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Overview

I Build a framework to study welfare cost of recessions

I In particular focuses on labor market reforms:

1. Unemployment Insurance (UI)

2. Job Search Assistance (JSA)

I Borrow a trick from Constantinides & Duffie (1996) and
Krebs (2007) to maintain analytical tractability

I Focus on German experience post-Hartz reforms

I First discuss empirics, then quantitative exercise
(won’t cover everything, paper 111 pages...)
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Empirical Evidence for Hartz Reforms: u

Unemployment Rate
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Consistent with U.S. Evidence on UI Cuts

-.0
4

-.0
2

0
.0

2
.0

4
D

iff
 in

 D
iD

 G
ro

w
th

 o
f E

m
p/

Po
p 

R
at

io

-1 -.5 0 .5
Diff in DiD Growth of Benefits

Employment Population Ratio

Hagedorn, Manovskii and Mitman (2015)



Model Overview

I Households can be either employed, short-term or
long-term unemployed

I Human capital appreciates while employed, depreciates
while unemployed

I Only choice workers make is search effort

I Separation and job-finding rates taken as exogenous

I Government policies:
I UI, b: cu = bs,lh

I JSA, x: f(l, x;S)

I Admits decomposition for welfare costs:

∆(Ω0, S0) = ∆y(Ω0, S0)︸ ︷︷ ︸
Output

+ ∆r(Ω0, S0)︸ ︷︷ ︸
Risk

+ ∆l(Ω0, S0)︸ ︷︷ ︸
Effort
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Amplification and Propagation

I Baseline model only admits amplification of shocks via
human capital dynamics

I Important to introduce endogenous amplification between
labor market risk and output (as Wouter will discuss
tomorrow and in Ravn and Sterk (2016))

I If UI and JSA strongly affect propagation of shocks, the
comparison of eliminating cycles across policy regimes
would be misleading without having that mechanism

I Introducing DMP-style labor market is a step in the right
direction (why not benchmark?)

I Adding nominal rigidities could add further amplification
and propagation (and maintain analytical tractability)
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Endogenous Feedback and Amplification

Negative shock (e.g., productivity)
↓

Job-finding rate falls

Precautionary savings ↑

Aggregate Demand falls ↓

Labor Demand ↓

Affected by UI

Affected by UI

Affected by UI/JSA



Financial Autarky

I Lack of self-insurance means welfare costs likely upper
bounds

I Further, self-insurance responds to changes in UI and JSA

I Differential long-run and short-run effects of changes to
policy
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Endogenous response of wealth distribution

Krueger, Mitman and Perri (2016)



Summary

I Nice paper

I New take on the welfare costs of recessions and how labor
market policy affects them

I Admits a nice decomposition of the welfare costs

I Would like to see more internal propagation to fully
evaluate the effects of UI/JSA


