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DISSERTATION ABSTRACT

TITLE: ESSAYS ON UNEMPLOYMENT INSURANCE AND THE BUSINESS CYCLE

The purpose of this dissertation is to analyze the interaction between unemployment insurance (Ul) in the United
States and the business cycle. In my first essay | develop a search model to determine the optimal adjustment of
Ul benefits over the business cycle. The model strongly supports the notion that unemployment insurance should
become more generous for the long-term unemployed during recessions. While in this essay | assume that the
state of the economy is observable, the government in fact has only imperfect information regarding current labor
market conditions. As a result, my second essay focuses on using non-linear time series models to identify when
unemployment insurance benefit extensions should occur. Ul benefit extension programs may have disincentive
effects on the amount of effort exerted to find a job, which is the focus of my final essay. In this essay, | use a
difference-in-differences approach to identify the effects of increasing Ul generosity during recessions.

Essay 1:  Unemployment Insurance and the Business Cycle: What Adjustments are Needed?

(Job Market Paper)
While the U.S. has a long history of increasing the generosity of unemployment insurance (Ul) during recessions,
the literature has yet to fully consider the question of whether these adjustments are optimal. In addition, the large
differences in the magnitude of these changes, and the poor design of the U.S. automatic extension program, have
resulted in an active policy debate on what revisions to Ul benefit extension programs are needed. To address
these issues | use a traditional labor search model to explore four areas the government should consider when
adjusting benefits: (1) insuring the unemployed; (2) incentives to search for work; (3) Ul’s impact on wages; and
(4) its influence on job creation. Numerical exercises, with a flexible benefit system, support the notion that more
generous benefits should be provided to the long-term unemployed when jobs become harder to find. The finding
is robust across three different wage setting mechanisms. In addition, a system that only adjusts the number of
months Ul is available during recessions, as is currently done in the U.S., implies an optimum extension of three
months. However, policymakers could increase welfare considerably by adjusting benefit levels as well.

Essay 2: A New Approach to Triggering the U.S. Standby Extended Unemployment Insurance Benefit
Program: ldentifying and Forecasting Poor Labor Market Conditions with Markov Switching
Models
In 1970, the U.S. Congress established a program to automatically extend the number of months unemployment
insurance (UI) benefits are available during periods of high unemployment. However, because the mechanism for
triggering these extensions is poorly designed, the program has ceased to be relevant and proposals to revive this
program are being debated. This essay analyzes the ability of Markov Switching (MS) models to identify cyclical
downturns in the labor market that would indicate the need for Ul benefit extensions. Extending benefits during
these downturns more closely aligns benefit extensions to periods of low job finding and high exhaustion rates
than the current program, as well as other alternatives. Further, allowing for time-varying transition probabilities
improves the ability to forecast such periods so that the decision to extend benefits can be made in a timely basis.

Essay 3:  The Disincentive Effects of the Federal-State Extended Unemployment Compensation Program
during Recessions
The United States is one of just two OECD countries that routinely adjust the maximum potential duration of
unemployment insurance (Ul) benefits with macro-labor market conditions. The purpose of this essay is to
estimate the effect of these benefit extensions during recessions. Using non-public data from the National
Longitudinal Survey of Youth 1979 (NLSY79), | exploit state differences when potential duration is extended.
Using these differences, I identify how workers’ job search effort responds to changes in Ul benefits during
periods of high unemployment. Workers’ behavior may not only be influenced once potential duration has
increased, but may also change as workers anticipate when an extension is going to occur. This essay tests to see
if the unemployed form expectations of a change in benefits by examining periods directly preceding the actual
benefit extension.
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