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CHAPTER I
INTRODUCTION
Nature of Problem
A major weakness of income maintenance programs is their impact on work incentives. The potential reduction in the work incentive is greatest in the case of programs such as unemployment
compensation in which the benefits are inversely related to earnings
from employment.

Unemployment compensation increases beneficiaries'

nonlabor income; additionally, it reduces their net returns from employment.

Both effects tend to reduce the supply of labor.

Unemployment compensation has become a major factor in the
labor market.

The Unemployment Compensation Amendments of 1976 ex-

tended the system's coverage to virtually all employment (31). In
1976, there were twenty million initial payments through the regular
state programs. An average of almost four million persons received
unemployment compensation during each month, which was fifty-two
percent of total unemployment (62).
Payments under all unemployment compensation programs totaled
fourteen billion dollars in 1976; total benefits reached a peak of
seventeen billion dollars in 1975 (62). As such, unemployment compensation is the third largest source of government transfer payments,
behind only OASHDI and Medicare-Medicaid payments (18).
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Moreover, unemployment compensation replaces a substantial
portion of the income loss due to unemployment.

Although the average

weekly benefit amount is roughly one-third the average weekly wage
in covered employment, the effective replacement rate is much higher.
Unemployment compensation is exempt from personal income taxes and
Social Security taxes. As Feldstein has demonstrated, unemployment
compensation replaces more than sixty percent of beneficiaries'
after-tax earnings (24).
The replacement rate varies widely between states, exceeding
eighty percent in some states (those which pay dependents allowances).
The replacement rate also varies between individual workers within a
state.

The average replacement rate is biased by the ceilings the

states have set on the weekly benefit amounts. The actual replacement of earnings is higher than the state average for those receiving
less than the maximum weekly benefit amount and is lower for those
receiving the maximum weekly benefit amount. Additionally, the replacement rate is wery high for those workers with substantial jobrelated expenses, such as child care expenses for working parents (24)
Given the almost complete coverage of workers, the substantial
proportion of the unemployed that receives benefits, and the large
proportion of earnings replaced, the potential impact of unemployment
compensation on the labor market is obviously great.

The nature and

magnitude of the actual impact is thus a matter of concern.

Objectives of Unemployment
Compensation
Unemployment compensation was established to protect workers
from a complete loss of income due to involuntary unemployment.

The

compensation provided is particularly necessary because the incidence of unemployment is disproportionately high for those persons
least able to self-finance a spell of unemployment; that is, persons
in the low income groups and young workers who have had little time
to accumulate savings.
Unemployment compensation also provides secondary benefits.

It

functions as an automatic stabilizer, maintaining aggregate demand
during periods of increasing unemployment.

It also encourages a

wider use of the public employment services because eligibility for
benefits is conditioned upon registration with the state employment
service.
Unemployment compensation is structured to provide employers
with an incentive to stabilize the level of employment.

Benefits are

financed through an employer-paid payroll tax. The tax rate levied
on a firm is scaled to the relationship between the benefits paid
to that firm's former employees and the contributions paid into the
state reserve fund by the firm.

Layoffs result in a higher effective

tax rate being levied on the firm in the future; therefore, the cost
of maintaining employment during a period of declining demand is
reduced by the amount of this potential additional tax.

Labor Market Incentives
Unemployment compensation generates incentives which may tend
to increase the level of unemployment.

There is a potentially ad-

verse impact on both the duration and the number of spells of unemployment.

Once a person begins collecting unemployment compensation,

that person may continue to collect benefits, up to a maximum number
of weeks (twenty-six under most regular state programs; up to sixtyfive weeks under special Federal programs during the 1973-1975 recession), until he accepts a new job or is called back to his previous job.

Given the demand for labor, the duration of job search

(hence, weeks of unemployment compensation collected) is partially
determined by the beneficiary.
The duration of job search is, other things being equal, inversely related to the cost of job search. The cost of job search
is primarily the opportunity cost of foregone earnings (adjusted for
taxes and work related expenses, minus any transfer payments available to the unemployed).

Unemployment compensation reduces the loss

of income and thereby the cost of job search, which leads to a greater
duration of unemployment per spell of unemployment.

The impact on

the duration of unemployment is directly related to the proportion
of net earnings replaced by unemployment compensation.
In addition to the impact on job search, unemployment compensation also tends to lengthen the duration of measured unemployment
through an increased consumption of leisure.

The price of leisure

is foregone income; therefore, unemployment compensation reduces
the price of leisure for beneficiaries.
r—
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A related problem is the

potential for persons who would otherwise leave the labor force
after a job loss to profess active labor force participation in
order to receive unemployment compensation.
Unemployment compensation can also have an adverse effect on
the number of spells of unemployment.

It substantially reduces the

cost to workers of temporary layoffs; hence, workers are more willing
to accept jobs characterized by intermittent layoffs. The cost to
the employer is relatively low because of the ceilings on unemployment tax rates.

Indeed, the additional cost is zero for a firm

already paying the state's maximum rate (23).
The payment of unemployment compensation to job leavers also
encourages more spells of unemployment.

Most states will pay

benefits to those who leave their job for good cause. The definition
of good cause varies widely among the states. Many states will also
pay benefits, after a penalty period, to job leavers, regardless of
their reason for quitting.

The payment of unemployment compensation

to job leavers reduces the cost of job search while unemployed
relative to the cost of job search while employed, encouraging more
voluntary separations.
Some states pay benefits to workers on strike. This has no
direct effect on the unemployment rate since workers on strike are
not counted as being unemployed.

However, if unemployment compensa-

tion encourages a longer duration of strikes in these states, there
may be indirect effects on the level of employment in related industries.

Objectives of the Research
The development of serious and sustained stagflation in the
1970's has generated an increased emphasis upon means of reducing
the level of unemployment which is associated with any given level
of inflation.

Accordingly, interest in unemployment compensation

has shifted from its effectiveness as an automatic stabilizer and
the adequacy of the benefit amount to its effects on labor market
incentives.

If unemployment compensation does tend to increase the

level of unemployment, there is the potential for reducing the level
of unemployment without generating a higher rate of inflation.
The effects of unemployment compensation on the labor market
have received considerable attention.

Unfortunately, the research

has concentrated on the impact of unemployment compensation on the
duration of unemployment.

Little attention has been given to the

impact on the number of spells of unemployment.

The research has

indicated that higher levels of benefits are associated with longer
durations of unemployment; however, the estimates of the magnitude
of this impact vary greatly.
The objective of this study is to investigate the net impact
of unemployment compensation on the level of unemployment.

The net

impact is the result of the combined effects of unemployment compensation on the duration of unemployment and on the number of
spells of unemployment.

The impact on the duration of unemployment

is clearly to lengthen average duration.

The direction and magnitude

of the impact on the number of spells has not been established.

^

Therefore, the net impact of unemployment compensation on the level
of unemployment is uncertain.
We estimate the impact of unemployment compensation on the
level of unemployment through an investigation of three policy
parameters of unemployment compensation:

(1) the percentage of the

unemployed receiving unemployment compensation, which is a function
of eligibility requirements; (2) the level of benefits relative to
net earnings (the replacement rate); and, (3) the maximum number
of weeks of benefits available to the average beneficiary (potential
duration).
Estimates of the magnitude of the employment effects of unemployment compensation are essential.

Restructuring unemployment

compensation would probably reduce the security provided; thus, we
need estimates of the potential benefits (lower unemployment) to
weigh against the costs (less security against income loss).

Such

estimates are also necessary to help policymakers frame realistic
target rates of unemployment.
The relative effects of the various policy parameters of unemployment compensation are more important than the overall impact.
Our objective should be to restructure unemployment compensation so
as to reduce the adverse effects on the level of unemployment with
the least reduction in the economic security provided by unemployment compensation.

Obviously, this requires estimates of the

effects of variances in each of the policy parameters.
Further research into the effects of unemployment compensation
on the level of unemployment is also necessary because of the ob-"WWSBBBBI^
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solescence of the existing research.

The bulk of the research has

been based upon data from periods of relatively low unemployment.
The meaningfulness of these estimates for a period of relatively
high unemployment (accompanied by a high rate of inflation) is
questionable.
Plan of Study
In Chapter Two, the design and operation of the unemployment
compensation system is outlined.

An understanding of the structure

of the system is essential to an understanding of the specification
of the structural model. The theoretical work which has been done
on unemployment compensation is reviewed in Chapter Three.

The

theoretical foundation of the structural model is also presented
in this chapter.

The empirical research concerning unemployment

compensation is reviewed in Chapter Four.
In Chapter Five, the research design is detailed and justified
Additionally, the specification of the structural model is presented
The results of the estimations of the structural model are presented
and evaluated in Chapter Six. The implications of these results
are also discussed in this chapter.

CHAPTER II
THE STRUCTURE OF UNEMPLOYMENT COMPENSATION
Introduction
Unemployment compensation was established by Titles III and IX
of the Social Security Act of 1935 as a combined Federal-State program.

Participation by the individual states is voluntary.

The

Federal government sets broad administrative standards, manages the
state reserve accounts, and pays the administrative expenses of the
state programs.

Each state sets its own level of benefits, duration

of benefits, extent of program coverage, and eligibility requirements, limited only by the Federal minimum requirements (28).
The structure of unemployment compensation reflects the more
narrow constitutional interpretation of the limits on the Federal
government that prevailed in the 1930's. At that time, President
Roosevelt and his advisors feared that a Federal system of unemployment compensation or even a Federal-State system with mandatory
state participation would be ruled unconstitutional (65). Yet, it
clearly could not be left to the states to establish unemployment
compensation.

Establishment of a program by a state would mean

firms in that state would have higher costs than firms in states
without unemployment compensation.

Action in the state legislatures

thus had been blocked by strong employer opposition to payroll tax
financing of unemployment compensation, and the fear that such taxes
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would discourage the entry of new businesses into the state.

Indeed,

only Wisconsin had established unemployment compensation prior to
the passage of the Social Security Act (28, 49).
President Roosevelt's solution was to design a system in which
participation by the states would be voluntary, but compelling.

A

Federal tax was levied on the payrolls of employers (with certain
specific exceptions) with eight or more employees in twenty or more
weeks.

However, employers in states which established an approved

unemployment compensation program were allowed a credit against
their Federal unemployment tax liability for every dollar paid as
contributions to the state unemployment compensation reserve fund,
up to ninety percent of their Federal tax liability.

Thus, unemploy-

ment compensation was effectively costless to the individual states.
As a result, all of the states enacted approved legislation within
two years of the passage of the Social Security Act (28).
Objectives of Unemployment Compensation
Primary Objective
The primary objective of unemployment compensation is to protect workers against a complete loss of income due to unemployment
and the resulting depletion of personal assets (6, 43). The program
has always been intended to serve only those with a permanent attachment to the labor force who are involuntarily unemployed.

This

objective was expressed by the Social Security Board in 1937, "It
(unemployment compensation) is designed to compensate only employable

«rv
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persons who are able and willing to work and who are unemployed
through no fault of their own" (60, p. 7).
Income maintenance was especially important during the depression because of the absence of permanent welfare programs.

Even

today, unemployment compensation is the major source of income for
the unemployed head of a single worker household. Welfare programs
today are not designed to deal with temporary unemployment. Additionally, the majority of household heads experiencing unemployment
have not accumulated sufficient savings to finance a substantial
period of unemployment (28).
Unemployment compensation was intended to be sharply differentiated from relief.

It was intended to be an earned right, provided

in a dignified manner, not a temporary program based upon individual
need.

Accordingly, benefits were divorced from any needs test, and

the level and duration of benefits were made proportional to the
claimant's prior earnings (65). Although some states have introduced
elements of need into unemployment compensation through dependents
allowances, proportionately higher benefits for low income workers,
and maximum benefit levels, unemployment compensation has remained
basically an earned right, not relief.
A goal of replacing fifty percent of claimants' weekly earnings
was proposed, but the Social Security Act itself set no requirements
for the level or duration of benefits. The fifty percent replacement
rate goal was proposed as the highest rate consistent with the concern with possible work disincentives and the uncertainty regarding

•MnmaaHaHKv
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the cost of the program (10). Concern over the cost of the program
was the major factor in limiting benefits to fifty percent of earnings.
In 1935, there was no significant difference between beforetax and after-tax earnings. Only a small percentage of the work
force paid any income tax; the rates were low for those that did
pay income taxes. Before-tax earnings are now much larger than
after-tax earnings; yet, all the state programs are structured to
replace at least fifty percent of before-tax earnings. As a result,
for those receiving less than the maximum weekly benefit amount, unemployment compensation replaces much more than fifty percent of
their after-tax earnings (24).
Secondary Objectives
There are three other major objectives of unemployment compensation:

to provide employers with an incentive to stabilize their

level of employment; to help maintain the level of aggregate demand
during periods of rising unemployment; and, to prevent the erosion
of workers' skills and training during periods of unemployment (6,
37, 43). Initially, the creation of an incentive for employers to
stabilize employment was considered to be the primary secondary objective.

Now, unemployment compensation's role as an automatic

stabilizer is considered more important.
Employers are given an incentive to stabilize their usage of
labor through a system of variable payroll tax rates, called experience rating.

A state may grant a firm with relatively stable
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employment (hence low claims relative to payments into the state
reserve fund) a lower payroll tax. The firm is still allowed to
claim the maximum credit against its Federal unemployment tax
liability.

The firm is allowed to take tax credits both for the

tax actually paid and for the additional tax it would have paid if
it had not been granted a lower tax rate.
A state may also charge rates in excess of the Federal unemployment tax rate. The average tax rate in a state may be higher or
lower than the Federal unemployment tax rate. The only limitation
is that the state reserve fund must meet certain minimum standards.
Whenever the state reserve fund falls below this minimum requirement
(benefit payments cannot exceed a set percentage of the state reserve
fund), all employers' tax rates must be increased (4).
Two methods of experience rating are generally used (by all
but nine states).

The most commonly used method (thirty-two states)

is the reserve-ratio formula. The reserve-ratio is the ratio of an
employer's net contributions (contributions minus payments to former
employees) and his annual payroll. The tax rate charged an employer
is inversely related to the employer's reserve-ratio.
The benefit-ratio technique is quite similar. The benefitratio is the ratio of the benefits collected by an employer's former
employees and the employer's annual payroll. The tax rate charged
an employer is inversely related to his benefit-ratio (4),
Experience rating is also intended to allocate the cost of
unemployment compensation according to the costs imposed upon the
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program.

Firms' whose former employees draw relatively large amounts

of benefits, thereby imposing relatively high costs upon the program,
are made to bear a larger proportion of the costs of unemployment
compensation.

The threat of higher tax rates and the possibility

of lower tax rates gives employers an incentive to help police unemployment compensation.

It is to their advantage to challenge any

claims for benefits by their former employees which the employer
believes to be unjustified (2).
Organized labor has opposed experience rating and payroll tax
financing, believing that it gives employers a strong incentive to
lobby against increases in the level of benefits. The average tax
rate in a state is determined by the adequacy of the state reserve
fund.

Increases in the level of benefits necessitates larger con-

tributions to the state reserve fund, and therefore higher tax
rates.

Hence, employers oppose increases in the level of benefits.
Labor also believes that experience rating creates the pos-

sibility for the interstate competition which hampered the development of unemployment compensation.

By keeping the level of benefits

low, a state can maintain a lower average tax rate. This makes the
state a more attractive location for businesses.

Each state has a

strong incentive to keep its tax rate fairly close to that of
neighboring states. Thus, each state has an incentive to avoid increases in the average tax rate (5).
Experience rating is a feature unique to the United States
unemployment compensation program.

President Roosevelt insisted
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upon it as a means of regularizing employment (65). Its effectiveness has been limited greatly by the ceilings the states have set on
payroll tax rates.

The range of tax rates is too small for the

potential tax savings or additional tax burden to be significant
relative to the cost of maintaining employment during a period of
declining demand (23).
The effectiveness is even less during general recessions.

As

a state's reserve fund is diminished, the tax rate paid by ewery
employer in the state, except those already paying the ceiling rate,
is automatically increased.

During a lengthy recession, every firm

in the state could have to pay the ceiling rate (4). In effect, the
program is no longer experience rated.
The effectiveness of unemployment compensation as an automatic
stabilizer has increased.

In the early years of the program, too

small a proportion of the labor force was covered for unemployment
compensation to be significant relative to aggregate demand.

Now,

with virtually the entire labor force covered, unemployment compensation has a more significant effect on the level of aggregate
demand.
Unemployment compensation is only a wery small fraction of
disposable income, even during recessions (less than two percent in
1976); but, its impact is highly significant.

Total payments in

fiscal 1976 (twenty billion dollars) were larger than the tax cut
proposed by President Ford in 1975, and about the same size as the
tax cut proposed by President Carter for 1978. Although the net
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impact of unemployment compensation is reduced in the latter stages
of recessions as payroll tax rates are increased, the net impact is
positive and substantial (38, 51).
The third secondary objective of unemployment compensation is
to help workers maintain their skills during periods of unemployment.
The fear has been that, without unemployment compensation, the unemployed would be forced to take jobs well below their level of
training, resulting in a subsequent deterioration of skills and
lower future income (43). For unemployment compensation to effectively
serve this purpose, there needs to be a more effective integration of
unemployment compensation, the employment service, and the other manpower programs (39).
The Structure of Unemployment Compensation
The current statutory provision for unemployment compensation
is the Federal Unemployment Tax Act, which is part of the Internal
Revenue Code.

There are four separate programs in all. Most workers

are covered by the fifty-three regular state programs (Puerto Rico,
the Virgin Islands, and Washington, D. C. are counted as states).
The three remaining programs cover Federal employees, ex-servicemen,
and railroad workers (14).
Virtually all private sector workers are potentially covered
by the regular state programs. Only agricultural and domestic
workers are expressly excluded from coverage.

The Unemployment

Compensation Amendments of 1976 extended partial coverage to these
groups, covering workers on large farms and in households with
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large staffs.

Coverage was also extended to most state and local

government employees; however, this is being challenged by these
government units (31).
In addition to the regular benefits, there is also the Extended
Benefits provided under the Federal-State Unemployment Compensation
Act of 1970. These benefits are triggered by high state or national
insured unemployment rates. Whenever the state insured unemployment
rate exceeds 4% and 120% of the rate for the corresponding three
months during the preceeding two years, Federal funds are made
available to finance an extension of benefits for a period equal to
one-half a beneficiary's regular duration of benefits (up to a
maximum of thirteen weeks).

The Extended Benefits can also be

triggered on a national basis. This occurs whenever the national
insured unemployment rate exceeds 4.5% for three consecutive months
(30, 67).
The trigger on both the state and national levels is the insured unemployment rate, which is always lower than the overall unemployment rate. The insured rate does not include labor force
entrants and reentrants, those who have exhausted their benefits,
and the other unemployed not eligible for unemployment compensation (27).
Financing
Unemployment compensation is financed by an employer paid
Federal payroll tax of 3.4%. The tax applies to the first $6000
earned by each employee of covered employers during the calendar
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year.

Employers are allowed to take a credit against this tax

liability of 2.7% (about 80% of the total tax liability).

Em-

ployers are also subject to state unemployment taxes. These are
charged on the same tax base, the rates being set by the individual
states.

The nonrefundable Federal share (0.7%) is used to finance

the administration of unemployment compensation and any supplemental
benefits, such as the Extended Benefits (14, 31).
All employers with one or more employees in twenty or more
weeks of the calendar year, or with a total annual payroll of $1500
(except farmers), are subject to the unemployment tax.

Additionally,

employees are subject to an unemployment tax in three states
(Alabama, Alaska, New Jersey).

All revenue from the unemployment

tax is deposited in the Federal Unemployment Trust Fund. This
fund is managed by the Treasury Department (56).
The ceiling on the payroll subject to the unemployment tax
has been a subject of controversy.

Due to the low ceiling, the

bulk of contributions are realized in the first half of the calendar
year.

Benefit payments have no relationship with the calendar year.

As a result, there is a tendency for the net flow of funds to be
positive in the first half of the year and negative in the second
half (37).
Administration
Unemployment compensation is administered through the state
public employment offices.

Claimants must file their claims for

benefits through these offices, and must register for employment
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with the public employment service.

Unemployment compensation and

the public employment service were integrated to encourage a wider
use of the public employment service, and as a means of enforcing
the requirement that beneficiaries are available for and actively
seeking employment (40).
The cost to the states of administering unemployment compensation is paid through Federal grants. These grants are funded out
of the nonrefundable Federal unemployment tax.

Federal financing

was established to ensure that the state administrations meet certain
standards (few states had civil service programs at the time).

The

Federal grants are also used as a lever to ensure that all claimants
denied benefits receive impartial hearings if they choose to appeal
the decision (28).
Provisions of the State Programs
Because of the great diversity among the state programs in
eligibility requirements, the level and duration of benefits, and
administrative techniques, no attempt is made here to explain in
detail these provisions.

Instead, the basic provisions and most

common techniques are reviewed.

Additional detail on the state

programs is given in Table 1.
Eligibility - Cause of Unemployment
Unemployment compensation has always been targeted at the
involuntarily unemployed who have a permanent labor force attachment.
The eligibility requirements reflect the attempts of legislators to
limit benefits to this group and to keep the threat of moral hazard
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TABLE 1
SELECTED CHARACTERISTICS OF STATE
UNEMPLOYMENT COMPENSATION LAWS

State

Qualifying
Requirements

Computation
of WBA

Maximum Weeks
of Benefits

Alabama

1 1/2 X hqe

1/24^

26

Alaska

$750

2.3-1.1%*
annual wages

28

Arizone

1 1/2 X hqe

1/25

26

1/26

26

Arkansas
California

30 X WBA
$750

1/24-1/27

26

60% of 1/13
hqe

26

Colorado

30 X WBA

Connecticut

40 X WBA

1/26

26

Delaware

36 X WBA

1/26

26

1/23*

34

Wash., D.C.

1 1/2 X hqe

Florida

20 weeks

1/2 aww

26

Georgia

1 1/2 X hqe

1/25

26

1/25

26'

1/26

26

Hawaii
Idaho

30 X WBA
1 1/4 X hqe

Illinois

$1000

1/20-1/25*

26'

Indiana

$500

1/25*

26

lowa

$600

1/20

26

1/25

26

1/23

26

1/20-1/25

28

Kansas
Kentucky
Louisana

30 X WBA
1 3/8 X hqe
30 X WBA
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TABLE 1—Continued

State

Qualifying
Requirements

Computation
of WBA

Maximum Weeks
of Benefits

1/22

26

1 1/2 X hqe

1/24*

26'

$1200

1/2 aww*

30

Michigan

14 weeks

63-55% aww*

26

Minnesota

18 weeks

50% aww

26

Mississippi

36 X WBA

1/26

26

Missouri

40 X WBA

1/20

26

Montana

13 X WBA

1/26

26

Nebraska

$600

1/19-1/23

26

1/25

26

Maine
Maryland
Massachusetts

Nevada

$900

1 1/2 X hqe

N.H.

$600

N.J.

17 weeks

N.M.
N.Y.
N.C.

1 1/4 X hqe
20 weeks
$550

N.D.

40 X WBA

Ohio

20 weeks

2.3-1.2%
annual wages

26'

66.7% aww

26

1/26

30

67-50% aww

26'

2.0-1.1%
annual wages

26'

1/26
1/2 aww*

26
26

1 1/2 X hqe

1/26

26

Oregon

18 weeks

1/25

26

Penn.

36 X WBA

1/21-1/25

30'

Puerto R.

30 X WBA

1/15-1/26

20'

Oklahoma
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TABLE 1—Continued

State

Qualifying
Requirements

Computation
of WBA

Maximum Weeks
of Benefits

R.I.

20 weeks

55% aww

26

S.C.

1 1/2 X hqe

1/26

26

S.D.

$400 in hq

1/22

26

Tennessee

36 X WBA

1/26

26

Texas

1 1/2 X hqe

1/25

26

Utah

19 weeks

1/26

36

Vermont

20 weeks

1/2 aww

26'

Virginia

36 X WBA

1/25

26

Washington

$1250

1/25

30

W.V.

$700

1.6-0.8%
annual wages

26'

Wisconsin

16 weeks

50% aww

34

Wyomi ng

20 weeks

1/26

26

^WBA equals this fraction of high quarter earnings
^minimum earnings in base period necessary for eligibility
hqe = high quarter earnings
WBA = weekly benefit amount
aw = annual wages
aww = average weekly wages
weeks = minimum number of weeks of employment
* = state pays dependents allowances
' = state has uniform potential duration
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within manageable limits (8). Accordingly, benefits are limited
primarily to job losers, and claimants are required to be available
for and actively seeking new employment (52).
All states deny benefits in three general cases: voluntary
separations without good cause, discharge due to misconduct, and
refusal of suitable work. The interpretation of separation for good
cause varies greatly.

The strict interpretation is that only separa-

tions for which the employer is solely responsible meet the eligibility
requirements. The liberal interpretation is that the intent of the
claimant is the decisive factor - is the claimant sincerely seeking
new employment?
Discharge for misconduct is considered to be a voluntary separation without good cause. The definition of what constitutes misconduct also varies greatly among the states.

Denial of benefits

for voluntary separation and discharge for misconduct is temporary
in most states, resulting in a penalty of four or more weeks of
benefits (28).
The majority of states consider only the cause of separation
from the claimant's last position (proximate cause).

Eleven states

consider the cause of separation from all positions held by the
claimant during the year preceding his application for benefits.
This is done to screen out persons who left a position voluntarily,
or were discharged for misconduct, then took a temporary position to
meet the eligibility requirements (52).
The requirement that beneficiaries of unemployment compensation
accept any suitable work offers (called the work test) was suggested
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by the Social Security Board as the most practical measure of a
beneficiary's availability and willingness to work.

Refusal of

suitable work is considered equivalent to a voluntary separation
without good cause. The definition of suitable work is vague in
all states.

It is largely a matter of administrative discretion in

light of the beneficiary's circumstances, local labor market conditions, and general guidelines (52).
Consider the definition of suitable work in the Texas Unemployment Compensation Act:
In determining whether or not any work is suitable for
an individual, the Commission shall consider the degree
of risk involved to his health, safety and morals at
the place of performance of his work, his physical
fitness and prior training, his experience and prior
earnings, his length of unemployment and prospects for
securing local work in his customary occupation, and
the distance of the available work from his residence (58).
These determinations are "judgment decisions based on factual information secured at a local level" (68). The guidelines for these
decisions are contained in the appeals precedent and policy manual
(69).
In addition to the work test, claimants are required to engage
in an active search for new employment (except those on layoff expecting recall).

The enforcement of this requirement tends to be

rather casual. The state public employment services do not have
adequate funds or manpower to effectively enforce this requirement.
Most states require only the beneficiary's statement that he
has actively sought work and a list of prospective employers he has
contacted (seldom verified by the employment service).

The active
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job search requirement can be satisfied by checking with any common
source of information concerning job opportunities, such as private
employment agencies, union hiring halls, and even friends and relatives (14, 28, 52).
Eligibility - Labor Force
Attachment
Each state requires either a minimum level of total earnings or
a combination of minimum earnings and a minimum number of weeks
of employment for eligibility.

These requirements must be met in

the first four calendar quarters of the five quarters preceding the
filing of the claim, called the base period (14).
Three basic techniques are used to set these eligibility requirements; they are summarized below from the least stringent to
the most stringent.

The simplest technique is to require only a

flat amount of earnings during the base period.

This minimum amount

is generally stated as a multiple of the weekly benefit amount.

This

method is not very effective in screening out seasonal and intermittant workers.

As a result, many states also require that a certain

amount of the claimant's earnings be realized outside the high
quarter, which is the quarter in which the claimant earned the
largest amount (48).
Requiring total earnings which are at least a minimum multiple
of high quarter earnings is slightly more stringent.

This screens

out those with a wide variance in their earnings over the base
period, a characteristic of seasonal and intermittant workers.

This
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requirement is usually supplemented by a requirement of a minimum
amount of earnings outside the high quarter.
The most effective technique for limiting unemployment compensation to full-time workers is the requirement of a minimum number
of weeks of employment and a minimum amount of earnings in each of
these weeks.

Claimants are also required to have a minimum amount

of total earnings during the base period.

Avoided originally due

to the lack of information and data processing capacity, this
technique is becoming more widely used (14, 52).
An examination of Table 1 indicates a complete lack of pattern
in the minimum qualifying wages required by the various states.

Not

only does virtually every state have its own distinct requirements,
but there is no discrenable relationship between the strictness of
the qualifying requirements and the level and duration of benefits.
Strict qualifying requirements are not consistently associated with
either relatively high or relatively low benefit levels.
Determihation of the Weekly
Benefit Amount
The basic goal of the state unemployment compensation programs
is to replace one-half of the eligible claimants' normal, fuU-time
weekly earnings. Several states simply pay benefits equal to onehalf the claimant's average weekly wages during the base period;
however, average weekly wages are not necessarily an accurate reflection of normal, full-time earnings. The base period is likely
to contain some weeks of unemployment or less than full-time employ-
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ment.

Thus, average weekly wages during the base period tend to

understate the claimant's normal, full-time earnings.
Reasoning that high quarter earnings more closely approximate
full-time earnings, most states pay a weekly benefit amount equal
to a fixed fraction of high quarter earnings. Paying 1/26 of high
quarter earnings yields a weekly benefit amount equal to 50% of
average weekly earnings during the high quarter. Since even the
high quarter may contain some unemployment or subemployment, many
states pay a higher fraction, as high as 1/20.

In all states, there

is a ceiling on the weekly benefit amount, the ceiling being either
a fixed sum or a fixed percentage of average weekly wages in the
state (14, 59).
We illustrate the determination of the weekly benefit amount
by tracing through a hypothetical claim in Texas.

In Texas, the

weekly benefit amount (WBA) is set as 1/25 of the claimant's high
quarter earnings. Suppose the person had earned $100 per week during
the high quarter, giving him high quarter earnings of $1300. His
WBA would be $1300 times 1/25, which is $52. The WBA in Texas is
limited to a maximum of $91 (58).
Weekly benefit amounts vary widely between states for persons
with the same income.

For example, a person with the earnings

record above would receive a WBA of $50 in Massachusetts, plus $6
per week per dependent (up to a maximum of one-half his WBA). A
family of four in Massachusetts would receive $68 per week compared
to only $52 in Texas. Benefits are above average in Massachusetts
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(although not for single persons), and benefits are below average
in Texas (14).
The variance in benefit levels is most apparent in a comparison
of maximum weekly benefit amounts. The maximum WBA ranges from $60
in Oklahoma (ignoring Puerto Rico) to $105 in Delaware.

Inclusion

of dependents allowances further widens the range.
Duration of Benefits
Several states allow each beneficiary a fixed number of weeks
of benefits; that is, all eligible persons have the same potential
duration of benefits regardless of prior earnings. This is called
uniform duration.

The majority of states, however, have a variable

duration, the length of a beneficiary's potential duration being a
function of his total earnings during his base period.
In the variable duration states, potential duration for a
beneficiary is his maximum benefit amount divided by his weekly
benefit amount (unless this is greater than the maximum number of
weeks of benefits allowed in the state).

The maximum benefit amount

is a fixed proportion of the beneficiary's earnings credits during
the base period.

The maximum number of weeks of benefits is twenty-

six in all but eleven states. No state pays more than thirty-nine
weeks of benefits (14).
Our hypothetical Texas beneficiary would be eligible for the
maximum twenty-six weeks of benefits.

In Texas, a beneficiary's

earnings credit is 27% of his total earnings during his base period.
His maximum duration is the lesser of twenty-six weeks and his
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earnings credit divided by his weekly benefit amount.

Our beneficiary

earned $5200 during his base period, making his earnings credit
$1404.

His earnings credit divided by his WBA of $52 equals 27,

meaning he is eligible for the state maximum of twenty-six weeks
of benefits (58).
Denial of Benefits
The states have almost complete freedom with regard to
eligibility requirements and the denial of benefits. The Social
Security Act set no definite requirements in this area.

It only

suggested five general cases in which benefits should be denied:
voluntary quits without good cause, discharge for misconduct, refusal of suitable work, unemployment due to involvement in a labor
dispute, and fraudulent misrepresentation to obtain benefits (28).
Due to the lack of Federal limitations, eligibility requirements can be used by a state as a policy tool. A state can seek
to discourage voluntary quits by enacting a more narrow definition
of good cause.

It can seek to reduce the disincentive effects of

unemployment compensation by requiring more evidence of active job
search or by redefining suitable work more narrowly.

The state

could also lengthen the period of disqualification.
That the states have in fact made use of eligibility requirements as a policy tool is indicated by the diversity of provisions
in the state laws and the variance in denial rates. The definition
of good cause illustrates this point.

In roughly half the states,

good cause means the separation must be entirely due to the employer.
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more or less eliminating benefits for job leavers.

In other states,

leaving a job due to family obligations, health reasons, or the
anticipation of a better job qualify as good cause (28).
The effect of the variance in state provisions and the enforcement of these provisions is reflected in the range of denial
rates.

Denials, which do not include those not meeting minimum

qualifying earnings, ranged from 11.9 per 1000 claimant contacts
(new spells of insured unemployment plus continuing claims) to
100.3 per 1000, in 1976. The national average was 29.7 (62).
There does not appear to be any strong relationship between
the level of benefits and the denial rate among the states. The
four states with lowest denial rates in 1976 were Masaachusetts
(the lowest), Wisconsin, Alabama, and Tennessee. The first two
pay relatively high benefits and are generally considered politically
liberal; the latter two states pay relatively low benefits and are
generally considered politically conservative.

The four states with

the highest denial rates were Michigan, Minnesota, Nebraska (the
highest), and Texas. Again, the first two pay relatively high
benefits and are considered politically liberal; the latter two
states pay relatively low benefits and are considered politically
conservative.
Voluntary quits without good cause was by far (67% of total
denials) the most frequent cause of denial of benefits.
for misconduct is the second most frequent reason (25%).

Denial
Denial

for refusal of suitable work was the least common cause, constituting
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less than one percent of all denials (62). This suggests that the
states have been lax in enforcing the work test.
There are two limits on the states' freedom to design and enforce eligibility requirements.

One is the eligibility require-

ments for the Federal grants for administrative expenses.

These

grants are contingent upon the state establishing an impartial appeals
procedure.

A state's administrative grant can be withheld if, in the

judgment of the Secretary of Labor, there has been a substantial
number of unjustified denials. However, the concern here is with
the consistency and fairness of the enforcement of the state's
law, not with the particular provisions of the state law (28).
The state laws must also satisfy the constitutional guarantees
of equal rights. Any provisions which would tend to systematically
discriminate against a protected group are invalid.

For example,

an exclusion of all pregnant women from benefits is invalid.

It

must be demonstrated on an individual basis that the claimant is in
fact not able and available for work.
Appeals of Rulings
When a claimant is denied benefits for any cause, he has the
right to appeal the decision of the local claims examiner.

The

appeal is first referred to a referee (a state employee, the title
varies), then to the state appeals board if the claimant is not
satisfied with the referee's decision.

If the claimant wishes, the

state appeals board's decision may be taken to the district courts
of the state.

Employers also have the right to appeal decisions.
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and frequently do so in an effort to keep their tax rate from being
increased (52, 58).
Summary
The workings of unemployment compensation can best be summarized
by tracing through the generalized procedure for a typical claimant.
The first step is for the unemployed person to register with the
public employment service and to apply for unemployment compensation
at the unemployment insurance service. The public employment service and the unemployment insurance service are administered through
the same agency, and are generally located in the same office.
At this point, the local claims examiner interviews the claimant
to determine whether the claimant is eligible. The examiner's
primary concern is the cause of the claimant's unemployment.

The

decision process followed by the examiner is illustrated in Figure 1.
Job losers for misconduct and job leavers without good cause are
declared ineligible.

Job losers laid off for economic reasons and

job leavers with good cause pass the first screening.

Labor force

entrants and reentrants are categorically ineligible.
The second test of eligibility is the claimant's availability
and willingness to work.

Registration with the public employment

service is considered evidence of this. Unelss there are particular
circumstances to indicate that the claimant is unavailable or unable
to work, registration with the public employment service is sufficient
evidence.

Disqualifying evidence consists of activities which make

one unavailable for full-time work (such as returning to school).
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physical disabilities, and registering for work for which one is
obviously not qualified or which is not available in the local
area.
Given that the claimant meets these requirements, it must then
be determined whether he has accumulated enough earnings credits and
weeks of employment to qualify for unemployment compensation.

If he

has, the claimant's weekly benefit amount and potential duration are
calculated.

In most states, there is a one week waiting period be-

fore the first payment of benefits. This waiting period begins from
the date the claim is filed, not from the beginning of the claimant's
unemployment.
The check to ensure that the claimant is available and willing
to work is a continuing one. At established intervals, usually biweekly, the claimant must check in with the public employment service (frequently this is done by telephone or mail).

This process

continues until the claimant secures new employment, is denied
benefits for failure to accept suitable work, or exhausts his
benefits.

CHAPTER III
GENERAL THEORETICAL BACKGROUND
Introduction
The number of unemployed persons is determined by the number
of spells of unemployment and the average duration of unemployment.
The unemployment rate is equal to the number of unemployed persons
divided by the civilian labor force (57). The civilian labor force
is composed of employed persons and those persons who meet the Bureau
of Labor Statistics definition of unemployed.

To be considered un-

employed, a person must have taken steps to find employment (job
interviews, checking with friends or an employment service) within
the previous four weeks, or be awaiting the start of a new job within thirty days, and have done no work for pay during the reference
week (7).
Any factor which tends to increase the number of spells of
unemployment or the average duration of unemployment w i U , given the
size of the labor force, increase the unemployment rate.

Increases

in labor force participation, with no change in the level of employment, will also increase the unemployment rate. The converse applies to decreases in the number of new spells of unemployment or
the average duration of unemployment.
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Unemployment compensation reduces the cost of being unemployed,
which affects the duration of unemployment, labor force participation, and the number of spells of unemployment.

It also affects

these three aspects of unemployment through the impact of the experience rated payroll tax financing of unemployment compensation
on the behavior of employers.
In this chapter, the channels through which unemployment compensation affects the level of unemployment are examined.

The re-

lated empirical research is reviewed and evaluated in Chapter Four.
While there is general agreement on how unemployment compensation
affects the level of unemployment, there is considerable controversy
concerning the magnitude and direction of these effects.
Employment and Unemployment
An unemployed person has three broad alternatives:

he may

engage in nonmarket activities, he may engage in job search, or he
may accept new employment (assuming there is a job at some wage,
however unattractive, available).

The first alternative consists

of all voluntary nonmarket uses of time. Job search is an investment activity.

The alternative chosen will be determined by the

person's set of preferences, his ability to finance a period of
unemployment, and the relative costs of the alternatives (2).
The preference for nonmarket versus market (job search or employment) activities is conditioned by the value of one's nonmarket
uses of time, the return to one's market uses of time, one's work
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ethic, and the social pressures toward market activities. The
ability to finance a period of unemployment is determined by the
person's nondeferrable expenses (a function of family size, financial
commitments), and financial assets and nonlabor income, such as
savings, the earnings of other family members, and any available
transfer payments (2, 47).
Job Search
The decision between job search and employment is determined
by the marginal returns and marginal costs of job search. As
Stigler has demonstrated, there are returns to job search whenever
the necessary qualifications, wages, location, and other determinants
of job choice vary among the possible job openings (54, 55). Since
this information is neither instantly nor costlessly available, job
seekers must invest time and money on sampling the possible offers.
Given the distribution of offers, the expected duration of job
search is determined by the level of the acceptance, or reservation,
wage set by the searcher. Any offer below the acceptance wage
will be rejected, and any offer above it is accepted. The acceptance
wage is more than just a minimum level of earnings.

It is a composite

of minimum job characteristics, both pecuniary and nonpecuniary. The
job seeker can expect to search longer before finding an acceptable
offer the higher he sets the acceptance wage. A higher acceptance
wage will also result in a greater expected income in the future,
provided there is a job available at that wage for which the searcher
is qualified (45, 64).
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As with any investment activity, the investment in job search
should be increased as long as the marginal value exceeds the marginal
cost.

The searcher should set that acceptance wage at which the ex-

pected marginal value just equals the expected marginal cost.

The

marginal value of job search is the expected increase in the present
value of lifetime benefits (both pecuniary and nonpecuniary) resulting from additional search.

The marginal cost is primarily the

earnings foregone because the additional time was spent in job
search rather than employed (45).
Opportunity Costs
The relevant cost of time spent on any activity is what could
have been done with that time in alternative uses. Thus, the cost
of leisure is the income one could have realized if employed, net of
taxes and work related expenses.

The cost of job search is the net

income one could have realized if employed plus any direct expenses
of job search.

The cost of work is the benefits of the leisure or

job search foregone, plus any work related expenses.
Effects on the Duration of
Unemployment
Unemployment compensation alters the relative prices of
leisure, job search, and employment.

The resulting reallocation of

time between these three alternate uses affects the duration of unemployment.

The overall effect on the duration of unemployment can

be separated into an income effect and a substitution effect.
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The Income Effect
Unemployment compensation increases the nonlabor income of
the beneficiaries.

It enables them to consume more of all goods,

including leisure and job search. Unless leisure or job search is
an inferior good, the time spent on each will be increased (30).
The net effect on the duration of unemployment is ambiguous.
The increased time devoted to leisure will lengthen the duration of
unemployment.

The increase in job search, however, has both a

positive and a negative effect on the duration of unemployment.
To the extent that the additional resources spent on job search is
composed of additional search time, the effect will be to lengthen
the duration.

Additional expenditures on the other aspects of job

search (contracting with private employment services, direct outlays
for job search) make each unit of search time more productive;
hence, to the extent that the increase in job search comes through
this channel, the effect will be to decrease the duration of unemployment.
Investment in job search consists primarily of time, hence
foregone earnings.

Direct expendutures on job search are usually

small relative to foregone earnings. Therefore, we would expect
the effect of an increase in nonlabor income to cause an increase
in search time and thereby an increase in the duration of unemployment.
The Substitution Effect
Unemployment compensation reduces the earnings loss due to unemployment; therefore, it reduces the cost of leisure and job search
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Alternatively stated, unemployment compensation reduces the net
return to new employment for an unemployed person. The rational
response of beneficiaries of unemployment compensation is to consume more of the now cheaper goods (leisure and job search) and
less of the now more expensive good (employment).

The incentive is

for beneficiaries to lengthen their duration of unemployment (22, 47)
The effect of unemployment compensation on the duration of unemployment is positively related to the level of benefits relative
to net income from employment.

Increases in benefit amounts magnify

the income effect, resulting in an increase in the time spent on
leisure and job search.

This effect will be offset to the extent

that more money is invested in job search.
An increase in benefit amounts relative to net employment
income causes a substitution of time spent unemployed (leisure and
job search) for employment.

Benefits relative to net employment

income, called the replacement rate, measures the relative costs of
leisure and job search.

Increases in the replacement rate reduce

the cost of leisure and job search, tending to increase the duration
of unemployment (30, 47).
Mortensen has indicated a possible negative effect of unemployment compensation on the duration of unemployment.

Since there is a

positive probability of a future layoff in every job, unemployment
compensation makes employment more attractive (the expected income
loss due to unemployment is less).

As a result, the unemployed will

accept a job at a lower wage. This reduction in the acceptance
wage should lead to a shorter expected duration of job search.
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The importance of Unemployment Insurance Capital, as Mortensen
/

calls it, is positively related to the probability of future layoff
in a particular job.

It is also positively related to the probabil-

ity that the worker will compile sufficient wage credits to qualify
for unemployment compensation prior to being laid-off.

Given a

combination of high probabilities for both of the above, Unemployment
Insurance Capital could lead to a reduction in the duration of unemployment.
However, it would seem that the two probabilities are negatively correlated.

A high probability of future layoff would seem to be

associated with a low probability of eligibility for unemployment
compensation; therefore, Unemployment Insurance Capital is probably
not a very important factor in job search. Moreover, Mortensen
ignored the related effects of unemployment compensation.

It acts

as a subsidy to unstable employment, which tends to increase the
number of spells of unemployment.

This is discussed below.

Effects on the Number of Spells
The increase in time devoted to leisure which is induced by
unemployment compensation unequivocably increases the unemployment
rate.

However, the net effect of the induced increase in job

search is uncertain.

The initial effect is a lengthening of the

duration of unemployment.

But, if the additional job search results

in better job matches, there will be a subsequent reduction in the
number of spells of unemployment.

A reduction in the number of

spells of unemployment tends to decrease the unemployment rate.
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Unemployment compensation reduces the cost of job search,
which increases the acceptance wage that maximizes the returns to
search.

A higher acceptance wage results in a longer expected

duration of search.

It is also associated with a greater expected

realized wage.
Recall that the acceptance wage is a composite of pecuniary
and nonpecuniary job characteristics.

One of the most important

nonpecuniary job characteristics is job security.

In general,

workers prefer a job with a lower probability of future layoff.
Thus, we would expect the increase in the acceptance wage induced by
unemployment compensation to result in not only higher realized
future earnings, but more stable jobs as well.
If there are market imperfections which tend to cause the
duration of job search to be too short, the additional search is
socially productive.

If not, the higher earnings and greater job

security are a private gain to the beneficiaries of unemployment
compensation which result from the public subsidization of job
search through unemployment compensation.
To the extent that the additional search results in a reduction
in the number of spells of unemployment, it provides substantial
social benefits. A reduction in the number of spells of unemployment would decrease the loss in output, transfer payments, and crime
which are caused by unemployment.

Since these benefits cannot be

realized directly by the searcher, the social returns to additional
job search exceed the private returns. As a result, the duration
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of job search would tend to be too short in the absence of unemployment compensation (13, 29, 46).
Specialization in Search
The effect of unemployment compensation on job search can also
tend to increase the number of spells of unemployment.

Job search

can be undertaken on a part-time basis while employed or on a fulltime basis (that is, while unemployed). The cost of job search per
unit of time is lower for the employed searcher because the foregone earnings are yery low.

Earnings would be lost only when the

searcher takes time off for interviews.
Yet, specialization in search (search while unemployed) may be
more efficient.

The searcher has more flexibility in looking for

openings and arranging interviews if he does not have to work them
around his work hours. This is particularly advantageous since the
best hours for job search are during the normal working day (1).
Anything which reduces the income loss due to unemployment
makes specialization in search more profitable relative to search
while employed.

In states which pay benefits to job leavers, un-

employment compensation creates incentives for more voluntary job
leaving for the purpose of finding a new job and for a longer delay
in starting job search for workers expecting a layoff. The result
is an increase in the number of spells of unemployment.
Effects of Experience Ratinq
Experience rating is used to give employers an incentive to
stabilize their level of employment, thereby leading to a reduction
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in the number of spells of unemployment.

Because an employer's tax

rate would be increased if he lays off workers, the cost to the
employer of maintaining employment during a decrease in demand is
lower than in the absence of unemployment compensation.

The maximum

size of this reduction in the cost of maintaining employment is
determined by the size of the employer's taxable payroll and the
difference between his current tax rate and the state maximum rate
(see Chapter Two, Secondary Objectives).
The impact of experience rating on the number of spells of unemployment is positively related to the range of tax rates in a
state and the ceiling on the earnings per employee subject to the
payroll tax.

The former measures the potential savings per dollar

of taxable payroll from maintaining employment (also the potential
penalty for not maintaining employment).

Widening the range of tax

rates increases the potential savings and penalty.

Increases in

the ceiling on taxable payroll per employee increases the base to
which potential savings or penalties apply (5).
Experience rating also affects job search by employers.

Ex-

perience rating increases the returns to additional search by employers.

Additional search should lead to better job matches.

Experience rating increases the benefits of lower turnover and increases the penalties for higher turnover; thus, employers have a
greater incentive to invest in longer search to find employees
whose qualifications and desires more closely match their own
needs (42, 53).
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The effect on the level of employment is similar to the effects of unemployment compensation on job seekers. The duration of
unemployment is increased because employers are setting more strict
acceptance standards.

The number of spells of unemployment is de-

creased to the extent that the additional search leads to better
job matches. The net effect depends on the relative magnitude of
these two influences.
Subsidization of Unstable
Employment
Unstable employment subjects the worker to the risk of income
loss and the disutility of job search; therefore, employers must pay
workers a wage premium to accept seasonal or intermittent employment.
Their product prices are higher as a result, leading to a lower output and employment in such industries.

Producers can reduce the

necessary wage premium by utilizing less seasonal or intermittent
production techniques.

The type of production technique chosen

will reflect a tradeoff between the higher costs of more stable
utilization of labor and the wage premium necessary to compensate
workers for an unstable utilization.
Unemployment compensation reduces the income loss due to unemployment.

This reduces the necessary wage premium in unstable

employment.

As a result, the costs of utilizing seasonal and in-

termittent production techniques is less. This results in lower
prices, greater output, and more employment in such industries (22,
25).
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If unemployment compensation were fully experienced rated,
it would have no effect on production costs or the allocation of
resources. The reduction in the wage premium occasioned by unemployment compensation would be offset by higher unemployment tax
rates.

Each employer would pay a cost equal to the benefits col-

lected by his former employees.

Because tax rates are limited by a

ceiling in each state (by each state's own choice), benefits to many
industries regularly exceed contributions (4). In effect, unstable
employment is subsidized by stable employment through unemployment
compensation.

The number of seasonal and intermittent jobs in in-

creased at the expense of more stable jobs. The result is an increase in the number of spells of unemployment (47).
Feldstein (23) has studied a related case: the effect of unemployment compensation on temporary layoffs.

In industries with

regularly recurring periods of inactivity (such as automobile production which has an annual retooling period), the firms must pay
either a wage premium or private unemployment compensation to compensate the workers for the loss of income during layoff.

Alterna-

tively, the firms could stabilize their usage of labor.
Unemployment compensation encourages a greater usage of
temporary layoffs. The workers' loss of income is less, therefore
they are more willing to accept temporary layoffs.
pay as high a wage premium.

Firms need not

The effect is to increase the number

of spells of unemployment, resulting in an upward bias in the unemployment rate. Since unemployment compensation is not fully ex-
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perience rated, these temporary layoffs are subsidized by industries
with more stable employment.
Effects on Labor Force
Partitipation
After a sustained period of job serach without success, unemployed persons often become discouraged and quit looking for a
job, thereby leaving the measured labor force.

Unemployment com-

pensation, however, makes continued labor force participation more
attractive for the eligible unemployed.

Unemployment compensation

is, in effect, a payment for continued labor force participation.
The resulting decrease in the discouraged worker effect causes labor
force participation to be higher than otherwise (30).
Although the true level of unemployment is unaffected, the
measured unemployment rate is increased.

Discouraged workers are

not counted as unemployed or as being in the labor force. The discouraged worker effect causes an equal reduction in the number of
unemployed and the civilian labor force, which decreases the measured
unemployment rate.
Those who view discouraged workers as hidden unemployment
obviously regard any reduction in the discouraged worker effect
which is induced by unemployment compensation as beneficial (47).
Those who consider discouraged workers to be voluntarily unemployed
obviously regard this effect as an undesirable bias in the unemployment rate.

Regardless of one's opinion, the effect of unemployment

compensation on labor force participation must be estimated and
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considered in setting policy targets for the unemployment rate.

This

has been made more important by the establishment of automatic triggers which extend the duration of benefits as the unemployment rate
increases, and the discretionary extensions of benefits which are
generally voted by Congress during recessions.
Unemployment compensation can also cause bogus labor force
participation.

If an unemployed person has compiled sufficient

earnings credits to be eligible, he has an incentive to claim to
be seeking new employment in order to collect benefits, even if he
has no intention of accepting new employment.

Unemployment com-

pensation can be collected by persons whose intention it is to leave
the labor force.

They need only claim to be seeking employment and

to avoid being caught (34).
Measured labor force participation and the measured rate of
unemployment are both increased; as a result, the measured unemployment rate is increased.

The significance of this problem is a

function of the resources devoted to the enforcement of the job
search and work test requirements (given the basic honesty of the
unemployed).
Secondary Effects
The administration of unemployment compensation does provide
some potential beneficial effects on the level of unemployment.
Claimants are required to register with the state public employment
service, which generates more contacts with these agencies.

Occasion-
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ally, projects to provide special job search assistance to claimants
have been undertaken (39, 40). The significance of the secondary
effects of unemployment compensation on job search could be increased by the states enacting more stringent job search requirements and enforcing these requirements more vigorously.
Unemployment compensation also reduces the level of unemployment because of its effect on aggregate demand.

This, however,

should not be considered in evaluating the effects of unemployment
compensation on the level of unemployment.

Any impact on aggregate

demand could be accomplished by other means. The automatic stabilizer
effect of unemployment compensation should be considered an advantage
of unemployment compensation only if it can be demonstrated that this
is the best means of maintaining aggregate demand (22).
Summary
The effects of unemployment compensation on the level of unemployment are summarized in Figure 2.

It can be seen that un-

employment compensation has conflicting effects on the unemployment
rate.

Therefore, the direction of the overall effect cannot be

determined a priori, but must be determined empirically.

The

empirical research concerning the net effect of unemployment compensation on the level of unemployment is reviewed in Chapter Four.
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CHAPTER IV
REVIEW OF PREVIOUS RESEARCH
Introduction
Empirical work on the effects of unemployment compensation on
the level of unemployment has dealt primarily with the effects of
the level and duration of benefits on the duration of unemployment.
In recent years, the research has expanded to include consideration
of the effects of other policy parameters of unemployment compensation, such as eligibility requirements and the enforcement of the
work test.
This research is reviewed in this chapter; additionally, the
hypotheses tested in this study are presented.

First, the effect of

unemployment compensation upon the cost of an additional period of
unemployment is examined in detail. This is necessary to indicate
the significance of unemployment compensation as a work disincentive
and a subsidy to job search.

It is also crucial to an understanding

of the empirical research.
The Cost of Unemployment
The effect of unemployment compensation on the choice between
leisure, job search, and employment is determined by the extent to
which it reduces the cost of being unemployed for an additional
period.

The cost of being unemployed is the loss of income, as per-

ceived by the individual.
51
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The net income from employment is the person's total earnings
(wages and salary plus fringe benefits) net of state and Federal income taxes, Social Security contributions, and work related expenses.
As of January, 1978, the employee contribution to Social Security is
6.05% of wages and salary.

The Federal income tax averages 13% of

personal income; the marginal rates range between 14% and 50% for
earned income (18, 35).
Fringe benefits and work related expenses are more difficult
to calculate.

Fringe benefits are generally figured as the employer's

contributions to private and public benefits plans; however, the contributions to public benefit plans are basically irrelevant for our
purposes.
tributions.

These contributions are primarily Social Security conA spell of unemployment has yery little, if any, effect

on a person's future stream of benefits from Social Security; therefore, there is no income lost in this regard.
The employer contributions to private benefit plans do represent substantial income to the employees.

A 1973 U. S. Chamber

of Commerce survey estimated these contributions at 6.8% of wage income (20). This obviously varies greatly, but in general, the percentage is positively related to annual earnings of the employee
and the size of the company.

The cost of these benefits on an in-

dividual basis would be much higher; hence, the cost to the employer
is less than the value to the employees of these fringes (30).
Work related expenses are those outlays which would not be
incurred in the absence of the job.

Transportation expenses and
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job-related expenses (tools, special clothing, additional insurance)
which are not paid by the employer reduce the net returns from employment.

Since these expenses are not incurred in the absence of

employment, the net income loss resulting from the loss of employment is less than the loss of after-tax gross compensation.
The loss of income due to unemployment is further reduced by
the availability of government transfer payments, primarily unemployment compensation.

The true cost of a period of unemployment

is the net loss of income, which is the net income from employment
(total earnings net of taxes and work related expenses) minus unemployment compensation and other available government transfer
payments.

The effect of unemployment compensation on the cost of

unemployment is generally stated as the percentage of net income from
employment replaced by benefits. This is referred to as the replacement rate. The cost of unemployment is inversely related to the
replacement rate.
To illustrate these concepts, we return to the example used in
Chapter Two. We looked at a family of four in Texas and a comparable
family in Massachusetts.

Each family has a single worker with weekly

earnings of $100. The Texas family would be eligible for $52 weekly
from unemployment compensation, and the Massachusetts family would
be eligible for $68 per week.
Neither family would have any Federal income tax liability;
both are well below the break even level. The family in Massachusetts
would pay $5 per week in state income tax. Social Security contribu-
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tions for each worker would be $6.05 per week.

Ignoring fringe

benefits and work related expenses, the Texas family would realize
$93.95 per week and the Massachusetts family $88.95. The cost os a
week of unemployment would be $41.95 (93.95 minus $52) for the
Texas family and $20.95 ($88.95 minus $68) for the Massachusetts
family.

The replacement rate would be 55.3% ($52/$93.95) for the

Texas family and 76.2% ($68/$88.95) for the Massachusetts family.
Determinants of the
Replacement Rate
It can be readily seen that the replacement rate is positively
related to the level of benefits, given the net employment income.
States which pay weekly benefit amounts equal to a larger proportion
of prior earnings, a higher maximum weekly benefit amount, and dependents allowances tend to have higher replacement rates.
Given the weekly benefit amount, the replacement rate is inversely related to net employment income.

Social Security con-

tributions and state and Federal income taxes decrease net employment
income, thereby increasing the replacement rate. Accordingly, replacement rates tend to be higher in those states with state income
taxes.

Fringe benefits increase net employment income, with no ef-

fect on the weekly benefit amount or tax liability; therefore, the
replacement rate is inversely related to fringe benefits as a proportion of wages.
It is difficult to generalize concerning the relationship between gross income and the replacement rate.

Replacement rates tend

to be higher for low wage earners because fringe benefits are less
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significant and many states pay higher proportions of prior earnings
to low wage earners.

On the other hand, low wage earners also pay

lower income tax rates, which implies lower replacement rates.
Income taxes are a more significant factor in increasing the
replacement rate for higher wage earners; but, this is offset by
the greater importance of fringe benefits. Additionally, the presence of maximums set on weekly benefits from unemployment compensation decreases the replacement rate for higher wage earners.
Estimation of the
Replacement Rate
The replacement rate is a simple concept; however, it is difficult to estimate in practice.

Ideally, we wish to compare a per-

son's weekly benefit amount from unemployment compensation and other
government transfer payments available to the unemployed to that
person's net income if employed.
quite simple.

Determination of the former is

Estimation of net income if employed cannot be made

precisely; therefore, simplifying assumptions are necessary for
estimations which can be used in empirical work.
Fringe benefits, work related expenses, and other available
transfer payments are wery difficult to estimate. Accurate calculations are impractical except for yery small samples.

Accordingly,

the replacement rate is generally calculated as simply the proportion
of after-tax wages prior to unemployment replaced by unemployment
compensation, rather than being based on a more comprehensive definition of net income from employment.
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The use of after-tax wages from prior employment is another
simplification; actually, it is the replacement of potential employment income, not past income, that is important.
employment income is not known.
used as a proxy.

Of course, potential

Past employment income is therefore

Since past income is the most reliable predictor of

future income, this is a fairly reliable substitution (63). Moreover, unemployment compensation does not cover a long enough period
of time for inflation or retraining to cause substantial differences
between past earnings and future earnings.
Estimation Using Aggregate Data
In studies based on aggregate data, the replacement rate is
calculated as the average weekly benefit amount divided by the
average weekly earnings in covered employment, net of taxes (correctly, adjustment for taxes should be made; frequently it is not).
This measure is an estimate of the average replacement rate for
recipients of unemployment compensation.

As such, it is much less

accurate than estimations of replacement rates based on individual
data.
This method of estimating the replacement rate tends to understate the true average replacement rate for the unemployed.

The

incidence of unemployment is inversely related to the level of
earnings; therefore, the preunemployment earnings of recipients of
unemployment compensation are less than average weekly earnings in
covered employment.

Lester estimated the weekly earnings of the un-

employed as being ten percent less than average weekly earnings in
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covered employment.

Therefore, the true average replacement is much

higher than estimates based on average weekly earnings in covered
employment (37, 38).
Related Research
In one of the earliest studies in this area, Lininger, using
data from a survey of 749 recipients of unemployment compensation
in Michigan who had just completed a spell of unemployment, examined
the relationship between the level of benefits and the number of
weeks of benefits collected by each person (41). Two measures of
benefits were used:

the ratio of the weekly benefit amount to the

preunemployment weekly wage, and the weekly wage minus the weekly
benefit amount.

Lininger introduced age, sex, race, education,

place of residence, and occupation into the regression equation to
control for all other factors which affect the duration of unemployment.
Lininger concluded that unemployment compensation does not have
a significant impact upon the duration of unemployment.

He found

that the level of benefits had no effect on the duration of unemployment for primary workers (the bulk of his sample).

He found a

"modest" effect on the duration of unemployment of secondary income
earners:

a one percent increase in the ratio of benefits to wages

was associated with a 0.4% increase in duration.
Lininger's results are questionable due to defects in his research design.

The ratio of benefits to wages is an inappropriate

measure of the effect of unemployment compensation on the cost of
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unemployment when data is taken from a single state.

There is not

enough variation in the ratio within a single state.

It is constant

up to the maximum weekly benefit amount, after which the ratio decreases steadily.

Having a substantial portion of the sample for

which an independent variable is constant obviously biases the
results in the direction of understating the effects of that variable.
It is also not clear that Lininger adequately controlled for
the effect of income on the duration of unemployment.

The duration

of job search and normal income are positively related (job search
is generally more profitable because of the greater dispersion of
earnings and the greater ability to finance search). The replacement
rate is negatively correlated with preunemployment earnings in
Lininger's study, due to the maximum level set on benefits. As a
result, Lininger's regression results are biased toward showing a
negative relationship between the replacement rate and the duration
of unemployment, thereby understating the impact of unemployment
compensation on the duration of unemployment.
Chapin (11) found unemployment compensation to have a larger
impact on the duration of unemployment.

Using cross-sectional data

by states, he estimated average duration of unemployment compensation
claims as a function of the insured unemployment rate, the ratio
of benefits to average weekly wages prior to unemployment, and the
maximum duration of benefits.
of the years 1962 through 1967.

Chapin estimated the model for each
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Chapin's results indicate that a one percent increase in the
replacement rate would cause a 0.13% increase in the duration of
actual unemployment compensation c.laims. However, the replacement
rate is statistically significant in only one of the six years tested.
Additionally, the use of the duration of claims rather than the
total duration of unemployment as the dependent variable causes an
overstatement of the impact of unemployment compensation (an error
also made by Lininger).

This results because the weeks spent un-

employed beyond the exhaustion of benefits, when unemployment compensation would have no effect, are ignored.
Ehrenberg and Oaxaca (19) also studied the effects of unemployment compensation for 1966 and 1967, but used a different data base.
They used data from the National Longitudinal Survey to study the
effects of unemployment compensation upon the duration of unemployment of certain subgroups of the labor force. The groups selected
were those likely to be most affected by any work disincentive effects of unemployment compensation:

females (age 14-24 and 30-44),

young males (14-24), and an older group of males (45-49).

Each

sample was restricted to those who had experienced at least one
spell of unemployment and had found new employment (since one of
the purposes of the study was to estimate the effect of unemployment compensation on subsequent earnings, persons who left the labor
force had to be excluded).
Using the Ordinary Least Squares technique, Ehrenberg and
Oaxaca estimated the duration of unemployment as a function of local
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labor market conditions, individual characteristics of the individual
such as age, race, financial assets, and the replacement rate (unemployment compensation/preunemployment wages).

The replacement

rate was positively correlated with the duration of unemployment for
all four groups. An increase in the replacement rate from 0.4 to
0.5 was predicted to cause an increase in the duration of unemployment of 1.5 weeks for the males 45-49, 0.2 weeks for the males 14-24,
0.3 weeks for the females 30-44, and 0.5 weeks for females 14-24.
An increase in time spent out of the labor force of 0.7 weeks for the
females 30-44 and 0.8 weeks would also result.
It is difficult to draw conclusions about the aggregate impact
of unemployment compensation from their results.

Ehrenberg and

Oaxaca investigated the effect on the duration of unemployment, but
did not consider the impact on the number of spells of unemployment.
Moreover, only the effect upon the duration of a very small portion
of the labor force was considered.

Although this portion of the

labor force is that which is most likely to be affected by the
receipt of unemployment compensation, it is also the portion least
likely to receive unemployment compensation.

Females and young males

are much more likely to work in uncovered employment or not have
compiled sufficient earnings credits than prime age males.
Several researchers have drawn upon special studies of unemployment compensation claimants for data.

Holen (32) and Burgess

and Kingston (9) used the Service to Claimants program for their
data base.

This program was conducted during 1969 and 1970 in five
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cities, each in a different state (Boston, Minneapolis-St. Paul,
Phoenix, San Francisco, and Seattle).

Claimants believed to be em-

ployable without retraining, and not awaiting recall to their
previous job were included in the program (a total of 20,000). A
test group, selected randomly, was given special job search help
by employees of the Unemployment Insurance Service.
Holen's results indicate that a $10 increase in the weekly
benefit amount would lead to a one week increase in the duration of
unemployment.

She also studied the effect of changes in other policy

parameters of unemployment compensation.

Increases in the potential

duration of benefits were associated with a longer duration of unemployment, and a higher rates of disqualifications for failure to
accept suitable work were associated with a shorter duration of
unemployment.
In contrast, Burgess and Kingston found virtually no impact
of unemployment compensation on the duration of unemployment.

A

$10 increase in the weekly benefit amount would cause only a 0.01
week increase in duration for males, and a 0.04 decrease in duration
for females, according to their results.
Both of these studies were also interested in the effect of
unemployment compensation on subsequent earnings; to accommodate
this objective, certain restrictions were placed on their samples.
Unfortunately, these restrictions make their estimates of the impact
on the duration of unemployment less reliable.

The exclusion of

persons experiencing very short durations of unemployment and those
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awaiting recall creates a bias toward an overstatement of the impact
of unemployment compensation.
There are also defects in the Service to Claimants sample.
Data on the weeks of compensated unemployment rather than the actual
duration of unemployment were collected, causing an understatement
of the duration of unemployment.

The usefulness of the sample for a

study of the effects of unemployment compensation is questionable
because of the special aid given to the participants.

This aid

probably caused the duration of unemployment to be less than otherwise, creating a negative bias.
Taking a different approach, Classen (13) examined the unemployment experience of persons receiving unemployment compensation
in a year before a substantial increase in benefits and the year
foUowing the increase.

Using data from a special study of claimants

in Pennsylvania for 1968 and 1969, Classen estimated the duration
of unemployment as a function of the weekly benefit amount and
several individual beneficiary and labor market variables.
Her results indicate that a $10 increase in the weekly benefit
amount would cause a 1.1 week increase in the duration of unemployment.

For those not awaiting recall, an increase of almost two weeks

would result from a $10 increase in the weekly benefit amount.

The

duration of unemployment of those not eligible for unemployment compensation was not affected.
Marston (44) estimated the impact of unemployment compensation
from a comparison of the insured and the uninsured unemployed in
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Michigan (1969 data).

In an attempt to reduce the differences be-

tween these two groups to just the receipt of unemployment compensation, he divided the two groups into twelve demographic subgroups.
^The expected duration of unempToyment for both the insured and the
uninsured unemployed was estimated for each of the demographic subgroups. Marston attributed the difference in the estimated duration
to the effect of unemployment compensation.
Marston found that the impact of unemployment compensation
on the duration of unemployment ranged from an increase of 15.7% to
an increase of 31.4%.

This translates into an increase in the ag-

gregate unemployment rate of between 0.19 and 0.34 percentage points.
Marston attributes much of this impact to a reduction in the discouraged worker effect; thus, he considers the impact on true unemployment to be quite minor.
Holen and Horowitz (33), using a simultaneous model estimated
on cross-sectional data by states, found no significant relationship between the level of benefits and the unemployment rate.

How-

ever, lower levels of monetary eligibility and less strict enforcement of the work rule test (as evidenced by a lower denial rate for
this cause) were found to cause increases in the unemployment rate.
Drawing on these results, Horowitz (34) hypothesized that unemployment compensation causes an increase in the level of unemployment only to the extent that benefits are paid to "nonsearchers",
that is, persons not actually actively seeking new employment.
Benefits paid to "searchers" do increase the duration of their
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search; but, this effect is offset by a decrease in the number of
spells of employment which results from more efficient job matching.
Horowitz chose the proportion of initial claimants denied
benefits for failure to accept suitable work as a proxy for the
extent that benefits are paid to nonsearchers. An increase in the
work test pass rate (a decrease in the denial rate) increases the
number of nonsearchers receiving benefits; hence, the adverse effects of unemployment compensation on the level of unemployment are
increased.

Horowitz used a simultaneous model and cross-sectional

data by states (1970 data) to test his hypotheses.
He found that an increase in the level of benefits paid to
searchers would increase the level of unemployment, but only by a
wery small amount.

A $10 increase in the weekly benefits amount

would increase the unemployment rate by 0.12 percentage points,
only a 2.5% increase.

The work test pass rate was found to have a

much more substantial impact.

A five percentage point decrease in

work test pass rate (a five percentage point increase in the denial
rate) would have reduced the unemployment rate by 0.6 percentage
points in 1970 (a 12% decrease).
Although Horowitz's results seem to support his hypotheses,
there are several problems with his research design which cast doubt
on the validity of his results. The distinction made between
searchers and nonsearchers is questionable.
anyone is purely a searcher or a nonsearcher.

It is doubtful whether
Moreover, even if

there is such a distinction, it certainly could not be made as
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simply as Horowitz makes it.

His distinction by way of the denial

rate is too arbitrary.
Additionally, Horowitz's technique makes it ^ery hard to draw
policy conclusions from the results. His estimate of the effect of
an increase in the weekly benefit amount assumes a compensating
decrease in the benefits paid to nonsearchers.

This compensation

would presumably be accomplished by an increase in the denial rate
for refusal of suitable work.

Thus, his estimate is an estimate of

the effect of an increase in the level of benefits accompanied by an
increase in the denial rate, not an estimate of the effect of an
increase in the level of benefits alone.

The effects of a pure in-

crease in the level of benefits would obviously be greater.
Evaluation of Existing Research
The research on the effects of unemployment compensation on
the level of unemployment has two principal defects: the concentration on the effect on the duration of unemployment, without considering the effects on the number of spells of unemployment; and, the
poor specification of the level of benefits.

Estimation of the im-

pact on the number of spells of unemployment is important because
the direction of the impact cannot be determined a priori.

The

number of spells could be increased by unemployment compensation,
in which case the adverse effect on unemployment caused by the
effect on the duration of unemployment would be reinforced; or, the
number of spells could be decreased, thereby reducing the adverse
effect caused by the increase in the duration of unemployment.
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Unemployment compensation affects the level of unemployment
primarily through its effect on the cost of an additional period of
unemployment (this cost being the net income foregone).

Therefore,

the measure of the level of benefits used in an empirical study
must reflect the effect on the cost of being unemployed.

Most of

the studies on unemployment compensation have used the weekly benefit
amount as the measure of the effect on this cost. An increase in the
weekly benefit amount is assumed to represent a decrease in the cost
of unemployment, hence an incentive to a longer duration of job
search.
However, higher weekly benefit amounts are not always assoicated
with a lower cost of unemployment.

To illustrate, let us consider

the case of two recipients of unemployment compensation in a state
which pays benefits equal to fifty percent of average weekly earnings.

Person A had average earnings prior to unemployment of $100

per week and person B had average earnings of $200 per week.

The

weekly benefits amounts would be $50 and $100, respectively.
The cost of being unemployed for an additional week would be
$50 for A (employment income of $100 minus weekly benefit amount of
$50; taxes have been ignored) and $100 for B. The cost of being
unempolyed is twice as great for B as it is for A.

Yet, use of the

weekly benefit amount as the measure for the effect of unemployment
compensation on the cost of being unemployed would indicate just the
opposite.

B receives twice as much per week; therefore, the cost to

B is half as much as the cost to A.
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Since the weekly benefit amount is tied to preunemployment
earnings, this measure implies an inverse relationship between preunemployment earnings and the cost of being unemployed.

However, the

true relationship between prior earnings and the cost of being unemployed is more positive than negative.

The gap between unemploy-

ment compensation and net employment income widens as income increases; the proportion of net earnings replaced by unemployment
compensation is roughly constant until the maximum weekly benefit
amount is reached.
The duration of job search is positively related to the level
of prior earnings of the searcher.

The dispersion of earnings is

generally greater and the nonpecuniary aspects of the job are generally more important at higher income levels; therefore, the optimal
duration of search is longer.

Since the weekly benefit amount is

also positively related to the level of prior earnings, the effect
of prior earnings on the duration of search (and hence unemployment)
will be attributed to the effect of the weekly benefit amount when
the latter is included in the regression equation and the former is
not.
Most of the studies of the effect of unemployment compensation
on the duration of unemployment have included the weekly benefit
amount and not included prior earnings. As a result, the effect of
unemployment compensation has been overstated.

To eliminate this

bias, either a replacement rate measure or a direct measure of the
net income loss due to unemployment should be used.
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Hypotheses of the Dissertation
The existing research on unemployment compensation has left
several questions unanswered.

It has been established that unemploy-

ment compensation is associated with a longer duration of unemployment; but, the net impact of unemployment compensation on the level
of unemployment has not been established.
of the impact on duration vary widely.

Moreover, the estimates

Some researchers have found

a substantial impact, while others have found the impact to be insignificant.

Further research is therefore necessary.

Virtually all the existing research has drawn upon data from
the latter half of the 1960's, a period of relatively tight labor
markets.

The impact of unemployment compensation during periods of

relatively slack labor markets has not been investigated.

Since the

relevance of the estimates of the impact of unemployment compensation
during periods of low unemployment is questionable for periods of
high unemployment, further research is necessary.
The purpose of this study is to fiU in these gaps. The objective is to estimate the net impact of unemployment compensation
on the level of unemployment for both a period of low unemployment
and a period of high unemployment.

Hopefully, this research will

help to answer the questions of the magnitude and direction of the
net impact on the level of unemployment and how this impact differs
between tight and slack labor markets.
Specifically, three major hypotheses are tested:
1.

Unemployment compensation causes an increase in the unemploy-
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ment rate. The payment of benefits to the unemployed reduces the
cost of being unemployed.

This leads to an increase in the average

duration of unemployment and an increase in the number of spells of
unemployment.
2.

The adverse effect of unemployment compensation on the

level of unemployment is directly related to the level of benefits
relative to net earnings (the replacement rate).
3. The adverse effect of unemployment compensation on the
level of unemployment is directly related to the maximum number of
weeks for which beneficiaries may collect benefits (the potential
duration).
Hypothesis One is tested through an examination of the impact
on the unemployment rate of variations in the percentage of the unemployed receiving unemployment compensation.
relationship.

We postulate a positive

This will also serve as an indirect test of the effect

of more stringent enforcement of the eligibility requirements of
unemployment compensation.
Each of the hypotheses is tested in its nuU form.

In the null

form, the hypotheses are that the level of unemployment is independent of (1) the percentage of the unemployed receiving unemployment
compensation; (2) the replacement rate; and, (3) the potential
duration of benefits.
The specification of the structural model used to test these
hypotheses is presented in Chapter Five. The results of the estimations of the structural model are presented in Chapter Six.

CHAPTER V
RESEARCH DESIGN AND METHODOLOGY
Introduction
There are three basic sources of data for studies of the impact
of unemployment compensation on unemployment:

data by individuals,

time series aggregate data, and cross-sectional aggregate data by
states.

Data by individuals comes from special studies of unemploy-

ment compensation claimants and other special labor force studies
(such as the National Longitudinal Survey).
The focus of this study being upon the impact of unemployment
compensation on the level of unemployment, only aggregate data would
suffice.

Since data by individuals concerns only the effects on the

duration of unemployment for those experiencing a spell of unemployment, it tells us nothing about the impact of unemployment compensation on the level of unemployment can be estimated only if both the
impact on the duration of unemployment and the impact on the number
of spells are captured.

This requires aggregate data.

Cross-sectional aggregate data by states are clearly preferable to time-series aggregate data for our purpose.

Because of the

great diversity among the state programs, there is considerable
variance in the replacement rates, the potential duration of benefits, and the percentage of the unemployed receiving benefits among
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the states.

Thus, it is possible to test for the effects of varia-

tions in these parameters on the level of unemployment.
Time-series aggregate data do not provide the necessary variance in these parameters. At the national level, changes in the replacement rate, the potential duration of benefits, and the percentage
of the unemployed receiving unemployment compensation have been slow
and gradual.

Any effect of changes in these parameters would be too

small to be distinguished from statistical noise. Moreover, the
identification of the effects of unemployment compensation would be
complicated by the structural change which has occurred in the
United States economy.
The data utilized are for the forty-eight contiguous states.
Several researchers have found that excluding Alaska and Hawaii
improved their results. On the other hand, Holen and Horowitz (33)
found their results were not significantly affected by deleting
these two states. Our preliminary tests indicated that the exclusion of Alaska and Hawaii would significantly improve the results.
Accordingly, we limited the sample to the forty-eight contiguous
states.

An explanation of the derivation of the variables included

in the structural model is given in Appendix I.
Methodology
The hypothesis of this study is that the unemployment rate is
a function of the policy parameters of unemployment compensation.
However, these policy parameters are themselves functions of the
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unemployment rate.

For example, the replacement rate and potential

duration are each functions of the unemployment rate.
At low levels of unemployment, the unemployed are primarily
labor force entrants, reentrants, and low skill, low paid workers.
As unemployment increases, workers with relatively higher and more
stable earnings become unemployed.

Since a beneficiary's potential

duration is positively related to his pre-unemployment earnings,
the average potential duration increases as the unemployment rate
increases.
The replacement rate tends to decrease as the unemployment
rate increases. As the unemployment rate increases, and relatively
higher s k i U , higher paid workers are laid-off, the percentage of
recipients subject to the ceilings on weekly benefits amounts increases.

Persons subject to these ceilings receive a weekly benefit

amount which is a lower percentage of their net pre-unemployment
earnings than those not subject to the ceilings. Therefore, the
average replacement rate decreases as the unemployment rate increases.

This effect is reinforced in those states which paid a

higher percentage benefit amount to low income workers.
As a result of this interdependence, the unemployment rate
and potential duration, and the unemployment rate and the replacement
rate are determined simultaneously.

Each of these variables is

determined within the system, that is, each is endogenous.

Func-

tional interdependence also exists between several other pairs of
variables in the structural model.

Each of these variables is thus
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also endogenous.

There must be a structural equation to estimate

each endogenous variable; therefore, the structural model is specified as a multi-equation, simultaneous model.
Due to this interdependence, the model could not be estimated
by the Ordinary Least Squares (OLS) technique.

OLS estimators are

unbiased and consistent only if the covariance between the regressors and the error terms is zero. This condition is violated whenever there is functional interdependence between a regressand and
one or more of the regressors (16).
To illustrate, let us postulate an interdependent relationship between variables X and Y. Therefore, X is a function of Y, a
vector of other variables, Z, and a random error term, U, (i.e.,
X = f(Y, Z, U.j)). Y is a function of X, a vector of other variables,
Q, and a random error term, U^ (i.e., Y = g(X, Q, U^)). If X is a
function of U-., and Y is a function of X, then Y is also a function
of U^j. Y being a function of U^., the covariance between Y and U^,
is obviously not zero.

The same is true of X and U^-

If estimated

by OLS, the estimators would not be unbiased nor consistent (16,
pp. 278-80).
To obtain consistent estimators, it is necessary to estimate
an interdependent system of equations by a simultaneous equations
technique.

We elected to estimate the structural model using the

Two-Stage Least Squares (2SLS) technique and the Three-Stage Least
Squares (3SLS) technique.

In the 2SLS technique, each endogenous

variable is estimated as a function of all the exogenous variables
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in the system.

These are called the first stage equations. The

first stage equations are estimated using OLS, which is valid because all the regressors are exogenous variables.
Next, the structural equations are estimated by OLS using
the estimated values of the endogenous variables from the first
stage equations. Since these estimated values are functions solely
of exogenous variables, they are themselves exogenous variables.
Thus, the structural equations are transformed into functions solely
of exogenous variables, and OLS is an appropriate estimation
technique (36).
Each of the structural equations is estimated independently
in the 2SLS technique. The 3SLS technique involves a simultaneous
estimation of the structural equations. The second stage equations
are estimated simultaneously by the Generalized Least Squares (GLS)
technique. These are called the third stage equations. GLS incorporates information about the contemporaneous correlation between
the error terms (36).
3SLS estimators are more efficient than 2SLS estimators (that
is, they have a smaller variance).

However, 2SLS estimators may be

preferable to 3SLS estimators. Any error in the specification of
the structural model is much more serious when using 3SLS. Specification error regarding a single endogenous variable may affect the
estimation of all the endogenous variables when the structural
equations are estimated simultaneously.

When the structural equa-

tions are estimated independently (as in 2SLS), the effects of
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specification error are generally limited to the misspecified
endogenous variable itself (16).
Empirical tests of the relative performance of 2SLS and 3SLS
estimators have been inconclusive.

Using a Monte Carlo experiment,

Cragg found 3SLS to be superior to 2SLS; but, the relative perfonnance was very close (15).
were also yery close (26).

Fisk's 2SLS results and 3SLS results

Dutta and Sharma found 2SLS to be

superior to 3SLS with regard to predictive ability (17).
Accordingly, the relative merits of 2SLS and 3SLS estimators
must be determined on a case-by-case basis.

The criteria we selected

for evaluating the results are the root mean square errors (RMSE) of
the estimators, the beta-standard deviation ratios (B/SD), and the
consistency of the signs of the coefficients with the anticipated
signs (12, 16).
The B/SD of the coefficients of a simultaneous equations
system are not strictly comparable to the t-values of the coefficients of an independent equation system.

The t-distribution is

valid only i f the disturbance terms are normally distributed.

This

is a questionable assumption for a simultaneous equations system
(12, pp. 510-13).

Thus, i t is not strictly correct to speak of the

coefficients of a simultaneous equations system as being statistically
significant on the basis of the B/SD's.
Yet, the B/SD's are all we really have to evaluate the significance of the coefficients.

The convention is to refer not to

levels of significance, but to the coefficient as having more or less
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meaning because its B/SD is relatively large or relatively small.
This tends to be awkward and rather confusing.

Therefore, for con-

venience, we shall speak of the coefficients as being either statistically significant using the t-distribution.
The Structural Model
The structural model is specified in seven equations with
seven endogenous variables.

The seven endogenous variables are:

the unemployment rate, the labor force participation rate, the percentage of the unemployed receiving unemployment compensation, the
replacement rate, the potential duration, the exhaustion rate
(persons who have exhausted their benefits as a percentage of the
number of claimants), and the denial rate (persons denied benefits
as a percentage of the number of new claimants).

The specification

of each of the structural equations is given in Table 2.
EQ 1: The Unemployment Rate
The unemployment rate (U) is determined by the demand for
labor relative to the supply of labor. We have chosen to use a
measure of the gap between potential and actual state output to
reflect this relationship (see Appendix I for an explanation of how
this was calculated).

We expect the unemployment rate to be posi-

tively related to this gap (GNPGAP).

To eliminate the interde-

pendence between U and GNPGAP, GNPGAP is lagged one year.

Potential

output is calculated along the lines suggested by Okun (50).
The supply of labor is represented by the labor force participation rate (LFP).

Given the demand for labor, the unemployment
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TABLE 2
THE STRUCTURAL MODEL

(1)

U = fWURBAN, GNPGAP, LFP, RR, PD, U I / U )
+
+
+
+
+

(2) LFP = fp(AGE, ED, BLACK, URBAN, AHE, PA, U, RR)

(3) UI/U = f-,(COV, ELIG, U, EX, DR)

(4) RR = f.(GINI, MAXPER, MINPER, INCOME, UU)
^

-

+

+

+

-

(5) PD = fr(MAXWKS, INCOME, U)
^

+

+

+

(6) EX = fg(U, PD, ELIG)

(7) DR = fy^RES, RTWORK, U)
'

-

+

=

Anticipated signs below variable names.
U = total unemployment rate in state
URBAN = percentage of state population living in urban areas
GNPGAP = potential state output minus actual state output, as a
percentage of actual state output
LFP = labor force participation rate in state (all working age
population)
AGE = median age of total state population
ED = median level of educational attainment in state
BLACK = percentage of state population which is black
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TABLE 2—Continued

AHE = average hourly earnings of production workers in manufacturing
in state
PA = average public assistance payments
UI/U = percentage of total unemployed in state receiving unemployment compensation
COV = percentage of state labor force covered by unemployment compensation
ELI6 = minimum monetary earnings necessary to be eligible for
benefits
RR = replacement rate
GINI = Gini coefficient for state
MAXPER = maximum weekly benefit amount in state as a percentage of
average weekly earnings in state
MINPER = minimum weekly benefit amount in state as a percentage of
average weekly earnings in state
INCOME = per-capita personal income in state
EX = claimants in state exhausting benefits as a percentage of new
claims filed in state
PD = potential duration of benefits in state (number of weeks per
average claimant)
DR - claimants denied benefits as a percentage of new claims in state
RES = state reserve fund at end of year/total benefit payments
during year
RTWORK = dummy variable of right-to-work law: 1 if state has a
right-to-work law; 0 otherwise
MAXWKS = maximum number of weeks of benefits available in state
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rate is expected to be positively related to LFP. U and LFP are
interdependent; this is discussed below.
Three aspects of unemployment compensation which affect the
supply of labor are included in the specification of the unemployment rate:

the percentage of the unemployed receiving unemployment

compensation (UI/U), the replacement rate (RR), and potential duration (PD). For reasons cited above, we expect the unemployment
rate to be positively related to each of these policy parameters of
unemployment compensation.
EQ 2: The Labor Force
Participation Rate
The labor force participation rate (LFP) is determined by the
returns to work, nonlabor income, and the preferences of the working
age population regarding work and leisure. Average hourly earnings
(AHE) represents the returns to work, and average public assistance
payments (PA) represents the nonlabor income (unemployment compensation is not counted in this public assistance). We expect LFP to be
positively related to AHE and negatively related to PA.
Studies of labor force participation indicate that the participation rate is positively related to age and education.

The

participation rate for blacks is lower than that for whites (40).
Thus, we expect LFP to be positively related to the median age of
the state's population (AGE) and the median level of educational
attainment (ED) and negatively related to the percentage of the
state's population which is black (BLACK).

Participation rates are

generally higher for rural states; thus, we expect LFP to be
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negatively related to the percentage of the state's population
living in urban areas (URBAN).
We also include the unemployment rate and the replacement
rate in the specification of LFP. LFP is negatively related to U
because of the discouraged worker effect.

Unemployment compensation

tends to reduce the discouraged worker effect; hence, we expect LFP
to be positively related to RR.
EQ 3: The Percentaqe of the Unemployed Receiving BenefitF
The percentage of the unemployed receiving unemployment compensation (UI/U) is determined by the proportion of the labor force
covered by unemployment compensation (COV), the monetary eligibility
requirements (ELIG), the percentage of claimants denied benefits
(DR), and the percentage of claimants exhausting their benefits
(EX).

We expect UI/U to be positively related to COV and negatively

related to ELIG, DR, and EX.
UI/U is also a function of the unemployment rate. As the unemployment rate increases, job losers as a proportion of the unemployed increases, and labor force entrants and reentrants as a
proportion of the unemployed decreases (27). Since the former
group is generally eligible for unemployment compensation and the
latter groups are not eligible, the proportion of the unemployed
receiving unemployment compensation tends to increase as the unemployment rate increases.

8T
EQ 4:

The Replacement Rate
The level of benefits paid in a state is determined by the

ability and willingness of the residents to pay such benefits. We
expect the replacement rate to be positively related to the level of
per-capita income in the state. The willingness to pay is conditioned
largely by a person's probability of becoming unemployed.

In a

state with a relatively even distribution of income, the probability
of becoming unemployed is more evenly distributed.

Thus, we posit

that states with relatively more equal distributions of income, as
measured by Gini coefficients (GINI), will pay higher replacement
rates.
The use of aggregate data necessitates the inclusion of the
minimum and maximum levels of the weekly benefit amount in the
determination of the replacement rate.

Increases in the minimum or

maximum weekly benefit amounts, as a percentage of the average
weekly earnings in the state (MINPER, MAXPER), tend to increase the
average replacement rate in a state.
EQ 5: The Potential Duration
Benefits
Potential duration (PD) is specified as a function of the
maximum number of weeks of benefits available to beneficiaries in
the state (MAXWKS), per-capita personal income in the state (INCOME),
and the unemployment rate. Potential duration is positively related
to MAXWKS, which sets the upper limit on potential duration.

INCOME

reflects the ability of the population to pay benefits; therefore,
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we expect the sign of the coefficient of INCOME to be positive.
The effect of the unemployment rate on potential duration was discussed above.
EQ 6:

The Exhaustion Rate
The percentage of claimants exhausting their benefits is in-

versely related to the potential duration of benefits - the longer
the potential duration, the less likely is a person to remain unemployed long enough to exhaust his benefits (given the demand for
labor).

The exhaustion rate is expected to be directly related to

the unemployment rate. As the unemployment rate increases, the
average duration of unemployment also increases. This means that
the probability of finding a job prior to exhausting one's benefits
is less.
The exhaustion rate in a state is also related to the degree
to which seasonal and intermittent workers are excluded from receiving unemployment compensation.

These workers are more likely to

remain unemployed long enough to exhaust their benefits than workers
with a more stable labor force attachment.

Therefore, we expect the

denial rate to be inversely related to the level of pre-unemployment earnings necessary for eligibility (ELIG).
EQ 7: The Denial Rate
The denial rate in a state reflects the social and political
attitides of the population and economic conditions in the state.
Attitudes are very difficult to represent quantitatively.

We

represent them simply through a dummy variable for whether the state
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has a right-to-work law.

States with a right-to-work law are gen-

erally more conservative politically; thus, the eligibility standards
are likely to be more strict regarding enforcement of the job search
requirements and the work test.
The unemployment rate and the denial rate are inversely related.

When unemployment is relatively high, the public employment

service must process a much larger number of unemployment compensation claims. This leaves less time to investigate the job search
efforts of each beneficiary.

The public employment service has fewer

job openings per beneficiary; therefore, denials for refusal of suitable work decline.

Since voluntary separations decrease as the un-

employment rate increases, denials for voluntary separations without
good cause also decrease.
We also included in the specification of the estimating
equation for the denial rate a measure of the adequacy of the state
reserve fund (RES).

As the state's reserve fund is depleted relative

to benefit payments, there will be greater pressure on the program
administrators to weed out ineligibles. Thus, we expect the denial
rate to be inversely related to RES.
RES is not included in the estimating equation for the replacement rate because an alteration of benefits levels requires a
change in the statutory provisions of the state unemployment compensation act.

On the other hand, the denial rate can be altered

by an administrative decision to tighten the enforcement of the
existing rules, as well as by an alteration of the statutory provisions.
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Summary
The disincentive effects of unemployment compensation are
likely to differ significantly between periods of relatively high
unemployment and periods of relatively low unemployment.

Whether

the effects are greater during recessions or during tight labor
markets must be determined empirically.

Therefore, we estimate the

structural model for two years - 1968 and 1970. The national unemployment rate was 3.6% in 1968 and 4.9% in 1970. These particular
years were selected in order that Census data might be utilized.
The results of these estimations are presented in Chapter Six.

CHAPTER VI
RESULTS OF THE STATISTICAL TESTS
Introduction
The major hypothesis of this study is that unemployment compensation has an adverse impact on the level of unemployment.

We have

postulated that the unemployment rate is a function of (1) the percentage of the unemployed receiving unemployment compensation; (2)
the replacement rate; and, (3) the potential duration of benefits.
Further, we have postulated that an increase in any of these three
policy parameters would cause an increase in the unemployment rate.
The date used in this study were taken from three major sources.
The 1970 Census was the source of the demographic data. The employment and labor force data was taken from the Employment and Training
Report of the President.

Data concerning the level of benefits and

other aspects of unemployment compensation is from Unemployment Insurance Statistics.
The purpose of this chapter is to present the results of the
estimations of the structural model. The results are evaluated according to the consistency of the signs of the coefficients with the
anticipated signs, the beta-standard deviation ratios (B/SD), and
the prediction error as evidenced by the root mean square errors
(RMSE).
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The estimated values of the endogenous variables were generated
from the reduced form equations of the structural model. The reduced
form equations were derived by solving the seven structural equations
simultaneously using matrix operations. The root mean square errors
were then calculated using these values.
The Estimated Equations
We discuss the results first by sample year; then, the results
of the two sample years are compared.

In addition to the overall

quality of the estimates, we are also concerned with the relative
merits of the Two-Stage Least Squares (2SLS) and Three-Stage Least
Squares (3SLS) estimates.
1968 Estimates
As Table 3 indicates, the 3SLS estimates are clearly superior
to the 2SLS estimates with respect to the signs and B/SD's of the coefficients that are statistically significant in the 3SLS estimates.
Of those coefficients with the correct sign, ten are statistically
significant at the one percent level in the 3SLS estimates.

Only

five coefficients with the correct sign are statistically significant
at the one percent level in the 2SLS estimates. There are also fewer
coefficients which are not of the anticipated sign in the 3SLS
estimates.
Comparison of the 2SLS and 3SLS estimates, which are presented
in Table 4 and Table 5, respectively, demonstrates the basic similarity
of the two estimates.

There are only three coefficients which are not
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TABLE 3
SUMMARY OF THE ESTIMATES

Number of Coefficients
'Correct"
Sign*

Statistically
Significant

1968 2SLS

n

12

1968 3SLS

15

16

1970 2SLS

14

14

1970 3SLS

15

16

Sign Not as
Anticipated

8

*"Correct" sign means the sign is as anticipated and the coefficient is statistically significant.
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TABLE 4
2SLS ESTIMATES FOR 1968
(1)

U = 13.28 - 0.0142 URBAN + 0.1143 GNPGAP - 0.1580 LFP
(-1.97)
(5.88)**
(-3.85)**

+ 0.0264 UI/U + 0.0066 RR + 0.1017 PD
(1.12)
(0.45)
(1.52)
(2)

LFP = 62.58 - 0.1492 URBAN + 0.0060 BLACK + 2.295 ED - 0.365 AGE
(-3.38)**
(0.09)
(2.18)*
(-1.25)
+ 1.0730 PA + 2.149 AHE - 2.259 U + 0.1759 RR
(0.32)
(1.53)
(-3.24)** (2.19)*

(3)

RR = 34.46 + 0.0520 MINPER + 0.4233 MACPER - 24.55 GINI
(0.44)
(8.28)**
(-1.20)
- 0.0005 INCOME - 1.209 U
(-0.50)
(-2.11)*

(4) UI/U = 17.49 + 10.08 COV + 0.0025 ELIG - 2.859 U + 0.0492 EX
^ ^
(4.73)*
(0.44)
(-1.33)
(0.16)
- 0.6678 DR
(-3.30)**
(5)

PD = 13.95 + 0.2692 MAXWKS + 0.0007 INCOME + 0.1070 U

(2.42)*

(0.97)

(0.23)

(6)
^^

EX = 43.76 - 0.0052 ELIG + 1.882 U - l."i78 PD
(-1.38)
(1.81)
(-2.38)*

(7)
^^

DR = 45.63 - 34.24 RES + 5.128 RTWORK - 3.766 U
(-1.36)
(1-44)
(-1.39)

B/SD's in parentheses
*

Significant at the 0.05 level

**

Significant at the 0.01 level
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TABLE 5
3SLS ESTIMATES FOR 1968
(1)

U = 12.14 - 0.0202 URBAN + 0.1029 GNPGAP - 0.1431 LFP
(-3.16)**
(5.99)**
(-4.11)**
+ 0.0116 UI/U + 0.0171 RR + 0.1291 PD
(0.69)
(1.39)
(2.69)*

(2)

LFP = 67.97 - 0.1876 URBAN - 0.0228 BLACK + 2.013 ED - 0.3080 AGE
(-5.10)**
(-0.48)
(2.67)*
(-1.50)
- 1.670 PA + 2.142 AHE - 3.112 U + 0.2706 RR
(-0.72)
(2.11)*
(-5.30)** (4.22)**

(3)

RR = 37.52 + 0.0521 MINPER + 0.4294 MAXPER - 30.99 GINI
(0.46)
(8.86)**
(-1.59)
- 0.0007 INCOME - 1.312 U
(-0.74)
(-2.30)*

(4)

UI/U = 9.943 + 10.07 COV + 0.0023 ELIG - 3.305 U - 0.0792 EX
(6-53)**
(0.56)
(-1.74)
(-0.34)
- 0.7784 DR
(-4.90)**

(5)
^ '

PD = 12.56 + 0.2957 MAXWKS + 0.0006 INCOME + 0.3022 U
(3.02)**
(1.00)
(0.66)

(6)
^^

EX = 41.74 - 0.0060 ELIG + 1.362 U - 0.9902 PD
(-1.71)
(1.30)
(-2.11)*

(7)
^

DR = 45.11 - 61.14 RES + 3.505 RTT/JORK - 2.253 U
(-3.21)**
(1.26)
(-0.89)

B/SD's in parentheses
*

Significant at the 0.05 level

**

Significant at the 0.01 level
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of the same sign in both estimates.

Since none of these coefficients

are statistically significant, it is not surprising that the sign is
unstable.
The 3SLS estimates are also superior with respect to prediction
error. The root mean square errors as a percentage of the mean of
the variable estimated (RMSE/mean), given in Table 6, are generally
lower for the 3SLS estimates. The average RMSE/mean for the 3SLS
estimates is 0.166, compared to an average RMSE/mean of 0.185 for the
2SLS estimates.
The prediction errors are relatively large for the exhausting
rate and the denial rate. As Table 7 indicates, the prediction
errors for the first-stage estimates of the exhaustion rate and the
denial rate for 1968 are also relatively large. Unfortunately, this
problem could not be circumvented by treating these variables as
exogenous.

The relationship between the unemployment rate and these

variables is too strong for this to be useful.
1970 Estimates
The 3SLS estimates are slightly better than the 2SLS estimates
with respect to the signs and B/SD's of the coefficients. As indicated in Table 3, the 3SLS estimates have one more coefficient with
the correct sign.

In addition, more of the coefficients with the

correct sign are statistically significant at the one percent level
in the 3SLS estimates than in the 2SLS estimates (twelve versus ten).
The 2SLS and 3SLS estimates are presented in Table 8 and Table 9,
respectively.

Comparison of the estimates indicates that there are
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TABLE 6
ROOT MEAN SQUARE ERRORS OF THE ESTIMATES

1968

1970

Variable

2SLS

3SLS

2SLS

3SLS

U

0.350 ^

0.344

0.591

0.511

(0.094)

(0.092)

(0.124)

(0.107)

LFP

3.399
(0.046)

3.568
(0.049)

3.594
(0.049)

3.633
(0.049)

RR

2.112
(0.051)

2.189
(0.052)

4.647
(0.107)

4.130
(0.095)

3.309

3.456

4.269

7.074

(0.103)

(0.107)

(0.111)

(0.183)

PD

3.331
(0.140)

3.132
(0.132)

1.550
(0.064)

1.923
(0.080)

EX

9.126
(0.454)

6.900
(0.343)

9.363
(0.378)

9.370
(0.378)

UI/U

*

RMSE/mean of variable in parentheses
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TABLE 7
SUMMARY OF FIRST-STAGE ESTIMATES

1968

1970

Equation

R ^ S E E / M e a n *

R^

(1) U

0.749

0.092

0.789

0.106

(2) LFP

0.504

0.036

0.545

0.034

(3) UI/U

0.766

0.148

0.771

0.164

(4) RR

0.843

0.047

0.670

0.063

(5) PD

0.425

0.076

0.463

0.065

(6) EX

0.493

0.228

0.549

0.208

(7) DR

0.312

0.397

0.368

0.338

*

SEE/Mean

SEE/Mean = Standard error of the estimate divided by the
mean of the regressand.
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TABLE 8
2SLS ESTIMATES FOR 1970
(1)

U = 10.81 - 0.0142 URBAN + 0.1147 GNPGAP - 0.0617 LFP

(-1.57)

(4.78)**

(-1.22)

- 0.0239 UI/U + 0.00454 RR - 0.0427 PD
(-0.65)
(3.48)**
(-0.46)
(2)

LFP = 60.80 - 0.1511 URBAN - 0.0234 BLACK + 2.561 ED - 0.5276 AGE
(-3.59)**
(-3.41)**
(2.455)* (-1.61)
- 4.481 PA + 2.971 AHE - 1.926 U + 0.1944 RR
(-3.79)**
(2.14)*
(-2.76)** (2.59)*

(3)

RR = 26.47 + 0.0942 MINPER + 0.3423 MAXPER - 18.74 GINI
(0.66)
(5.54)**
(-0.77)
+ 0.0015 INCOME - 0.0793 U
(1.44)
(-0.16)

(4)

UI/U = - 7.123 + 9.823 COV - 0.0012 ELIG - 0.9475 U + 0.1842 EX
(3.12)**

(-0.14)

(-0.42)

- 1.634 DR
(-3.33)**
(5)

PD = 15.44 + 0.2512 MAXWKS + 0.0002 INCOME + 0.2101 U

(2.54)*

(0.40)

(0.69)

(6)

EX = 73.06 - 0.0077 ELIG + 1.959 U - 2.230 PD
(-1.67)
(1.93) (-3.30)**

(7)

DR = 24.10 - 9.960 RES + 2.383 RTWORK - 0.9798 U
(-1.03)

(1.05)

B/SD's in parantheses
Significant at the 0.05 level
Significant at the 0.01 level

(-0.66)

(0.53)
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TABLE 9
3SLS ESTIMATES FOR 1970
(1)

U = 8.978 - 0.0172 URBAN + 0.1116 GNPGAP - 0.050 LFP
(-2.00)*

(4.90)**

(-1.06)

- 0.0294 UI/U + 0.0510 RR + 0.0079 PD
(-0.86)
(4.05)**
(0.09)
(2)

LFP = 71.28 - 0.2021 URBAN - 0.0345 BLACK + 2.167 ED - 0.7192 AGE
(-5.91)**
(-0.63)
(2.60)*
(-2.73)*

- 2.336 PA + 4.290 AHE - 3.006 U + 0.2832 RR
(-0.24)
(3.76)**
(-4.92)** (4.59)**
(3)

RR = 24.17 + 0.1142 MINPER + 0.3315 MAXPER - 12.01 GINI
(0.82)
(5.47)**
(-0.50)
+ 0.0017 INCOME - 0.1740 U
(1.62)
(-0.34)

(4)

UI/U = 2.812 + 9.490 COV + 0.0012 ELIG - 1.567 U + 0.328 EX
(4.19)**
(0.21)
(-0.79)
(1.21)
= 2.161 DR
(5.91)**

(5)

PD = 14.11 + 0.2754 MAXWKS + 0.0001 INCOME + 0.4661 U
(3.52)**
(1.28)
(1.60)

(6)

EX = 71.11 - 0.0092 ELIG + 1.511 U - 2.028 PD
(2.10)*
(1.51)
(-3.12)**

(7)

DR = 23.18 - 22.68 RES + 1.804 RTWORK + 0.0524 U
(-3.08)**
(1.09)
(0.04)

B/SD's in parentheses
Significant at the 0.05 level
**

Significant at the 0.01 level
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only two coefficients which do not have the same sign in both estimates.

Neither of these two coefficients is statistically significant.
The prediction errors of the 2SLS estimates are lower than that

of the 3SLS estimates. As shown in Table 6, the RMSE/mean of the 2SLS
estimates is lower for four of the seven endogenous variables. The
average RMSE/mean is also smaller for the 2SLS estimates, 0.153 compared to 0.160 for the 3SLS estimates. As in the estimates for 1968,
the prediction errors for the exhaustion rate and the denial rate are
relatively high.

However, the RMSE/mean of the denial rate is much

lower for the estimates for 1970 than for the estimates for 1968.
There is very little to choose between the 2SLS and 3SLS estimates for 1970. The 3SLS estimates have a slight edge with respect
to the signs and the B/SD's of the coefficients.

Yet, the 2SLS esti-

mates have smaller prediction errors. On balance, the 3SLS estimates
are preferable because of the greater number of correct signs of the
coefficients.
Comparison of 1968 and
1970 Estimates
The estimated equations for 1968 and 1970 are basically similar
with respect to the signs and B/SD's of the coefficients. There are
six instances in which the sign of a coefficient differs between the
2SLS estimates for 1968 and the 2SLS estimates for 1970. None of
these coefficients are statistically significant.

There are only

three instances in which the sign of a coefficient differs between
the 3SLS estimates for 1968 and the 3SLS estimates for 1970. Again,
none of these coefficients are statistically significant.
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The sign of the coefficient on the replacement rate is positive
in each of the four estimated equations for the unemployment rate.
It is statistically significant at the one percent level in each of
the estimates for 1970.

It is not statistically significant in either

of the estimates for 1968.
However, the sign of the coefficients of the other policy parameters differs between the estimates of the separate sample years.
The sign of the percentage of the unemployed receiving unemployment
compensation is positive in each of the estimates for 1968.

It is

negative in each of the estimates for 1970. The coefficient is not
statistically significant in any of the four estimates. The sign of
the coefficient of potential duration is negative in one of the four
estimates (2SLS, 1970).

It is statistically significant in only one

of the four estimates (3SLS, 1968).
To provide further information on the relationship between the
unemployment rate and the policy parameters, the structural model
was estimated for a pooled sample. These results are presented in
Table 10 (2SLS) and Table 11 (3SLS).

In these estimates, the co-

efficient of each of the policy parameters is of the anticipated
sign in the estimated equations for the unemployment rate. The coefficient on the replacement rate is statistically significant at
the one percent level. The coefficients of the other two policy
parameters are not statistically significant in either of the two
pooled estimates.
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TABLE 10
2SLS ESTIMATES FOR THE POOLED SAMPLE

(1) U = 12.14 - 0.0182 URBAN + 0.1169 GNPGAP - 0.1229 LFP
(-3.03)**
(7.71)**
(-3.43)**
+ 0.0157 + 0.0373 RR + 0.0363 PD
(0.68)
(3.69)**
(0.53)
(2) LFP = 62.20 - 0.1562 URBAN - 0.00003 BLACK + 2.431 ED
(-5.24)**
(0.0)
(3.30)**
- 0.4855 AGE - 0.0332 PA + 2.684 AHE - 2.122 U
(-2.18)*
(-0.02)
(2.80)**
(-4.34)**
+ 0.2013 RR
(4.06)**
(3)

RR = 21.79 + 0.0781 MINPER + 0.3835 MAXPER - 12.45 GINI

(0.80)

(9.14)**

(-0.80)

+ 0.0015 INCOME - 0.0432 U
(2.20)*
(-0.13)
(4)
^^

UI/U = - 18.75 + 10.99 COV + 0.0014 ELIG - 2.444 U +0.1804 EX
(5.09)**
(0.23)
(-1.24)
(0.68)
- 1.051 DR
(-4.27)**

(5)
^^

PD = 14.70 + 0.2644 MAXWKS + 0.0004 INCOME + 0 . 1 5 0 U
(3.75)**
(1-09)
(0.69)

(6)
^^

EX = 62.38 - 0.0067 ELIG + 2.662 U - 1.999PD
(-2.17)*
(4.03)** (-4.04)**

(7) DR = 38.90 - 20.01 RES + 2.467 RTWORK - 2.959 U
^ ^
(-1.69)
(1.09)
(-T.83)
B/SD's in parentheses
*Significant at the 0.05 level
**Significant at the 0.01 level
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TABLE IT
3SLS ESTIMATES FOR THE POOLED SAMPLE
(1)

U = T0.96 - 0.0243 URBAN + 0.1047 GNPGAP - 0.110 LFP

(-4.39)**

(7.63)**

(-3.43)**

+ 0.0034 UI/U + 0.0469 RR + 0.0682 PD
(0.17)
(5.15)**
(1.18)
(2) LFP = 71.49 - 0.1974 URBAN - 0.0322 BLACK + 1.984 ED
(8.01)**
(-0.90)
(3.46)**
- 0,5007 AGE + 0.2715 PA + 2.901 AHE - 3.175 U
(-2.85)**
(0.13)
(3.84)**
(-7.95)**
+ 0.290 RR
(7.00)**

(3)

RR = 23.07 + 0.0914 MINPER + 0.3784 MAXPER - 14.38 GINI
(0.96)
(9.28)**
(-0.92)
+ 0.0014 INCOME - 0.1006 U
(2.12)*
(-0.30)

(4) UI/U = - 2.467 + 10.31 COV + 0.0024 ELIG - 3.649 U + 0.1814 EX
(7.18)**
(0.64)
(-2.27)*
(0.91)
- 1.342 DR
(-7.73)**
(5)

PD = 13.70 + 0.2848 MAXWKS + 0.0002 INCOME + 0.4098 U
(4.78)**
(0.62)
(1.94)

(6)

EX = 62.68 - 0.0074 ELIG + 2.182 U - 1.912 PD
(2.53)*
(3.34)** (-4.01)**

(7)

DR = 37.67 - 38.77 RES + 1.940 RTWORK - 1.600 U
(-4.52)**

(1.21)

B/SD's in parentheses
*Significant at the 0.05 level
**

Significant at the 0.01 level

(-1.17)
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Evaluation of Findings
In each of the four sets of estimates, there are several coefficients which are not of the anticipated sign. There are also
cases in which the sign of a coefficient differs between the two
estimates for a sample year or between the two sample years.

For

example, the coefficient of the percentage of the unemployed receiving unemployment compensation differs between the estimates for 1968
and the estimates for 1970. The sign of the coefficient of potential
duration differs between the 2SLS and 3SLS estimates for 1970.
In each case that the sign of a coefficient differs between
the estimates for a sample year, the coefficient is not statistically
significant.

Therefore, it is not surprising that the sign of the

coefficient is unstable. More troubling are the cases in which the
sign of a coefficient is the same for all estimates, but not as
anticipated.
When the sign of a coefficient is not as anticipated, or the
coefficient is not statistically significant, either the hypothesized
relationship is incorrect or there are statistical problems causing
the incorrect sign. The most likely statistical problems which could
cause an incorrect sign are multicollinearity and simultaneity.

It

must be noted here that the use of a simultaneous estimation technique
does not assure the elimination of two-way causality between regressand and regressor.
The problem with the incorrect signs in the estimated equations
are not the result of multicollinearity.

The pairwise correlation
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is relatively low for eyery pair of regressors in the structural
model.

In only one case does the pairwise correlation exceed 0.5.

The pairwise correlation between the percentage of the population
which is black and the median level of educational attainment is
-0.679.
The incorrect signs could, however, be due to simultaneity.
Consider the negative sign of the coefficient of the labor force
participation rate in the estimated equations for the unemployment
rate. We postulated that an increase in the labor force participation
rate, other things being equal, would be associated with an increase
in the unemployment rate. We also know that the causality running
from the unemployment rate to the labor force participation rate is
negative. Higher unemployment leads to an increase in the number
of discourage workers; hence, a decrease in the labor force participation rate.

If we cannot effectively control for this simultaneity,

the sign of the coefficient on the labor force participation rate
could reflect the effect on the unemployment rate on the labor force
participation rate rather than the converse.
This is probably the cause of the negative sign of the coefficient on the Tabor force participation rate. The pairwise correlation between the unemployment rate and the labor force participation rate is negative (R = -0.427 in 1968; R = -0.221).

Notice that

the pairwise correlation is much higher for the 1968 sample than for
the 1970 sample. This is consistent with the much higher B/SD of
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the coefficient on labor force participation rate in the estimates
for 1968 than in the estimates for 1970.
Simultaneity cannot account for the incorrect signs of the coefficients of the percentage of the unemployed receiving unemployment
compensation and potential duration in the estimated equations for
the unemployment rate for 1970. We have postulated a positive
causality running from the unemployment rate to each of these policy
parameters.

Simultaneity would cause the sign of the coefficient on

the policy parameters to tend to be positive, the anticipated sign,
rather than negative.
The coefficient on the percentage of the unemployed receiving
unemployment compensation is not statistically significant in any of
the four estimates. The coefficient on potential duration is statistically significant in only one of the four estimates. Therefore, we
cannot reject the hypothesis that the unemployment is independent of
the percentage of the unemployed receiving unemployment compensation
and the potential duration of benefits. This conclusion is reinforced
by the results of the estimations for the pooled sample. These two
policy parameters are not statistically significant in either of these
estimates.
Implications of the Results
In Table 12, we present the estimated change in the unemployment rate which would result from various changes in the policy parameters of unemployment compensation.

In the text, we discuss the
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TABLE 12
IMPACT ON THE UNEMPLOYMENT RATE OF
CHANGES IN POLICY PARAMETERS
1968

1970

2SLS

3SLS

2SLS

3SLS

A

0.033

0.085

0.261

0.293

B

0.88%

2.28%

6.99%

7.84%

C^

0.074

0.191

0.415

0.466

A

0.102

0.045

-0.077

-0.095

B

2.73%

1.20%

-2.06%

-2.54%

C

0.227

0.100

-0.194

-0.239

A

0.203

0.258

-0.085

0.016

B

5.44%

6.91%

-2.28%

0.43%

C

0.647

0.822

-0.216

0.040

Change in U from
an increase in:
$5 in WBA

10% in UI/U

2 Weeks in PD

A = absolute change in U
B = percentage change in U
C = elasticity coefficient of U with respect to policy parameters
With respect to the replacement rate rather than weekly benefit
amount.
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estimated impact of changes in the policy parameters using only the
3SLS estimates.
Impact of an Increase in
the Weekly Benefit Amount
We estimate that a $5 increase in the average weekly benefit
amount (a 13.75% increase in the replacement rate) would have increased the unemployment rate in 1968 by 2.28%. This translates into
an elasticity of the unemployment rate with respect to the replacement rate of 0.191. We estimate that a $5 increase in the weekly
benefit amount (a 11.45% increase in the replacement rate) would have
increased the unemployment rate in 1970 by 7.84%. The estimated
elasticity coefficient of the unemployment rate with respect to the
replacement rate is 0.466 for 1970.
Although a $5 increase in the average weekly benefit amount
sounds small, it is larger than the increases generally enacted by
the state legislatures.

Benefit formulas are seldom changed.

The

adjustments that are generally made are in the maximum weekly benefit
amounts.

These changes affect only a portion of the beneficiaries.

An increase in the maximum weekly benefit amount would have to be
substantial to be equivalent to a $5 increase in the average weekly
benefit amount.

To illustrate this, consider the case of a state in

which the average weekly benefit amount is $50 and one-fourth of the
beneficiaries are receiving the maximum weekly benefit amount of $90.
The maximum weekly benefit amount would have to be increased by $20
(a 22% increase) to be equivalent to a $5 increase in the average
weekly benefit amount.
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Impact of an Increase in the Percentaqe of the Unemployed Receiving Unemployment Compensatiori"
The estimated impact on the unemployment rate of an increase in
the percentage of the unemployed receiving unemployment compensation
is relatively small for both 1968 and 1970. A ten percent increase
in this policy parameter is predicted to cause less than a three
percent increase in the unemployment rate for 1968. The absolute
value of a ten percent increase is also less than a three percent
change in the unemployment rate for 1970; however, the impact is
estimated to be negative for 1970.
mpact of an Increase in
Potential Duration
As shown in Table 12, the estimated impact on the unemployment
rate of an increase in the potential duration of benefits follows a
pattern opposite to the impact of an increase in the weekly benefit
amount.

A two-week increase in potential duration (slightly more than

an 8% increase) is estimated to have a much larger impact for the
1968 than for the 1970. The estimated elasticity coefficient of U
with respect to PD is substantial for 1968 and minor for 1970.
The implication that changes in potential duration have less
impact on the unemployment rate during recessions than when the labor
market is right is rather surprising.
converse.

We would have expected the

When the labor market is tight, the average duration of

unemployment is short.
duration of benefits.

It is much shorter than the average potential
It would seem that an increase in potential

duration would have little effect under such circumstances.
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The smaller estimated impact of changes in potential duration
during recessions may be due to the lack of job offers. When job
offers are relatively scarce, the duration of a person's unemployment is determined primarily by potential employers. When job offers
are relatively plentiful, job seekers have relatively more control
over the length of their unemployment.

It is in the latter circum-

stances that the potential duration of benefits is more likely to have
an impact.
Summary
The results do not suggest a substantial impact of unemployment
compensation on the level of unemployment.

We cannot reject the

hypotheses that the unemployment rate is independent of the percentage
of the unemployed receiving unemployment compensation.

The coef-

ficients of these two policy parameters were neither consistently of
the anticipated sign nor statistically significant.
We can reject the hypothesis that the unemployment rate is
independent of the replacement rate for 1970, the period of relatively
high unemployment.

The coefficient of the replacement rate is

statistically significant at the one percent level in both 1970
estimates.

However, increases in the replacement rate are not esti-

mated to cause a substantial increase in the unemployment rate.
The estimated elasticity coefficients of the unemployment rate
with respect to each of the three policy parameters of unemployment
compensation are rather low.

Of particular interest is the very
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small estimated impact of increases in potential duration for 1970,
the recession year. This suggests that the extension of benefits
during periods of high unemployment, such as the extension of benefits
to a maximum of sixty-five weeks during the 1973-1975 recession, does
not have a substantial adverse impact on the level of unemployment.

CHAPTER VII
SUMMARY AND CONCLUSIONS
The objective of this study was to investigate the impact of
unemployment compensation on the level of unemployment.

We were

particularly interested in estimating the effects of changesinthe
policy parameters of unemployment compensation on the level of unemployment.
Unemployment compensation reduces the cost of being unemployed;
thus, the cost of leisure and job search to beneficiaries is less.
We would expect a greater amount of time to be devoted to each of
the above activities, leading to an increase in the average duration
of unemployment.

The impact of unemployment compensation on average

duration is directly related to the level and duration of benefits.
The payment of benefits to job leavers reduces the cost of job
search while unemployed relative to the cost of job search while employed.

This tends to increase voluntary separations and thereby

the number of spells of unemployment.

The number of spells is also

increased by the payment of benefits to seasonal and intermittent
workers.

Unemployment compensation makes unstable work more at-

tractive, leading to relatively more employment in such jobs (which
have a higher probability of subsequent unemployment). This effect
could be reduced by more stringent eligibility standards. A tightening of these standards would be reflected in a decrease in the
107
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percentage of the unemployed receiving unemployment compensation.
Unemployment compensation can also have a beneficial effect
on the level of unemployment.

If the induced increase in the duration

of job search results in better job matches, the subsequent number
of spells of unemployment will be reduced. This tends to decrease
the level of unemployment.
The net impact of unemployment compensation on the level of
unemployment is the sum of its effects on the duration of unemployment and the number of spells of unemployment.

Since the direction

of the impact on the number of spells of unemployment cannot be
determined a priori, the direction of the net impact can only be
determined empirically.
The hypotheses of this study, stated in null form, are that
the unemployment rate is independent of (1) the percentage of the
unemployed receiving unemployment compensation; (2) the replacement
rate; and, (3) potential duration.
The research designed to test these hypotheses involved the
use of a seven equation, simultaneous model. The seven endogenous
variables in the system are the unemployment rate, the labor force
participation rate, the percentage of the unemployed receiving unemployment compensation, the replacement rate, potential duration,
the exhaustion rate, and the denial rate.
The model was estimated using cross-sectional aggregate data
by states.

It was estimated for a period of relatively low unemploy-
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ment (1968), a period of relatively high unemployment (1970), and a
pooled example-

For each example, the model was estimated by both

the Two-Stage Least Squares and the Three-Stage Least Squares
techniques.
The results were consistent with the hypothesis that the unemployment rate is independent of the percentage of the unemployed
receiving unemployment compensation.

The coefficient on this policy

parameter was not statistically significant in any of the six estimates.

Moreover, the estimated elasticity coefficient of the unem-

ployment rate with respect to the percentage of the unemployed receiving unemployment compensation was low for each estimate.
The results were not consistent with the hypothesis that the
unemployment rate is independent of the replacement rate. The coefficient on the replacement rate was of the anticipated sign in each
of the six estimates.

It was also statistically significant at the

one percent level in the estimates for 1970 and for the pooled sample.
The estimated impact of an increase in the replacement rate, however,
is not large.
We can reject the hypothesis that the unemployment rate is independent of the potential duration of benefits for only one of the
six estimates. The coefficient on potential duration was statistically
significant only in the 3SLS estimate for 1968. The estimated impact
on the unemployment rate of an increase in potential duration is very
small for 1970, the period of relatively high unemployment.
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The results suggest that an increase in the level of benefits
during a recession would have a significant impact on the level of
unemployment only if benefits were increased substantially.

However,

even if the duration of benefits were increased substantially, there
would be no significant impact on the unemployment rate during a recession.

When the labor market is tight, the impact is reversed.

The results suggest virtually no impact on the unemployment rate of
an increase in the replacement rate and a substantial impact on the
unemployment rate of an increase in potential duration.
Implications for Further Research
Research concerning the impact of unemployment compensation on
unemployment has drawn generally upon either data by individuals or
cross-sectional aggregate data by states. Studies using data by individuals have focused on the impact of unemployment compensation on
the behavior of individuals who have experienced a spell of unemployment.

There has been no consideration given to the impact on the

probability of a person's becoming unemployed (that is, the impact on
the number of spells of unemployment).

These studies have yielded only

estimates of the impact of unemployment compensation on the duration
of unemployment.
Cross-sectional aggregate data by states includes all persons
in the labor force; thus, the impact of unemployment compensation on
both duration and the number of spells is captured.

In this sense,

cross-sectional aggregate data by states is superior to data obtained
from special studies of beneficiaries of unemployment compensation.
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The weakness of cross-sectional aggregate data by states is
the lack of detail.

Data by individuals yields detailed information

on the replacement rate and potential duration for each beneficiary.
Cross-sectional aggregate data by states yields only the average replacement rate and the average potential duration for the state.
r

This problem is particularly severe with respect to the replacement rate.

It varies among beneficiaries in a state much more

than potential duration.

Because of the ceilings on weekly benefit

amounts, the average replacement rate in each state represents a
group of beneficiaries in which many receive much more than the
average and many receive much less than the average. Further detail
is lost due to dependents allowances and benefit formulas which pay
larger replacement rates to low income beneficiaries.
The danger is that some of the impact of unemployment compensation will not be captured due to the lack of accuracy concerning
the replacement rate and potential duration. Obviously, we would
get more accurate estimates of the impact on the unemployment rate if
we had more accurate representation of the replacement rate and
potential duration.
An approach which might combine the strengths of the two above
approaches is the use of longitudinal data.

Ehrenberg and Oaxaca (19)

used data from the National Longitudinal Survey to study the impact
of unemployment compensation on the duration of unemployment.

They

limited their data base to those who had experienced a spell of unemployment.

A study also including those who did not experience a
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spell of unemployment would reflect the impact of unemployment compensation on the duration of unemployment and the probability of
becoming unemployed, that is, the total impact on the level of unemployment.
Another area of unemployment compensation which merits further
research is the work test. The work test is the requirement that
beneficiaries of unemployment compensation accept any "suitable work"
offered them through the public employment service. The definition
of suitable work in the state unemployment compensation laws is vague;
as a result, denial of benefits for this cause is relatively infrequent.
More strict enforcement of the work test would require better
definitions of suitable work.

Improvement in this area could also

improve the functioning of the welfare system as well as unemployment
compensation.

President Carter's proposed welfare system would pro-

vide benefit amounts which are based on distinctions of a person's
ability and willingness to work.

The benefit amounts are also based

on whether there is suitable work available to a claimant in the area.
Any research concerning the use of the work test in unemployment
compensation would be very helpful in the implementation of the Carter
welfare plan.

REFERENCES
1. Alchian, Armen A. "Information Costs, Pricing, and Resource
Unemployment." Microeconomic Foundations of Employment
and Inflation Theory. Edmund S. Phelps et al. New York:
W. W. Norton, 1970.
2.

Becker, Gary S.

Economic Theory.

New York:

Knofp, 1971.

3.

Becker, Joseph M. The Adequacy of the Benefit Amount: Unemployment Insurance. Kalarazoo, Mich.: W. E. Upjohn
Institute for Employment Research, 1961.

4.

. Experience Rating in Unemployment Insurance.
Baltimore: The Johns Hopkins University Press, 1972.

5.

. Experience Rating in Unemployment Insurance: Vice
or Virtue. Kalamazoo, Mich.: W. E. Upjohn Institute for
Employment Research, 1972.

6.

Blaustein, Saul J. Unemployment Insurance Objectives and
Issues. Kalamazoo, Mich.: W. E. Upjohn Institute for
Employment Research, 1968.

7. Breggar, John E. "Unemployment Statistics and What They Mean."
Monthly Labor Review. Vol. 94-11 (November 1971) pp. 22-29,
8.

Brown, J. Douglas. An American Philosophy of Social Security.
Princeton, N. J.: Princeton University Press, 1972.

9.

Burgess, Paul L., and Jerry L. Kingston. "The Impact of Unemployment Insurance Benefits on Reemployment Success."
Industrial and Labor Relations Review. Vol. 30-1 (October
1976) pp. 25-31.

10.

Burns, Eveline M. Toward Social Security.
Hill, 1936.

11.

Chapin, Gene. "Unemployment Insurance, Job Search, and the
Demand for Leisure." Western Economic Journal. Vol. 9-1
(March 1971) pp. 102-107.

12.

Christ, Carl F. Econometric Models and Methods. New York:
John Wiley and Sons, 1966.

113

New York:

McGraw-

114
13.

Classen, Kathleen. "The Effect of Unemployment Insurance on
the Duration of Unemployment and Subsequent Earnings."
Center for Naval Analysis, 1975. Abridged version published
in Industrial and Labor Relations ReTations, (July 1977).

14.

Comparison of State Unemployment Insurance Laws. U. S. Department of Labor. Washington, D. C : U. S. Government
Printing Office, annual editions.

15.

Cragg, J. G. "On the Relative Small-Sample Properties of
Several Structural Equation Estimators." Econometrica.
Vol. 35-1 (January 1967) pp. 89-110.

16.

Dutta, M. Econometric Methods.
Publishing Co., 1975.

17.

Dutta, M., and P. L. Sharma. "Alternative Estimators and
Predictive Power of Alternative Estimators: An Econometric
Model of Puerto Rico." Review of Economics and Statistics.
Vol. 55-3 (August 1973) pp. 381-385.

18.

Economic Report of the President, 1977. Washington, D. C :
U. S. Government Printing Office, 1977.

19.

Ehrenberg, Ronald G., and Ronald L. Oaxaca. "Unemployment
Insurance, Duration of Unemployment, and Subsequent Wage
Gain." American Economic Review. Vol. 66-5 (December 1976)
pp. 754-766.

20.

Employee Benefits, 1973. Washington, D. C :
Commerce, 1973.

21.

Feldstein, Martin S. "Lowering the Permanent Rate of Unemployment." Joint Economic Committee, Congress of the
United States, September 18, 1973, pp. 91-101.

22.

. "Social Insurance."

Cincinnati:

South-Western

U. S. Chamber of

Unpublished paper, 1975.

23.

. "Temporary Layoffs in a Theory of Unemployment."
Journal of Political Economy. Vol. 84-5 (October 1976)
pp. 937-957.

24.

. "Unemployment Compensation: Adverse Incentives
and Distributional Anomalies." National Tax Journal.
Vol. 74 (June 1974) pp. 231-244.

115
25.

Fields, Gary S. "The Direct Labor Market Effects of the U. S.
Unemployment Insurance System: A Review of Recent Evidence."
Unpublished paper, Yale University, 1976. Abridged version
published in Industrial and Labor Relations Review,
(February 197771

26.

Fisk, P. R. Stochastically Dependent Equations.
Charles Griffen, 1967.

27.

Green, Gloria P. "Measuring Total and State Insured Unemployment." Monthly Labor Review. Vol. 94-6 (June 1971)
pp. 37-48.

28.

Haber, William, and Merrill G. Murray. Unemployment Insurance
in the American Economy. Homewood, 111.: Irwin, 1966.

29.

Hall, Robert E. "Turnover in the Labor Force."- Brookings
Papers on Economic Activity. 1972: 3.

30.

Hammermesh, Daniel S. Jobless Pay and the Economy.
The Johns Hopkins University Press, 1977.

31.

Hickey, Joseph A. "State Unemployment Insurance: Legislative
Changes in 1976." Monthly Labor Review. Vol. 100-2
(February 1977) pp. 46-51.

32.

Holen, Arlene. "Effects of Unemployment Insurance Entitlement
on Duration of Job Search Outcome." Unpublished paper.
Abridged version published in Industrial and Labor Relations
Review, (July 1977).

33.

Holen, Arlene, and Stanley A. Horowitz. "The Effect of Unemployment Insurance and Eligibility Enforcement on Unemployment." Journal of Law and Economics. Vol. 17-2
(October 1974) pp. 403-431.

34.

Horowtiz, Stanley A. "A Model of Unemployment Insurance and
the Work Test." Industrial and Labor Relations Review.
Vol. 30-4 (July 1977) pp. 462-466.

35.

Individual Income Tax Returns; Statistics of Income. Department of the Treasury, Internal Revenue Service, various
years.

36.

Johnston, J. Econometric Methods, 2nd ed.
Hill, 1972.

London:

Baltimore:

New York:

McGraw-

116
37.

Lester, Richard A. The Economics of Unemployment Compensation.
Princeton, N. ô.~ Princeton University Press, 1962.

38.

. "The Economic Significance of Unemployment Compensation, 1948-1959." Review of Economics and Statistics.
Vol. 42-4 (November 1960) pp. 349-372.

39.

Levine, Louis. The Role of Unemployment Insurance in National
Manpower Policies. Kalamazoo, Mich.: W. E. Upjohn Institute
for Employment Research, 1972.

40.

Levitan, Sar A., Garth L. Mangum, and Ray Marshall.
Resources and Labor Markets, 2nd ed. New York:
and Row, 1976.

41.

Liniger, Jr., Charles A. Unemployment Benefits and Duration:
A Study of the Effect of Weekly Unemployment Benefit Amounts
on the Duration of Unemployment Benefits. Ann Arbor, Mich.:
Institute for Social Research, University of Michigan, 1963.

42.

Lippman, Steven A., and John J. McCall. "The Economics of Job
Search." Economic Inquiry. Vol. 14-2 (June 1976) pp. 155189.

43.

Major Objectives of Federal Policy With Respect to the FederalState Employment Security Program. U. S. Department of
Labor, General Administration Letter No. 305, April 25,
1955.

44.

Marston, Stephen T. "The Impact of Unemployment Insurance
on Job Search." Brookings Papers on Economic Activity.
1975:1, pp. 13-48.

45.

Mortensen, Dale T. "Job Search, the Duration of Unemployment,
and the PhiUips Curve." American Economic Review. Vol.
60-5 (December 1970) pp. 847-862.

46.

Human
Harper

. "Unemployment Insurance and Job Search Decisions."
Industrial and Labor Relations Review. Vol. 30-4 (July
1977) pp. 505-517.

47.

Munts, Raymond, and Irwin Garfinkel. The Work Disincentive
Effects of Unemployment Insurance. Kalamozoo, Mich.:
W. E. Upjohn Institute for Employment Research, 1974.

48.

Murray, Merrill G. The Treatment of Seasonal Unemployment
Under Unemployment Insurancil Kalamazoo, Mich.: W. E.
Upjohn Institute for Employment Research, 1971.

117
49.

Nelson, Daniel. Unemployment Insurance: The American Experience,
1915-1935. Madison, W i s c : The University of Wisconsin
Press, 1969.

50.

Okun, Arthur M. "Potential GNP: Its Measurement and Significance." Proceedinqs of the American Statistical Association, Business and Economics Section. 1962, pp. 98-104.

51.

Palomba, Neil A. "Unemployment Compensation Program: Stabilizing or Destabilizing." Journal of Political Economy.
Vol. 76-1 (January/February 1968) pp. 91-100.

52.

Roche, George S. Entitlement to Unemployment Insurance Benefits.
Kalamazoo, Mich.: W. E. Upjohn Institute for Employment
Research, 1973.

53.

Spence, Michael. "Job Market Signalling." Quarterly Journal
of Economics. Vol. 87-3 (August 1973) pp. 355-374.

54.

Stigler, George J. "The Economics of Information." Journal
of Political Economy. Vol. 69-3 (June 1961) pp. 213-225.

55.

. "Information in the Labor Market." Journal of
Political Economy. Vol. 70-5 (October 1962) pp. 94-105.

56.

Strengthening Unemployment Insurance: Program Improvement.
Kalamazoo, Mich.: W. E. Upjohn Institute for Employment
Research, 1975.

57.

Suits, Daniel B. Principles of Economics.
and Row, 1970.

58.

Texas Unemployment Compensation Act. (Art. 5221b, V. A. C
Texas Employment Commission, 1977.

59.

Unemployment Compensation: Proposed Permanent Changes. Washington, D. C : American Enterprise Institute, 1974.

60.

Unemployment Compensation, What and Why? U. S. Social
Security Board, publication no. 14, 1937.

61.

Unemployment Insurance: State Laws and Experience.
D. C : U. S. Government Printing Office, 1971.

62.

Unemployment Insurance Statistics^ U. S. Department of Labor,
Washington, D. C , various issues.

New York:

Harper
S.)

Washington,

118
63. Welch, Finis. "What Have We Learned From Empirical Studies
of Unemployment Insurance?" Industrial and Labor Relations
Review. Vol. 30-4 (July 1977) pp. 451-461.
64.

Whipple, David. "A Generalized Theory of Job Search." Journal
of Political Economy. Vol. 81-5 (September/October 1973)
pp. 1170-1189.

65. Witte, Edwin E. The Development of the Social Security Act.
Madison, W i s c : The University of Wisconsin Press, 1962.
66.

Zell, Steven P. "Unemployment Insurance, Part I: Programs
and Procedures." Federal Reserve Bank of Kansas City
Monthly Review. (February 1976) pp. 11-20.

67.

. "Unemployment Insurance, Part II: Programs and
Problems." Federal Reserve Bank of Kansas City Monthly
Review. (June 1976) pp. 16-24.

68.

Letter from John W. Bradley, Assistant Chief, Unemployment
Insurance, Texas Employment Commission, December 6, 1977.

69.

Letter from H. D. Crisler, Manager, Dallas Central Office,
Texas Employment Commission, December 7, 1977.

APPENDIX
I. Derivation of Variables
II.

First-Stage Equations, 1968

III.

First-Stage Equations, 1970

119

120
APPENDIX I

DERIVATION OF VARIABLES
Most of the variables used in the structural model were used
either as the data are published or as a ratio of data as published.
Three variables (GNPGAP, RR, ELIG) required further manipulation.
The procedure used to derive each of these variables is described
below.
A.

GNPGAP = (Potential Output - Actual Output)/Actual Output

Potential Output for 1964 for each state was estimated using
Okun's formula, GNPGAP = 3.2(U - 0.04). Transformed, this yields,
Potential Output = 3.2(U + 0.2725) Actual Output. Output is not
available on a state basis; therefore, personal income was used as
a psoxy for output.
Potential Output was calculated for the sample years assuming
a 3.5% annual growth rate. Potential Output was adjusted for the
state's rate of population growth relative to the average for all
states.
B.

RR = Average Weekly Benefit Amount/Average Weekly Net
Earnings

Net Earnings are gross compensation minus taxes and work related expenses. To simplify the calculation, fringe benefits and
work related expenses were ignored. Thus, Net Earnings equals
wages minus Federal and state income taxes and Social Security taxes,
The Federal tax rate used was the average rate for each state.
C

ELIG = Minimum earnings necessary for eligibility

The procedure for determining ELIG depended upon the technique
the particular state uses to set its monetary eligibility requirements. For the states which require only a minimum lump sum, ELIG
is that total (Alaska requires $750; ELIG = $750). For the states
which require a multiple of the weekly benefit amount (WBA), ELIG
equals the minimum WEB times the multiple required (Arkansas requires 30 X WBA; ELIG = 30 X $15 = $450).
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ELIG was calculated as the minimum number of weeks of employment times the minimum required earnings per week for those states
with such requirements (Florida requires 20 weeks with at least
$20 per week; ELIG = 20 X $20 = $400). Finally, for those states
which require a multiple of high quarter earnings (HQE), ELIG was
calculated as that multiple times the minimum HQE. Minimum HQE
equals the minimum WBA times the inverse of the proportion of HQE
which is paid to beneficiaries (Arizone requires 1.5 X HQE and pays
0.04 of HQE; minimum HQE = 25 X $10 = $250; ELIG = 1.5 X $250 =
$375).
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FIRST-STAGE EQUATIONS, 1968

Variable

U

LFP

UI/U

RR

COV

0.331
(1.49)

0.564
(0.42

7.025
(2.89)

-1.138
(-1.14)

MAXWKS

0.055
(2.32)

-0.019
(-0.13)

0.138
(0.54)

-0.008
(-0.07)

AGE

0.001
(0.02)

-0.002
(-0.07)

1.306
(2.56)

- .555
(-2.65)

ED

- .0109
(-0.54)

1.823
(1.50)

-0.153
(-1.01)

-0.159
(-2.56)

URBAN

-0.004
(-0.47)

-0.126
(-2.30)

0.057
(0.57)

0.061
(1.49)

AHE

0.472
(1.74)

0.526
(0.32)

-5.566
(-1.87)

-3.146
(-2.58)

GINI

5.065
(1.03)

-47.06
(-1.58)

-86.76
(-1.61)

-7.307
(-0.33)

-0.649
(-0.94)

2.855
(0.68)

2.137
(0.28)

0.567
(0.18)

RES

3.879
(3.24)

3.064
(0.42)

46.06
(3.52)

10.21
(1.90)

MAXPER

0.002
(0.19)

0.027
(0.50)

-0.086
(-0.88)

0.410
(10.21)

RTWORK

-0.192
(-1.03)

1.532
(1.36)

-1.933
(-0.95)

0.621
(0.75)

MINPER

-0.034
(-1.45)

-0.037
(-0.26)

-0.078
(-0.31)

0.016
(0.15)

GNPGAP

0.077
(3.37)

-0.212
(-1.54)

0.088
(0.35)

-0.208
(-2.04)

INCOME

-0.001
(-2.36)

0.002
(0.75)

0.003
(0.76)

0.001
(0.31)

PA
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Variable
ELIG
constant
R2

df
SE2

SE'^/mean

Variable

U

LFP

UI/U

0.001
(2.03)

-0.000
(-0.05)

-0.001
(-0.13)

-0.002
(-1.00)

0.466

64.01

12.41

36.66

0.749
31
0.1885

0.504
31
6.914

0.766
31
22.55

0.843
31
3.783

0.050

0.094

0.701

0.091

PD

EX

RR

DR

COV

0.396
(0.43)

-2.718
(-1.16)

-7.790
(-1.36)

MAXWKS

0.340
(3.43)

0.075
(0.30)

-0.992
(-1.52)

AGE

-0.024
;-0.T2)

0.535
(1.08)

-0.599
(-0.50)

ED

-0.275
;-0.33)

1.101
(0.52)

-1.008
(-0.20)

BLACK

-0.003
;-0.06)

0.117
(0.80)

0.140
(0.39)

URBAN

-0.059
;-1.55)

0.227
(2.37)

0.375
(1.61)

AHE

-0.148
;-o.i3)

4.224
(1.47)

0.106
(0.02)

GINI

-13.31
;-0.65)

31.18
(0.60)

-93.81
(-0.75)

PA

-6.007
;-2.08)

-1.156
(-0.16)

-2.725
(-0.15)

RES

9.295
(1.86)

20.11
(1.59)

-72.70
(-2.37)
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Variable
MAXPER

PD

EX

DR

-0.058
(-1.55)

(-1.18)

0.124
(0.54)

-1.804
(-2.32)

2.456
(1.25)

4.027

(0.85)

MINPER

-0.092
(-0.95)

0.162
(0.66)

0.970
(1.63)

GNPGAP

-0.166
(-1.74)

-0.094
(-0.39)

0.284
(0.49)

INCOME

0.001
(0.89)

-0.008
(-2.17)

0.004
(0.45)

ELIG

0.000
(0.27)

-0.003
(-0.65)

-0.005
(-0.56)

constant

24.07

-3.856

132.9

R2

0.425
31
3.299

0.493
31
21.039

0.312
31
123.5

0.139

1.047

4.406

RTV/ORK

íh
2
SE /mean

t = values in parentheses

-0.112
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FIRST--STAGE EQUATIONS, 1970

Variable

U

LFP

UI/U

RR

COV

0.608
(2.41)

-0.496
(-0.40)

8.041
(2.59)

0.114
(0.08)

MAXWKS

0.038
(1.37)

0.072
(0.53)

0.140
(0.41)

-0.083
(-0.55)

AGE

-0.047
(-0.86)

-0.044
(-0.16)

1.645
(2.45)

-0.716
(-2.42)

ED

-0.209
(-0.89)

1.754
(1.52)

-4.789
(-1.65)

1.078
(0.85)

BLACK

-0.005
(-0.33)

-0.039
(-0.49)

-0.127
(-0.63)

-0.008
(-0.09)

URBAN

-0.006
(-0.58)

-0.126
(-2.51)

-0.017
(-0.13)

-0.024
(-0.43)

0.586
(2.08)

1.058
(0.77)

-7.532
(-2.18)

-2.455
(-1.61)

GINI

-0.656
(-0.11)

-46.53
(-1.65)

-107.5
(-1.52)

-17.61
(-0.56)

PA

-0.552
(-0.21)

-5.678
(-0.44)

58.02
(1.81)

13.43
(0.95)

RES

4.512
(6.94)

4.224
(1.33)

40.98
(5.12)

9.496
(2.70)

MAXPER

-1.244
(-1.11)

5.729
(1.05)

-16.33
(-1.19)

31.11
(5.13)

RTWORK

0.003
(0.01)

0.824
(0.70)

-0.168
(-0.06)

0.984
(0.76)

MINPER

-0.028
(-1.01)

0.012
(0.92)

-0.784
(-2.30)

-0.013
(-0.09)

AHE
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Variable

U

LFP

UI/U

RR

GNPGAP

0.064
(2.94)

-0.311
(-2.93)

0.078
(0.29)

-0.172
(-1-46)

INCOME

-0.001
(-2.84)

0.002
(1.13)

0.009
(0.19)

0.002
(0.96)

0.000
(0.67)

0.000
(0.21)

-0.007
(-1.24)

-0.001
(-0.56)

ELIG
constant
R2

df
SE2

2
SE /mean

Variable

5.105

65.85

46.82

40.13

0.789
31
0.256

0.545
31
6.336

0.771
31
40.054

0.670
31
7.557

0.054

0.086

1.038

0.174

PD

EX

DR

COV

0.609
(0.79)

-5.540
(-2.20)

-4.212
(-1-45)

MAXWKS

0.287
(3.37)

0.014
(0.05)

-0.326
(-1.02)

-0.996
(-1.39)

0.230
(0.10)

2.045
(0.76)

BLACK

0.010
(0.19)

-0.080
(-0.48)

0.093
(0.49)

URBAN

-0.041
(-1.32)

0.318
(0.08)

0.205
(1.73)

AHE

-0.456
(-0.53)

3.430
(1.22)

4.302
(1.33)

AGE
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Variable
GINI

PD

EX

DR

-11.78
(-0.67)

52.64
(0.91)

-10.32
(-0.16)

26.12
(3.29)

-36.32
(-1.39)

-28.14
(-0.94)

RES

-1.365
(-0.69)

18.15
(2.79)

-20.01
(-2.68)

MAXPER

-10.36
(-3.05)

-4.051
(-0.36)

13.14
(1.02)

RTWORK

0.293
(0.40)

2.891
(1.20)

0.510
(0.18)

MINPER

-0.152
(-1.81)

0.518
(1.87)

0.471
(1.48)

GNPGAP

0.112
(1.69)

-0.160
(-0.74)

-0.039
(-0.16)

INCOME

-0.000
(-0.04)

-0.005
(-1.36)

0.000
(0.01)

ELIG

-0.002
(-1.32)

-0.006
(-1.35)

0.001
(0.13)

constant

38.22

16.88

12.97

R2

0.463
31
2.444

0.549
31
26.51

0.368
31
34.96

0.102

1.070

1.999

PA

SE2

2

SE /mean

t= values in parentheses

