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Search Theory and Unemployment Insurance

Econometric Findings and Problems
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Outline

Optimal Benefits

New Directions

Predictions for Hazard Rate



Dale Mortensen, “Unemployment Insurance and Job 
Search Decisions,” ILRR, 1977

Bellman Equation for Eligible Unemployed Workers

First Order Conditions:

s=search, wt=reservation wage, b=UI benefit, t=weeks of UI left; no saving, 



Summary of Predictions of Mortensen’s Model

1. As t →0, s↑ for UI Eligible and then stays 
constant after exhaustion

2. b↑ → s↓ for UI Eligible

3. s↓ if expect recall (Feldstein, 1976, Katz, 
1986)

4. As t →0, wR↓ for UI Eligible and then stays 
constant

5. If t↑ (benefit extension) then s↓ and wR↑ 









• Early literature looked at:
1) Are more generous UI benefits associated with 

longer spells of unemployment? (Yes)
2) Does the chance of finding a job jump when 

benefits are close to being exhausted? (Maybe)
3) Does the hazard rate (job finding rate) slope up or 

remain flat with duration of unemployment 
(Unlikely) 

• More recent literature looks directly at s and wR and 
finds more puzzling results, and tries to separate 
out labor supply distortion from liquidity effect. 

Summary of Evidence



Duration of UI claims 
increased by 0.5 weeks for 
those earning above $120/wk
in 1968 vs. 1967, while 
the duration fell for the 
“control group” that earned
less than $90/wk  elas. 
of about 0.40 .  
………………………………………..

Conventional wisdom is that
a 10% increase in benefits
is associated with a 4-8 
percent increase in 
unemployment duration.

Previous Weekly Earnings              
90 120 

Estimation Strategy: Benefit Effect

Source: Kathleen Classen, ILRR (1977)



Lancaster, Ecma (1979)

Controls                   α

None 0.67
Age 0.74
Age, UR 0.77
Age, UR, B/W 0.77

Estimates Cox-proportional Weibull duration model for 
sample of 479 unskilled, unemployed British workers.  Key 
parameter is α:   α= 1  flat hazard; α > 1  rising hazard;  
α < 1  puzzle.  



Heterogeneity Bias:
The Pool of the Unemployed Changes 

Over Time

Week 2 Week 3 Week 4 Week 5Week 1 Week 4 Week 5 Wek 5



Strategies for Heterogeneity Bias

• Control for X’s

• Assume a distribution of unobserved 
heterogeneity and add to the likelihood 
function

• Use repeated spells of unemployment

• Use longitudinal data on search activity and 
reservation wages



Lancaster, Ecma (1979)

Controls                   α

None 0.67
Age 0.74
Age, UR 0.77
Age, UR, B/W 0.77
Age, UR, B/W, ɣ 0.90

Estimates Cox-proportional Weibull duration model for 
sample of 479 unskilled, unemployed British workers.  Key 
parameter is α:   α= 1  flat hazard; α > 1  rising hazard;  
α < 1  puzzle.  

FYI: Benefit/Wage 
elasticity was  0.60.  



Katz and Meyer, QJE (1990)



Katz and Meyer, QJE (1990)



Card, Chetty and Weber (2007)
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Raj Chetty, JPE, April 2008 



18Source: Chetty (2008).



19Source: Chetty (2008).



20Source: Chetty (2008).



21Source: Chetty (2008).



22Source: Chetty (2008).





Survey Design

• Start with universe of UI recipients in NJ in late September 2009
• Stratified random sample (n=63,813)

-- Over sampled long term unemployed
-- Paid $20 or $40 for participation

•Web survey
•12 weekly surveys, starting w/ week of entry survey (s, wR, job 
offers, etc.) 
•Additional 12 weeks of interviews for those with 60 weeks of 
unemployment to start
• Low response rate (10% on entry; 40% thereafter), but create 
weights from administrative data and compare sample to universe

http://www.princeton.edu/~psrc/index.html�
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Cohort, Time and Duration Effects // Reporting Bias 

33

• Can’t distinguish between unemployment duration and calendar time 
effects for given cohort.  

• Holidays: Drop last two weeks of November and December; same 
pattern

• Look only at nonseasonal industries (education/health care) and same 
pattern

• Cohorts are different 

• Diary hard to fake
• Control for number of interviews and duration of unemployment, and 

latter matters. 





Reservation Wage





Table 4.2 Cont. - Log Reservation Wage Models for Various Subgroups



NB: Lagged reservation wage.







Subjective Well-Being



Subjective Well-Being

• Happiness declines over spell of unemployment and 
sadness and stress rise.

• Sadness rises twice as fast during episodes of job search. 



Conclusions

43

• Search time and reservation wage affect UI exits in expected way
• Reservation wage predicts job acceptance/rejection
• Longitudinal data yield different and new insights

• Contrary to stationary job search model, search time declines with 
duration of unemployment for given individuals

• Also, reservation wage is stable when it is expected to decline
• Results consistent with: (1) finite job offer distribution; (2) 

discouragement; and/or (3) increased efficiency of search over time. 

Future
• Behavioral economics search models
• Need to better understand how search activity relates to job offers
• Need to understand if behavioral responses to UI are muted in a deep 

recession, and model optimal benefit extensions as well as levels.  
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