~ .3v_, - 0.49 1nu_, and this
is shown in panel {(a). Panel (b} shows the contribution of
the mobility index, =-2.02 M3MOBR_1 . Note the declining
effect (i.e. increasing mobility) from 1958-1965 as the
controlled unfurnished sector shrank and owner occupation
expanded, followed by a substantial reversal after the 1965
Rent Aect. The slight increase in estimated mobility slnce
1983 seems to be the result of the declining share of the
council house sector. Panel (¢) shows the contribution of the
regional house price/earnings difference 13.0 M

RD _ In

3 1
the early 1960's this of fsets the mobility increases resulting
from housing tenure changes. The expansion ¢f owner
cccupation was then accompanied by substantial increases in

AD . panel (d) shows the effect of demographle change as
measured by 26.6 M,¥Y0 . Since the late 1960's, it and RD

nave dominated the position of the u/v curve, according to our

estimates. Note the trough ipn 1972-3 in the entry of young
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TABLE 3

The unemployment/vacancies trade-off for 1958~1986. Dependent
variable i3 lnu
{a) (&) (e) {d)
* v -27.9 -26.6 -26.7 -27.8
(35.1} {16.8) (20.4) (32.6)
Vo, -8.1 -7.9 -8.1 -8.3
(13.3) (9.6 {8.1) (10.1)
lnu_, 0.48 0.42 0.48 0.49
{30.6) (6.4) (27.6) {27.8}
M3Y0 26.9 z2.9 23.8 26.6
(14,47 (4.12) (8.3 (13.0)
M33NA_1 0.69 0.47 0.31 0.70
(2.68) (1.3) (0.8) {2.50)
M RD_1 12.9 11.2 13.8 13.0
{20.0) {6.5) (15.7) (17.9)
M3MOBR_? -2.04 -2.01 -2.21 -2.02
(17.4) (15.5} {13.0) (12.7)
9“ 1.50 1.42 .48 1.51
(50.4) (15.7) (44,33 (85.1)
se 0.02617 0.02590 0.02617 0.02784
R* 0.9989 0.9989 0.9989 0.9989
SSE 0.01302 0.00872 0.01096 0.01318
DW 2.30 2.81 2.13 2.27
no. of observatlions 29 29 29 27
ne. of instruments 19 25 22 20
L73 - - 0.003 -
(0.2)
D74 - - -0.004 -
(0.3}
DTS - - 0.001 -
(0.0
D8O -0.10 -0.07 -0.09 -0.10
(3.42 (1.7 (2.3 (3.1
D&l - 0.05 - -
(1.0}
D82 - 0.06 - -
(0.9)
D83 - 0.05% - -
(0.6)
D84 - 0.06 - -
(0.7)
D85 - 0.10 - -
{(1.0)
D86 - 0.14 - -
(1.3} |
]




Notes: i = male unemployment rate, vV = adjusted vacancy
rate, YO = Dew labour marketb entrants/labour ferce, BWA =
adjusted penefit/wage ratio, RD = welghted, normalized South
East/U.K. differences in 1n(HP/WN) where MWN = earnings of
non-manual males, HP = house price index, MOBR = mobility

index based on housing tenure and Rent Act provisions.

Mi denotes moving average of order I .

¥ indicates an endogencous variable



pecple into the labour market with peaks ln the late 196073
and in the early 1980's. In 1987 and 1988 a further decline
in the entry ol young people wWill partly of fset the strong
upward shift in the u/v curve coming from RD. The variations
in the benefit/wage ratio, also shown in panel (¢), were a
relatively minor influence.

One surprising [eature of our results is the absence of a
signlficant effect from the change in mismateh which was quite
strong in the wage equation. We suspect that, in part, this
may be a consequeénce of shocks in wages and in demand. Such
shocks have & more immediate influence on vacan¢les than on
unemployment 80 that an upward Wage shock or a negative demand
shogk drives down vacancies faster than it pushes up
unemployment, resulting in a temporary negative unemployment
residual. Evidence for this view comes from the negative
ecorrelaticon of residuals from the u/v equation with residuals
from the wage equation and with labour demand shocks such as
the rate of acceleration of world trade. If such shocks also
inerease the change in mismatch, Lt would be hard to pick up a
positive effect from the change in mismateh. The bliggest of
these shocks sccurred in 1980 when the biggest lncrease in
indirect taxation In the post war period, large public sector
wage settlements, a tight monetary and so competitiveness
squeeze and tight fisgal poliey all coincided. We have
included a 1960 dummy to pick up this effect in the w/v
squation but even this Ls not sufficient to give a
significantly poaitive effect from the change in migmateh.
Nevertheless, the evidence from LM tests of residual
zutocorrelation and the stability tests shown in Table 3 are

satisfactory.



5. summary and Discussicn

(a) A summary of the empirical findings

The account of wWage determination which arises from our
work is strikingly different from that in Layard and Nickell
(1986) though it supports the emphasis on unemployment
hysteresis in Niekell (1687). The main points can be

summarized as follows.

(1) The deviation of the real product wage from the
productivity trend is more responsive to ¢changes than to
levels of unemployment, thougn there is a asignificant
levels effect. This is consistent with hysteresls and

most acecounts of insider-outsider theory.

(2) Given our sectoral labour markets framework, it follows
tnat if changes iln @xcess demand are impertant then so
will be changes in mismateh, or more preclisely, the
sectoral dispersion of excess demand changes. This 1is

precisely what our evidence indicates.

(3] On mobility, we have evidence that wage pressure is
related to an index of mobility based on the tenure
structure of housing derived from Hughes and MeCormick's
(1981) cross sectlon evidence and from the effects of the
two Rent Acts. However, in the last 20 years, variations
in the lagged reglional house price/earnings difference

have been quantitatively more lmportant.
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It is probable that the regional house price/earnings
difference also represents the greater power of workers
in areas of higher labour demand to obtaln compensation
for the higher local cost of living. It may also, in
part, be a proxy for regional differences in labour

demand shocks.

However, there are two strong pleces of evidence to
suggest that this proxy role is unimportant and that the
mobility factor 1s important. One i3 the degisive role
of the regional house price/earnings difference in
determining net regional migration. The other 13 the
important role of macroeconomic variables such as income
growth, liquidity growth, interest rates and demographics
relative to regionally specific 1abour demand variations
in determining the regional house price/earnlings

differences.

Average house prices in the U.X. appear to be a
significant part of the 'wedge'! between the cost-of-
living and producer prices. However, our evidence
suggests that Layard and Nickell (1986} and Nickell
(1987) have overestimated the real raw material price and
labour tax componenta of the wedge. The former we find

has only a temporary effect and the latter none at all.

We rfind union power to have an important and strongly
significant effect on wage pressure, though empirically

unioa density out-performs the theoretically more



satisfying union/non~union mark-up. We suspect that this
ias because of deficiencies in estimates of the latter in

the 1980Cs.

{(8) We find negative feedbacks from the lagged two year rate
of change of the real wage and before 1680 from the
lagged one year rate of change. We interpret the latter
as an incomes pelicy effect, being <consistent with the
netion that incomes pelicy, abolished in 1979, only had
transitory effects. The former, we argue reflects the
lagged response of wages to price shocks and prices to
wage shocks which alsc appears as a negative feedback to

unexplained real wage shocks in the previous two years.

{9) We rind traces of a direct effect from internatiocnal

competitiveness on real wages.

A visual impression 1s given in Figure 5 of the
quantitative contribution of the different terms, Lo the
dependent variable, w¥* shown in panel (a). w¥ is the
manual wage deflated by a price deflator for value added and
is adjusted for trend productivity growth. Note that vertical
distances in Figure 5 when multiplied by 100 give percentage
deviations of w¥ and that each panel is on the same 3scale.
Panel (b)) shows the combined effect of the level and rate of
change of unemployment and of the change in mismatch welghted
by their respective coefficients estimated in Table 2, celunmn
{d}. Panel (¢) itllustrates the effect of union density and

the mobility index and panel {(d) that of the combined effect



of the two hou3se price/earnings measures. The level of
unemployment ang, even more sc its rage of change had a major
effect on the real Wage though the ingrease in mismatch in the
early 1980s offset the downward pressure to a remarkable
degree. The net result was only very modest downward pressure
on the productivity trend adjusted real product wage.
Similarly, unien density is a major influence on the real
manual wage: the inecrease from the mid 1960's to the peak at
1979 implies a 3.6% lncrease in the real wage. The recent
increases in the house price/earnings measures shown in Figure
2 imply a 4.4% increase in the real wage over the period 1984-
1488. But the decline in union density and an unemployment
level which still remains high, have offset much of this
upward pressure. However, the speed of the decline In
unemployment in 1987 andé 1988 will negate some of this offset.

In the unemployment/vacancies trade-off we find
supporting evidence on the role of the regional house
price/earnings differential and the measure of mobility based
on housing tenure. We also find positive effects from the
proporticn of youneg entrants in the labour market and from the
venefit to wage ratic, as predicted by search theory. See
Figure 4 above for & visual display of the main determinants
of the position of the u/v ecurve. Since the late 1960's these
nave been the regional difference in the house price/earnings
ratic and the rate of inflow of young people into the labour
force.

The joint evidence from the two equations is consistent
with our theoretical interpretations. We have also subjected

" these equations bto & pattery of specification tests and tests



of alternative hypotheses. They pass these tests remarkably
well. This 1s so even for the wage equation which fits se
well compared with carlier work 1in the field. It i8 alse
clear that the ilmpertance of the house price variables 18
robust to the removal of the various elaborations and

sophistications embodied in the final wage equation.

(b} The valiaity of our interpretation

Let us turn now to the issue of the validity of our
interpretation of these results. In our research on the
determinants of UK house prices, 3e¢e Mueilbauer and Murphy
(1988), we find that the house price/wage ratio in the steady
atate depends o©On real personal disposable lncome, the stock of
owner occupled housing, on after tax real interest rates and
on the steady state growth rates of per capita real disposable
income and of real personal sector liquidity. In the dynamics
we alsc find evidence for an increased liquidity response
after 1981 and a response Lo the entry of the panks into the
mortgage market whieh, after 1981, affectively ended mortgage
rationing. There are also demographic and net external
migration effects, and a negative response Lo past
overshooting of house priges relative to nominal income. We
also find evidence of extrapolative expectations in that the
lagged real own rate of return {house price inflation minus
the tax adjusted interest rate)} has a positive effect on
current house price increases.

There are similar factors at work on the difference
between the South East and the U.K. in the house prige/non-

manual male earnings ratio. In the dynamics, similar



aggregate demographic and external net migratiocn effects, a
iiquidity effect, a response to the entry of the hanks into
the mortgage market, a positive response to the aggregate
current and lagged real own rate of return in housing and a
negative response to past overshooting of aggregate house
price relative to nominal income are present. There ils also a
differential labour demand shock effect butb it explains only a
amall part of the variance, despite our searching long and
hard for variables that would emhance the size of this effect.

These results amply demonstrate the role of aggregate
nousing demand variables in explaining regional dirfferences in
house pricefearnings ratios. Direct evidence 0On migration by
zabalza (1978}, the work on Seottish migration by Harrigan,
Jenkins and McGregor {(1986) and our own preliminary
investigations of net migration for the South East further
supports our mobility interpretation of the regional
difference in the house price/earnings ratic. It is therefore
very hard teo accepl the propoesition that regional differences
in house pricesearnings ratios are merely symptoms of
reglionally differentiated labour demand sSNOCKS. This 1ls not
to say the latter play ne role, however.

Some sceptics have suggested to us that recorded regional
net migration flows are 30 amall in relation to the mismatch
between vacancies and unemployment that variations in mobility
ecan have little impact on the unemployment - vacancies trade-
of f and on wWage pressure. suech sceptics therefore doubt the
mobility interpretation of the regional house price/earnings
_differential and of our mobility index which incorporates the

changing tenure strueture and the effects of the Rent Acts.



As far as the wage equation 1is concerned, wWe have already
noted that theory i3 confirmed DYy empirical evidence
auggesting that changes in poth unemployment and mismatch are
more important than stocks of these in generating wage
pressure. This means that migration flows do not have to be
huge to have important conseguences. gince 1961, peak nhet
migration occurred in 1973 when there was a net loss of 69,000
people from the south East. Given the tightness of the South
East labour market at the time, it i3 plausible indeed that
this outflow would have contributed significantly to short
term wage pressure and reglonal mismatch.* Furthermore, it is
plausible that the types of workers whose mobility 18
restricted by regional house price differentials are¢ the more
skilled and more nighly paid. Not only do these have a bigger
welght In the wage index but they may also pe of greater
strategic importance in determining the pattern of pay
increases.

Another objection teo the argument of the seceptics is the
excessively homogeneous notion of ilabour and of jobs implicit
in it. Efficient matches of people with jobs will often
suggest the move of a particular person from the South East to
a particular vacant job cutside the soutn East even 1f, on the
average, there 1is 2 higher job vacancy rate in the South East.
In cther words, the gross migration flows in each direction
are alse impertant and these are large relative 1o stocks of
vacancies. Also we suspect that the house price differential

between London and the south-East and the U.K. average is a

¥  Though, as noted below, part of 1t was surely due to jobs

shifting outside the South East because of higher costs and
1abour shortages faced by firms there.




good proxy* for within region differentials between areas of
more and lé3s puoyant labour demand and therefore has a
pearing on within as well as between region mobility.

However, let us consider some alternative explanations of
cur empirical results. We have already discussed one in
detall and dismissed it as the dominant explanation: that the
regicnal house price/earnings differential is merely a symptom
of regicnal differences in labour demand shoeks. Another was
discussed in Seection 3: that the regional house
price/earnings differential is just a proxy for shocks to
inflationary expectations. A measure of such expectations
derived from consol yields contributes nothing significant
relative to our equations. Also, if inflatienary expections
are the driving force, it seems odd that shoeks at an average
lag of two years should drive up Iggi'wages: why are prices,
which are often believed to be more flexible, not more
responsive than wages to these changes in expectaticons?

& thirg alternative possibility {s that London and the
South East are a kind of leading sector in the process of wage
settlements and that widening house price differentials are
merely a proxy for widening wage differentials. This is
immediately shot down by our finding a negative coefficient on
the regional wage ratio both in the unemployment—vacancies
relationship and in the real wage equation when we enter lags

of it and of the regional house price ratio separately. This

* It can, in any case, be regarded as a proxy for a more

general measure of regional house price dispersion. For 1968~
1983, the standard deviation of log house prices across
‘regions correlates very highly with the log difference of
house prices in the South East relative to the U.K.



{5 conslstent with our mobllity interpretation. However, WE
have already argued for an alternative version of this line of
thought based on the ideaz that house prices exert pressure on
wages through a ecost of iiving effect which operates tirst in
Londen and the South East. The fact that average U.K. house
prices appear to have a cost of 1iving role glves credence LO
this as an element in the story.

A fourth alternative story not so far discussed goes like
this. We know that house prices in Lendon and the South East
tend to lead the U.X. average. A widening differential
signals more general house price inflation which, with a l1ag.,
{s asscciated with an {nerease in house building activity
nationally. The inereased activity reduces unemployment among
conastruction workers and drives up their earnings which are
part of the over-time corrected measure of wagesg wWe are
modelling. One could argue that this effect should operate
fully through the unemployment rate which 13 already part of
the model. But there {s a ecounter argument. It seems
plausible that a major part of the 'black economy' I8 linked
to the censtruction and renovation of private housing. Thus,
it might Dbe argued, when this activity picks up, a larger
proportion of the registered unemployed are in fact working,
though 1llieitly. The unemployment statistles then overstate
true unemployment. There could also be a related effect on
wages more generally if one regards earnings in this part of
the black economy &s being an important part of the effective
reservation wage of job seekers 1ln the formal econcmy. on
this interpretation, our empirical models and forecasts could
be perfectly valid, though the poliley conclusions would be

different.



Almost by definitien, this interpretation is dgifficult to
rollow up further since direct statlistics on the black economy
do not exist. The best hope of distinguishing this from the
labour mobility hypothesis is in investigating thne evidence on

iabour mobillty directly.

{c) How housing and labour markets lnteract

Let us then try ic¢ summarize our views about the
implications of the structure of U.X. housing markets for
labour markets, mismatch and wage pressure. First, we agree
with the case strongly argued by Hughes and McCormick, Minford
and others that the absence of a rented sector ruled by freely
undertaken contracts is a major explanation of the low rates
of labour mobility in the U.XK., especially anong manual
workers, in comparison for example with the U.S. We suspect,
that the system of allocating coungil houses similarly
restricts mobility though its role may gometimes have been
overstated by neglecting the function of council housing as
housing ol last resort for households who are of little
significance for the functioning of labour markets.

As far as the owner-occuplied housing market is concerned,
1et us acknowledge at the outset the allocative role of house
prices in the long run. Then, relatively higher house prices
in the South East create an incentive for a greater housing
supply to be forthcoming there and for households to locate
elsewnere. Higher wages in the South East partly, according
to our research, a {lagged) conseguence of higher house

prices, give firms an incentlive te logate elsewhere. We agree



therefore with Patrick Minford* that, in the long run, high
nhouse prices and wages in the Scuth East "are the Liverpool
unemployed's best fpriend”. However, we believe that there are
important dynamic distortions with long lasting consequences
akin to unemployment hysteresls, whieh are caused by the
various institutional distortions surrounding owner occupied
housing. There are major tax incentives which favour it
compared with other financial assets and with supplying or
buying rented accommodation. These include mortgage inteérest
tax relief, the absence of capital gains tax on the
household's main residence and the weak link of property taxes
to market values, a link now to be broken alteogether with the
abolition of domestic rates. The other institutlonal
distortion is planning cor zoning controls, though these are
present in virtually all countries and c¢an be defended on
other grounds.

Important lamplications follow from these institutional
distortlions. First, we agree with the authoritative
assessment of Holmans (1987), that the decline of the rented
sector owes as much or more to the institutional distortions
favouring owner occupaticn than to the instlitutions of rent
and tenure control in themselves. Second, these distortions
artificially ralse the portfolioc returns on owner occupation
relative to other assets with profound implications in
economle upswings, especially when these are accompanied Dy

rapid growth in real financial liquidity. Before 1982 and

* Personal communication.



cutside the tparber Boom'™ oOr tcompetition and credit Control’
period in 197103-73, the aggregate supply of mortgages Was
effectively rationed, keepling seome cantrol on the of ten
insatiable demand for these tax advantaged portfelio returns.

In econcmic upswings in which liquidity Erows strongly,
the response of U.K. house prices to growth of income and
liquidity results in high own-rates of return in owner
occupied housing whien further stimulates demand. Even in the
absence of exogenously more rapid economic growth in the South
East, as undoubtedly experlenced in much of the 1980's, a
greater national housling demand tends nob only to raise
national house price/earnings ratios but to widen the Scuth
East's ratio relative to the rest of the U.K. We suggest this
is because housing suppiy is less slastiec in the South East
than elsewhere. Both elements have cost of living
implications for wage pressure put, we belleve, also have
mobility implications for labour market mismateh, for the
level of unemployment at given vacancies and for wage
pressure.

We see the 'mobility trap’ caused by an upswing in
aggregate housing demand and the resulting relative
appreclaticn of house prices as followa. A3 the relative
appreciation gathers pace, househeclds in the South East
initially will become more reluctant to move to other areas.
This is because they would mizas out on the further relative
appreciation they expect and fear that they may not be able te
pridge the house price gap should they subsequently wish to

return to the South East. Thus, relatively few housing glots



are freed for potential migrants to the South East. This
tends to lncreasc the relative appreciation further. As 1t
continues, households cutside the South East become
increasingly unable to bridge the gap between whatever equity
stake they may already have in nousing and the price of a
house in the Socuth EBast.

AS the house price/earnings differential apprecaches 2
peak, outward migration from the South East lncreases. At the
same time, the credit constraint for petential migrants to the
gsouth East reaches 2 maximum. Also, by this ¢ime, additional
new housing in the South East will have been built. This
situation cannot persist and it Decomes inecreasingly
vulnerable to adverse shocks to housing demand . In due
course, a rapid fall, as in 1973-5, of the South East's
premium in the house price/earnings differential takes place
as speculative expectations reverse. The rapidity of the fall
is likely to be influenced by the initial reluctance of
households outside the South East te invest in an expensive
asset with a lower or negative prospective rate of return
compared with their present nousing. The peak and the early
part of this post-peak phase is 1lkely to be a particularly
uncomfortable one for firms in the South East trying to hold
on to or to hire workers and, unless labour demand in the
south East is slackening off, 1s likely to be associated with
strong wage pressure there. We think i1t no colncidence that
1973 saw a 25 year peak net outflow from the South East of

69,000 and that large sutflows also occurred in 1974 and 1975-



Tt would be quite wrong. however, 1o regard these
gutflows as entirely perverse. 1t seems 1likely that a
substantial part of these moves was the result of firms
altering the pattern of job jocation, reacting to high wages,
1apour shortages and the high cost of land in the South East.
Wnether the outflows are nousehold led or fird led,
eventually, the aituation stabilizes at a more normal regional
house price/earnings gifferential. However, We regard the
cost in egonomic dislocation, jeb mismatch and inflationary
pressure of this kind of dynamic process as large. In the
short run, it can distort the allecative function of wage
changes. Wage increases in the South East, quickly followed
by even larger nouse price increases there, Can, perversely,
give labour in the South East an incentive tO leave the South
tast and, given credit rationing, pe relatively ineffective in
attracting new workers. This suggests that firms have to bear
the brunt of the resource aliocation shifts engendered by this
interaction of housing and labour markets. The way housing
markets currently operate {5 likely to deny many of the
incentive and riexibility nenerfits of the renewed trend to

jocalized pay bargalning-

(d) Policy conclusions

To relterate, the central problem, as we see 1t, is the
fisgal bias in favour of ouner occupation whieh greatly raises
the portfollo return te¢ housing compared with that which would
prevail in 2 neutral tax system. The conseguences reach

beyond labour markets. It is hard to deny that consumer



expenditure is Iinfluenced by house prices, partly because of
the wealth effect and partly, esapecially Wwith the
liberalization of consumer credit in the 1980's, because of
the credit released by being able to borrow on the basis of
housing collateral. There are therefore implications for
aggregate consumer expenditure and i{mports which have thelr
own inflationary implications. However, we suspect that these
consumer expenditure effects alsoc have implications for
regional dynamics. We have argued that an in¢rease In
aggregate housing demand tends to result in greater short run
house price increases 1n the South East. The greater increase
in eonsumer expenditure which results there has, we suspecit, a
regional employment multiplier effect which feeds back, via a
greater increase in housing demand in the South East, onto
house prices in the South East.

These various tendencies to overshooting have been
exacerbated by the libveralization ©of credit markets in the
1980's and would, we believe, be reduced by a more neutral tax
aystem. We suspect, therefore, that part of the South East
boom in the middle to late 1980's is a short term phencomenon
made possible by tax distortions. This 1Is not to deny, of
course, such factors as the relative decline of manufacturing
and the prospective increase in European economic integration
as important factors in explalning relatively more rapid
growth in the South East. There can be little doubt, however,
that a more neutral tax gystem would ameliorate the economic
pressures from these tendencles and result, especially in the

short and medium run, in more balanced econcomic development.
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Data Appendix

He, HPSE Housge prices

From 1968 Q2 we used the mix-adjusted Department of the
Environment series of second-hand house prices based on a 5%
sampie of building societies. Before 1968 Q2 we uged mix-
adjusted indices of second-hand house prices kindly provided
by the Nationwide Building Soclety. These are on a mortgage
advances baslis while the DOE series are on a completlions basis
and so lag behind. To splice the two series together bdoth for
the U.K. and the SE/UK log ratlo, we fitted quarterly
regressions for 1968 Q2 to 1975 Q4 and used these regression

to project the DOE series back to 1954.

RWN Non-manual male earnings in SE relative to U.K.

In April of each year and refers to weekly earnings. For
1970-1986 from New Earnings Surveys. Before 1370, derived
from fitted value in a regression on the weekly manual male
earnings ratio (for April, fron Historical Abstract of Britiah
Lapour Statistics (HABLS) and Department of Employment Gazette
(DEG), and other variables. The standard error for this
regression of 1nRWN for 1971-1986 was 0.0019. The manual maie
earnings ratio is avalilable back to 1960. The 1958 Census of
Production suggests a value the same as that for 1962. We
interpolated 1559% and projected the manual male earnings ratic
for 1954-1957 on the basis of a regression, s.e. = 0.0055,

ritted for 1955-1986.



YO New labour marketb entrants

The change in the aumber of U.K. resldents aged 20-24
between t+1 ang t divided by the average labour force over
£t=1 , £ and t+l . Source: annual Abstract of Statistics,

labour force defined as 1irn Layard and Nickell-

MOBR Mobility index

See p. 14-16 above for precise definition. Tenure
proportions in the MOB component came frem the Family
Expenditure 3urvey. pCcU, PRU, PUY for 1963-1981 were kindly
supplied by Paul Ashton of Liverpool University. FCU before
1963 was based on interpolations of figures in Todd, Bone and
Noble (1982) and PRU after 1981 was based on our own

{nterpolation of data in Housing and Construction statistics,

Table 11.5

uD Union density

U.K. union membership relative to employees in

employment, from DEG.

NSE/N Ratioc of employees in South East relative to Great

Britain

gsource: DEG Historical supplement, 1975 DEG, HABLS.



v Adjusted vacancles

This uses a hew series of the adjustment factor A
computed by Stephen Roper and Jonathan Haskel. This differs

somewhat from the series used in Layard and Nickell.

BWA Adjusted benefits/wage ratio, see p. 23-24.

HPW Log house/price wage ratio, weighted and normalized see

p. 26 for precise definition.

RD Regional difference in house price/non-manual earnings

ratio wWeighted and normalized. See p. 26 for precise

dgefinition.

u Male unemployment rate

As in Layard and Nickell (1986) but from 1982 derived
from estimates provided by the Unemployment Unit which adjust

the figures for the many redefinitions which have taken place.

RPSL Real private sector liguidity {PSL2} at year end.

Source: coonomic Trends Annual Supplement from 1963.
Before 1963, this series was spliced to "total quasi-money',
see Table (A&) 3.3, p. 183), Sheppard (19713 .

The remaining variables are just as in Layard and Nickell
(1986), updated apprepriately. 35ee notes to Table 1 for

explanation of thelr names.



Lists of instruments used

Table 1 col (i): constant, lnu_,, (u52/u)ﬁ1, DMM, BW(~1),
avln(Pm/F), vin{Pa/F), (InUp)_ ., 1t_y. anf1 , wti, AlnN_,,
in(p*/Py_,. AD_,, blRWE_ A1nRSPL_., DBO

1° g 1’

where N = UK employment, AD= adjusted public sector deficit,

WE = volume indicator of world exports as in Layard and

Nickell (1986).

col {ii): as col (1) plus lnu_, and with (1nUp)_1 replaced by

M,,inUD_

5 and BW(-1) replaced by MBBWA_1.

1

col (iii): as col (ii) without (u52/u)_1, lt_1 and adding

Aln(PY/F)_, .

col (iv): as eol (iii) plus M HFW_o and M3RD”1.

Table 2 and Table 3 col (a): constant, Mzinu. ABinu, MEﬁMM,

> *
T, Lnu_g, vog. MgY0, MgBWA_, M RD_y M HPH_. M,1nUD s 8,% 1

pow*,, svin(Pu/P), aln(p*/P)_,, D8O and two instruments which

capture the part of M3MOBR_1 which is independent of 8 and

n

the part which is dependent on eu. lenu2 A31nu ) M2DMM

and v are fitted values obtained from fitting with a subset

of instruments in Table 1, col (iv).
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For col (b) and (¢) the relevant dummies are added to the

instrument set.

For col {d), the instrument set alsoc inc¢ludes %(e-i e

—a)
where e 15 the wage equation residual from the previous

iteration.

Note that we include avin{Pm/F) as an instrument. The

argument for doing 50 is that variations in it are dominated
by exogenous shocks. Replacing 1t by its fitted value leads
to some detericration in parameter stability in Table 2, col

(b) and (c) but otherwise very little change.



A,V

Figure 1: the relation between unemployment, vacanciea and

aggregate excess demand

Note that reducing sectoral dispersion ¢ brings the u,v

curves closer 1o their asymptotes=.



the house price/wage ratio and the regional house price/eammings
In logs, weighted by owner-occupancy.

difference.
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the real product wage and its main determinants

Figure 5
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