	
	



	
	



[bookmark: ChapterNumber][bookmark: ChapterTitle]2	Analytical framework and literature	
[bookmark: begin]This chapter presents a framework for analysing determinants of Indigenous labour market outcomes (LMOs). The theory behind the determinants of LMOs is discussed in section 2.1 and a review of the relevant literature is presented in section 2.2.
2.1	What influences labour market outcomes?
A person’s LMO, as described in chapter 1, reflects:
their willingness and ability to supply labour to the paid labour market
the demand for labour
the interaction of labour supply and demand.
Individuals make their decision on whether to participate in the paid labour market based on whether the wage offered exceeds their reservation wage, that is, the lowest wage that a person will accept to undertake a particular job rather than remain unemployed or outside the labour force. A person’s reservation wage depends on their perceptions of the costs and benefits of work. The costs include job search costs, transport to and from work, and the opportunity costs of paid employment, including unpaid work and leisure. The benefits include wages (relative to welfare benefits), as well as the status and enhanced wellbeing that an individual might obtain from working. 
The reservation wage also depends on a person’s expectations of future wages, and their family and living arrangements. A person might not participate in the labour force because they have some other means of financial support, for example, income earned by other household members or investment income. Or they might not be able to work because they have a disability or are in poor health. Decisions about labour force participation may involve consideration of how many hours to supply (and might involve a choice between full or part time paid work).
People also engage in productive activities outside the paid labour market, including: 
work in the household (such as caring for children and other family members, and housework) and community or volunteer work (such as organising and/or participating in social and cultural activities). 
for some Indigenous people, ‘traditional activities’ such as the production of ceremonial art or the pursuit of a traditional hunter or gatherer lifestyle. 
The output of unpaid work can be exchanged in informal markets that allow people to meet their needs without monetary compensation. However, these activities and outputs are not always recorded as employment, even where there is payment ‘in kind’, but especially where the exchange is implicit. Such arrangements are common in many communities, not just Indigenous communities.
Some people also become discouraged jobseekers, and withdraw from the labour market. Discouraged jobseekers are those who would like to work but are not actively looking for work. For discouraged jobseekers, the costs of searching for a job are high compared to the probability of finding a job. They might observe there are no jobs, or no jobs for people with their skills, in close proximity to where they live and be reluctant to relocate to areas where there are more job opportunities. Discouraged workers might have expectations that they will be discriminated against on the basis of age, gender, race, or their contact with the criminal justice system. 
Labour demand is determined by the cost and benefits of producing a firm’s output. The benefits are the profits from the goods or services that workers produce. The costs to employers include the cost of finding suitable workers (search costs) and retaining them (wages), relative to other inputs to production. All else given, if wages rise, employers will substitute away from labour inputs.  
At the aggregate or national level, labour demand will be influenced by macroeconomic effects which are not uniform across the economy. Employers are less likely to locate in areas where the costs of labour are relatively high or potential workers have low skill levels, there are relatively high levels of crime, low levels of economic activity (demand for goods and services) or high operational costs (for example those related to transport and rent). These factors will contribute to lower labour demand in some areas relative to others. Therefore, some areas might not have many jobs of the type expected to be seen in conventional labour markets (Biddle and Webster 2007).
Labour is not an homogenous commodity, and different workers have different skills and productivity. Finding suitable workers is costly, and the desirable attributes of workers are not always observable. In the absence of perfect information about potential staff, employers use networks, and signals such as education and interaction with the justice system, to identify suitable workers and lower their search costs. Employers (legally) discriminate on the basis of skills and knowledge, but sometimes (illegally) discriminate on the basis of gender, race or age. 
There are various theories about influences on the supply and demand of labour. According to human capital theory, a person’s productivity is determined by their personal attributes (box 2.1). People are endowed with some attributes (such as innate ability), and acquire and maintain others (such as skills and health). The acquisition and maintenance of attributes is investment in human capital.
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	Human capital can be described as the set of attributes that makes it possible for individuals to work and contribute to production (Forbes et al. 2010). It includes knowledge, skills, health, work experience, motivation and work ethic. The neoclassical human capital theory of wage determination in Mincer (1974) explains differences in wages as being determined by the quantity of skills (years of schooling and work experience) possessed by an individual in a competitive labour market. 
Human capital may be observed (such as skills) or unobserved (such as motivation and work ethic). Employers may look for signals of a person’s human capital, such as their highest education level and work experience. Employers will employ another unit of labour if the marginal revenue produced is greater than the marginal cost. Employers are willing to pay more to relatively higher skilled people because the marginal revenue they contribute is higher than that produced by a relatively lower skilled person.  
Human capital improvements (through attainment of more education, skills and work experience as well as improvements in health status) can be expected to increase labour productivity and supply. At the aggregate level, higher workforce participation and labour productivity increases gross domestic product, consumption and community wellbeing.

	


While innate ability is an endowment, the acquisition and maintenance of many personal attributes can be influenced by a person’s social environment. Social capital theory can thus provide some additional insights into LMOs (box 2.2). 
Social networks might lower job search costs, making it more likely that a person will participate in the labour market. Stone et al. (2003) proposed that networks influence LMOs by lowering job search costs, providing support to sustain being employed and influencing preferences for work. Social networks might also lower the cost of recruiting suitable employees for businesses, thus increasing labour demand as it reduces the cost of labour relative to capital. 
	[bookmark: OLE_LINK2]Box 2.2	Social capital theory 

	Social capital as an area of policy research has increasingly attracted interest from academics and governments. While there is no universal agreement on exactly what social capital is, some progress has been made in clarifying the issues and developing some broad definitions. The OECD (2001, p.4) takes social capital to include the ‘networks, norms, values and understandings that facilitate cooperation within or among groups’.
Social capital can be thought of as enabling people to secure benefits by virtue of membership in social networks or other social structures. A distinction can be made between the ‘structure’ (the characteristics of networks) and the ‘content’ of social capital (the quality of relationships, including trust, reciprocity, tolerance and diversity) (Brough and Bond 2009). Trust, as an aspect of social capital, may be a key component of personal and institutional relationships that determine motivations or opportunities for work. 
A distinction is made between bonding and bridging social capital (PC 2003): 
· Bonding social capital refers to relations among relatively homogenous groups (such as ethnic groups) that strengthen ties within the particular group. It can either increase labour market activity (because of the support structures it provides) or decrease it (because of the commitments it entails).
· Bridging social capital refers to relations that strengthen ties across heterogeneous groups. It tends to increase labour market activity.
Social norms and networks can have both positive and negative influences on a person’s motivation to obtain employment and their preferences for paid versus unpaid work: 
· Social networks can lower job search costs by making it easier for a person to locate jobs through informal mechanisms or personal contacts or by providing signals to employers through the informal recommendations of friends.
· Involvement in social networks might be seen by employers as an attractive attribute of a worker that enhances their productivity.
· Social norms or networks affect people’s preferences for unpaid work through expectations about family and community commitments such as unpaid carer responsibilities (particularly caring for children, the elderly and people with a disability), and through preference or responsibilities to participate in cultural or traditional activities.
· Social norms can also be downward levelling, where the norm of inactivity contributes to poor labour market outcomes in a community over generations.

	Source: Brough and Bond (2009); PC (2003); OECD (2001); Putman (2000).

	



Some types of social networks may have negative effects on LMOs. For example, Stone et al. (2003, p. 6) note that:
As well, where individuals are embedded within networks of family, friends, community and institutional ties that support the normative aspects of work, these are likely to reinforce the value of work for that individual, thereby acting to increase a person’s likelihood of being employed. Some authors have emphasised the possible ‘negative’ consequences of some types of social capital (Cox 1997; Portes 1998). For example, some networks may be governed by norms of behaviour that are inconsistent with maintaining employment. That is, where relationships between individuals and institutions are generally negative, or if informal networks are characterised by a non‑work ethic. This latter point is consistent with welfare discourse from the United States that emphasises ghettoisation and intergenerational welfare dependence as undermining fulfilment of individuals’ responsibility to work (see, for example, Murray 1994; for an Australian example, McCoull and Pech 2000). 
2.2	Literature review
There have been numerous empirical analyses of the determinants of LMOs, both in Australia and overseas that use the discrete choice modelling framework (see Cai and Kalb (2006) for a review). There have been several studies of Indigenous LMOs, using the NATSISS (1994 and 2002) and the Census (box 2.3). 
There are a number of problems associated with the estimated effects of explanatory variables using these models. In particular, they are affected by omitted variable bias because many attributes such as motivation, preferences and innate ability that affect LMOs are inherently unobservable. Also it is difficult to capture the importance of community and culture to Indigenous people in numerical measures. 
Many studies include as explanatory variables the observable attributes of suitable employees used by employers to choose workers, such as education, proficiency with the English language and work experience, as proxies for ability and skills. Other models are more innovative and include proxies for unobservable characteristics. For example, Borland and Hunter (2000) included whether the person voted at the most recent election as an indicator of civic engagement, and Hunter and Gray (2001) included volunteer work as an indicator of social capital. The authors of these studies conclude that the significance of these types of variables suggests that they should be included in models where possible. 
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	There is extensive research on the factors associated with labour market outcomes (LMOs). Empirical studies vary in terms of the data source, modelling approach, LMOs of interest and variables used. A common approach is to use binary or multinomial discrete choice models to estimate the marginal effects of explanatory variables on categories of LMOs, usually labour force participation, unemployment and employment. 
Daly (1995) used 1991 Census data and a multinomial logit regression model to examine determinants of labour force status of both Indigenous and non-Indigenous men and women, using factors such as age, education, dependent children and location of residence. Being Indigenous was found to substantially decrease the probability of being in full or part-time employment and increased the probability of being unemployed or not in the labour force.
Borland and Hunter (2000) used 1994 NATSISS data and a two stage equations approach to examine the effect of skills attainment, family structure, location and socioeconomic variables on employment status. In particular, the study focussed on the interaction between history of arrest and employment status.
Biddle and Webster (2007) used the 2002 NATSISS and a set of binary probit models to examine the effect of factors associated with employment and unemployment. In addition, a multinomial probit model was estimated with the dependent variable consisting of four LMOs, employment, unemployment, CDEP participation and not in the labour force. 
Hunter and Daly (2008) used the 2002 NATSISS and a binary probit model to examine the effects of arrest and fertility on the probability of labour force participation (LFP) of Indigenous women. A sequential two stage regression model was used to address simultaneity bias that might arise by causation in both directions between both arrest and LFP and fertility and LFP.
Overcoming Indigenous Disadvantage: Key Indicators 2009 (SCRGSP 2009) used 2006 Census data and binary logit models to examine the effect of education and non-education factors, (such as personal and family characteristics and location), on labour force participation. These effects were estimated separately for Indigenous and non-Indigenous men and women.
Stephens (2010) used 2002 NATSISS data and a multinomial logit model to estimate the marginal effects of a number of variables on four LMOs. These variables related to location, demographic characteristics, education, health, culture, criminal history and housing issues, such as overcrowding. The results suggested there was strong association between employment and socio-cultural factors such as living in a mixed race household, speaking an Indigenous language and cultural participation. 
Biddle and Yap (2010) used Census data to examine differences in associations between demographic and other variables and LMOs (including income).

	


In the 2008 NATSISS data, there are some reasonable proxies for unobserved personal characteristics, community engagement and culture that might reduce omitted variable bias in the model and lead to better numerical estimates of the associations between various factors and LMOs. These are discussed in more detail in chapter 4.
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