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Ul - Why Do We Care?
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Ul - Why Do We Care?

@ Martin, OECD Economic Studies 02: Public expenditures devoted to
Ul and assistance programs in OECD Countries exceed 2% of GDP.

@ Great Recession — soaring costs of the program, i.e. aggregate
shocks are important.
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Optimal Ul - What Do We Know?

@ Hansen and Imrohoroglu, JPE 92:

@ Idiosyncratic employment shocks, incomplete markets, no borrowing
(role for Social Insurance on top of self-insurance),

@ Agents can refuse employment opportunities and still receive
unemployment benefits (Moral Hazard).

@ [...]In the absence of moral hazard, replacement ratios as high as
.65 are optimal and the welfare benefits of unemployment insurance
are quite large. However, if there is moral hazard and the
replacement ratio is not set optimally, but is instead set to an
empirically plausible value, the economy can be much worse off
than it would be without unemployment insurance.|...]
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Optimal Ul - Hansen and Imrohoroglu, JPE 92

TABLE 2

OpPTIMAL REPLACEMENT RATIOS

A. Selected Results for p = 2.5

Moral Hazard (w(0)) .00 .05 .10 .30 .50 1.00

Optimal 8 .65 .65 .35 15 10 .05
B. Selected Results for p = 10

Moral Hazard (m(0)) .00 .55 .60 .65 .75 1.00

Optimal 8 40 40 .35 .30 .25 20

Note.—The values for w(0) used in this table correspond to the values used in figs. 2 and 3.
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Optimal Ul - What Do We Know?

@ Hopenhayn and Nicolini, JPE 97 (and Shavell and Weiss, JPE 79):

@ P-A with moral hazard (unobservable search effort),
@ Partial Equilibrium.

o [...|We provide estimates of the cost reduction obtained by shifting
from the current unemployment insurance scheme to the optimal
one, holding the ex ante utility of the unemployed agent constant.
The gains are particularly large (about 30 percent)....]
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Optimal Ul - Hopenhayn and Nicolini, JPE 97

TABLE 1
OPTIMAL UNEMPLOYMENT INSURANCE

OPTIMAL WITH TAX

Replacement OpTIMAL WITH No Tax:
‘WEEKS OF Ratio CEmp Tax (%) REPLACEMENT RATIO
UNEMPLOYMENT (1) {2) (3) (4)
1 99.0 100.5 —.5 85.8
2 08.9 100.4 —.4 80.8
3 08.8 100.3 —.3 76.3
4 098.7 100.2 -2 721
5 08.6 100.1 —.1 68.2
6 98.5 100.0 0 64.7
7 08.4 20.9 .1 61.4
g 08.3 090.8 2 58.4
12 97.9 090.4 6 48.2
16 97.5 99.0 1.0 40.5
26 96.5 98.0 2.0 27.7
52 94.0 95.5 4.5 13.4
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Q@ H-N JPE 92 +
@ Human capital depreciation,

© Hazard rate duration dependence.
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Optimal Ul - What Do We Know?

@ Pavoni, IER 09 - JME 07:

H-N JPE 92 +

Human capital depreciation,

Hazard rate duration dependence.

@ [...| The optimal Ul scheme requires the Ul benefits to decrease
with the duration of unemployment. [...] Ul transfers are bounded
below by a minimal assistance level that arises endogenously in the
efficient contract. The optimal scheme implies a wage subsidy for
long-term unemployed workers.|...]
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Optimal Ul - Pavoni IER 09 (Spain)

MNet and Gross Wages (different styles), and Ul benefits (dots)
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Notes: The optimal Ul scheme for different human capital depreciation rates. All other exogenous
parameters at their benchmark levels.
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Optimal Ul - What Do We Know?

@ Krusell, Mukoyama and Sahin, REStud 10:

© Bewley-Huggett-Aiyagari incomplete-markets model,
@ Labour-market: Diamond-Mortensen-Pissarides (Random matching),

© Aggregate productivity shocks (but markets are complete for these
shocks).

o [...] Evaluate a tax financed unemployment insurance scheme. Higher
insurance is beneficial for consumption smoothing, but because it
raises workers’ outside option value, it discourages firm entry.
The latter effect /s more potent for welfare outcomes.
Productivity changes in the model generate rather limited
unemployment effects thus, recent findings are corroborated in our
more general setting.|...]
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Optimal Ul - Krusell, Mukoyama and Sahin, RES 10
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FIGURE 2

‘Wages and capital/labour ratio and the unemployment rate as a function of A
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Optimal Ul - Krusell, Mukoyama and Sahin, RES 10

@ h stands for U benefit; h = .99 corresponds to a 40% replacement
rate, A stands for %c change in the baseline that equates welfare to
the counterfactual.

TABLE 2
Average values of A, compared with the benchmark of h = 0.99

Unemployed Employed Poorest Poorest
h from 0.99 to Total (%) (%) (%) % gaining unemployed (%) employed (%)
0.01 0.11 —0.09 0.13 92.10 —4.0 -1.0
0.25 0.12 —0.02 0.14 92.29 -1.2 -0.3
0.50 0.11 0.01 0.12 99.22 —0.54 —0.09
0.75 0.07 0.02 0.07 99.96 -0.2 0.00
1 0 0 0 0 0 0
1.25 —0.14 —0.09 —0.15 0.00 0.06 —0.1
1.50 —0.38 -0.27 —0.39 0.00 —0.04 -0.32
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Other Contributions

Bils, Chang and Kim, AEJ - Macroeconomics 11
Burdett, Carrillo-Tuleda and Coles, WP 09
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Nakajima, IER Forthcoming - WP 11

Shimer and Werning, AER 08 - QJE 07
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Ul - What We Don't Know? (Directed Search)

@ Are they using it in the right way? — Heterogeneity and aggregate
shocks. KS: idiosyncratic shocks correlated with aggregate ones.
Would this break the BRE?

@ It's very powerful, it avoids: 'bounded rationality’ approximations
(Krusell and Smith, JPE 98), assumptions that some people find
strong (Moscarini and Postel-Vinay, WP 09).

@ However, should we expect a very different behavior? Basic trade-off
between unemployment insurance and search incentives/'reservation
wage'.

@ And... a firing probability specified in a labor contract?!?
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Ul - Some Institutional Features and Empirical Findings

@ Anderson and Meyer, QJE 97 - JLE 93: for 1$ paid by the
government as Ul, 0.6% is paid by employers as experience-rated taxes.

@ Blank and Card, QJE 91: 50% of laid-off workers either do not qualify
or do not apply for unemployment insurance benefits.

@ Meyer, ECTA 90: a 1% increase in the replacement ratio is associated
with a 0.9% decrease in the hazard rate of agents who collect Ul.

@ Alvarez and Veracierto, JME 01 propose a tractable specification.
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Remark 1 - Model Specification

@ Ul optimality? There are two margins: both generosity and duration
of the program.
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Remark 1 - Model Specification

@ Ul optimality? There are two margins: both generosity and duration
of the program.

@ Skills? Displaced U.S. workers face a large and persistent earnings
loss upon re-employment (Ruhm, ILRR 87; Jacobson et al., AER 93;
Keane and Wolpin, JPE 97).

@ Match quality? Shopping for a career Vs. skills obsolescence
(life-cycle model).

@ Savings? Feasible.
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Remark 2 - Results

@ Model of the Labor Market with both idiosyncratic and aggregate
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Remark 2 - Results

@ Model of the Labor Market with both idiosyncratic and aggregate
uncertainty. Plus with respect to the literature: GE, JC and JD are
both endogenous.

o Findings:

© The optimal replacement rate is high, but

© Responds differently to changes in idiosyncratic Vs. aggregate
uncertainty.

© Model fit (Wage and U duration distributions)?

@ Size of labor market risk?
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Remark 3 - Data, Calibration and Quantitative Exercises

@ Preliminary calibration: borrowed from Menzio and Shi, JET 10 (it's
a numerical example).
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Remark 3 - Data, Calibration and Quantitative Exercises

@ Preliminary calibration: borrowed from Menzio and Shi, JET 10 (it's
a numerical example).

Can be improved. ldeally:

© Time period is way too long. until recently, average unemployment
duration was 13-16 weeks (a quarter, hence they are missing it by
choice). At least half a quarter.

© Calibrate the benchmark economy with the actual Ul system in the US,
and match a set of targets (E — U, U — E, U duration, hazard
rates). Only then do the counterfactuals.

@ In the data it's hard to distinguish between U and NLF, Jones and
Ridell, ECTA 99. With large and persistent aggregate shocks —
discouraged workers (KMRS).

Counterfactuals and decompositions to disentangle the quantitative
effects: assess the role of Directed Search (shut down a market).
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