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Abstract 

This paper investigates the consumption and savings behaviour of individuals 

that have experienced a job loss. Building on the scant literature on the issue, we 

test for the impact of unemployment  benefit.^ on consumption levels of the unem- 

ployed. 7% also expand on previous work in this area by investigating the rela- 

tionship between the  level of benefits and the financial wealth of the unemployed. 

use for the empirical analysis an unexplored dataset rick an information on 

financial assets of the unemployed. We conclude that there is significant hetere  

geneity in the consumption responses of job h e r s  to the income shock and that, 

for households with no savings at the time of job loss, unemployment benefits help 

smoothing consumption. In particular, we find that a decrease of ten per cent in 

the replacement rate would lead to  a fall of two per cent in food expenditure of 

these households. The results of estimation also suggest considerable heterogeneity 

in the relationship between borrowing and the level of benefits. For households 

running debts before job loss, a significant (negative) relationship m-as detected. 
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1 Introduction 

The literature on consumption has generally ignored the potential impact of unem- 

ployment henefits on consumption smoothing of the unemployed. According to the life 

cycle theory, an expected income shock will not influence the level of consumption, as 

individuals will have accumulated a sufficient level of savings1 and will run down their 

assets or will b~rsow if their level of assets is not sufficiently high. The underlying as- 

sumption is that individuals are not subject to borrowing constraints. However, jab 

losers are bound to experience borrowing constraints in, reality. For example, credit in- 

stitutions typically use the individual's labour market status as a screening device for 

providing loans. 

The empirical literature on unemployment benefits has not paid much attention to the 

consumption behaviour of the unemployed either. This in spite of the fact that income 

shedding motives are a rationale fbr providing unemployment insurance. Hamermesh 

and Slesnick (19951, investigating the impact of unemployment benefits on households' 

well-being, concluded that unemployment insurance helps to keep the consumption level 

of households with a job loser as high as that of other comparable households in the econ- 

omy. Gruber (1997) studied the role played by unemployment benefits in consumption 

smoothing of the unemployed, and concluded, using PSID data for the United States, 

that a fall of &n percent points in the replacement ratio leads to a decrease in average 

food expenditure of 2.5%. Browning and CrossIey (2001) put forward a theoretical model 

of the consumption behaviour of the unemployed, which they estimated with data on 

total consumption for a sample of Canadian job-losers, to find that a decrease of ten 

percentage points in the replacement ratio would result in a decrease in total expendi- 

ture of 0 . 8 % ~  Browning and Crossley (2001) included in their empirical model also an 

Note that in forming their expectations, individuals m-ill also incorporate their expectations about 

the level of benefits. 
This smaller estimate thnn the one found by Gruber f 1997) may be due to differences in the datasets 

used for the estimation, although typically food expenditure is less responsive than total expendture 

to income shocks. Gruber (1997) used data form the PSID to estimate his model, while Browning and 
Crossley (2001) used data drawn from a sample of Canadians, unemployed for over six months. See 















3 The data used for the empirical analysis 

The data used for the analysis are drawn from the Suwey of Living Standards during 

Unemployment (LSUS). This is a longitudinal (inflow) sample of registered unernploy- 

rnerlt in Great Britain. I t  covers the period 1982/83, which was characterized in the UK 

by high and rising unemployment rates, averaging about 12-13%. 

The survey sample is drawn From the registers of unemployrne~lt benefit offices in 

Great Britain. A sample of benefit claimants with the following characterist.ics was 

interviewed: (i) household heads, i .  e. married rnen or single people of either gender; 

(ii) aged between 20 and 58 years; (iii) that started their unemployment spell in the 

summer of 1982. Only those individuals that remained unemployed for about three 

months following the start of their unemployment spell were interviewed. 

The sample participants were interviewed three months after the start of their (reg- 

istered) unemployment spell. The interviews were conducted personally by the inter- 

vietvers at the home of the s u r e  participants. All the information in the survey is 

self-reported by the unemployed. Detailed information on savings, debt and other in- 

dividual characteristics was collected at the survey interviews. The interview contained 

retrospective questions concerning the situation one month before the start of the un- 

employment spell. 

?Ve use information on average weekly food expenditure, savings and debt.s of the 

unemployed at two different points in time: one month before the start, of the unem- 

plwy~nent spell (labelled time tk)  and three rnonths into the spell (labelled time t l ) .  

Individuals are unemployed for three months at t l .  Changes in consumption. savings 

ancl debts from tk to t l  are rne,asured over a four-months period, three months of which 

cover a period of unemployment, , l 2  

Total savings is obtained by adding up the amounts of assets reported irr the follo\ving 

categories: 

l2 Browning and Crossley (20013 use data frorrl a Canadian sample of individuals, unemployed for 

longer than six months. Gruber (1997) uses data from the PSID, selecting R sample of individuals that 

were currently unemployed but repertet1 to be employed in the earlier wave. 





















the pseudo-relative change in savings (from period tk to t l )  on the replacement ratio.27 

Restricting the sample to households reporting positive savings we obtain a selective 

subgroup. We know (see results of estimation in Appendix A) that the probability of 

reporting positive savii~gs is higher for the unemployed with higher earnings before job 

loss, a working spouse, fewer unemployment spells in the previous 5 years and a higher 

level of education (as these variables are among the factors that add to the probability 

of reporting positive savings). Therefore, we include an extensive set of explanatory 

variables also to control for the permanent shock of job loss. The analysis is to some 

extent comparable to Gruber (1999), who also relates the logarithm of savings to the 

replacement rate, using a regression framework, and excluding houscholds reporting zero 

savings. However, Gruber's (1 999) measures changes in savings over the ullemployment 

spell, which is likely to differ in duration across individuals, while we measure changes in 

savings over a fixed period of time, from tk to t l ,  which is the same for all the unemployed 

in the sample. Accqrding to  theoretical models (e.g. Danforth, 1979, and Rlzrndell et 

al.. 1997) the level of savings itsself influences the transition into a job, and consequently 

unemployment duration. Gruber (1999) recognizes this, and claims to have found no 

such relationship in his data. Stancanelli (1999), using the same data as ours, finds that 

the level of net wealth (mexwred before the start of the unemployment spell, at  t k )  has a 

significant impact on unemployment duration. Another potential problem with the use 

of the household's unemployment duration ns s time unit to measure changes in savings 

is that job search models (see e.g. Moctensen, 3986) suggest that t he  t~laemployment 

benefit level affects the unemployment duration. 

We present results of estimation of our model in Table 7. Note that. we have included 

ln(l + At,) up to the fourth power (among the regressors). Estimation by OLS indi- 

cates that all lagged explanatory variables have a significant coefficient, reflecting the 

considerable skewness in the distribution. Non-linearities may also reflect the fact, that 

houscholds with low levels of savings run down their wealth faster than households wit h 

higher levels of savings. The importance weighted replacelner~t rate shows no significant 

27 We do not exclude observations reporting zPro savings at t l .  





















Table 1: Sample ~t~atist~ics: discrete background variables, sample percentages (n = 1315) 
Gendex: 

male 
female 

Marital status: (time t l )  
married 
unmarried 

Houscewr~ership and mortgage: (time t k )  

houseowner without mortgage 8.1% 
houseowner wit h mortgage 32.5% 
renter 59.4% 

Shll level: 
professional, intermediate worker 24.5% 
skilled worker 45.5% 
semi-skilled/unskill worker 30.0% 

Employment status spouse (time t l )  
spouse employed 28.5% 
spouse not employed 71.5% 

Number of children (time t l )  
no children 32.2% 
one child 24.0% 
two children 26.0% 
more than two children 17.8% 

Young dlildsen (time t l )  (age < 5 )  
no young children 71.0% 
young children 29.0% 

Worked part time before job loss 
part time 3.7% 
full time 96.3% 

Industrial sector 
otkmanuf 
conctruc 
chemeng 
hotelcat 
at hind 

# unernplo+vrnent spells in past. 5 years 
none 45.3% 
one 25.1% 
two 14+0% 
  no re than two 15.6% 


















