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EXECUTIVE SUMMARY

In recent years, some economists and policymakers have come to believe that the federd-date
unemployment insurance (Ul) system plays an ever-diminishing role as a stabilizing force in the U.S.
economy. This report takes a fresh look at Ul s effectiveness and relative importance as an automatic
economic sabilizer. The report reviews the arguments made by critics of the program, updates previous
quantitative studies of Ul” s economic stabilization effect, and introduces a new, expanded modd to test
the program’ s effectiveness over the last 25 years. The report concludes there is no evidenceto support
the view that the structure of the economy has changed in any way that diminishes the effectiveness of the
Ul program. Thisconclusionisdemondirated by the econometric analyses, smulations, and other Satistical
measurements undertaken in this study.

Mogt anadysts who argue that Ul holds declining importance as a countercyclica economic
dabilizer base their conclusions on qualitative indicators that they perceive to reflect fundamenta changes
inthe U.S. economy. They point to the dampening of business cycles since World War |1 and the huge
increase in household wedlth, for example, as evidence of diminishing need for Ul ” s countercyclica role.
This study argues that such an interpretation ignores key evidence of widening inequdity in income
digtribution, risng consumer debt, continuing downsizing and layoffs, and growing needs for worker
retraining, to name only some of the factors that make the need for Ul as a countercyclica safety net as
great today asit has ever been.

To demondtrate Ul s effectiveness, the sudy undertakes a major quantitative analyss of the
program’s countercyclical cushioning impact. 1t examines this effect on an absolute basis usng the
hitorica data, and on arelative basis, compared against federa tax receipts. Thisandyss goes beyond
previous work on this subject in severd regards. 1t includes data from the 1990-91 recession; it includes
both absolute and rel ative measurements of Ul ” s effectiveness; and it offers both aggregate findings on the
overdl Ul program and findings on the effectiveness of Ul”s individua component programs (regular,
extended, and supplemental).

Specificdly, this sudy shows that:

1) Theargument that structural changes, including a dampening of the business cycle,

have reduced theneed for thecounter cyclical unemployment insur ance program isnot suppor ted



by the evidence.
a) Some andyds cite the rapid rise in household wedth as a Sgn of the declining ussfulness of

unemployment insurance. They argue that family savings now act as a powerful economic
cushion during leantimes. This study contendsthet therisein wedlthis, itsdlf, cyclicd to some
extent, reflecting the rise in stock prices of recent years. This paper wealth can be reduced
suddenly, as it was during the market correction of mid-1998. More important, the rise in
wedlth has been lopsidedly in the top tier of household income (Federd Reserve data show
that the share of household wedlth declined between 1983 and 1995 for dl but thewedthiest
1 percent of the population). Growing consumer debt |levels across the income spectrum aso
suggest that the family wedlth hypothesisfor weethering recessionsis exaggerated. Moreover,
those who lose, or cannot get, jobstend disproportionately to be thosewith little or no savings

or wedlth in the first place.

b) Some andysts argue that the rise of the service sector over manufacturing is contributing to the

virtud eimination of businesscycles. But the evidence showsthat the emergence of the service
sector began long before the current era and has not prevented recessonary cycles.
Moreover, during the post-World War 11 period, a period often cited as one of milder
recessions than those of pre-World War |1, there have been severa very steep economic
declines accompanied by high unemployment. In virtudly al of these recessons, the
unemployment raterose even after thetrough in GDP. Further, many jobsin the manufacturing
sector have migrated into manufacturing services as aresult of outsourcing.  These jobs, not
counted in manufacturing employment datistics, are nonethdess heavily impacted by any
weskness in manufacturing.

Another contention is that the less-severe post-World War 11 recessions are themselves
evidence that underlying structural changes are dampening businesscycles. Thisstudy argues,
as have mogt students of business cycles, that government safety-net programs-- including the
countercyclica Ul program -- are one magjor reason for the dampening phenomenon, not
fundamenta changes in the sructure of the U.S. economy. Moreover, increased economic
globdizationislikdly to give policymakersless control over the economy in the future than has

been the case in the past; in particular, such factors as recessions in other countries, sharp



changesin exchangeratesthat affect trade flows, sudden shiftsin capita flows, oil shocks, and
other globa supply shocks increase the potentia for recessions caused by events externd to
the U.S. economy. Steep ail-priceincreaseslargely caused the economic downturnsin 1973
and 1980, but some downplay the importance of these events by noting that the oil-related
recession of 1990-91 was milder. That recesson, however, was part of a prolonged period
of near-stagnant growth that was among thelowest-growth periodssince World War |1. There
isno redl evidence on the record that recessions would be milder in the absence of the array

of federd programs providing stabilization.

2) Ul continuesto be an effective automatic stabilizer in the U.S. economy.

Likethelast mgor study of Ul as an economic stabilizer (Dunson, et d, 1990, known asthe Metrica

study), this study employs econometric models of the economy to examine changesin the countercyclical

effectivenessof Ul and to determine the magnitude of those changes. Wharton Econometric Forecasting”s
Quarterly Modd (the WEFA Modd) was adopted because of its capabilitiesin modeing complex macro-
economic relationships involving multiple variables, and because the WEFA Mode has established a

remarkable track record in the accuracy of its predictions.

Two types of andyss were performed to measure Ul s effectiveness over time, with the

following findings

a) Five historica recessions beginning in 1969 were examined using counter-factua smulations.

b)

These recession scenarios were studied with and without the effects of Ul. The smulaions

showed that the Ul program mitigated the loss in real GDP by about 15 percent over dl the

quarters in each recession. When multipliers were caculated (the expansonary effect of each

Ul dollar added to the economy) for each recession, theimpact of Ul in the 1990:srecession

was found to be more robust than in the 1980's recession, dthouah less so than in the 1970's

recesson. The WEFA modd showed that over the five recessonary periods, the average
peak annual number of jobs saved was 131,000. While the smulations showed adeclinein

annud jobs saved during the 1980s as compared with the prior decade, the number rose
dightly in the 1990s,

A sngle descriptive eguation was aso estimated to measure the effectiveness of Ul and the

supplementa programsin the recessions of the 1970s, 1980s (this period includes the short



recessionof 1980 and the deeper one of 1981-82), and early 1990s. Theresultsindicate that
the Ul program exhibits a subgtantid and detisticaly significant countercyclical effect on
changesin real GDP throughout these decades. The eguation showed that the recessionsover

the three decades, as measured by the decline in real GDP, would have been an average of

17 percent deeper if the Ul program did not exist. Thisresult iscomparableto the 15 percent

produced by the WEFA andysis. Likewise, the evidencefor the supplementa programsof Ul
suggests that, while they were mogt effective in the 1970s and their effectiveness declined in
the 1980s, during the 1990s their effectiveness rebounded.

c) A current what if smulation of arecession beginning in November 1998 showed that by the
midde of the year 2000, Ul would be pumping $10 billion to $15 billion a year (in 1992
dollars, the basdine currently used by WEFA) into the macro-economy, moderating the
recession and speeding up the recovery. This Smulation corroborated the historical evidence

that Ul”s impact as an automatic stabilizer has not decreased significantly over time and that

it would remain important in a future recesson.

These findings counter the conclusion of the 1990 Metricastudy B on the basis of evidence from
the recessions of the 1970s and 1980s that Ul probably was becoming significantly less effective as an
autometic sabilizer over time. The two wholly separate analytica technigues (Smulations and descriptive

uation liedinthecurrent s roduced dosdy digned results showing continuity in Ul effectiveness
over three decades.

The current study’s finding of a greater cushioning effect by Ul, as compared with the Metrica
study, reflects avariety of differences in the gpproaches of the two studies. A key didtinction is that the
current study focuses on the tota macro-economic stimulus represented by al Ul expenditures during
recessons (incdluding Ul” s extended and supplementa benefits programs as well as its regular benefits
program). Although the extended and supplemental benefits admittedly are not wholly automatic, the
perspective of this study is that the Ul program’ s effectiveness as an economic stabilizer is a function of
the totdlity of the economic simulus it providesto shore up the economy during economic downturns. To
assess that overdl simulus, the current study andyzes for the firgt time the aggregate economic impact of
dl threetiersof Ul benefits(regular, extended, and supplementd), aswell astheindividua economic stimuli

provided by the supplementa benefitsprogramsenacted during thelast three recessions. Thereweremgjor



discontinuities in the historicad data on extended benefits in the Metrica data sets, and the study did not
include data on the supplementa Ul programs.

| naddition, thetwo studiesused different econometric models, with different structuresand inherent
multipliers, dthough it is difficult to quantify the precise effects of thesefactors. Part of the differencedso
may be explained by the fact that Metricameasured Ul ” s cushioning effect based on one data point during
each recesson. The current study uses an average of data points over time, considering that a more
effective gpproach. Thefindingsof thisstudy arein fact more congstent with the findings of prior analyses
-- for example, those of von Furstenburg (1976), de Leeuw, et a (1980), and McGibany (1983).

Other differences between the two studies include the economic specification for the benefit
equation used in the smulations, the use of GNP in Metricaand GDPin the current sudy, and the fact that
more timely and complete data sets were available for the current studly.

Despite these differences, however, both the Metrica study and this study found evidence of
decreased Ul effectiveness in the 1980s. But up to now, discussion of the effectiveness of Ul as an
automatic stabilizer has been based primarily on work completed prior to the 1990-91 recession. This
study includesan examination of that recess on, which providessignificant new evidencethat theprogram’s
countercyclica impact remainsrobust. Thisgppearsto reflect adowinginthedecline of therecipiency rate
for Ul benefits.

3) Theargument that Ul has become less effective because other economic stabilizers
have become mor e effective or moreimportant, isnot supported by thisstudy. Ul may become
the primary automatic stabilizer in the years ahead.

One andyticd test performed in this study produced suggestive evidence that the importance of
the Ul program has increased relative to one of the primary fisca-policy instruments for automatic
dabilization, changes in federa tax receipts. The analyss found that fluctuations in levels of federd tax
recei pts have measurably diminished during recent recessionary episodes (most markedly in the 1990s),
whendeclinesinread GDPwould be expected to engender substantia reductionsin autometic (progressive)
income tax receipts.

Holding discretionary monetary policy constant, such changes may mean that this historicdly

important countercydical insrument isbecoming lesseffectiveinitsautomatic Sabilizetionrole. Thereasons
probably include the increasing importance of Socid Security taxation, the tax treatment of capitd gains,



and the declining progressivity of the income tax (redlized compared to statutory) at the top end of the
income distribution, although research on this question is beyond the scope of this study.

It isnot clear to what degree this finding, produced in the course of the analyses of the Ul program’s
functioning in the macro-economy, predictsthe pattern of futurefluctuationsin federa tax receipts. But the
finding represents at least preliminary evidence that the relative importance of the Ul program as an
automatic sabilizer isincreasing.

4) 1t may be possibleto makethe Ul program even mor e effective asan automatic stabilizer by
refining itstriggering and funding mechanisms.

Because the burden of automeatic stabilization appearsto be shifting to the Ul program, this study
concludesit isimperativeto examinewaysto modify the agpects of the Ul program that could makeit more
effective asagtabilizer during economic downturns. In particular, such considerationswould includefinding
ways to: (1) Expand the basis of Ul recipiency; (2) Make the Ul extended and supplementa programs
(extension of benefits) more automatic and less subject to the political process, to ensure that they are not
only available, but available more quickly in the recessonary cycle, and (3) Strengthen the adequacy of the

programs financing mechanisms.



INTRODUCTION

The countercydlica effectiveness of the Ul program reflects the cgpability to dampen fluctuations
in GDP during recessions and booms. In recent years, increasing attention has been directed towards the
Ul program, questioning its relevance for current federd policy and the need for Ul in today’s modern
globa economy, and disputing the effectiveness of the program.

This study examines conceptua and empirica evidence regarding the countercyclical effectiveness
of the Ul program. A set of absolute measures of effectivenessis developed and presented to show how
the UI program hasfunctioned historically and to examineitscurrent posture. In addition, therole Ul plays
as an economic stabilizer is evauated relative to federal tax receipts -- perhaps the magjor automatic
dabilizer in the economy.

An econometric andysis of the Ul program is presented to assess the two permanent (regular and
extended) programs and the temporary supplementa programs enacted during recent recessons. The
WEFA macro-econometric model of the economy is used to obtain a set of smulations of the Ul
program’s effectiveness. (In econometric methodology, Smulations are said to be “counter-factud” in
nature. That is, they are hypothetical scenarios set up to depict structural characteristics of the economy
and theimpactsof fiscal policy.) Other econometric results are presented to show aspects of both absolute
effectiveness and relative importance.

The study begins, in Chapter |, with adiscussion of the theory of autometic economic gabilizers,
adescription of Ul as an economic sabilizer, and abrief history of the program. Chapter 11 examinesthe
higtorica evidence of UI’s countercyclica effectiveness over three decades and discusses key attributes
of the program. Chapter 111 reviews recent literature on Ul as an economic stabilizer.

Chapter IV presents the main arguments by critics of the program and refutes them on the basi's
of avariety of current economic events. It argues that the same structura shifts in the economy cited as
indicating the diminishing need for Ul as a countercyclica stabilizer actualy represent dangers to stability
that Ul is uniquely positioned to counter. It concludes that the Ul program not only is till necessary asa
component of U.S. economic policy, but dso is more necessary than ever.

In Chapter V, findings are presented on absolute measures of UI’s effectiveness. Chapter VI
presents the evidence on relative measures of Ul effectiveness. Chapter VII summarizes the study’s

conclusions and recommendations.
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|. THE Ul PROGRAM AND STABILIZATION

What |san Automatic Stabilizer?

In principle, an automatic sabilizer acts to dampen fluctuations in the level of economic activity.
Automatic countercyclica programs are designed to ensure that fiscd injections or withdrawas occur in
atimey fashion, without design or implementation delays that accompany discretionary palicy.

Asan automatic gtabilizer, afiscal insrument workswith no discretionary policy decisonsrequired.
Recessonary declines in economic activity are met with expansonary levels of fiscd expenditure and
reduced taxes. Potentid inflationary expansions are dowed by the increased levels of taxes and reduced
expenditure.

Onbaance, thetax and expenditureimpactswork smultaneoudy. Although themomentum of each
indrument isin an opposite direction (one increases while the other declines), the effect on GDP isin the
same direction.

Taxes as Automatic Stabilizers

The effect of atax in the economy may be described in macro-economic theory as a leakage of
expenditure. Taxes reduce the level of expenditure that may be sustained with a given levd of income.
Changing theleve of taxeslevied on the economy will have an effect on theleve of incomein the opposite
direction.

Reducing taxation leads to increased aggregate expenditure for any leve of pretax income. This
increased level of expenditure will have multiplier effects on the equilibrium leve of pretax income. Thus
lowering taxation is expangonary.

Increases in the level of taxation have the opposite effect. Higher taxes reduce the level of
expenditure that may be atained for any level of income. The reduced leve of expenditure hasamultiplier
effect and consequently tax increases are likely to dow down the level of economic activity.

Fiscal Expenditures as Automatic Stabilizers

Public expenditures act asfiscal injectionsin the macro-economy. Fiscd injections also act on the
economy with a multiplier effect. Changes in government expenditures lead to changes in the level of
economic activity in the same direction.

Increasing public expenditure adds to the level of aggregate demand for agiven level of
income. Macro-economic multiplier effects of the increased government expenditures work through the

economy and lead to increasesin the leve of income.
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Decreased public expenditure dowsthe economy. Reducing government spending for agivenlevel
of income reduces aggregate demand and aggregate expenditure. Multiplier effects amplify the initid
reduction and the leve of equilibrium income will fal by more than the reduction in the leve of public
expenditure.

Objectives of the Automatic Stabilizer

The gpplication of an automatic sabilizer resultsin dampened fluctuationsin the level of economic
activity. The swings of the business cycles are lessened. The severity of recessions is reduced and the
inflationary risks are reduced for an economy overheeting during booms.

Why Ul Works as an Automatic Stabilizer

The expenditures and taxes of the Ul program act in tandem as an automatic sabilizer.

In the core Ul program (regular and extended benefits), expenditures and taxes operate without externd
intervention. Thet is, during periods of expansion and rising employment, taxes are collected automatically
according to pre-established guiddines. During economic contractions, employment levels fdl, tax
collections dow, and benefit payouts rise to Ul clamants under pre-established terms and conditions.

Cons gtent with thetheory and empirica evidenceof automati c economic Sabilizers, theseattributes
serve as counterba ances to the direction of the economy: During an expangion, Ul taxation rises and Ul
benefits fall, dampening inflationary pressures of economic growth. During a contraction, injections of Ul
benefits flow into the economy and Ul taxation decreases, moderating the contraction’s severity.

In addition, this countercyclica Ul framework provides a positive psychologicd and stabilizing
benefit to the macro-economy. Because that impact is not quantifiable, however, the cushioning effect of
Ul measured by this study probably underStates the overall stabilization impact of the program. The
ongoing payments of benefits and taxes through the Ul system give dl of its stakeholders--potentia
recipients, employers, consumers, investors, and policymakers--the confidence to maintain their
consumptionand investment patterns, knowing that the Ul safety net isin place. The safety net thusrelieves
dress, mitigates againgt overcautiousness in spending, and prevents large increases in the savings rate in
periods of economic volatility. Particularly during an economic downturn, sustaining confidence and
expectations prevents the recesson from feeding on itsdlf.

Moreover, even in a moderate recession, Ul benefits relieve hardship for individuals. And the
evidence of this study confirms previous findings suggesting thet the injection of Ul benefits into the
economy during arecesson helps turn the cycle upward again.

The Ul program is not completely automatic initseconomic stabilizationrole. Therearecurrently

12



three tiers of Ul benfits, each with adifferent level of automaticity. The regular benefits program is the
most fully autométic: regular Ul benefits flow to qudified unemployed workers immediately, without any
externd policy intervention required. Extended benefits, which flow to quaified damants who have
exhausted their regular benefits, are less autométic: they become available when unemployment reaches a
specified “trigger” level. Supplementa Ul benefit programs are the least autométic tier of Ul benefits: they
become available only by an act of the U.S. Congress.

But dl three tiers produce economic stabilization once they arein play. This study examinesthe
impact of benefit dollars from al three tiers of the Ul program on the macro-economy.

History of the Federd-State Ul Partnership

Since the depths of the Great Depression, the nation’s unemployment insurance program has
provided American workers withtemporary income support during periods of involuntary unemployment.
Egtablished under the Socia Security Act of 1935 and subsequent state actions, the program finances
payments to unemployed individuds primarily through taxes on employers.

Though the Socid Security Act contained no forma statement of the purposes for unemployment
insurance, early commentaries stressed protection againgt the hazard of unemployment, “regul arization of
employment” (by having employers foot the coststhrough taxation), facilitating return to employment, and
maintenance of purchasing power -- and thus economic stability -- during contractions in the economy.
The Bureau of Employment Security described this latter purpose in a 1950 document as follows: “By
maintaining essential consumer purchasing power, on which production plans are based, the program
provides a brake on downturns in business activity, helps to stabilize employment, and lessens the
momentum of deflation during periods of recession.”

The genera framework of the Federd-State partnership undergirding the unemployment insurance
system has remained standing for nearly 65 years, athough the details of the federa and state roles-- and
the balance between them -- have been congtantly in evolution. Under the program, employerspay state
and federd employment taxes on employeewages. Within broad federal guiddines, Statesbasicaly shape
and adminiger their programsindividudly, setting sate taxaionrules, igibility criteria, and benefit levels.
State and federd Ul tax receipts are held in afedera unemployment trust fund until they are needed.

Magor milestones in the development of the Ul program include federa actions from the 1950sto
the 1980s to extend coverage to most civilian workers and provide additiona and emergency temporary

1 U.S. Department of Labor, Bureau of Employment Security 1950b, p.1
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benefitsfor savererecessonary conditions. Thefirst federd action to provide so-called “ extended benefits’
came during the recession of 1958, when the Congress enacted a temporary extended benefits program
for workers who had exhausted their regular benefits. States could participate on a voluntary bas's,
borrowing federd funds to make payments and returning the sums interet-free to the federa trust fund.

Proposals to make extended benefits a permanent part of the Ul program were debated in the
1960s, but the concept did not becomelaw until 1970. The Extended Benefits program alowed claimants
to receive additiona benefits for up to 13 more weeks, or 50 percent of the duration of their origina
coverage period. The cost was shared 50-50 by States and the federal government, and the federa
unemployment tax was raised by 0.1 percent to fund the federa government’s share. Under the law,
extended benefits were to be triggered when the unemployment level in astate reached a specified point;
the program could betriggered nationwideif the nationa insured unemployed rate reached aspecified leve.

Despite the addition of the Extended Benefits program to Ul, the recessions of the 1970s, 1980s
(indudestwo recessions), and 1990s | eft severe long-term unemployment in their wake, with hundreds of
thousands of individuas having exhausted both regular and extended benefits. 1n each of these economic
contractions, federal lawmakers enacted temporary supplementa benefit programs financed soldly by the
federal government. Theseemergency benefitsprograms, which provided paymentsbeyond the 39th week
of unemployment, were tied to State unemployment rates astriggers. (Amendmentsto federd legidation
in the 1990s, however, made it possible for States to move more quickly to federa supplementd funds)
The Federal Supplementa Benefits (FSB) program, enacted in late 1974, ran through March 1977. Inthe
next decade, the Federal Supplemental Compensation (FSC) program was enacted in September 1982
and was maintained until March of 1985. During the last recess on examined inthisstudy, that of 1990-91,
the Emergency Unemployment Compensation (EUC) program went into effect in November of 1991 and
ended in April of 1994.
Conclusons

Previous studies, as noted in this study’s literature review, have shown that the relative hedth of
the U.S. economy in recent decades may, at least in part, be attributed to the effectiveness of federal
economic policies designed to sustain the economy’ s performance over time. The automatic stabilizers,
induding the Ul program, that dampen cydlicd changesin the level of economic activity are among the
array of policy instruments contributing to this prosperity.

In their 1990 study of the federd unemployment insurance system, Dunson, et d, (Metrica study)

offered avariety of descriptive indicators of U’ s effectiveness as an automatic stabilizer over time. The

14



study concluded, however, that the evidence was at best ambiguous and seemed to point to adecreasein
UI's effectivenessin the 1980s. But Metrica's work did not cover the recession of the 1990s, and the
study’s andyses did not include either the Extended Benefits program or the temporary supplementa
programs.

This study presents historical and andytical evidence demongtrating that, during the last three
recessionary periods (1973-75, 1980-82 and 1990-91), the Ul program performed as expected, with
evidence of someweakening of effectivenessin the 1980s but with arebound of effectivenessinthe 1990s.
The findings confirm the theory and prior empirica evidence of the impact of automatic stabilizers on the
economy, and show the continued effectiveness of Ul in this regard.
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II. Ul ASAN AUTOMATIC STABILIZER: DESCRIPTIVE ANALYSIS

For the Ul program to serve as an automatic stabilizer, without any intervention of government, it
should increase benefit expenditures during recessions and collect more Ul taxes during recoveries.
Because the program is not 100 percent automatic, however, empirical evidence must be gathered and
andyzed to monitor the degree to which it helps smooth the fluctuations in business cycles over time. Ul
isnot completely automatic becauseitstemporary components are activated only by Congressiond action,
and because some of the governing regulations of its permanent components are determined by state
lavmaking.

Inthisreview of the historical evidence of how the Ul program functions in the macro-economy,
the focus is on whether the program exhibits the countercyclica responses that characterize an autometic
dabilizer. Thereview aso examinesreated |abor force trends and discusses possibleimplications of these
data.

The review beginswith the rise and fal of regular benefits and Ul taxes collected, highlighting the
actionof these variables during the peaks and troughs of recessonary periods. Thecyclica financia inputs
of the Extended Benefits program and the temporary Ul programs enacted by the Congress -- Federd
Supplementa  Benefits, Federd Supplemental  Compensation, and Emergency Unemployment
Compensation -- over the course of the 1970s, 1980s, and 1990s recessions are also described.
Regular Benefits

Table 1 shows, in nomina and in 1992 dollars, taxes collected, regular benefits paid, and the
corresponding deficit or surplus for the period 1960 through 1996. During a peak year (height of
expanson), Ul benefits paid should be lessthan the benefits paid in the rel ated trough year that followsthe
peak year. Further, the corresponding deficit should be larger during the trough year or the year
immediatdy following thetrough. Totd Ul benefitspaid out in trough yearsover thelast 35 yearsaveraged
$12.4 hillion, the datashow. Totd Ul deficits in these trough years averaged $5.6 hillion.

In the 1960-61 recession, the Ul deficit was higher in 1961 (trough) than in 1960 (peek).
Although 1960 was a pesk year, the economy was not sirong and unemployment remained high.
Accordingly, 1960 showed a deficit of $0.4 billion in nomina dollars, but that was till less than haf of
the 1961 deficit of $1.0 billion in nomind dollars.

The 1969-70 recession was more typica of the expected countercyclica pattern, in that
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Chapter Il —Table 1

Regular Unemployment Taxes and Benefits

Taxes Collected Benefits Paid Deficit or Surplus Taxes Collected Benefits Paid  Deficit or Surplus

Peak/ (in nominal (in nominal (in nominal (in 1992 (in 1992 (in 1992
Year Trough $ Billion) $ Billion) $ Billion) $ Billion) $ Billion) $ Billion)
1960 P 2.288 2.727 (0.439) 9.868 11.762 (1.893)
1961 T 2.450 3.423 (0.973) 10.450 14.600 (4.150)
1962 2.952 2.676 0.276 12.460 11.295 1.165
1963 3.018 2.775 0.243 12.580 11.567 1.013
1964 3.047 2.522 0.525 12.533 10.374 2.159
1965 3.054 2.166 0.888 12.369 8.772 3.596
1966 3.030 1.771 1.259 11.958 6.989 4.969
1967 2.678 2.092 0.586 10.296 8.043 2.253
1968 2.552 2.030 0.522 9.437 7.506 1.930
1969 P 2.545 2.126 0.419 9.039 7.551 1.488
1970 T 2.506 3.847 (1.341) 8.498 13.045 (4.547)
1971 2.637 4.952 (2.315) 8.558 16.072 (7.513)
1972 3.897 4.482 (0.585) 12.216 14.050 (1.834)
1973 P 4.995 4.005 0.990 14.856 11.912 2.944
1974 5.219 5.977 (0.758) 14.094 16.141 (2.047)
1975 T 5.211 11.754 (6.543) 13.013 29.353 (16.340)
1976 7.532 8.973 (1.4412) 17.796 21.200 (3.405)
1977 9.171 8.346 0.825 20.322 18.494 1.828
1978 11.193 7.722 3.471 23.124 15.953 7.171
1979 12.095 8.557 3.538 22.922 16.217 6.705
1980 P-T 11.415 13.768 (2.353) 19.515 23.537 (4.023)
1981 P 11.625 13.222 (1.597) 18.242 20.748 (2.506)
1982 T 12.206 20.650 (8.444) 18.110 30.639 (12.529)
1983 14.549 17.755 (3.206) 20.648 25.198 (4.550)
1984 18.758 12.598 6.160 25.646 17.224 8.422
1985 19.297 14.124 5.173 25.446 18.625 6.821
1986 18.111 15.403 2.708 23.220 19.748 3.472
1987 17.577 13.617 3.960 21.711 16.819 4.891
1988 17.721 12.580 5.141 21.017 14.920 6.097
1989 16.452 13.642 2.810 18.603 15.425 3.177
1990 P 15.221 17.321 (2.100) 16.382 18.642 (2.260)
1991 T 14,511 24.582 (10.071) 14.988 25.390 (10.402)
1992 16.973 23.957 (6.984) 16.973 23.958 (6.984)
1993 19.831 20.688 (0.857) 19.317 20.152 (0.835)
1994 21.802 20.434 1.368 20.735 19.434 1.301
1995 21.971 20.122 1.849 20.366 18.652 1.714
1996 21.578 20.635 0.943 19.535 18.681 0.854

Source: U.S. Department of Labor, Unemployment Insurance Service, ET Handbook No. 394.

The "P" and "T" refer to the peak and trough of the business cycle as determined by the

National Bureau of Economic Research.
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there was a Ul surplus of $0.4 hillion in nomind dollarsin 1969 (pesk). During the trough of 1970, the
defidt in nomind dollars was $1.3 billion. Even though the trough was reached in that yeer, the deficit
balooned to $2.3 billion in 1971.

The 1973-75 recession followed asimilar pattern. The peak occurred in November 1973 and the
trough was not reached until March 1975. However, the deficit waslargest in 1975, and this represented
the largest increase in benefits paid relative to the pesk year. The fluctuation in GDP followed precisdy
the same pattern, pesking in the fourth quarter of 1973 a $3.9 trillion (red GDP, in 1992 dollars) and
dropping to $3.8 trillion in the last quarter of 1975.

The brief 1980 recession started in January (peak) and ended in July (trough), producing adeficit
in Ul taxes of $2.4 billion. The economy reached a new peak ayear later, in July of 1981, followed by
asecond trough in November of 1982. GDP (inred 1992 dollars) wasat $4.8 trillion in July of 1981, and
fdl to atrough of $4.6 trillion in November 1982. The Ul deficit shrank to $1.6 billion during the 1981
economic growth, but then expanded to $8.4 billion in 1982. Because the second recession was deeper,
the Ul deficit remained aboveits 1980 recession leve in 1983, whenit totaled $3.2 billion. Thefirst surplus
in Ul taxes since 1979 occurred in 1984, when the surplus reached $6.2 hillion in nomina dollars. That
figure marked the high point in Ul surpluses (in nomina dollars) over the entire period from 1960 to 1996.

The recession of 1990-91 saw the countercyclica Ul activity diminate a 1989 surplus of $2.8
billionin Ul taxes and replace it with adeficit of $2.1 billion in 1990, ayear in which the economy pesked
in July and then moved downward. The economic trough was reached in March of 1991, and the Ul
deficit climbed rapidly to $10.1 billion in nomind dollarstheat year. The deficit continued, but at declining
levels, until 1994, when Ul taxes showed asurplusof $1.4 billion. GDPinthisrecesson peskedinthefirgt
quarter of 1990 a $6.1 trillion, then fell to $6 trillion in the third quarter of that year. It did not exceed the
1990 peak until the third quarter of 1991, when it climbed to $6.2 trillion.

It can be observed from this history of Ul inflows and outflows during recessonary periods
between 1960 and 1996 that the program’ s action is clearly countercyclica visavis economic peaks and
troughs. Figure 1, below, aso shows the new evidence from the recession of the early 1990s that the
countercyclicd effect of Ul was as robust in this recessonary period as it had been in the 1981-82

recession.

Extended and Supplemental Benefits
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Figure 1 depicts the historic patterns of benefits provided, in nomind dollars, during recessonary
periods over the last three decades by the Ul regular, extended, and temporary supplementa programs.

Chapter Il —Figure 1
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Duringthe 1973-75 recession, UI’ snew permanent Extended Benefits (EB) program began paying
out benefitsin the first quarter of 1974. EB payouts rose to a pesk quarterly level of $798 million in the
fourth quarter of 1975. EB quarterly payouts then declined dowly, remaining above $500 million over the
next sx quarters and in the third quarter of 1979 reaching their lowest point sincethefirst quarter of 1974.
The Federal Supplemental Benefits (FSB) program, enacted in response to the increasing severity of the
recession in 1975, went into operation in the first quarter of that year, with payouts rising to $868 million
inthe fourth quarter. FSB benefits peaked the next quarter, the first quarter of 1976, a $952 million, but
then dropped to around the $500-million quarterly level by the third quarter of that year. The last FSB
payouts, totaling $125 million, came in the third quarter of 1977.

Inthe short 1980 recession, no supplementa programswere activated and only EB played arole,
risng from $105 million in the first quarter of 1980 to a peak of $806 million by the end of that year, and
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dropping to alow of $72 million in the fourth quarter of 1981.

Asthe deeper recession of 1981-82 developed, EB payouts began to rise againin thefirst quarter
of 1982, rising quickly to apeak of $798 million in the second quarter. EB payouts remained above $600
millionfor the next three quarters and almost reached the peak level again in the second quarter of 1983,
when payouts totaled $796 million. Quarterly benefit payments dropped steeply to $136 million the
following quarter, and then to below $100 million throughout the rest of the decade.

The Federa Supplementary Compensation (FSC) program came into play in the third quarter of
1982, triggered by the severity of therecession asreflected inthe risng number of exhaustees. Inthefourth
quarter of that year, FSC payoutstotaled $1.2 billion. The FSC payouts peaked in the second quarter of
1983 a $1.9 hillion, before dropping to about $1 billion by the last quarter of that year and declining to
under $100 million in the second quarter of 1985. The last quarter in which FSC benefits were paid was
the fourth quarter of 1986.

The EB program played asmdll roleinthe 1990-91 recess on because unemployment ratesin only
ahandful of States reached levels triggering the program, and federd legidative actions permitted States
to use federd emergency benefits instead of EB. In the last quarter of 1991, the federa Emergency
Unemployment Compensation program (EUC) went into operation, contributing $782 million in benefits
that quarter. By the second quarter of 1992, EUC payouts had jumped to their peak level for the
recession, $3.7 hillion. EUC payouts remained above $3 billion over the next five quarters, dropping to
$1.3 hillion in the first quarter of 1994, to $386 million the next quarter, and thento $2.9 millioninthethird
quarter.

Inthe 1990’ srecession, EB benefits peaked at $213 million in the second quarter of 1991 but then
immediately dropped below $100 million the next quarter, faling to dmost nothing by the third quarter of
1993. EB benefit payoutsrose again to $80 million in thefirst quarter of 1994, but have stayed in thetens
of millions or less Snce thet time,

The data.on benefit flows of the extended and supplemental Ul programsover three decades show
the same countercyclica pattern that is seen in the regular program. (The changed pattern in the flow of
extended benefitsin the 1990-91 recession is discussed further in the next section.)

Ul Taxation Issues

The structure and operation of the Federd-State Ul taxation system are large-scale, complex topics that
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lie outside the scope of this study. But the history of inflows to and outflows from the Ul trust fund
demongtratesthat Ul taxation patterns have changed over time. Taxesact aspart of the Ul sabilizer. The
goplication of the tax instruments has direct consequences on the adequacy of the program’ s finances.

Intherecession of 1990-91, for example, Extended Benefits payoutswere dramatically lower than
during the prior two recessons. Blaustein (1993) points out that, because the federaly funded EUC
program gave States the option to terminate their Extended Benefits program while EUC was payable,
States chose to op EB and go with the EUC program. That meant they were not using their own Ul
reserves but relying completely on federa funding. Figure 1 suggests that States may have been happy to
rely on EUC during the 1990 srecess on becausetheir reserveswereweek at that time. But Blausteinaso
emphasizes that the more redtrictive trigger requirements set in the 1980s for the EB program limited
activation of the program in the 1990-91 recession to about afifth of the States.

Corson, Needels, and Nicholson’s study (1998) of EUC in thisdecade notesthe stark diminution
of EB’srole in the 1990’ s recession and underscores the importance of the issue of trigger requirements
in curtailing the program. The study states: “Although there was a minor increase in EB shortly &fter the
trough in 1991, implementation of EUC in combination with longstanding difficulties with the EB trigger
mechanism severdly congtrained the responsiveness of the permanent program.” The study points out that
the shift to EUC produced significant savings to State reserves.

The larger context for this phenomenon, as Blaustein, Vroman and others have noted, is the
persstent problem of insolvency among state unemployment funds since the recession of the mid-1970s.
By mid-1983, Blaugtein found, the mgjority of States were insolvent and the entire Federa-State system
was in a negdtive balance pogtion. Much legidative activity involving Ul since the 1970s has concerned
the state deficits and indebtedness to the federd trust fund. Although al States had returned to solvency
by the end of the 1980s, few met the previoudy used standard for adequacy (having areserve equa to one
and a hdf timesthe State’ s highest 12-month rate of benefit costs), according to Blaugtein.

After the recesson of 1990-91, Miller, Pavosevich, and Vroman (1997) note, while state net
reserves (total reserveless Federa debt) at the end of 1994 had risen again to $31.3 billion, or 1.3 percent
of covered payralls, the annua accumulation rate of $2.6 billion was less than half of what it had been
during the recovery period of the late 1980s -- a finding that they suggest * has obvious implications for
potential borrowing by the States in the next recesson.”
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Indeed, the historical datain Table 1 point to awidening year-to-year gap over the period 1960-
1996 between Ul tax surpluses and the ongoing levels of benefits paid out, particularly in the last decade.
The figures for 1994-96 -- showing annua Ul surpluses of well under $2 billion and ongoing benefit
payouts of over $20 billion -- indicate that underlying structurd issues in the Ul finance sysem remain
unresolved.
Relevant Labor Force Changes

The portion of the civilian labor force covered by unemployment insurance has grown from nearly
60 percent in 1950 to about 90 percent in 1997. The upward trend wasfueled by key changesin Federa
unemployment law in the 1970sthat extended coverage to small businesses, nonprofit organizations, state
and loca employees, and agricultural employees.

Chapter Il - Figure 2
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At the same time that the percentage of workers covered by Ul has been rising, the
proportion of total wages subject to the Ul tax has been gradually declining. AsFigure 2 shows, theratio
of Ul wages subject to tax to total wages has dropped from 79 percent in 1950 to 34 percent in 1996.
Levine, Vroman and others have noted that total wages have risen steeply over the last three decades,
while the proportion of wages on which employers pay Ul taxes (the taxable wage base) has not been
correspondingly adjusted. That means that the amount of Ul tax revenues collected by Statesis growing
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smaller and smaller compared to tota wages paid. The likely result, according to Levine (1997), is that
“the current system of Ul financing will drift towards insolvency,” snce benefits tend to rise with inflation
but Ul taxes do not.

Another rdated trend is indicated in the comparison of the insured unemployment rate over time with the
overdl civilian unemployment rate. The two unemployment rates began to diverge at the beginning of the
1960s, and the gap began to widen after the recession of the 1970s. At the height of that recession, May
1975, the civilian unemployment rate peeked a a seasondly adjusted rate of 9 percent and the insured
unemployment rate reached 6.9 percent. Since that time, the insured unemployment rate has been on a
downward trendline, whilethe civilian unemployment rate exceeded its 1975 high in 1982, pegking at 10.8
percent in December of that year, more than double the rate of insured unemployment then. In generd,

the total unemployment rate has remained more than double the insured unemployment rate since the
beginning of the 1980s, with some narrowing of the gap occurring in the mid-1990s.

Bass and McMurrer (1997) note that the ratio of the insured unemployment rate (those covered
by the Ul system) to the totd civilian unemployment rate (all unemployed workers, including those not
covered by Ul) and theratio of Ul clamantsto thetota number of unemployed (the*recipiency” rate) have
both declined over the past three decades.

Bass and McMurrer ascribe these declinesin theinsured unemployed and recipiency ratesto four
primary factors. (1) Federd and State policy changes, (2) population shiftsto States with traditionally low
Ul dams rates, (3) the decline in the unionized percentage of the workforce, and (4) the decline in the
manufacturing sector of the economy. They aso agree with the earlier findings of Burtlessand Saks (1985)
that the changing composition of the workforce -- with growing numbers of women and young workers,
as well as two-wage-earner families -- has influenced the recipiency decline. And it has been noted by
Blaugtein and othersthat some of the largest insured sectors (government employees, for example) aredso
the most stable, while the growing low-wage service sectors are both more volatilein employment patterns
and have alarger proportion of uninsured workers. Figure 3, below, shows participation rates in the
various Ul programs over the last three decades. These participation numbers show that, at the depth of
each of the mgjor recessions of the 1970s, 1980s, and 1990s, Ul benefits reached about 5 million people.
Ul benefits reached the greatest number of recipients -- 5.3 million -- in the second quarter of 1975, just
before the economy hititstroughinthe 1973-75 recession. Inthe EB program, the number of participants
peaked inthethird quarter of that year at 1.3 million, and the peak number of FSB recipients-- 808,144 --
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was reached in the last quarter of 1975.

Chapter 11 - Figure 3
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In the 1980 contraction, overdl Ul participation pesked in the third quarter at 3.4 million. EB
peaked in the next quarter at 904,731, and FSC was not activated. In the deeper recession that followed,
overdl Ul recipiency reached 5.13 million in the first quarter of 1983. EB recipiency had reached itshigh
point for therecession -- 678,095 -- in the third quarter of 1982. Individuals began to receive FSC in that
guarter, and FSC recipiency peaked in the fourth quarter of 1982, at 1.5 million participants. FSC
recipientsin thelast quarter in which the benefitswere paid, the fourth quarter of 1986, numbered 49,000.
Individuds continued to receive EB throughout the decade, but the level had dropped to 1,000 persons
by the end of 1989.

In the recession of the early 1990s, Ul recipiency over dl reached apeak of 4.7 millionindividuas
inthefirg quarter of 1992. EUC benefitsfirst kicked inin the fourth quarter of 1991, reaching 1.12 million
peoplein that quarter and peaking at 1.8 million in the first quarter of 1992. EUC recipiency rates stayed
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above or close to one million for the next six quarters, dropping to 790,349 in the fourth quarter of 1993,
and from 400,851 in the first quarter of 1994 to 254 in the find quarter.

As noted above, the EB program played a much smaller role in the 1990’ s recession than it had
in the recessions of the prior two decades. EB recipiency peaked in the second quarter of 1991 at
173,335 people; the numbers then dropped from 39,492 in the third quarter of 1991 to 7 personsin the
third quarter of 1993. The EB numbersroseto 52,759 in the last quarter of 1993, and climbed to 55,600
in the first quarter of 1994, but dropped from there to 16,303 in the last quarter of that year. The number
of recipients generaly remained below 20,000 through 1998.

By contragt with Figure 3, which shows the numerical relationship of al Ul beneficiaries (regular,
extended, and supplementa) across three recession periods, Figure 4 shows the declining ratio of al Ul

beneficiariesto dl civilian unemployed persons over the same period.
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The average of thisratio for the 1970sis 38.92 percent; it dropsto 30.17 percent in the
1980s, and shows adight riseto 30.58 percent in the 1990s. Whilethis study utilizes a different measure
of recipiency, the pattern observed is consstent with the Metrica study’ s finding that a sharp drop in Ul
recipiency rates during the 1980s diminished the program’ s effectiveness as an economic stabilizer in that
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decade, as well as the research cited above pointing to the factors, including a tightening of program
restrictions, that contributed to the recipiency decline.

Conclusons

The historical record of Ul s performance demondiratesthe program’ s countercyclica movement,
in terms of both financid inflows and outflows and the rise and fall of participation rates. Certain factors --
such as changing workforce characterigtics, the Ul tax structure, and regulatory actionsaffecting eigibility
of Ul damants -- may limit the effectiveness of Ul asan automatic stabilizer. But theselimiting effectsare
not aitributable to the countercyclical functioning of Ul itsdlf. They are exogenous, and their negeative
impact on U’ s effectiveness as an automatic stabilizer may be modifiable through public policy actions.
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[1l. Review of Recent Literature

Overview

Over thelast decade, the dynamicsof the unemployment insurance system have not been aprimary
focus of attention for many economistsin thiscountry. That isnot surprising, given thefact that the 1990's
have provided one of thelongest periods of uninterrupted economic growthinour history. Indeed, thisera
of economic expangon has fuded the argument that business cycles and their resulting didocetions are a
thing of the past. Similarly, the macro-economic festures of cycles -- rgpid swings in GDP and
employment levels, insurance provisionsfor the unemployed, and economic stabilization factors -- are not
currently subjects that stir the economic professon’s blood.

This study takes notice of these views and recognizes their influence. But it argues that economic
dabilizers, including Ul, can be empiricaly shown to be effective in dampening economic fluctuations.
What is more important, it contends not only that future serious fluctuations are likdly, but that Ul may be
the primary automatic stabilizer available when a downturn occurs. The lack of atention to automatic
gabilizersin generd, and to Ul as an automatic Sabilizer in particular, merely servesto sharpen the focus
on the vita sgnificance of UI’s economic role in times of need.

Empirica work done prior to 1990 confirmed the countercyclica effectivenessof properly crafted
automatic sabilizers. Eilbott demongrated the effectiveness of automatic stabilizersin preventing changes
in nationa income for the period 1948-1960 when government spending on goods and serviceswas held
congtant. Blinder and Solow reviewed prior studies on automatic stabilizers and concluded that the tax
system provided most of the fiscd policy stabilization. Erban found that automatic stabilizers respond
rgpidly inther effect on economic activity. It isworth noting herethat the characteristics and effectiveness
of automatic sabilizers are of greater interest today to economists studying the emerging European Union,
and thefindings of U.S. economigs typicaly serve as underpinnings for their work.

Von Furstenburg (1976) made significant contributions to the examination of Ul as a macro-
economic influence in his gpplication of sophisticated modeling and measurement techniques. Von
Furstenburg provides the first consistent systems approach to the econometric modeling that supports
countercyclical policy clamsabout the Ul program. Hisandysisextendsthe previoususe of benchmarking
the efficacy of Ul rddive to the federd tax system. The macro-econometric modeling approach ensures
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that the techniques to measure Ul impacts are not biased by externad economic policy changes or
exogenous shocks to the dynamic path of the economy.

Ingenerd, literature on the countercyclica effects of the unemployment insurance program focuses
on either aggregate income/spending or labor market behavior. This review looks at work on both topics,
with an emphasis on research conducted over the past decade.

Dunson, et d (the Metrica study)

In this decade, Dunson, et d, (1990) made the firgt full-scae attempt to summarize the findings of
previous studies of the effectiveness of Ul as a macro-economic stabilizer and to conduct empirical tests
for Ul effectiveness. This study examined both of the central strands of research on the countercyclical
action of Ul -- labor market behavior and aggregate income/spending patterns. The authors presented
detalled discussion of the theories and empirica findings of prior sudies. The research literature and the
historical Ul data, the authors found, did not offer “clear cut” evidence of ether effectiveness or
ineffectiveness. But they concluded that, on balance, both labor-market and aggregate-spending data
pointed to a declinein UI's effectiveness as an economic stabilizer between the 1970s and the 1981-82
recesson (the last recessionary period included in the Metrica study).

The study offered saverd new econometric tests of Ul's functioning, including a vector
autoregression andysis (VAR) for the period 1960-89 and counter-factual smulations, using the DRI
macro-economic model, for the periods 1977-91 and 1991-2001 (a “what-if” scenario), to evaluate
change in the dynamic relationship between Ul and the economy over time.

Inthe VAR analyses, the Metricateam sought to assessthe rel ationships over time among aseries
of quarterly variables (both with and without lags), including Ul benefits and taxes, GNP, insured
unemployment rates, total unemployment rates, andtota civilianlabor force. Theexamination a so extended
to acomparison of the relation of these variableswithin asubset of four states. Theaim of the andysiswas
to test the hypothesis that a change in the effects of the Ul program occurred between the 1970s and the
1980s. The principa finding of these tests indicated, the authors wrote, “that the relation between Ul
benefits and taxes in the United States with the state of the economy hasindeed changed in recent years.”

The DRI macro-economic modd’s counter-factual smulation imposed a 2 percent downward
monetary shock in nonborrowed reserves, phased in over four quarters beginning in the first quarter of
1977. Themode, which included an equation for Ul benefits per unemployed person (modeled asalinear
function of two specified variables), was solved through the end of 1987. The 1991-2001 “what if”
scenario used the same formulations, with asmall adjustment to reflect the taxation of Ul benefits starting
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in 1987. The DRI smulations indicated that “changes in the Ul program during the early 1980s have
reduced its effectiveness as a cyclicd stabilizer to about two-thirds of what it wasin the 1970s.” In the
prior decade, the study found, Ul could offset 5.4 percent of the maximum lossin rea GNP caused by a
monetary contraction; as of the 1980s, Ul could offset only 3.7 percent of the GNP loss; and the future
amulation suggested that Ul would offset only 2.9 percent of GNPIlossin a1990' srecesson. The study
ascribed the decline in effectiveness primarily to “the reduction in the proportion of job loserswho receive
benefits” It noted that contributing factors also included the absence of growth in red benefits per Ul
recipient and introduction of taxation of Ul benefits, rather than any structura change in the economy.

Metricds exploration of empirica, theoretica, and policy-rdlated questions about the
countercyclicd role of the Ul program in the economy highlighted the complexity of the subject and
measured the influence of key variables weighing on the effectiveness of the program as an autométic
economic Sabilizer. But itisimportant to recognize that the study was conducted at apoint intimethat may
turn out to be the low ebb in UI’ s economic effectiveness. The context of declining program indicators a
the time affected the study’ s overdl finding of diminishing Ul effectiveness,

Metrica' s results did not control for structura or systemic changes in the globa economy. It can
be hypothesized that the dawn of the information age and the permanent decline of Rust Bdlt industries,
among other factors, exacerbated the severity of the 1980's recession in ways that extended beyond the
avalable statistical measures. These factors would contribute to the marked declines in effectiveness
detected by Metrica’'s models.

Aggregate | ncome and Spending

Uri, Mixon and Kyer (1989) examined patterns in the relationships of persona taxes, persond
income, and transfer payments to the overal economy over a period of nearly five decades. They sought
to determine if the quantitative impact of taxes and transfer payments on economic activity had changed
over theperiod 1939 through 1986. Their structurd relationshipsdefined (1) persond tax receiptsasbeing
primarily influenced by persond income, the margina tax rate, and the number of taxpayersand (2) transfer
payments as a function of persona income, the unemployment rate, and the consumer priceindex. They
acknowledged, and indeed found evidence, that persona incomeisdetermined jointly with federa persond
income taxes and transfer payments. Ul benefits are included in federd transfer payments.

They found that “the relationship between personal tax recei pts and personal income, the margina
tax rate and the number of taxpayers’ did not gppear to change over the time period. Additionaly, they
reported that a 1 percent (point estimate) increase in persona income resulted in a 1.2 percent rise in
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persona tax which was consistent with the 1.25 percent increase that Eilbott (1966) reported if a
confidence interva were placed on their point estimate.

However, the second structurd relationship (between transfer payments and persona income, the
unemployment rate, and the consumer price index) became ungtable in 1964. After correcting for the
destabilization usng a time-varying parameter specification to dlow one st of coefficients for the
explanatory variables before 1964 and another set after 1964, they concluded that the impact of persona
income on transfer payments has increased over time. Specificaly:

“...between 1939 and 1964, a one-dollar risein persond income was associated with aten-cent

fdl in transfer payments while between 1964 and 1986, persona income increased its dampening

influence on transfer payments by nine cents for each dollar increase in persond income. The net
result of aone-dollar increase in persona income in the economy over the period was a nineteen-
cents (ten cents plus nine cents) fal in transfer payments.”

Uri, Mixon and Kyer noted that a1 percent increasein the unemployment prior to 1964 increased
transfer payments by $2.61 billion (in 1982 dollars) while asimilar increase caused the post-1963 transfer
payments to increase by $3.77 billion (in 1982 dollars). Cost-of-living adjustments to welfare and socia
Security programs, but not unemployment, recipients sgnificantly influenced transfer payments since 1963.
These programsincluded initiatives associ ated with the Great Society Program, Economic Opportunity Act
of 1964, and the Food Stamp Act of 1964. Additionally, coverage and benefits were expanded under
Medicaid, Aid to Familieswith Dependent Children and Supplementa Security Income of Socid Security.

Uri did not address the issue of significant changes that have been indituted on specific transfer
programs during the period between 1975-85. Asdiscussed in the section covering Ul program changes,
some of the benefits and qudifying provisons have worked to effectively reduce both coverage and
recipiency.

Vroman (1998) used regular UIB data between 1967 and 1995 to compute apayout as apercent
of GDP. He dso computed the corresponding ratios for the Federa -State Extended Benefit Program (13
weeks) and the Emergency Unemployment Compensation (between November 1991 and April 1994).
Vroman used the total unemployment rate (TUR); the TUR lagged one year, and a dummy variable to
identify post-1981 years to explain the Ul benefit payouts as a percent of GDP. The coefficients were
positive for the TUR (0.1115) and negative for boththe lagged TUR and the post-1981 dummy variable.
His key finding was that the coefficient for regular Ul benefit payments fell 21 percent after 1981 due to
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adrop in recipiency beginning in the 1980s. The downward shift in the coefficients for dl three tiers was
34 percent.

Inastudy of Ul payoutsin the 1980s and 1990s, Vroman (1998) andyzed the sharp declinein Ul
recipiency rates that began in the 1980s. Vroman's study extends the evidence of previous work by
Burtless and Saks (1984), Corson and Nicholson (1988), and Blank and Card (1989) documenting this
trend.

Labor Market Behavior

Card and Levine (1992) demongtrated in their probability-driven modd that the experience rating
dement of the Ul system helps serve as an automeatic stabilizer because employers are required to repay
a portion of the benefits received by laid-off employees. Hence employers will or should look at the
margina tax cost associated with laying off employees. The effect of ther finding is that employers are
dower to lay off workersin adownturn and somewhat dower to hire during an expansion. Further, they
believe that animperfect versusaperfect experiencerating systemincreasesuse of temporary layoffsduring
downturns.

Anderson and Meyer (1997) examined the determinants of Ul takeup using specific level and
duration of benefits data relevant to a potential claimant. They found that the takeup rate would increase
by 2 to 2.5 percentage points in response to a 10 percent increase in the weekly benefit amount. The
increase in the takeup rate as aresult of a 10 percent increasein the potentia duration of benefitswasless
than 1 percent.

Researchershaverdied on standard |abor market (employment) data, including program changes,
to explain movement in the unemployment rate or to describe some dement of Ul. Prakash Loungani and
Bharat Trehan (1997) have taken a leading indicator approach by relying on stock market and money
market variables to explain the behavior of the unemployment rate. Specificaly, they used afive-variable
Vector Autoregresson (VAR) to estimate the usefulness of sectoral shocks (as opposed to monetary, il
or defense shocks, for example) in explaining the behavior of the civilian unemployment rate. The five
variablesused wereastock market dispersionindex, real GDP, thecivilian unemployment rate, the Federd
fundsrate, and the S& P index.

Loungani and Trehan (1997) updated the dispersion of stock returns used by L oungani, Rush and
Tave (1990). Thelogic behind this disperson index isthat digtribution of stock returns by industriesis a
good measure of investors outlook for the respective industries, hence shifts among sectors. Moreover,
when permanent negative changes are anticipated for certain sectors, labor and other reallocations are
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expected to take place and the market returnsreflect forthcoming adjustment. Theindustry dataweretaken
from the Standard and Poor’s Compustat PDE file. The sectora shift or weighted average standard
deviation of return was defined as the square root of the sum (over dl industries) of the product of the
sguared differencein the growth rates (between the respectiveindustry and the S& P500) and theindustry’s
share of overdl employment.

Loungani and Trehan found that based on their modd covering the period 1971-1995, “the
unemployment rate begins to increase about four to five quarters after a shock to the dispersion index and
continues to go up for about two more years before beginning agradud decline.” Ther five-variable VAR
showed that at the 1 percent margina significance level, over a 20-quarter period, the dispersion index
explained 28 percent of the variaion in unemployment while the funds rate explained 52 percent of the
variation.

With respect to using sectora shiftsto explain long-duration unemployment (exceeding 26 weeks
over 40 quarters), Loungani and Trehan found the dispersion to account for 43 percent of forecast error
variance and the funds rated to account for 28 percent of the variance. For unemployment durations under
15 weeks, the funds rate was a better predictor. Essentidly, the authors concluded that recessions are
influenced by different variables at different times. For example, sectoral shocks played alarge part inthe
1975 recesson while monetary policy played a more influentia role in the 1982 recession, but neither
played asgnificant role in the 1990 recession. A significant contribution by the authors and others, such
as Perry and Schultze (1993) Brainand and Cutler (1993) and Black (1995), isthat they have gone beyond
labor market to financia market data to help explain the behavior of the unemployment rate and duration.
Thar study looks not just at fisca but dso monetary policy. While more research is needed, some
interesting results are being redized.

Shin uses atheoretica formulation of agenera equilibrium modd of atwo-sector economy in an
attempt to explain the drop in employment when the magnitude of an increasing number of shocksisheld
congtant. Shin, Davis and Hatiwaner (1992) and Ned (1995) argue that the movement costs limit
unemployed workers from fredy moving to new indugtries (incomplete redlocation of labor). Some
barriersincludejob search, training, and relocation costs. Certainworkersmay possessskillsthat arefairly
gpecific to asmdl group of firms. This can preclude some redlocation. Shin looked at two policies for
increasing employment. One was to increase the mobility of workers by subsidizing the movers across
indugtries, which led to better reallocation and grester income (socid welfare) protection. The second one
was to “diminate the partiad insurance due to profit sharing by digtributing the profits only to the sectors
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fromwhich they are collected.” Thustota employment in the shock sector would increase from reinvested
profits but socia welfare would decrease because the investment would result in increased production
ineffidency.

Gunter Schmid (1995) found that in 1990 the beneficiary rate (the proportion of those unemployed
who receive UIB) for Germany was 72 percent for men and 55 percent for women and for the U.S. 38
percent for both men and women. During the 1973-75 recession, the respective percentages for Germany
were 79 and 73 percent and 75 percent for the U.S. Additiondly, the wage replacement rate in Germany
has remained fairly constant between 1975 and 1988. During this period, the corresponding rete for the
U.S. has declined.

Schmid observed that becausethe U.S. Ul systemis primarily decentrdized through theindividua
states, Ul cannot serve asastabilizer of regional demand. Through Federa |oans, the states can make UIB
paymentsevenwhentheir trust fund balanceisnegative, however, theloansmust berepaid, sometimeswith
interest. Reissart (1993) thinks that firms in the U.S. may make location decisons based on low
unemployment and low contribution rates. Fisher and Peters (1998) documented States' and cities' use
of indudtria incentives to lure businesses. They show that the competition for firms is globd, not just
restricted to American cities for American firms.

According to Schmid, the Ul system may need tighter Federa regulationsto maintain disciplineon
contributions and benefits to strengthen the income protection and stabilization capacity of Ul. He dso
argues that the U.S. probably needsto spend more directly on labor market initiatives such astraining and
public job crestion rather than subsdizing the Ul fundsof individual states. Compared to Sweden, the U.S.
devotes asmdl portion of itslabor market budget to active labor market policy. Schmid aso advances
awork financing concept for the sdf-employed. Limited financing or subsidies could be made available
to new entrepreneurs or salf-employed (that would be brought into the Ul system). The U.S. DOL has
funded a smdl number of sdf-employment demonstration programs to investigate their applicability asan
dternative to recelving traditiona unemployment. Unemployment | nsurance Occasional Paper 95-4|ooked
at theimpact of sdf-employment demongtration programs for Washington State and Massachusetts. The
latter appeared to offer a cost-effective modd for using Ul to fund self-employment work.

State Responses

Blaugtein divides the era of Ul into two parts. the pre-1970 period, when Federa actions were
focused mainly on heping sates adminigter their individua Ul programs more effectively, and the post-
1970 period, when Federa actions imposed more controls on state programs. Some of the post-1970
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regulatory changeswere aimed a ensuring equitable and uniform treatment of unemployed personsin every
date; others were designed to curb the financia problems developing in the system (Levine, 1997, West
and Hildebrand, 1997).

In the post-1970 era, State regulatory activity involving Ul programs responded either to these
Federal mandates or to complex fiscd and adminidtrative pressures indde date borders. As West and
Hildebrand note of the states. “Each has its own legidature, Ul advisory councils, business and labor
organizations that protect the interests of their congtituents, and state courts. Likethe Federd partner, the
date partner comprises different entities with widely divergent interests and opinions.”

Likewise, because no two state Ul programs are exactly dike, there has been a vast assortment
of legidative and regulatory activity on Ul at the sate level since 1970. Allowing for the wide variations
in local politicd, labor market, and fisca issues, there are nonetheless key commondities in States
regulation of Ul in thisperiod. Mgor issuesfor al States have included:

Ul Taxation. Ul taxes are levied againgt a set proportion of the taxable wage base, determined by
each date. But aswagesrise, the taxable wage base shrinksin proportion to total wage earnings.
This places an increasingly disproportionate tax burden on the wages of low-wage workers, while
dhrinking the state trust fund in relation to potential total payouts during recessions (Levine, 1997).
States are congtantly refining the parameters of taxation, but Levine, Vroman and others suggest
that fundamenta structurd questions remain to be addressed.

Experience Rating. Statesmust implement experiencerating in order for employerspaying taxesin that
state to be digible for a certain tax credit on their Federa Ul tax. States assign tax rates to
companies on the basis of their experience with unemployment. Statesusevaried rating systems.
Inthemost common, businesses have a“ bank account” that holdstheir prior Ul tax payments; and
aresarveratio is caculated from the level of reservesin reation to the average payroll over a set
period of time. Frms with high ratios -- that is, they have not paid out much in unemployment
benefits -- are taxed less than firms whose retio is lower. The work of Card and Levine, cited

above, suggests that experience rating influences employer behavior visa vis laying off workers.

Qudifying Requirements. Mogt States havetightened digibility requirementsfor Ul clamantssincethe
1970s, and States frequently adjust this area of their programs.  Eligibility definitions typicaly
indude assessments of previous time worked, wage level, and reasons for job loss. States also

have work-search and availability-for-work requirements. All States addressthe reduction of Ul
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benefitsdueto pension, Social Security, or other income received (such as severance or lump-sum

payments). And in recent years, most States have moved to consider severance or lump-sum

payments as wages.

Duration and Weekly Benefit Level. In the bdt-tightening years from the late 1970s on, States
developed formulasto caculate benefits as a percentage of prior wages, using avariety of criteria
for establishing the prior wage rate. States also acted to limit duration of benefits to a specific
percentage of previous time on the job.

Sgnificant 1986 changesto Federd Ul law a so affected the state programs, by subjecting Ul benefits
to taxation and requiring States to reduce unemployment benefits to workers aso receiving penson or
Socid Security income.

Hit with a recesson again in the 1990s, most States took one or more actions to bolster their
programs, including provisionsto increase and extend benefits, rai se the taxable wage base and/or impose
gpecia employer taxes, and temporarily diminate or modify certain digibility restrictions (Runner, 1990-
94). States, as noted in the previous chapter, also took advantage of a 1992 amendment to the Federa
Emergency Unemployment Compensation Act of 1991 that allowed Federd supplementa benefits (the
EUC program) to be triggered by a State's total unemployment figure, rather than its total number of
insured unemployed, and gave States the option of overriding their extended benefits programsin favor of
the emergency Federd program. Thiseffectively enadbled Statesto tap into the Federd fundingimmediately
after the expiration of their regular benefit provisons.

By 1994, a growing number of States were also making adjustments to their Ul programs in
response to an emerging structural issuein the economy: permanent job lossin traditiondly labor-intensive
sectors. Clearly reflecting the growing recognition that unemployment benefits done do not address this
issue, many States -- 19in 1995 done -- enacted re-employment program requirements for participants
in state Ul benefit programs. These provisions required Ul recipients to participate in defined activities,
suchasjob-search assstance. Inaninteresting reflection of thegrowing interest in entrepreneurid solutions
to structural job loss, a number of States also enacted sdlf-employment assistance provisions. These
programs provided for the continuation of unemployment benefitsto individuas engaged in setting up smal
businesses or preparing for self-employment.

Blaugtein and L evine both conclude that, though States did liberdize their programsto cope with
the 1990-1991 recession, the overal trend since the 1970s has been toward tighter digibility rules, less

generous weekly benefits, and erosion in state surpluses.
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Conclusons

The countercyclicd action of the unemployment insurance system as asource of stabilization inthe
macro-economy is occupying a lot less attention today than it did 15-20 years ago, and the level of
literature devoted to this topic has dropped off in recent years. But the existing literature basicaly confirms
the theory of automatic stabilizers, and some researchers are focusing now on particular aspects of the Ul
dynamicsto see how the program might be improved. Other recent economic literature has been devoted
to the argument that macro-economic tabilization is no longer relevant in the contemporary economy.

These arguments are refuted in the following chapter.
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V. ISTHE BUSINESSCYCLE OBSOLETE?

The need for countercyclical unemployment insurance, as wel as other safety-net programs, is
being questioned now more than ever before. Some opinion leaders, in fact, are arguing that these
programs should be scaled back or diminated completely.? While those who hold this view are frequently
conservatives who believe the government’s role in the economy should be reduced, others argue that
changes in the structure of the U.S. economy have reduced the need for these programs. Their arguments
include the following:

1) The record appears to show that the business cycle has been dampened since World Wer 1.

In fact, there appears to be a clear trend towards longer expansions (see Figure 1, p. 48) --
the three longest expansions in our history have dl occurred in the last thirty years (in the
1960s, the 1980s and the 1990s). And recessions have been far milder than wasthe casein
thefirg haf of this century and, to the extent information is available, in the previous century.
It is argued that milder and shorter recessions mean less hardship and less need for income
assi stance than was the case when recessions were deeper and lasted longer.

Those who believe in this hypothesis of anew era, with less economic cydicdity, point to
anumber of structurd changesthat they believe account for thistrend, and which, inther view,
will continue to move us toward an even less cyclicad economy inthefuture. These structura

changes dlegedly indude the following:

a)

The risng share of the less cydlicdly sendtive sarvice sector, as compared with
manufacturing.

b) Better inventory management, reflecting the increased use of sophidticated computer

inventory control techniques, coupled with just-intime and other inventory
management methods, which have reduced desired inventory-salesratios (see Figure
2, p. 49) and supposedly reduced the risk of over-stockpiling that was a key factor
in many earlier recessons,

Theincreasingly anticipatory behavior of long-terminterest rates, which, in effect, has
made the bond market an automatic stabilizer. Thus, when the economy appears to
be on the verge of dowing, bond prices rise, and long-term interest rates decline, in
anticipation of Federal Reserve Board loosening to fud the economy. These market
actions tend to stimulate the economy by improving the affordaility of housng and
other big-ticket items frequently purchased on credit. In fact, the economy now
appears to be even more sendtive to interest rates than in the past, because of the
increased use of adjustable rate mortgages and the increased propensty to refinance
home mortgages of al types. Thus, when mortgage rates now decline, a wave of
refinancing, and widespread downward re-pricing of adjustable rate mortgages, is
triggered, which increases discretionary purchasing power and stimulates consumer
goending. Similarly, when rates rise, this dows refinancing and pushes up rates on
adjustable mortgages, raising mortgage payments, squeezing purchasing power and
dowing consumer spending. These impacts come on top of the more direct effects of
changes in long-term interest rates on spending patterns.

2 Seefor example, “ Solving Problems in Unemployment Insurance,” by Stephen N. Colarelli and Lawrence Brunner,
The Mackinac Center for Public Policy, May 1994; “ Unemployment Compensation: None of the Government’s
Business,” by Dave Honigman and George L eef, The Future of Freedom Foundation, November 1995; and
“Unemployment Insurance Reform,” Secchia Commission, Michigan, 1996.
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2)

3)

4)

Others suggest that the huge increase in consumer wedlth, and increased access to consumer
credit, in recent decades have aso reduced the need for public, cyclicaly-oriented income
supplement programs, because most familiesnow havetheir own safety net. Thus, unemployed
workers can draw down their savings, liquidate financia assets, and/or tap their credit linesto
tide them over until they become re-employed.

Some clam that a growing portion of unemployment isnow the result of sructurd shiftsin the
economy, rather thanbeing dueto the cydica swingsthat the program wasdlegedly designed
to mitigate®

Many argue that unemployment insurance programs, in particular, are not needed, because
they have become less effective than in earlier periods, and no longer cushion recessonsto a
gonificant extent. Some critics in fact believe that unemployment insurance actually has a
negative impact on economic performance, by perversely affectingincomedistribution because
low wage workers subsidize higher wage workers; by lowering national savings because
unemployment insurance reduces the need to “save for arainy day”; by reducing the labor
force by discouraging job search among the unemployed; and by disguising the true size of
Federa budget imbalances*

As will be discussed below, careful andys's suggests that most of these arguments are elther grosdy
exaggerated or mideading, and that many other recent changes in the U.S. economy suggest that income
supplement programs are just as important as in the past.  Thus, the conclusion that unemployment
insurance should be sharply pared back is misguided.

The key reasons are as follows:

1)

Almogt every student of business cycles has concluded that the mgor reasonwhy recessons
snce World War 1l have been on average far milder than the deep recessions and depressions
that occurred in earlier periodsistheincreased use of government countercyclica policiesand
programs, including monetary and fiscal policy, aswell asthe very safety-net programsthat are
now being questioned. In particular, even those who clam tha the cushioning effect of
unemployment insurance has diminished to some extent agree that, without it and other
programs such as food stamps, Medicaid, Aid to Families with Dependent Children, etc.,
recessons during the lagt fifty years would have been considerably deeper than they have
been,® sincethereisdtill asignificant cushioning effect.® Wetill need programsto limit declines
ineconomic activity that may not be anticipated, that perhaps cannot be limited with traditiona
macroeconomic policy measures, and that could potentially feed on themselves and develop
into sharp downward spiras. The unemployment insurance program helps reduce the risk of
such sdf-reinforcing downturns.  Furthermore, it is automatic. It does not depend on new
policy measures, which may not be possible, or which may be enacted far too late, when
unanticipated recessions develop.

2) While recessions, on average, have been milder since World War 11, there have nonetheless

been severd very steep economic declines (see Table 1, p.50), accompanied by very high
unemployment, since that time. Invirtually al of theserecessons, the unemployment raterose

3 See, for example, Colarelli and Brunner, Ibid.

4 See, for example, Honigman and L eef, 1bid.

5 Seg, for example, “The Cyclical Effects of the Unemployment Insurance (Ul) Program: Final Report,” prepared by
Metrica, Inc., December 31, 1990.

% pid.
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3)

4)

5)

even further after the trough in GDP -- thisis not shown in the table. The two most obvious
examples are the 1973-75 recession, after which the unemployment rate reached a peak of 9
percent, and the 1981-82 recession, during which the unemployment rate exceeded 10
percent, and after which unemployment remained in double digitsfor dmost sx months. Both
recessions would likely have been consderably worseif not for thefact that over devenmillion
individuasin 1973-75, and twelve million peoplein 1981-82, received some benefitsfrom the
unemployment insurance program.

Whileit istruethat the more cydicaly senstive manufacturing sector isadeclining share of the
economy, at least asmeasured by jobs, thisissomewhat mideading. First, the declinein recent
years to some extent reflects the increasing trend toward outsourcing in this country. Many
employees who were once categorized as employed in the manufacturing sector are now
employed by firms that are counted in the officid employment satistics as part of the service
sector, even though they are performing essentidly the same function.  Second, the demand
for many sarvicesis heavily dependent on manufacturing activity. Weaknessin manufacturing
could cause sizable job cutbacks in those service indugtries. Third, the trend toward rising
service employment as a share of totd jobs in the United States has not only been in place
snceWorld War 11 (see Figure 3, p. 51), but has been occurring since the end of theindustria
revolution in the 1920s, yet there have been many severe recessions since that time.

While household wedlth has risen dramaticaly during the 1990s, this does not mean that
unemployment insurance is now less needed than was the case decades ago. Fird, therisein
wedlth to some extent iscyclicd itsdf. It largely reflectsthe surgein stock prices, in response
to strong growth in corporate earnings, which has occurred during the 1990's expansion.
These gains could be reversed if the economy dips into a recesson in the years ahead.
Second, the rise in wedlth has not been equaly shared. In fact, the distribution of household
wesdlth has become dramatically more uneven in recent years. Federal Reserve dataindicate
that the share of total household wealth between 1983 and 1995 declined for al but the
wesdlthiest 1 percent of the population (see Figure 4, p. 52) -- wedth for the lowest quintile
was actually negative a the end of theperiod. Furthermore, as Table 2 (p. 53) shows, thetop
10 percent of the population by wedth has increased their ownership of virtudly al asset
classes, and accounted for about 85 percent of al stock market gainswhich occurred between
1989 and 1997 (see Figure 5, p. 54). The unemployment insurance program was designed
largdy for those with limited wedlth. Infact, most job losers during recessionary periods tend
to be rdatively young and/or unskilled, and have accumulated little if any wedth. Thus, they
do not have their own safety net.

The digribution of income in the United States has aso become sharply more unequa during
the last two decades. Thiscan be seenin Table 3 (p. 55), which showsthe shares of aggregate
income received by householdswhen divided into quintiles, and the GINI coefficient (or index
of income concentration). The share datashow that the share of income of the top quintile has
risen sharply in recent years, while the shares of each of the other four quintiles has declined
(this can be seen graphicdly in Figure 6, p. 56). The GINI coefficient attempts to summarize
the share data into one measure, which measures the digperson of income across the full
income digtribution. It potentialy could range from zero (everyone has the same income) to
one (al income is received by one group of recipients). As can be seen in Figure 7 (p. 57),
the GINI coefficient has been trending higher during the last twenty years, especidly during the
last ten years, indicating widening incomeinequality. Thisgppearsto reversethe pattern during
the 1950s and 1960s, for which the limited information available indicates that income
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dispersonwasonadownwardtrendintheU.S. Furthermore, an andysisof internationd data

indicates that income inequdity is higher in the U.S. than in any other mgor indudtridized

country (see Table 4, p. 58).

These shifting patternsin the U.S. can be seen from theraw income data. Asshownin Figure
8 (p. 59), real family incomerosedightly fagter for those a the bottom of the income scalethan for
other groups during the 1967-79 period. Sincethat time, real income has been relatively stagnart,
or has declined, for al quintiles except for the highest income group. Furthermore, as indicated
ealier, low-income individuas are the most susceptible to job loss during recessions.

This more unequd digtribution of income and wed th would suggest thet, if anything, safety-net
programs are more needed now than ever, despite the business cycle patternsreferred to earlier.
Furthermore, low income individuas and families sill have ardatively high margind propengty to
consume, suggesting that job losses during recessons will gill create sgnificant additiond
downward pressure on consumer spending unless the lost incomeis replaced.

Moreover, those directly affected will suffer Sgnificant persond hardships if and when they
become unemployed, precisdy because they have little wedth and reatively low living Sandards.
One additiond reason to maintain the unemployment insurance program, and even to strengthen
it, is to mitigate these persona hardships. There is asolutdy nothing in recent economic
performance to suggest that such hardships are less now than in the past. Moreover, the ill high
margind propendgty to consumefor peoplewith rdatively low incomesindicatesthat unemployment
benefits will have a Sgnificant postive effect on spending, not only to cushion and reduce the
magnitude of possible recessons, but aso to potentidly jump start the economy during such
periods.

6) Aswill be demondrated in the chapters tha follow, the cushioning effect of unemployment
insurance has not changed much over time, and is il very significant, despite some watering
down of the program. This suggests that economic factors such as risng household wedlth
have not reduced the usefulness or effectiveness of the program. A more robust program
would make recessons even milder Hill, at a modest codt, given the ill sizable short-term
macro multiplier which il exigts.”

7) Theincreased globdization of the U.S. economy, and our growing dependence on foreign ail,
have created new risks for the U.S. economy, and are likely to give U.S. policymakers less
control over the economy in the future than has been the case in the past. In particular, such
factors as recessons in foreign countries, or sharp changes in exchange rates, which could
cause large shiftsin U.S. trade flows, dramatic and sudden shiftsin capital flows; oil shocks,
other globa supply shocks, etc., have increased the potential for recessions caused by factors
largdy externd to the U.S. economy. The downturns in 1973-75 and 1980, in fact, were
caused largely by sharp increases in ail prices, resulting from declinesin ail production in the
Middle East.

8) Some aredownplaying thisconcern by pointing to the fact that the most recent recessonwhich
coincided with an ail shock, in 1990-91, was much milder than the two oil-shock recessons
referred to above, and that thisis congstent with the view that recess ons are now milder than
in the past, even when caused by unanticipated externad shocks. However, the recession in

" Most of the widely used macro-econometric models, including the WEFA model, the DRI model, and others, have
short-term income multipliersin therange of 1.0-1.5. But this probably under states the multiplier effect of ahigher
level of unemployment benefits, because the marginal propensity to consume is higher for lower income groups,
where unemployment benefits tend to be concentrated.
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the early 1990s was part of a prolonged period of dow growth, or near-stagnation, which

beganin mid-1988 and continued through late-1992 -- average economic growth during that

period was among the dowest of any period of that length snce World War 11. Furthermore,
the effect on the macro economy of the Gulf War in the early 1990s was much smdler than
those in the earlier recessons referred to above, because there was a much smaller declinein

Middle East ail production, and smdler and moretemporary increasesin ail prices, inthelatter

period than during thetwo oil shocksinthe 1970s. And, of course, our dependenceon foreign

oil actualy declined in the 1980s because the earlier priceincreasestriggered widespread and
gzable energy conservation (this of course is now going in the other direction).

If anything, the period comprising the late 1980s and early 1990s is an example of why
unemployment insurance programs are needed, not one that would suggest the programs should
be scrapped or scaled back. It was characterized by relatively high unemployment, stagnant
wages, and widespread corporate downszing, which caused significant economic hardship. And
the current financid and economic crigsin Adais dready having szable spillover effects on the
United States economy -- the increase in the U.S. trade deficit in the firgt haf of 1998, reflecting
a sharp decline in exports to Asian countries, and risng imports from Asia, reduced overal
economic growth by 2 percent. And continued weakness in Asan economies and currencies,
coupled with the spreading of the crisis to Russia, Latin America, and other emerging markets,
suggests that the drag from trade could increase in the months ahead, substantidly increasing the
risk of stagnation or recessonin the U.S.

9) There are currently mgor domestic risks to the United States as well. First, the expansion
during the last eight years has partly been supported by an increase in consumer debt. While
debt levels do not gppear to be dangeroudy high, it isunlikely that consumers can continue to
finance as much new spending in the years ahead by borrowing as has been in the case in
recent years. Furthermore, any downturn that might be caused by other factors, such as
spilloversfromthe Asan crigs, could feed onitsdf as consumersareforced to curtall spending
to service debt, causing a deeper than would otherwise occur retrenchment in consumer
spending. Second, consumer spending has aso been supported by the rise in equity prices,
but as suggested by the sharp sdll off during the late summer of 1998, this could easly be
reversed -- this could cause additiona spending cutbacks. Findly, the global overcapacity in
numerous industriesthat hasresulted from the huge overinvestment in Asia, coupled with weak
domestic demand in most emerging markets and some other countries, islikely to undermine
the boom in capita spending which has dso fueled the U.S. expansion of the 1990s.

10) Another factor that strongly indicates a continued need for the unemployment insurance
programisthe il high leve of corporate downsizing and layoffs. Thisis shown in arecent
BLS survey?, the conclusions of which can be summarized as follows:

a) Despite hedthy economic growth, low inflation, and sharp increases in corporate
profits, 8 million job holders were involuntarily terminated during the 1995-97
period—this amountsto 1 out of 15 adult job holders.

b) While thiswas down from theratio of one of every 12 workersin the prior three-year
period (1992-94), itis<till consderably higher than inthelatter stages of the economic
expanson in the 1980s, when the ratio was 1 for every 18 job holders.

8 Worker Displacement, 1995-1997, U.S. Bureau of Labor Statistics, August 1998.
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c) The difference with past performance can be seen in another way -- downsizing
dropped very sharply over the course of the 1980s after ajump during the 1981-82
recesson. Permanent layoffs rose sharply again in the 1990-91 recesson, but then
failed to declinein the early years of the current expansion.

d) While there are many factors that account for the continued high rate of downszing,
the mega-mergers of recent years, the growing pressure on corporationsto meet Wall
Street quarterly earnings expectations, plant closngs as a result of declining markets
or competition, and the need to increase productivity in order to become more
competitive in the current price-congtrained environment gppear to be among the
Major Ones.

€) Permanent layoffs are no longer as concentrated in manufacturing as was the case in
the past, but have now spread to other industries and to white collar workers aswell.

f)  Only about three quartersof displaced workerswith three yearsof tenurein the period
of the most recent Bureau of Labor Statistics (BLS) survey found themselves re-
employed in full-time jobs as of the time the survey wastaken in February 1998, even
though some had been unemployed for as much asthree years.

g Average wages of those who were re-employed were 10 percent or more lower in
their new jobsrdativeto the earningsin thejobsthat they lost. And 25 percent of full-
timers actualy took a pay cut of 20 percent or more. Furthermore, while 55 percent
of the reeemployed earned as much as in their former jobs, this was down from 60
percent in the late-1980s.

These datanot only demondirate that the job market isless secure than in the past, but
that many victims of downgzing ill have a difficult time finding new jobs even when
unemployment isgenerally low, and that asignificant portion who do get re-employed take
agzableincomecut. Thishaspotentialy created therisk of deeper recessions, snceearly
and large job cutbacks could cause declines in spending, which may reduce profits
expectations even further, and aso suggests that there is now more job turnover and
churning even during economic growth periods than was the case higoricaly.

11) To the extent that unemployment insurance helps provide a vehicle for unemployed workers
to becomeretrained and acquire new skills, itisal so more essentia now than ever before. This
reflects the widdy hed view that asgnificant portion of recent job losses reflects the impact
of technology and trade, rather than business-cycle-rdlated declines in domestic demand.
Many workers who are now losing jobs have little prospect of becoming re-employed unless
they learn new job skills. This shows up in higher duration of unemployment and higher
exhaustion rates for unemployment benefits. Unemployment insurance programs can help in
this process, by effectively linking benefits with job training, and dso by providing a surviva
income to enable many individuasto return to school or enrall in training programs to better
prepare themsalvesfor the modern job market. This country hasawaysbelieved in providing
anopportunity for afresh sart. Itisfor thisreason that many of our public safety-net programs,
aswdl aspublic training programs, current bankruptcy laws, etc., are part of our economic
landscape.

In effect, the Unemployment Insurance program plays an important role over and above
its objectives of reducing cyclica unemployment and limiting persond hardship. It is a ussful
tool in dealing with structura unemployment aswell. Skill mismatchesmay not only contribute
to higher levels of unemployment, but, as indicated above, frequently result in longer periods
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of unemployment for many Americans, during which hardships compound very rgpidly, again
suggesting the need for programs that provide a safety net.

12) Andly, the negative supply-sde or incentive effects that severd critics of unemployment
insurance programs have cited are way off the mark:
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8) Unemployment insurance programsmay infact shift the distribution of incomefrom what would
otherwise occur, especidly in recessonary periods. But there is no evidence that the shift is
moving in the wrong direction -- quite the contrary, its purpose is to reduce income loss for
people who would otherwise suffer severe hardships during recessonary periods.
Furthermore, the arguments that payroll taxes that finance the system are passed on to
employeesin the form of lower wages, and that this is offsetting some of the cushioning effect
of unemployment benefits, are not proven.

9) There is no evidence to support the view tha the existence of unemployment insurance
programs has eliminated the need for precautionary saving, and in the process reduced the
persona saving rate. In fact, the saving rate has declined sharply over the last 20 years a a
time when unemployment insurance programs have been scaed back, the opposte of the
relationship aleged by the program’ scritics. Furthermore, many of the peoplewho aredigible
for unemployment benefits could not save more even if they wanted to becausether earnings
are relatively low -- cutting spending to save more as a precaution against becoming
unemployed would reduce dready low living standards, and itsdf could cause significant
hardship for these individuds.

10) With respect to the budgetary impact, while surpluses in the unemployment insurance system
are included in the unified budget, these surpluses are generdly too smdl to have a mgor
impact on the overdl budget, unlike the effect, for example, of the socia security trust funds.
Furthermore, these surpluses rise during expansion periods and fal during recessons, exactly
the type of counter-cyclical policy that tends to smooth out the business cycle over time.

Conclusions

The bottom lineis that arguments to support a phasing out or scaing back of the Unemployment
Insurance program are generaly weak. In fact, the opposite appearsto be the case. Fird, the business
cyceisnot dead. Second, structural unemployment is now a bigger problem in the United Statesthan in
earlier decades. Third, despitethelong expansioninthe 1990s, thereisno evidenceto suggest that asafety
net is less needed now than was the case earlier. Fourth, recessions cannot aways be forecast, nor can
policy actions dways be implemented swiftly enough to limit their depth when they occur, in view of both
the recognition lag and the lag between enactment of various stabilization actions and their effects on the
economy. The beauty of unemployment insurance isthat it kicksin when it is needed the most, does so
automatically, and has ardatively smdl impact on overal government spending.



V. EVIDENCE OF THE ABSOLUTE EFFECTIVENESS OF Ul
ASAN AUTOMATIC STABILIZER: A SIMULATION ANALYSIS

Overview

The preceding chapters have described the theory and empirical evidence of therolethat automatic
economic stabilizers play in mitigating the severity of fluctuations in the economy, and have discussed the
historicd evidence of UI’ scydlicd activity over time. Now the study turnsto more detailed demonstrations
to confirm that the Ul system has functioned as an automatic stabilizer over three decades, despite
undergoing subgtantid evolution during the period.

In this chapter, the focus is on absolute measures of UI's impact as an automatic sabilizer in the
macro-economy. Absolute measures are those derived from anadyzing only the characterigtics of the Ul
program itsalf to see more precisaly how they function in the economy over time. Severd aspects of the
program’s performance are andyzed to show how Ul financing acts as an automatic stabilizer on the
macro-economy, with expenditure and tax paternstha are srongly countercyclica.  The discussion of
UI’ sabsolute countercyclical effectivenessbeginswith evidence derived from the WEFA simulation mode!.
The mode’ s macro-economic Smulations of several sets of scenarios demondrate the impact of Ul in
dampening fluctuationsinthelevel of economic activity during recessons. These scenarios providealarge-
scale andytica framework that recognizes the complexities of fisca policy issues -- that is, they set the
actions of the Ul system within the broader patterns of the overall economy. The scenarios are based on
smulated recession conditions devised to depict key aspects of the countercyclicd effectiveness of the Ul
program. The modd includesan equation to represent unemployment insurance paymentsinthe smulation
series (see Appendix A, p. 92, for detalils).

The WEFA smulations present a macro-economic picture of Ul’s performance. Next, that
performance is depicted through the lens of higtorical Setigtical evidence. Then Smple aggregate Satistics
are rendered to measure certain obvious events seen in the data. In addition, a descriptive equation is
estimated to quantify the observationsand provide apreiminary estimate of the magnitude and significance
of theresults, aswell asther Satistical probability.

The analysis of absol ute effectiveness concludes with an examination of UI” scomponent programs
on adisaggregated basis, to assessther individua contributions to economic stabilization.

Boththe WEFA and the other abbsol ute measures presented assessthe performance of theprogram

in attaining its goals and objectives as an automatic abilizer, as well as changes in the program’s
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performance over the last severad decades. The econometric techniques used produce a variety of
evidence, including graphica depictions of events, datigtica results from single equations, and smulation
results. The counter-factual smulation results generdly cover multiple time periods and the presentation
of the impacts reflects several measurement perspectives.

M acr o-econometric Simulation Modeling

The modding approach follows von Furstenburg' s paradigm for andyzing fiscd policy impacts at
the macro level. According to this approach, usng a macro smulaion modd alows the andyssto have
an architecture that controlsfor exogenous shocksin the economy that can bias sudieswith less complete
andytica formats. The WEFA modd provides a robust and complete framework that reflects the
complexities and interrdlated economic and financid linksin the U.S. economy.

The macro smulation framework alowsthe andysisto evauate the impacts of the Ul program on
the economy under a variety of scenarios. Each scenario includes a basic premise about the events it
reflects, to which is added a set of measurements about the impacts of Ul under the specified conditions.
The objective of the smulaion modeding exerciseisto evauate the countercydlicd effectiveness of the Ul
program, by depicting the magnitude of the impact of Ul expenditures and taxes on the level of economic
activity.

The WEFA Modél

WEFA'’s Quarterly Modd is alarge-scale macro-econometric model of the U.S. economy. The
modd reflects current macro-economic research. It has Keynesan characterigtics in the short run,
monetarist characterigticsin the medium run, and operates as aneo-classca growth modd inthelong run.
WEFA staff has used up-to-date econometrics and economic theory to specify and estimate the modd.
(See Appendix B, p. 93, for more details about the WEFA model.)

The WEFA smulation modd provides a convenient method to assess the countercyclica
effectiveness of the Ul program. It isused isto evauate the magnitude of theimpacts of Ul expenditures
and taxes in reducing fluctuationsin the leve of red GDP, aswell as how the magnitude has changed over
time.

Structure of the Smulations

The smuldions illudrate the countercyclica effectiveness of the Ul program as an autométic
gabilizer. Scenarios are analyzed that demonstrate how the Ul program reduces fluctuations in the level
of red GDP, especidly during recessions.

Counter-factual Smulations
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The counter-factua Smulationsare based upon aset of scenarios designed to show the dampening
effects of the Ul program on fluctuations in the level of red GDP. Two varieties of counter-factua
smulations are examined. Each one presents results about UI’s countercyclica effectiveness.

Past Recession Episodes

Past recession episodes in the last 30 years are examined using a counter-factua premise about
Ul. It evauates the €effects on the economy that would have been observed if the Ul program did not
respond to the decline. That is, it examines what would happen to red GDP if the Ul program were not
an autométic stabilizer and did not provideincreasesin benefit expenditures and reductionsin Ul taxesthat
respond to economic downturns.

Monetary Shock Experiments

The counter-factua simulations examine the hypothetical effects of a recesson induced by a
monetary shock. A two percent reduction in non-borrowed reserves is phased in over four quarters and
the impactsinduce arecesson. This monetary shock is repeated over the smulation period once every
fiveyears.

Non-borrowed reserves are a key policy instrument of the Federal Reserve Bank. The induced
recesson is then compared to the basdine, given that the Ul system is dlowed to operate via the Ul
equation. Thisresult is compared with the aternative scenario, where the red level of Ul is not changed
from the obsarver levels.

Chapter V —Table 1

Recession Dates

Peak (Beginning of Recession) Trough (End of Recession)
December-1969 February-1970
November-1973 March-1975

January-1980 July-1980
July-1981 November-1982
July-1990 March-1991

Past Recession Counter-factuals

One set of counter-factua smulationscomparesactud recessonresultswithamulationresults. The
economy has goneinto recession five times since the mid-1960s, asshownin Table 1. For each recession,
the smulations assumed that Ul benefits did not respond as they actudly did, and grew at the rate of

inflation over the period. Under these circumstances, persona income and consumer spending were both
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lower in the counter-factua Smulation than during the actua recesson.

The recessonsdiffer in length and severity, soit is not appropriate to compare the counter-factua
amulations in terms of actual GDP losses. Ingtead, Table 2 (p. 62), below, is congtructed from the ratio
of the reduction in real Ul benefit payments to the reduction in real GDP in each recesson when Ul
expendituresarefrozeninred terms. Thisprovides an estimate of the multiplier effect of each dollar of red
Ul benefits during each of these recessionary periods.

The table shows a somewhat surprising result: that the impact of a dollar of red Ul benefits
payments has not necessarily declined over time. While the pattern over time differs from recession to
recesson, the maximum impact is as high or higher in the 1990 recession asin previousrecessons. There
does not appear to be any faling off in the " bang for the buck” of the unemployment insurance system over
this period.

Chapter V —Table 2

Ratio of Lost Ul Benefitsto Lost GDP by Recession

Recession
Quarter 1969 1973 1980 1982 1990
1 0.02 0.03 0.15 0.12 0.14
2 0.11 0.13 0.18 0.14 0.16
3 0.14 0.14 (0.05) 0.18 0.18
4 0.15 0.15 0.10 0.20 0.20
5 0.18 0.17 0.16 (0.09) 0.25
6 0.20 0.22 0.22 0.09 0.24
7 0.22 0.27 0.03 0.16 0.21
8 0.23 0.34 0.13 0.21 0.25
9 0.26 0.44 0.17 0.25 0.31
10 0.25 0.52 0.18 0.29 0.35
11 0.26 0.59 0.22 0.32 0.40
12 0.24 0.59 0.25 0.31 0.39

Monetary Shock Experiments

WEFA smulated a set of monetary experiments based on those described in the Metrica study,
“The Cyclicd Effects of the Unemployment Insurance (Ul) Program” (Unemployment Insurance
Occasional Paper 91-3, p. 72). Theseare designed as atwo percent reduction inthelevel of nonborrowed
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reserves over four quarters. The model assumed that the level of non-borrowed reservesfell an additiona
0.5 percent from the basdine in each of the first quarters of each smulation, and that the level of
nonborrowed reserves remained exactly two percent below the basdline levd for the remainder of the
amulation.

Counter-factual Smulations of thistypewererun a five-year intervals sarting in 1972, and solved
the modd for five years. In each case, two smulaionswererun. Thefirg assumed that the Unemployment
Insurance program operated according to the Ul program equation [A-1] (see Appendix A, p. 92). The
second assumed that Ul payments would Smply rise at the prevailing rate of inflation (so that the risng
unemployment from the monetary tightening would have no impact on Ul benefit payments).

Figure 1, below, compares the results for each of the shocks. To obtain the percentagesin Figure
1, GDPlosswas compared with the Ul program operating and without the program. In all cases, the GDP
loss was larger without the Ul program. The figure shows the reduction in loss (given the monetary
experiment) of GDP associated with the operation of the Ul program. Thus 20 percent shows that GDP
fdl 20 percent less when the Ul program was operating. Note that the shock takes severa quarters to
affect the economy, so the large percentages recorded in the first few quarters should be ignored.

Chapter V - Figure 1




The figure shows that the impact of the Ul program has declined only dightly over the past 20
years. In the 1977 and 1982 smulations, the Ul program reduces the lossin GDP by 13 percent. This
fallsto about 6 percent in 1987, but rises again to the 10 percent level in 1992. The figures suggest that
there has been little fdling off in the countercyclica properties of the unemployment insurance system
over this period.

The smulation results for five replications of the counter-factual s mulation gppear in Figure 2,
below. The monetary shock isinduced in five periods (1972-76, 1977-81, 1982-86, 1987-91 and
1992-96) and the counter-factua impacts of the Ul scenarios are examined. In one instance, red Ul
benefits are determined endogenoudy by the Ul equation [entitled Ul On], while in the other, the redl
Ul benefits remain equd to the basdline levels [entitled Ul Off].

The figure shows the difference in redl GDP from the basdline for each scenario. It is gpparent that the
Ul program dampens the fluctuations in GDP in each of the five counter-factud recesson replicates.

The effects seem strongest at the trough of the recession.

Chapter V - Figure 2

Ul Impacts on Real GDP Due to Monetary Shocks
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Averaging the effects of the five counter-factua recession simulation replications provides
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another view of theimpacts. The average impact of the five replicates gppears in Figure 3 (p. 65)
below. The figure shows that the Ul program offsets the decline in rea GDP throughout the 20
quarters of redl GDP decline induced by the monetary shock (the 2 percent decline in non-borrowed
reserves continues during the entire smulation).

After 15 quarters, the economy begins to recover in each scenario. Each counter-factual
smulation replicate ends &fter five years and is replaced by the next replicate. Asthe figure shows, the
declineinred GDP is reversed as recovery begins.

The percentage of real GDP loss offset by the Ul program in each of the five counter-factua
scenario replicatesis shown in Figure 3. Differences in the business cycle adjusments to the monetary

shock result in the different paths of recovery shown in the graph.

Chapter V - Figure 3

Average Difference In Real GDP from Baseline
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The average percentage of real GDP offset by the Ul program appearsin Figure 4 (p. 66) below.
The impacts of the monetary shock take five quarters to fully take effect and the economy’s recovery
adjustmentsoccur over alonger period. Hence, the measurement of thefull impacts might best be assessed
over the entire smulation period.
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Chapter V —Figure 4

Percent of Simulated GDP Recession Loss Offset by Ul: Average
of All Monetary Shock Scenario Replicates
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Over dl five counter-factud smulation replicates, Ul expenditures offset an average of about 15
percent of the changein red GDP. Using an unweighted average of each quarter, the Ul program offset
16.43 percent of the loss in real GDP over the five periods; the weighted average offset (adjusts for
changes in Ul and the economy since the 1970s) is 13.21 percent of real GDP.

Multipliers

Theincomeexpanson multipliersfor each of themonetary shock experiment’ sasmulation replicates
appear in Table 3 (p. 67), bdow. During each of the counter-factua smulations, the impact of the Ul
programleadsto asignificant countercyclica effect onreal GDP. Theaveragemultiplier is2.15 and ranges
from 1.54 to 3.07. Thismeansthat each Ul benefit dollar going to aclamant ultimately expands overal
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GDP by between $1.54 and $3.07. The average growth in overal GDP generated by a dollar of Ul
benefitsis $2.15.

Chapter V —Table 3

Income Expansion Multipliers and Job Impacts

Multiplier Summary | Unadjusted Jobs
1972-76 3.07 4.13 150,385
1977-81 1.78 2.33 205,276
1982-86 2.38 7.06 122,852
1987-91 1.65 2.57 47,747
1992-96 2.48 2.92 47,921
1997-01 1.54 2.39
Average 2.15 3.56 131,565

The multiplier values are quite sengtive to the number of time periods included in the smulation
episode. If three of the outlier quarters are excluded from the measure, the volatility of the multipliersis
dramaticaly reduced. Since the amulation replicates are phased in over severd quarters, most of these
outlier quarters occur during the phase-in of the monetary shock and it is probably best to exclude
them.

The adjusted vaues of the multipliers gppear in the first column, while the unadjusted multipliers
gppear in the second column.  Using these multipliers as empirica proxy measures for the
countercyclica effectiveness of the Ul program, the recession of the 1990s appeared to have had the
mogt effective impacts since the recession of the 1970s. However, the dynamic stability of the model
and the architecture of the smulation scenarios may be causing unintended effects and thisissueisthe
subject of future research.

The jobsimpact dso appearsin Table 3. The average peak annual job savings during arecession
replicateis 131,000. However, thereis significant variance and the jobs impact appears to have declined
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in the 1980s and flattened out in the 1990s.
Current Recession Simulation

A “what-if” amulation was run to determine the importance of the unemployment insurance system
inarecession under current conditions. The exerciseis based on WEFA' s globa recession scenario from
November 1998. This scenario, used for planning purposes by WEFA' s corporate subscribers, assumes
that foreign economies dow considerably in 1999 and tha the U.S. economy suffers from a significant
recessionbecause of theforeign dowdown. Asaresult of therecession, unemployment insurance payments
in 1992 dollars jump to about $40 billion from $18 billion at the end of 1998.

The smulation used the same recesson assumptions, but assumed that unemployment insurance
payments grew only at the rate of inflation to create a second recession scenario. Table 4, below,
compares the difference in real GDP between the WEFA recession (with the Ul program) and the
scenario without the Ul program. The table shows that by the middle of 2000, the Ul program would
pump about $10 billion to $15 hillion in red income into the economy, income that would not get into
the hands of consumers without the existence of the program. The impact on GDP is delayed somewhat
(because of the lag between the receipt of income and its impact on spending in the mode). However,
by 2001, the additiona $25 hillion in Ul benefits payments raises GDP sgnificantly.

Chapter V — Table 4

GDP and Red Ul Benefit Impact
WEFA Recession vs. No Ul Program Scenario

Ul Benefit Payments Ratio, GDP to Ul
Quarter GDP Difference Difference Bendfits
1999 Q1 0.0 (0.2) 0.1
1999 Q2 (0.1) (0.4) 0.2
1999 Q3 (0.3) (1.2 0.2
1999 Q4 (0.7) (3.0) 0.2
2000 Q1 (1.5) (5.9) 0.3
2000 Q2 (2.8) (10.2) 0.3
2000 Q3 (4.5) (15.3) 0.3
2000 Q4 (6.4) (20.3) 0.3
2001 Q1 (8.1 (23.9) 0.3
2001 Q2 (9.3) (25.2) 0.4
2001 Q3 (9.9) (23.8) 0.4
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| 2001 Q4 | (10.1) | (20.7) | 05 |

However, the current study focuses on the total macro-economic stimulus represented by al Ul
expenditures during recessions (including UI’ s extended and supplementa benefits programsaswell asits
regular benefits program). To assess that overd| stimulus, the current study analyzes for the firgt time the
aggregate economic impact of al threetiers of Ul benefits (regular, extended, and supplementa), as well
astheindividua economic stimuli provided by the supplementa benefits programs enacted during the last
three recessons. Therewere mgor discontinuitiesin the historical data.on extended benefitsin the Metrica
data sets, and the study did not include data on the supplementa Ul programs.

| naddition, thetwo studiesused different econometric models, with different structuresand inherent
multipliers, dthough it is difficult to quantify the precise effects of these factors. Part of the difference dso
may be explained by the fact that Metricameasured U’ s cushioning effect based on one data point during
each recesson. The current study uses an average of data points over time, considering that a more
effective gpproach. Thefindings of thisstudy arein fact more congstent with the findings of prior analyses
-- for example, those of von Furstenburg (1976), de Leeuw, et a (1980), and McGibany (1983).

Other differences between the two studies include the economic specification for the benefit
equation used in the smulations, the use of GNP in Metricaand GDPin the current sudy, and the fact that
more timely and complete data sets were available for the current study.

Other Absolute Measures of the Effectiveness of Ul

The WEFA model demongtratesthedynamicsof UI’ seconomic stabilizationrolewithinthemacro-
economy over time. The fundamentas of this macro-economic model may aso be described by asngle
descriptive equation that relates the Ul stimulus to fluctuationsin GDP. ThismeasuresUI effectivenessin
absolute terms by measuring itsimpact on changesin GDP in percentage terms.

Chapter V - Figure 5
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Therole of Ul asan automatic stabilizer isvisudized in Figure 5, above. For the purposes of the analyses
here and in Chapter VI, aUl characterigtic caled “Net UI” isgpplied. Net Ul inthis study dwaysrefers
to total Ul benefits (regular, extended, and supplementa) less employer-paid Ul taxes. Recent levels of
Net Ul financid flows may be compared to changesin GDP during three recessonsin the 1970s, 1980s
and 1990s. Both measures are four-quarter moving averages presented in real 1992 dollars per quarter,
with GDP lagged three quarters. A four-quarter moving average (using the prior four quarters) is adopted
to adjust for seasond fluctuations that could distort the underlying economic parameters. The phase
adjusments in GDP (three-quarter lag) are made in this anadlys's because the single equation specification
requires a contemporaneous relationship between the right-hand-side and the left-hand-side variables.
Figure 5 clearly demondirates that there is a difference between the pesks of Net Ul and the troughs of
changesin GDP. Countercyclical impacts of Ul are obvious: Net Ul flows peak during recessions and

Net Ul vs. Delta GDP [lagged 3 quarters]
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decline during booms, 999999999

In Figure 5, the magnitude of the differencein the change in GDP from pegk to trough is measured
in each of the last three recessions. For example, in the 1970s the magnitude of the peak-to-trough

difference in the change in GDP is $24.65 hillion. Deta GDP is te firg difference in the four-quarter

moving average.
Chapter V —Table5
Ratio of Changein Net Ul to Changein GDP
Recession |Peak to Trough Change ($Billions) Net Ul | Ul Benefits
Net Ul Delta GDP Ul Benefits Ratio Ratio
1970’s 7.69 24.65 7.50 0.3119 0.3041
1980’s 7.11 21.59 7.52 0.3291 0.3483
1990’s 6.9 20.64 7.28 0.3345 0.3529

Quantification of these patterns may be seen in Table 5, above, which presents the ratio of the
change in Net Ul (from pegk to trough) to the change in GDP (from pesk to trough) in the last three
recessons. TheNet Ul ratioisan empirica measure defining the relationship between the severity of GDP
downturns and Net Ul program financia expenditures (macro-economic countercyclical stimulus). (Net
Ul ratio = peak-to-trough change in Net Ul expenditures/peak-to-trough fluctuation in the changein regl
GDP.) Net Ul is not first-differenced, since it aready represents achangein fiscal spending.

The datain thetable show that in the 1970s, the peak-to-trough changein Net Ul paymentstotaled
$7.69 hillion -- representing 31.19 percent of the magnitude of the pesk-to-trough differenceinthe change
in GDP. Inthe 1980sthis ratio increased to 32.91 percent, and in the 1990s the ratio increased dightly
to 33.45 percent. Table 5 also shows the same ratios for Ul benefits alone, with the same patterns
emeaging. Despite the measure' s crudeness, the ratios suggest that over the three recessionary periods
examined, the Net Ul countercyclicd stimulus may have played agrowing rolein mitigating the severity of

999999999 T j||ustrate the delta GDP variable, suppose GDP is $8 trillion annually, or about $2 trillion quarterly. If a recession of
extraordinary severity were to lead to a 2 percent reduction in GDP per quarter, this would amount to a $40-billion quarterly decline in
GDP (Delta GDP= -$40 hillion). For comparison, at the peak of the 1990’ s recession, the second quarter of 1992, annualized Ul benefit
expenditures exceeded $40 billion.
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GDP downward fluctugtions.

This peak-to-trough ratio is descriptive -- based on the visudi zation of the countercyclica patterns
inFigure 5. Theratio does not offer any consstent, rigorous, conceptua measure of effectiveness. It isa
quantitative counterpart of the correlation depicted in the graph, but does not provide any assessment of
the countercyclical impacts of Ul rdative to changesin GDP.

A Descriptive Equation for the Absolute Measure of Ul Effectiveness

To determine the atistical Sgnificance of the effectiveness of Ul using the absolute measures
discussed above, adescriptive equation is established that estimates the level of Net Ul (total Ul benefits
lessemployer-paidtaxes). Theequation[1], below, describesNet Ul expenditures controlling for changes
in GDP, and includes right-hand-sde dummy variables for each of the three supplemental Ul programs
enacted since the 1970s. It shows how Net Ul responds to changes in GDP and the effects of the
supplementa programsduring recessions. Theequationisestimated using quarterly datafrom 1971 through
the last quarter of 1998:

NetUl = a + b* Delta GDP + c1* D_FSB + c2* D_FSC + c3* D_EUC [1]
194 -170 333 940 314
(9.22) (10.99) (9.35) (3.24) (9.06) (t- tatistics)

R?=.79 F=91 df=100

where:  NetUI = Ul benefits—employer-paid Ul taxes
four-quarter moving average
Delta GDP= changesinrea GDP (annual four-quarter moving
average, lagged three quarters)
D_FSB = Dummy variable measuring the impact of FSB
= 1if FSB supplemental funding in effect; O otherwise.
D _FSC = Dummy variable measuring theimpact of FSC
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= 1if FSC supplemental funding in effect; O otherwise.

D EUC = Dummy variable measuring theimpact of EUC
= 1if EUC supplemental funding in effect; O otherwise.

The results are robust. Every coefficient is Sgnificant and has the expected Sgn. The coefficient
on the change in GDP is -.170, suggesting that over the period examined, on average, every one dollar
quarterly movement in the change in GDP was associated with aquarterly movement of 17 centsin the Ul
program (benefits less taxes) in the oppodte direction. Further, during the quarters they were operative,
the FSB program added net outlays of $3.33 billion, the FSC program $0.94 billion, and the EUC program
$3.14 hillion each quarter. (The vaues in parentheses under the coefficients are t- detigtics) The
coefficients of each of the supplemental programs suggest that the effectiveness of the Ul program declined
in the 1980s -- relative to the 1970s -- but exhibited an increase in effectiveness in the 1990s, &t least in
terms of expenditure levels (contralling for changesin GDP).

Theseresultsare descriptive only; they do not provide the theoretical rigor of the smulation modd.
Nor is the relaionship depicted a proxy for the percentage decline in GDP (cited in Ch. IV —Table 1).
Rather, these results show UI’ s performance relative to the pace and depth of GDP decline -- that is, the
severity of arecesson. But they use red rather than smulated data and are quantitative counterparts of
the visual evidence presented in the preceding graph.

While the smulations and the equation represent wholly separate tests of Ul’s effectiveness as a
dabilizer, it is notable that the equation’ s results are Satigticaly sgnificant aswell assurprisngly smilar to
the results of the smulations. That is, the coefficient on Delta GDP is smilar to the results obtained in the

smulations,

Permanent and Temporary Ul Programs. Regular, Extended and Supplemental

If the permanent and temporary Ul programs have similar effectiveness, adollar of regular benefits
should have economic impacts smilar to those of adollar of extended or supplementa benefits.

This analyss examines the permanent and temporary Ul programs separately to see what
amilarities and differences exist with regard to their impact on the economy. The equation used in the
WEFA econometric smulation model provides a specification to estimate separate equations for each of
the Ul programs. This equation provides measures of each program’s effectiveness and the Satistical
sgnificanceof parametersfor testsof hypothesesabout the s milaritiesand differencesamong the programs.
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Empirical Evidence about the Permanent and Temporary Ul Programs

This gpproach to the empirica andyss of the Ul mode uses aform of the Ul equation from the
econometric model used for the counter-factua (what-if) smulations. The labor equation for the whole
programin the larger econometric mode provides aconvenient template to mode each component of the
permanent and temporary Ul programs (Regular, Extended, and Supplemental).

The labor equation shows that:

B* =a* U [2]

where: B* = red Ul benefits
proxy for the number of insured unemployed

U* (TWW)

tota unemployed

taxable wages

total wages.

constant term

= eadicity of benefits with respect to the

S%EQCEE
I

number of insured unemployed

The coefficient on the number of insured unemployed [b0] is an dadticity term that describes the
responsiveness of Ul benefits to changesin the levd of insured unemployed. The dadticity is defined as
the percentage change in Ul benefits divided by the percentage change in the number of insured
unemployed. This coefficient is significant a the 99 percent level of confidence, andisequa to .98 for the
total program, 1.00 for the regular program, 1.06 for extended benefits, and .97 for the temporary
supplementd program.

For each of the permanent and temporary Ul programs, the same specification is used. The
variables U (tota unemployed), TW (taxable wages), and W (total wages) are used in the equation for the
amulation model. These variables, when taken as a product term (shown in the equation as the variable
IU), represent aproxy variable for the number of insured unemployed. Since these dataare not available
for the individud Ul programs, the actua levd of insured unemployed isused for each individua program.

A st of gatigtical hypotheses is specified to examine the smilarities and differences between the
overal Ul program and the individua program components of Ul. One expects to find that the program
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characteristicsthat creste economicimpactsarequite smilar, dthough timing differencesintheir gpplication
are anticipated. Public finance theory would suggest that adollar of expenditure of each program leadsto
smilar impacts, but that the effects of each program are additive when they operate contemporaneoudy.

The results for the Ul program labor equation and the temporary program equations gppear in
Table 6 (next page). The estimators for the parameters are shown along with their t-statistics. The R? for
each equation is dso shown aong with the corresponding F-gatistic and the degrees of freedom. The
equation results show that each of UI’s component programs (regular, extended, and supplementa) and
the totd program dl exhibit the same degree of responsvenessto the leve of insured unemployed.

Chapter V - Table 6
Ul Equation Results

Left-Hand Side a b
Variable
Total coefficient | -3.36 0.98
[2-1A] t-ratio (-9.88) (42.14)
R2=0.95
F=1775.41
df=103
Regular coefficient | -3.62 1.00
[2-2] t-ratio (-7.66) (30.64)
R?=0.90
F=938.71
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df=103

Extended
[2-3]

coefficient
t-ratio
R?=0.99
F=7459.32
df=94

-4.98

1.06

(-38.40) (86.37)

Supplemental
[2-4]

coefficient
t-ratio
R?=0.98
F=2100.77
df=49

-3.55

0.97

(-14.68) (45.83)

The estimations shown above usetheleve of insured unemployment on theright-hand side, insteed
of the proxy variable used in the Ul dmulation equation. Equation [2-1A] represents the equivaent
specification, and when estimated over the same time period, the results are smilar (see Appendix D, p.

101, for details).

The use of the levd of insured unemployed in the equation alows for estimation of each the Ul
equations for each permanent or temporary Ul program.

Table 7, below, presentstheresultsfor thetests of hypotheses about the smilaritiesand differences
of the permanent and temporary Ul programs, relative to the overall program. As can be seen from the
test satidtics, (F critica value of 1.25) thereisno evidence at the 95 percent level of significanceto suggest
the key program parameters (the exponent term “b” in equation [2]) are different. Thus, it appears that
boththe permanent and temporary Ul programs conform to the same specification, which explainsthelevel
of benefits for each Ul program as afunction of the number of insured unemployed in that program.

Chapter V — Table 7

Coefficient Equivdence Tedts
al=a2 |al=a3 |al=-a4 | a2=a3 | a2=a4 |a3=a4
0.93 0.67 0.95 1.38 0.98 1.40

F crit. = 1.25 (98%)
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bl=Db2 | b1=b3 | b1=b4 | b2=b3 | b2=Db4 | b3=b4
0.98 0.92 1.00 1.07 0.98 1.09

The congtant term “&’ for each Ul program does exhibit significant differences a the 95 percent
level of sgnificance. Theseresultsare expected due to the magnitudes of the different programs, thetiming
of their application during the recessons studied, and the specification of the Ul equation.

The findings suggest that the relaionship between Ul benefits and the number of insured
unemployed is virtudly the same for each of the Ul component programs and the Ul program asawhole.
The precisetest of thisclamisshowninthetest gatigicsin Table 7. The F Satistic for thergection of the
clam that the coefficients are the sameis 1.25 at the 98 percent level of confidence. In each casefor the
eladticities, thetest statigticislessthan the standard for acceptance of the null hypothesisthat the coefficients
differ. That is, the severd dadticities are not datisticaly different. Theintercept terms do show significant
differences, and these are aitributed to differences in program timing, magnitude, and structure.

Thesereaultsindicatethat the permanent and temporary programsof Ul aresmilar inthelr impacts.
The anadyss in the WEFA smulations assumes that the macro-economic effects of the Ul programs are
cumulative and that each dollar of regular, extended and supplementa benefitsisaggregated to form atotal
impact. It is reasonable to expect that the dollar impact of each program -- the multiplier -- is virtudly
identical but thet their individud effect is cumulative.

Conclusions

The conceptud analyss and empirical evidence presented in this chapter suggest that the Ul
program has exhibited an increase in effectiveness during the 1990s. The recent improvement in
effectiveness was measured in absolute terms. The andys's suggested that U’ s effectiveness declined in
the 1980s, relative to the 1970s, and has since rebounded. The evidence of the WEFA modd smulations
shows that between 13 percent and 16 percent of the decline in real GDP is offset by the Ul program.
These results were obtained using five counter-factua recession smulations-- wherethe Ul program was
alowed to perform according to the Ul equation -- compared to the same ssimulation with thelevels of red
benefits of the Ul program left unchanged from their observed basdlines.

The historical evidence was strengthened by estimating a single descriptive equetion. The
datidicdly sgnificant results showed a corrdation of the net Ul program expenditures offset about 17
percent of the pace and depth of GDP decline in recessions.
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Inthe Ul program equations based on the WEFA econometric model, the regular, extended, and
supplementa Ul programs were not shown to exhibit any satisticdly significant differencesinther benefit
eladicities. The congant termsdid display Satisticaly significant differences due to the varied magnitudes
of the programs, the timing of their gpplication, and the selection of the mathematical form of the Ul
equeation.

V1. EVIDENCE OF THE RELATIVE EFFECTIVENESSOF Ul
ASAN AUTOMATIC STABILIZER FOR THE U.S. ECONOMY

Overview

One way to look at the question of how effectively the Ul program performs as a sabilizer isto
compare its economic patterns with those of another mgjor automatic stabilizer in the U.S. economy. In
other words, if Ul helpsto dampen the severity of economic fluctuations, how effectiveis UI’ s dampening
actionrelaive to another component of the economy that issaid to play asimilar but even more significant
role?

The analysis presented in this chapter uses changes in Federd tax receipts (includes dl forms of
Federd tax receipts) asthe point of comparison. Federd tax receipts are generdly understood to be one
of the economy’ s primary autometic sabilizers: That is, reductions in taxationhave astimulative effect on

income and spending, while tax increases dampen economic growth. Furthermore, the heavy rdiance on
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income taxes has an autometic dabilizing effect because tax ligbilities automaticaly go down in recessons
and risein expansion periods. The changesin Federd tax receipts over timethus provide abasdine against
which the rlaive impact and effectiveness of Ul benefits over the same period can be measured. This
approach follows von Furgenburg’ s measurement technique, which used counterfactud smulation of full-
employment GDP to measure the impacts of the Ul program with comparisons to changesin Federa tax
receipts.

Inexamining Ul s effectiveness relative to changesin Federd tax receipts, the andysis gppliesthe
comparison separately to Ul s permanent and temporary programs. The permanent Ul programsinclude
Regular Benefits(RB) and Extended Benefits(EB). Thetemporary programsinclude Federal Supplemental
Bendfits (FSB) in 1974-75, Federal Supplemental Compensation (FSC) in 1982-86, and Emergency
Unemployment Compensation (EUC) in 1992-94. The analyss presents measures of the contribution of
each permanent and temporary program to the effectiveness of the entire Ul program and examines the
gmilarities and differences between them. (The sources and method used to derive FSB levels are
explained in Appendix E, p. 100.)

A smple conceptud framework is devel oped to show how the importance of the Ul program has
changed, and empirical evidence is presented to show how the role of the program has evolved in recent
decades relative to that of the Federal tax syslem. The changes in Federd tax receipts depicted in this
review may be dueto changes attributed to stabilization policy, discretionary tax changesor other statutory
changes outside the scope of this study, aswell as those caused by shiftsin thelevel of economic activity.
Relative M easur es of the Effectiveness of Ul

The question of whether UI’ srolein stabilizing the economy has changed rel ativeto the sabilization
role played by changes in Federd tax receipts was not the principa focus of this andyss initialy. But
evidence that sgnificant change has taken place over timein the relationship of Ul to Federd tax receipts
emerged during the course of the study. The evidence suggests that UI’s importance as an automatic
stabilizer in the economy is growing more pivota rather thanlessso.  Thefallowing discusson examines
how the importance of Ul may be offset by recent factors affecting persond tax receipts, including the
progressvity of tax rates, the trestment of capitd gains, and the increasing importance of Socid Security
taxes.

Table 1 (p. 80) shows the changesin Federa tax receipts from pesk to trough as well as changesin Net
Unemployment Insurance (Net Ul) from peak to trough for three recessions in the 1970s, 1980s and
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1990s. Net Ul isthe difference between Ul benefits and Ul employer-paid taxes. (See Appendix F, p.
102, for explanation.) The datain the table show that in the 1970s, theratio of the peak-to-trough change
in Federa taxes to the peak-to-trough difference in the change in GDP was .427, meaning that 42.7
percent of the peak-to-trough difference in the change in GDP (see Ch. V - Figure 5, p. 70) wasrelated
to the change in Federd tax receipts, including Ul. In the 1980s this ratio increased to .557, or 55.7
percent of the peak-to-trough change in GDP, and was dramatically reduced to .202 in the 1990s.

The data in the table suggest that the effectiveness of the Federa tax system as an automatic
dabilizer in the economy has declined in recent years The decline in the Federd tax ratio in the 1990s
showsthat tax receiptsdid not exhibit the countercyclica characterigtic they had inthe prior two recessions
—that is thefiscd simulusanticipated never materidized. Meanwhile, asthefindingsin Chapter V indicate,
UI’ s effectiveness remained intact.

Chapter VI - Table 1

Peak-to-Trough Changes
Recession|Peak to Trough Change Fedtax | Ul Bene-
($Billions) fits
Fed | DetaGDP |UIl Benefits| Ratio | To Fed
taxes Tax
1970s 10.53 24.65 7.50 0.4272 | 0.7118
1980s 12.02 21.59 7.52 0.5567 | 0.6256
1990s 4.17 20.64 7.28 0.2018 | 1.7489

Theratio of the peak-to-trough changein Ul benefitsto the pesk-to-trough differencein the change
in Federa tax rece pts provides even more compelling evidence of the need to maintain Ul asan autométic
dabilizer. In the 1970s, this ratio was .712; in the 1980s it declined to .626; and by the 1990s, it had
dramaticaly increased to 1.75. This meansthat in the 1990's recession the Ul program accounted for 75
percent more fiscal stimulus than the Federd tax system -- aleve of rdlative importance greater than any
period in the last three decades. Inthe 1990s, the bulk of the* heavy lifting” for automatic stabilization now
restswiththe Ul program, despitethelong-term declinein recipiency rates (which leveled off in the 1990s).

In the next section, a theoretical or conceptud framework is presented to demonstrate the
interaction between tax receipts and autometic stabilization within the economy.

A Conceptual View of Changesin the Federal Tax System’s Effectiveness

Progressve Federd tax rates provide “built-in” automatic stabilizers that change Federd tax
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receiptsin acountercyclica fashion. During recessions, changesin Federd tax receipts declinefaster than
the drop in income; during booms, they grow faster than the increase in income.  This feature of Federd
tax policy provides an effective automatic stabilizer.

The Federd tax structure has changed due to a number of factors. Statutory changes, such as
those related to the declining progressvity of taxation at the upper end of the income ditribution and the
treatment of capita gains, have diminished progressivity. These changes can be observed. But the purpose
of this demondtration is not to examine the determinants of tax policy changes or the merits of a debate
about Federd tax policy. Rather, theimpact of the changesin Federd tax receiptsrepresents an important
reference point to establish in reation to the overdl role of Federdl automatic stabilizers in the economy.
The Recent Evidence

In Figure 1 below, changes in the level of Federal tax receipts are charted dong with the net
financid flows of the Ul program (Net Ul). The countercyclica effect of Federa tax policy is apparent
during the three recessionary periods (including alag of three quarters). In each recession period, changes
in Federd tax receipts “spike” downward -- clearly illugtrating the countercyclical effects of the Federd
tax system. The net Ul injections move in the opposite direction. It is important to note that the Ul
measure is an imperfect proxy for receipts. It excludes changes in gate trust fund balances and ignores

borrowing from generd revenue.

Chapter VI - Figure 1

82



Net Ul vs. Delta Fed Tax [lagged 3 quarters]
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The evidence of the tax effect is depicted as the difference in the peaks and valeys of the Net Ul
and changesin the Federd tax variable, respectively. Thisdifferenceisinterpreted asaproxy for the total
public finance injections of countercycdlica funding to sabilize the economy during a downturn.  As the
above graph indicates, the difference has draméticaly declined during recent recessons. Changesin the
Federd tax structure gpparently resulted in an effect on tax receipts such that only the rate of increase of
taxesfell in the 1990s recession (the change in taxes did not become negative and thus afiscd tax stimulus
did not result). Thisfinding is preiminary in nature; it does not offer any firm proof but does point to the
possibility that the persond tax dructure is acting less effectively as an automeatic stabilizer.

The Ul measure used in this andysisisthe changein Net Ul (defined asthe difference between Ul
benefits and taxes). However, the Federa tax measure includes only the receipts. 1t would be interesting
to look at avariable that takesinto account thelevel of Federal income support or transfer payments other
than Ul (such as SSI, Medicare, food stamps, pre-wefare reform AFDC). One of the most significant
characterigtics of fiscad policy in the 1980s through mid-1990s waslarge Federd budget deficits. If other
income support programs were increasing faster than revenue, there would be a simulative effect of the

economy that would be masked by looking at just the revenue side.

Conclusions
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This chapter presents evidence that changes over time in the rise and fal of Federal tax receipts
may be diminishing the importance of this higtoricaly powerful automatic stabilizer in the economy. The
finding was reached by examining: (1) theincreasing ratio of Net Ul program benefitsto changesin Federd
tax receipts, and (2) the declining proportion of fluctuations in GDP accounted for by changesin Federa
tax receipts.

By contrast, the evidence shows that, dthough the absolute level of Ul effectiveness varies by
recession, the countercyclical action of the program as an economic stabilizer hasremained consistent over
time. The declining stabilization role of Federa tax receipts suggests that Ul should not be reduced but
should instead be strengthened as a stabilization mechanism during periods of economic voldility. These
findings emerged unexpectedly out of the study’s andyses. The study did not examine reasons for the
observed changesin Federd tax receipts and offers no evidence on future fluctuations. But the changing
relaionship noted between Ul and Federd tax recei pts seems a suggestive indication of a pattern worth
examining in grester depth.



VII. CONCLUSIONSAND RECOMMENDATIONS
Conclusions

The findings described in this study demondtrate that the Federa-State unemployment insurance
system continues to work as an effective economic stabilizer in the U.S. economy. The Ul program has
measurably and congstently mitigated the severity of downward fluctuations in GDP during economic
contractions over the last three decades.

Further, while the business cycle has been dampened over time, thereisno evidencethat structura
changesin the economy have diminated the possibility of severe recessonsinthefuture. Infact, the more
favorable business cycle pattern over the last 50 years gppears, in part, to reflect the very existence of
automatic stabilizer programs. Business cycles are not a thing of the past, and neither is the need for
countercyclica forces that act automaticaly to dabilize the economy, particularly during periods of
€economic contraction.

Highlighted, this study’ s findings show that:

The gtabilizing impact of each Ul benefits dallar injected into the economy has not changed
subgtantialy over the past 25 years. Recessions -- as measured by declinesin real GDP --
would be about 15 percent deeper if the Ul program did not exist.

The cushioning impact of Ul during recessions results not only from the direct injection of Ul
benefit dollars, but dso from the spread of those dollars through the economy -- the multiplier
effect. Each dollar in Ul benefits added to the economy ultimately increases overal GDP by
an average of $2.15. Moreover, because much of the multiplier effect comes after the
downturn in GDP, its result is to speed the recovery.

Without Ul, an average of 131,000 more jobs per year would be lost during recessions.
Smulations of afuturerecesson suggest that the effectiveness of Ul in countering the downturn
in GDP will remain essentidly the same.

Possible reasons for the observed improvement in U’ s performance as an economic sabilizer in
the 1990s may include the leveling off of recipiency rates, adminigrative changesin the management of the
Ul program that improved the flow of benefit dollars, the timing of the injection of supplementa benefits
(EUC), and the nature of the recesson. The study notes that the long-term downward trend in the
proportions of total unemployed and insured unemployed people who actualy receive Ul benefits
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diminishesthe program’ s effectiveness as an automatic stabilizer. Thisis because declining recipiency rates
mean that fewer benefit dollars (relative to overdl GDP) flow into the economy in a given economic
downturn. Although the decline gppearsto have hdted in the 1990s, a continuation of the downward trend
would diminish the usefulness of the Ul program as an autometic sabilizer in the future.

The study also notes that while the Ul program’s countercyclical impact appears to be intact, a
variety of factors have changed over the time period studied. Some of these directly affect how the
program operates and others affect the larger economy.

Most surprisng among these factors is the declining role of changes in federa tax receipts as an
autometic stabilizer. Historicaly viewed as one of the most powerful automatic sabilizers in the U.S.
economy, federd tax receipts are shown in this study to be playing adiminishing rolein dampening cyclicd
fluctutionsin GDP. TheUI program, by contrast, isshown to play aconsistent stabilization role over time.
Consequently, the study concludes, the Ul program has become even moreimportant, and is probably one
of the mogt effective automatic stabilizers available in the economy to dampen the severity of downturns
in GDP. Recent cutbacks and changes in the federd welfare and food-stamp programs have probably
diminished the effectiveness of these programs as automeatic stabilizers aswell, further increasing the need
to maintain an effective unemployment insurance program.

The study aso cites the imperfect automaticity of Ul -- that is, key components (the temporary
supplemental programs) of Ul are activated only by acts of Congress, and others depend on dtate
lawvmaking -- and structura problemsin the adequacy of financing for the Federd-State Ul partnership as
issues thet could aso limit the effectiveness of Ul as an economic stabilizer in the future,

But despite the limitations imposed on Ul by these factors, the authors of this study conclude that the
program playsasgnificant, and now almaost singular, macro-economic rolein stabilizing the U.S. economy
during periods of voldility.

Recommendations

Theauthorsrecommend that Ul be strengthened and improved to bol ster itsautomatic stabilizationrole.
It should not be alowed to wither through lack of attention to needed policy changes. As the nation’s
eight-year economic expangion continues and the federal budget Stuation improves dramaticaly, now
would seemto beagood timeto assurethelong-term future of the Ul program. Buit further andytica work
is needed to shed light on the three key problemsthat potentialy weigh on the program'’ s effectiveness as

anautometic stabilizer. To make Ul more effective, measures are needed to: (1) increase recipiency rates,
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(2) make the program more fully automatic; and, (3) raise the levels of funding supporting the Ul system.

The recommendations on these subjects are the following:

1

2)

3)

Severd researchersin recent years have examined the causes and characteritics of the
dedlining Ul recipiency rates. The next step should be to examine possible means of
expanding Ul recipiency and the dternativeimpactsof various policy changes, utilizing this
research to the extent possible.

Research should be undertaken to analyze dternative economic indicatorsthat can be used
astriggersto activate the Extended Benefits component of the Ul program. Theaim of this
andyss should betoilluminate disparateimpactsof variousindicatorsand toidentify which
triggers make the program more automatic in the most timely manner. This would result
in shallower recessions because Ul benefits would be pumped into the economy more
quickly.

Proposal's to encourage stabilization in the Ul tax structure should be advanced that enable
States and the Federal government, working together, to raise solvency ratesinthe Ul trust
fund.

The authors also recommend that two broader avenues of research be pursued:

1

2)

Studies of how to make job-training programs more effective in equipping unemployed

workers with the skills employers need in the contemporary economy. It is likely that

current public policies encouraging work over welfare will produce a substantial wave of
“lagt hired, firgt fired” unemployment in a future economic contraction. The more skills
workers possess, the better ablethey will beto survive employment volatility and the better
positioned the workforce as awhole will be to compete in the emerging globa economy.

Further examination of automatic gabilizers generdly and individudly as a type of

economic influence on the macro-economy. Just asit ispresumed that Federa incometax

receipts operate to reduce volatility in GDP, it is dso assumed that public invesmentsin
welfare, food stamps, and other socia support programs act as automatic stabilizers. It
may be useful to analyze the functioning of al of these stabilizers over time to see whether
they continue to play an economic stabilization role, and how that role has changed asthe
economy has evolved and these programs have been restructured in recent years. In

addition, policy optionsthat will make certain that effective automatic Sabilizersexig inthe
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future should be examined.

Appendix A
The Unemployment Insurance Equation

WEFA includes an equation to account for the effects of unemployment insurance paymentsiniits
modd. The data seriesiis defined by the Bureau of Economic Andysisinitsestimation of persona income
(Federa transfer payments for unemployment insurance, NIPA table 2.1). The equation used in the modedl
estimated real payment of unemployment insurance based on the number of unemployed and the portion
of wages subject to the unemployment insurance tax. Table A-1, below, shows the equation.

According to the equation, an additiona 1 percent rise in the number of unemployed persons will
rasered benefits paymentsby 1.5 percent if all wagesare covered. (The average portion of wages subject
to Ul tax over this period was close to 50 percent.) Asthe portion of wages taxed fdls, the impact of the
average unemployed person on the benefits payout aso fdls, however.

Table A-1
The WEFA Unemployment I nsurance Equation

log(trpgfuib/pdcce) [A-1]

= 150143 * log(nun*uiwr) - 3.15239
(26.7342) (55.3887)

SumSq 58224 SdEr 01970 LHSMean -1.6920
RSy 08265 RBarSq 0.8254 F 1,150 714.718
D.W.(1) 0.1425 D.W.(4) 05740

TRPGFUIB: UNEMPLOYMENT INSURANCE PAYMENTS, $ BILLIONS
PDCCE: CHAIN-WEIGHTED CONSUMPTION DEFLATOR, 1990-100
NUN: NUMBER OF UNEMPLOYED, MILLIONS

UIWR: PERCENTAGE OF TOTAL WAGES SUBJECT TO TAX
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Appendix B

The WEFA Modd

WEFA's Quarterly Model of the U.S. economy is alarge-scale macro-econometric model of the
U.S. economy. The modd reflects current macro-economics research. It has Keynesian characteriticsin
the short-run, monetarist characterigtics in the medium run, and operates as aneo-classica growth model
inthelong run. WEFA staff has used up-to-date econometricsand economic theory to specify and estimate
the model. (See Bachman, et a [1999] for a more complete description of the model.)
Model Structure

Data embodied in the core of the U.S. Modd are organized around the Nationd Income and
Product Accounts (NIPA). These data show how the find expenditures on consumption, investment,
government, exports, and imports add up to the gross domestic product. The other side of the account is
incomes earned by type. In addition to the NIPA data, many other sets of variables are embodied, such
as data on the consumer and producer price indices, the index of industria production, employment by
industry, etc. Conceptually, the modd portrays the aggregate demand and aggregate supply of the U.S.
economy with endogenous monetary policy and exogenous fisca policy.
Aggregate Demand

Product Marketsinclude detailed final demand categories as published in the Nationa 1ncomeand
Product Accounts. Money Marketsinclude amonetary policy reaction function for the Federd fundsrate,
detailed short- and long-term interest rate structure, and monetary aggregates.
Aggregate Supply

Labor market sector contains industry employment details and wage rates. Income side includes
detailed nationa incomeditribution; and household, federa , and State government incomeaccounts. There
are severd industry categories that cut across both aggregate demand and aggregate supply: agriculture,
autos, energy, and housing.
The components of find demand are modeled from the bottom up using standard approaches which

employ various measures of permanent income, output, and relative prices. Rdative price variables for

investment goodsincorporate the detailed cost of capita specifications, whichincludeavariety of tax policy
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levers such as investment tax credit, depreciation method, and corporate profit tax rate. In addition to
detalled consumption, fixed investment, and inventory sectors, the model contains fully specified housing,
auto, and energy sectors.

The modd aso includes a detailed trade sector in which eleven categories (nine of goods and two of
sarvices) of both exports and imports are modeled individualy. Each is related to appropriate
income/demand variables as well asto relaive prices. The demand and domestic price varidbles in the
import equations are digned with the corresponding find demand terms.

Industry-specific input-output weights are applied to the components of spending to congtruct
measures of output produced by each of the one-digit industries. Theseindustry output variables determine
labor and capital requirements by industry. Employment, wage rates, and interest rates are key
determinantsinincomedigtribution. The pricesector employsastage-of-processing gpproach, which sarts
with unit labor costs and other input prices to determine producer prices. Producer prices are mgor
determinantsof thevariousimplicit price deflators, which then finaly determinethe consumer priceindexes.
The processis Smultaneous, however, Sncethe deflators (al ong with ameasure of |abor market tightness)
are dso determinants of the key wage index via an augmented Phillips curve equation.

The mode captures important linkages between the financid (LM curve) and red sectors (1S curve)
of the economy. Outcomes in the economy affect the Federal funds rate through a Federa Reserve
reaction function. Long-term interest rates are modeled as functions of short-term rates, inflation
expectations, and the federd budget deficit. Inaddition to their impacts on the flows of interest payments
and receipts, interest rates affect user cost of capitd variables, reative prices of consumer durables, and
the consumer sentiment index, dl of which influence investment and consumption.

Key fisca policy levers, demographics, oil and food prices, inflation and growth in the rest of the
world, and seasona patterns are exogenous variables.

Estimation Method

All stochastic or behaviorad equations were estimated using ordinary least squares (OLS). While
smultaneous equation techniques are available for estimating economy-wide models, most large-scale
modeds are estimated using OLS. The parameters of modes estimated using more advanced techniques
seldomdiffer very much from those produced using OL S. Re-estimating or re-specifying existing equations

or adding new equations occursfrequently enough to make S multaneous equti on techni ques cumbersome.
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The model makesextensve useof error correction models (ECM’ s) inthe equationsfor aggregate
demand. Thistechnique dlows differentia short- and long-term dadticities, and in many cases alows for
both more efficient estimation of the individua equations, and greeter assurance that the entire moded is
stable.
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Monetary Contraction Beginning in 1972

Difference From Historical Baseline

Appendix C: Smulation

Resaults

Table C1: Impact of Monetary Policy Experiments

1972 1972 1972 1972 1973 1973 1973 1973 1974 1974 1974 1974 1975 1975 1975 1975

I Il [l

Monetary Contraction with Ul 00 -01 -04
Monetary Contraction without -01 -03 -06
ul

Monetary Contraction with Ul 2 3 8
Monetary Contraction without 0 0 0
ul

Monetary Contraction with Ul 00 00 -01
Monetary Contraction without 00 00 -01

ul

Monetary Contraction Beginning in 1977
Difference From Historical Baseline
1977 1977 1977

I Il [l

Monetary Contraction with Ul -02 -11 -28
Monetary Contraction without -03 -14 -32
ul

Monetary Contraction with Ul 7 27 83
Monetary Contraction without 0 0 0
ul

Monetary Contraction with Ul 00 -03 -07
Monetary Contraction without -01 -04 -08

ul

v
-0.9
-11

21
0

-0.2
-0.2

| I 11 A\ | Il
Real GDP, $ 1992 Billions

-11 12 -12 -13 -16 -21

-14 -16 -16 -19 -24 -32

Unemployment | nsurance Expenditures,
R M4 45 46 62 83
0 0 0 0 0 0

Federal Deficit, $ Billions
-03 -04 -06 -08
-04 -05 -07 -09

-0.2
-0.3

-03
-03

11 AV |
24 -41 53
-36 -54 -68

$ Millions

103 168 239
0 0 0
-09 -13 -16
-11 14 -16

77
96

o

-1.8
-1.7

1977 1978 1978 1978 1978 1979 1979 1979 1979 1980 1980

v

-5.6
-6.1

| I 11 \Y] | Il
Real GDP, $ 1992 Billions
-79 -102 -11.2 -130 -138 -143 -

I v I

140 -151 -146

-17.3

-90 -114 -128 -149 -159 -164 -162 -174 -169 -196

Unemployment Insurance Expenditures,

$ Millions

200 358 504 613 699 720 733 706 718 720 831

0

-14
-15

0 0 0 0 0 0

Federal Deficit, $ Billions
-30 37 -41 -45
27 -33 -38 -41

-20
-1.9

-25
-24

92

0 0 0
-47 -52 -53
-43 -48 -49

0

-6.1
-55

"
-8.2
-10.0

401

-2.0
-19

1980
"

-17.7
-201

o

-6.2
-56

v
-91
-11.2

456
0

-2.3
21

1980
v

-17.5
-20.0

857

-6.2
-5.6



Table C1 Continued

Monetary Contraction Beginning in 1982
Difference From Historical Baseline
1982 1982 1982 1982 1983 1983 1983 1983 1984 1984 1984 1984 1985 1985 1985 1985

Monetary Contraction with Ul -05 -22
Monetary Contraction without -06 -25
ul
Monetary Contraction with Ul 17 70
Monetary Contraction without 0 0
ul
Monetary Contraction with Ul -02 -09
Monetary Contraction without -03 -1.0
ul
Monetary Contraction Beginning in 1987
Difference From Historical Baseline

1987 1987

I Il

Monetary Contraction with Ul -02 -12
Monetary Contraction without -04 -14
ul
Monetary Contraction with Ul 14 39
Monetary Contraction without 0 0
ul
Monetary Contraction with Ul -01 -06
Monetary Contraction without -02 -0.7

ul

I
-39
-4.2

158

-1.7
-1.8

1987
I

-2.6
-3.0

92

-1.3
-14

AV | I 11 \Y | Il 11 v |
Real GDP, $ 1992 Billions

-1 90 -101 -102 -10.7 -114 -11.2 -104 -103 -95

-76 -100 -114 -116 -123 -131 -130 -121 -122 -115

Unemployment Insurance Expenditures, $ Millions
3 534 68 757 70 799 778 719 646 579
0 0 0 0 0 0 0 0 0 0

Federal Deficit, $ Billions
29 35 41 -43 -46 51 -52 53 -56 -59
-30 -33 -38 -39 -42 -46 -47 -48 -52 55

1987 1983 1988 1988 1988 1989 1989 1989 1989 1990
AV | I 11 \Y | Il 11 v |
Real GDP, $ 1992 Billions
-48 -71 -83 -85 -96 -98 -102 -101 -103 -9.7
52 -75 -88 -90 -101 -10.7 -10.7 -106 -108 -10.1

Unemployment Insurance Expenditures, $ Millions
181 201 367 415 448 460 466 453 452 407
0 0 0 0 0 0 0 0 0 0

Federal Deficit, $ Billions

23 -32 -39 45 52 59 66 -70 -76 -77
-24 -33 -40 -46 -53 59 67 -71 -76 -78

93

I
91
-111

522

-58
-54

1990
I

-9.7
-101

o &

-8.2
-8.2

-1.7
-9.7

o

-58
-55

1990
"

-8.7
-91

337

-82
-83

v
-7.3
-9.2

385
0

-5.8
-5.6

1990
v

-84
-8.9

311

-84
-84
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Table C1 Continued

Monetary Contraction Beginning in 1992
Difference From Historical Baseline
1992 1992 1992 1992 1993 1993 1993 1993 1994 1994 1994 1994 1995 1995 1995 1995

Monetary Contraction with Ul

Monetary Contraction without
ul

Monetary Contraction with Ul
Monetary Contraction without
ul

Monetary Contraction with Ul
Monetary Contraction without
ul

-04
-0.5

o

-0.2
-04

-1.8
-1.9
69
0

-1.3
-14

-3.6
-3.8

151

-2.7
-2.8

v

-5.8
-6.1

73
77

Unemployment | nsurance Expenditures,

-83
-9.0

Real GDP, $ 1992 Billions

-84
-90

v

-85
-9.3

-8.2
-91

-1.7
-8.3

274 394 487 517 525 495 417

0

-4.2
-4.3

0

-54
-55

0

-6.3
-6.1

0

Federal Deficit, $ Billions

-6.7
-6.5

0

-71
-7.0

0

-7.3
-71

95

0

-7.3
-4

11 AV
-6.7 -6.2
-72 -6.8
$ Millions
333 246

0 0

71 71

72 -71

-5.7
-6.4

184

-71
-1.2

5.7
-6.3

158

74
74

-54
-6.0

134

-14
-15

v

-5.8
-6.5

143

-1.7
-7.8



Table C2: Recessions Without Unemployment Insurance, Actual vs. Simulation

1973 Recession

Actual
Without Ul Program

Actual
Without Ul Program

Actual
Without Ul Program

1980 Recession

Actual
Without Ul Program

Actual
Without Ul Program

Actual
Without Ul Program

1973 1974 1974 1974 1974 1975 1975 1975 1975 1976 1976 1976 1976

v I Il " v I 1] 1" v I Il 1] v
Redl GDP, $1992 Billions

3946 3907 3922 3879 3853 3800 3834 3907 3952 4044 4071 4088 4125

3946 3907 3922 3878 3852 3795 3825 3894 3938 4029 4057 4074 4112

Unemployment | nsurance Payments, $ Billions

46 56 65 66 83 138 189 196 182 170 157 155 149

44 45 46 48 49 50 50 51 52 53 53 54 55
Federal Deficit, $Billions

20 29 3P 6 -48 -72 -48 -74 -106 91 9 51 91

20 -8 41 5 -4 -4 -3y 62 -9%5 -8l 18 -42 -8

1980 1980 1980 1980 1981 1981 1981 1981 1982 1982 1982 1982 1983

I Il v I Il " v I 1] 1" v I
Real GDP, $1992 Billions

4678 4566 4561 4651 4738 4696 4752 4693 4615 4634 4611 4618 4663

4678 4566 4561 4651 4738 4697 4753 4693 4615 4633 4609 4615 4659

Unemployment | nsurance Payments, $ Billions

119 157 189 178 164 155 149 166 191 239 260 318 301

119 157 161 164 169 171 175 177 180 181 184 186 188
Federal Deficit, $Billions

-108 32 61 -134 -128 65 -34 -193 95 -10 -145 -273 -244

-108 32 59 -133 -128 64 -36 -14 -4 -5 -139 -262 -234

96

1977 1977 1977

4176
4164

149
56

4259
4251

128
5.7

34
V)

4329
4325

1983 1983 1983

4763
4758

319
190

-117
-106

v

4939
4937

198
194

-252



Table C2 Continued

1981 Recession

Actual
Without Ul Program

Actual
Without Ul Program

Actual
Without Ul Program

1990 Recession

Actual
Without Ul Program

Actual
Without Ul Program

Actual
Without Ul Program

1981 1981 1982 1982

4752
4678

149
119

1990

6142
6142

182
173

-231
-231

v

4693 4615 4634

4566 4561 4651

16.6
157

-193

32

1990

6079
6078

209
176

191
16.1

-95

-59

1990

6047

245

178

-262
-256

239
164

-10

-133

1990

v

6074
6072

217
179

-4

1982 1982 1983 1983 1983 1983 1984 1984
11 v | I Il v | I
Real GDP, $1992 Billions
4611 4618 4663 4763 4849 4939 5053 5133
4738 4697 4753 4693 4615 4633 4609 4615
Unemployment | nsurance Payments, $ Billions
260 318 301 319 232 198 171 156
169 171 175 177 180 181 184 186
Federal Deficit, $ Billions
-244  -117 -148 -253
-36 194 A 5

-145
-128

-273
64

-218
-139

-98
-262

1991 1991 1991 1991 1992 1992
| I 1 \Y} | Il

Real GDP, $1992 Billions

6090 6105 6176 6214 6261 6327 6328 6360

6088 6103 6171 6209 6254 6320 6322 6354
Unemployment | nsurance Payments, $ Billions

260 292 392 404 387 371 345 344

180 182 183 185 186 188 189 190

Federal Deficit, $ Billions

-335 462 -113 -250 -482

-325 444 94 -232 -465

1992 1992
" v

-365
-358

-249
-235

-71
-56

97

AT
191

-217

1984
v

5203
4758

157
190

-286

-106

1993

6477
6472

326
192

1985

5257

16.7
193

1993
"

6525
6521

217
193

1985
1

5283
4937

158
194

-252

1993
v

6599

239
194



Appendix D
Estimates of Relation Between Ul and the Economy

Thelabor equation used to eva uate the counterfactua smulationsin Chapter V isused hereasa
mode for each Ul component program. The labor equation[2], identica to the onein Chapter V, shows

that
B* = al * |U ™ [2]
where: B* = red Ul benefits
IU = proxy for the number of insured unem-
ployed
IU = U* (TW/W)

U = totd unemployed
TW = taxable wages
W = totd wages

For each of the permanent and temporary Ul programs (Regular, Extended and Supplementd),
the same specification is used, but instead of a proxy for the number of insured, the actua number of
insured receiving benefits is used on the right-hand sde. Thus, the system of equations estimated is:

Regular: RB* = a2 * RIU %2 [2-2]
Extended: EB* = a3 * EIU ™ [2-3]
Supplementa:  SB* = a4 * SIU ™ [2-4]
where: RB* = red Regular benefits
RIU = number of unemployed recelving Regular
Program benefits

EB* = red Extended bendfits
EIU = number of unemployed receiving

Extended
Program bendfits
SB* = red Supplementd benefits

SIU = number of unemployed receiving

Supplementa Program benefits

Edtimates of the Contributions of Ul Regular, Extended and Supplementad Benefits
The results for the Ul program labor equation and the component program equations appear in
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Table D-1, p. 102, bdow. The estimatorsfor the parameters are shown dong with their t-statistics. Each
eguaion’s R? is dso shown along the equation’s F-statistic and the degrees of freedom (below the F
ddtidtic).

Table D-1: Ul Equation Results

Left-Hand Side a b
Vaiadle
Total coefficient -3.36 0.98
[2-1A] t-ratio (-9.88) (4219
R?=0.95
F=1775.41
df=103
Regular coefficient -3.62 1.00
[2-2] t-ratio (-7.66) (30.64)
R?=0.90
F=938.71
df=103
Extended coefficient -4.98 1.06
[2-3] t-ratio (-38.40) (86.37)
R?=0.99
F=7459.32
af=94
Supplemental coefficient -355 097
[2-4] t-ratio (-14.68) (45.83)
R°=0.98
F=2100.77
df=49

Equation [2] is estimated with the leve of insured unemployed on the right-hand side, rather than
the proxy variable IU. The comparison between each of the permanent and temporary programs and the
total program suggests that the estimators for the exponent in each of the equations are not different from
one another a the 1 percent level of confidence. But this result is not accepted at 5 percent leve of

confidence.
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The results for the model used in Chapter V' appear below:

Table D-2: Chapter V Modd Equation Results

Model coefficient -315 150
proxy for U t-ratio (-55.39) (26.74)
1962-1998 R? 0.83
[2-1B] F 714.80 150
Model coefficient -4.32 133
proxy for U t-ratio (-36.21) (1252
1971-1998 R? 0.60
[2-1C] F 156.86 103

The results are those for the mode used in Chapter V and are estimated using data for equation
[2] from 1961-1998, shown as [2-1B] in Table D-1 above. In order to have comparable results, this
equation for the total Ul program is re-estimated from the period 1971-1998 and appears as [2-1C].
Examining the standard errors for the exponent terms suggeststhét, at the 95 percent level of significance,
the exponents of the Ul component programs are within the confidence interva for the proxy form of the
Ul equation.

A hypothesis is tested to examine the relation between the entire program equation and the sub-

program equations.
Test I: al=a2 =a3 =&
Test II: bl = b2 = b3 = b4
Table D-3: Coefficient Equivdence Tests
al=a2 al=a3 al=a4 a2=a3 a2=a4 a3=a4
0.93 0.67 0.95 1.38 0.98 140
F crit. = 1.25 (95%)
bl=b2 b1=b3 bl=b4 b2=b3 b2=b4 b3=b4
0.98 0.92 1.00 1.07 0.98 1.09

The evidence from ample equivaence tests for the coefficients dlows us to test whether the

100




estimators are the same for each of the Ul programs (Tota [2-1], Regular [2-2], Extended [2-3] and
Supplemental [2-4]). Thetest vaues shown in Table D-3 are F-datigtics.

The tests for equivalence are conducted at the 95 percent level of significance. The crucid
exponentia term, conceptualy the most important factor impacting the margind effects and macro-
economic multipliers, is virtualy identical across dl equations. There is no evidence to suggest thet the
estimators for these parameters are different from one another.

It is clear that the congtant term “&’ is Significantly different across each of the Ul programs. This
result isnot surprising since the magnitudes of the programs differ and the equationisin thelog-linear form.
Moreover, there are Sgnificant differencesin thetiming of the programs implementation and these factors
contribute to the observed differences.
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Appendix E
Interpolation of Federa Supplementa Benefits (FSB) by Quarter

Several sources of datawere used to cal culate the number of FSB recipients. The FSB program
operated from the beginning of 1975 through the end of 1977. Three sources of data were available:

1) The Federal Supplemental Benefits Program, An Appraisal of
Emergency Unemployment Benefits, by Walter Corson, MPR and
Walter Nicholson. TableV.2 p 74

2) Extending Benefits During Recessions. Lessons Fromthe FSB
Experience, by Walter Corson and Walter Nicholson,
Unemployment Compensation: Studies and Research.

Table 3, p. 136

3) Key Facts: Federal Supplemental Benefits hand-written table from
USDL, ETA, UIS, ORLP, Actuarid Services August 23, 1978

Levels of FSB Recipients by Quarter

Using annud data from (3), alinear regresson was devel oped to estimate monthly levelsof weeks
compensated. The monthly estimates of weeks compensated were divided by quarterly counts of first
payments from (1) to obtain an estimate of duration (duration is estimated as an annua average equa to
the sum of weeks compensated for the past four quarters divided by the sum of first payments for the
previous four quarters).

The edtimate of duration is then used to cdculate the estimate for the number of FSB recipients.
The number of recipientsis equa to the estimated number of weeks compensated for the quarter divided
by the annualized average duration.
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The resulting estimates of FSB recipients are shown in Table E-1 below.

Table E-1

Edtimates of FSB Participants

Summary

Quarter FSB

3/31/75 435,000
6/30/75 527,774
9/30/75 622,243
12/31/75 708,800
3/31/76 791,465
6/30/76 808,144
9/30/76 651,137
12/31/76 468,154
33177 357,049
6/30/77 269,496
930177 219,951
12/3177 135,732
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Appendix F

Estimates of Relation Between Net Ul Financial Flows
and the Changesin Federal Tax Recelpts

This gppendix discusses some evidence about the rel ation between Net Ul financid flows (benefits
less Ul taxes) and changes in Federd tax receipts (Delta Tax) -- relative measures of the Ul program’s
effectiveness (vis a vis other autométic stabilizers).

Firgt, the historica evidence about the two variables (Net Ul and changesin Federd tax receipts)
is discussed and specific measures are defined.  From these two variables, a “difference” variable is
developed to determine the overal fisca stimulus provided by Net Ul and Delta Tax. Second, an
econometric equation is estimated that Satisticaly illustrates the effectiveness of the Ul program as an
automeatic stabilizer in the 1990-91 recession.

Net Ul Financial Flows

The difference between Ul benefits and Ul taxes reflects the net financid flow of resources as a
countercyclica policy ingrument. Ul benefits include funding for the regular Ul programs, including
extended benefits, and supplemental benefits (activated by Federa legidation on atemporary basis).

Ul taxes arethetaxespaid by employersfor covered employees. Ul taxesare countercyclical ---
increasing in boomsand declininginrecessons. The difference between Ul benefitsreceived and Ul taxes
paid isthe Net Ul financid flow, andyzed below.

Changesin Federal Tax Receipts

The change in Federd tax receiptsis viewed as the primary source of financia flows acting as an
autometic stabilizer in the economy. During arecesson, tax withdrawals from the economy (Federd tax
receipts or payments to the Federal government) decline, dampening the decline in aggregate macro-
economic expenditure. During a boom, tax withdrawals increase, dampening the inflationary increase in
macro-economic expenditure and moderating economic growth.

The “Difference” Variable: Countercyclicd Macro-Economic Financid Injections

The “difference’ variable is defined as Net Ul benefits less the changes in Federd tax receipts
(DdtaTax). Differenceis pogtivein arecesson, indicating that Net Ul benefits are positive and Federdl
tax changes are negdtive. This means that during a recesson the Ul system is injecting dollars into the

economy, but so, in effect, isthe Federa tax system. That is because the reductionsin the overdl tax bite
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that accompany recessionary times operate as a pogtive stimulus on the economy. Clearly, during a
recession, the larger the magnitude of these financid flows, the greater the financid injection of macro-
economic stabilizers.
Data and Adjustments

All' Ul data were provided by the Unemployment Insurance Service of the U.S. Department of
Labor-Employment and Training Adminigration. All dollar amounts are measured in red terms (using a
chain-welghted consumption deflator in 1992 dollars). Each seriesis taken as anannud moving average
over four quarters. The changes in Federd tax receipts are lagged three quarters to illustrate the
correspondence between these two stabilizer instruments.
Higtoricd Evidence

The graph (Figure F-1) below illugtrates the historical trend in thelevel of Net Ul benefits and the

changesin Federd tax receipts.

Figure F-1
Net Ul vs. Delta Fed Tax [lagged 3 quarters]
12,000,000
10,000,000 -
8,000,000 -
6,000,000 -
S 4,000,000
o
—
% 2,000,000 T:.
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2,000,000
-4,000,000
—G'OOO'OOOH © ‘—c © - ©
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5832333338223 888028a38338a5
Quarter

The higtorica evidenceshowsthat Net Ul and Delta Tax areclosdly linked asautomatic stabilizers.
The gap between these two variablesin the graph -- the “ difference” -- appearsto grow smaller, especidly
during the recession in the early 1990s. The magnitude of the “difference,” or totd fiscd injectionintothe
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economy, illudtrates, however, the over-al effectiveness of fiscd policy automeatic stabilizers.

Usngthe® difference’ technique with the four-quarter moving average and thelagging of DeltaTax
by three quarters demondtrates that pesk Ul benefits were provided before Delta Tax reached its nadir in
the recessions of the 1970s and 1980s. The trough was reached in the 1990s before benefits peaked,
indicating that the Ul program was less automatic in this recesson.

Relative M easures of the Effectiveness of Ul as an Automatic Stabilizer

The “difference’ variable described in the preceding section measures the overdl financid flows
corresponding to the leve of the automatic sabilizers wielded by fiscd policy. This*“difference” varigble
may be thought of as responding to the changesintheleve of (red) GDPinacountercyclica fashion, such
thet, in the event of adecline in GDP, the public-finance flows corresponding to the automatic Sabilizers
(the “difference’ variable) will increase.

This“difference’ reationship should bestrongly affected by the supplementd Ul programsthat take
effect only during severe recessions through acts of Congress. Higtoricdly, three supplementa programs
have been used during the last three severe recessions (Federal Supplemental Benefits in 1975-1977,
Federal Supplemental Compensation in 1982-1984, and Emergency Unemployment Compensation in
1992-94).

An equation is created that makes the “difference’ equd to acongant term “&’, plus the product
of acoefficient “b”, timesthe changein rea GDP (Ddta GDP), plusthe product of acoefficient “c”, times
the gpplicable supplementa benefits program funding. A dummy variableis used to indicate the existence
of these programs to measure the effectiveness of the programs during recessions.

This equation is used to test changesin the effectiveness and the importance of the Ul program as
an automatic stabilizer -- relative to the changes in Federd tax receipts.

The equetion is

Diff = a + b* delta GDP + c1* D_FSB + c2* D FSC + ¢3* D_EUC

where: Diff = Totd countercyclica simulus
= Net Ul benefits - changes in Federd tax receipts
Ul: four-quarter moving average

Ddta Tax: lagged three quarters
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Dedta GDP= Changesinred GDP (annud four quarter moving
average)
D FSB = Dummy variable measuring the impact of FSB
= 1if FSB Supplementd funding in affect; O otherwise

D_FSC = Dummy variable measuring theimpact of FSC

1if FSC Supplementa funding in affect; O otherwise
D EUC=  Dummy variable measuring theimpact of EUC
= 1if EUC Supplementa funding in affect; O otherwise

The results for the equation estimation (from 1972-1998) are as follows:

Diff = a + b* Delta GDP + c1* D_FSB + c2* D_FSC + c3* D_EUC
222 -.352 3.01 3.36 5.53
(4.74) (10.35) (5.02) (5.25) (7.26)
R2=.71 F=61 df=100

The equation presents a quantitative illustration of the countercyclica impact of Ul programs by
focusing on thear fiscd injections while controlling for the saverity of recessons. During the 1970's
recession, the dummy variable on FSB was 3.91, meaning that FSB added $3.91 billion to the economy.
During the 1980’ srecession, the temporary FSB program added $3.36 billion; in the 1990s, EUC added
$5.53 hillion. Theoverdl countercydicd effectivenessof thetota Ul stimulus (declinein Federd taxesplus
Net Ul) isillugtrated by the coefficient on the changein GDP variable (DeltaGDP). The coefficientis.35,
meaning that about 35 percent of the fluctuations of the change in GDP are offset by the countercyclicd
gimulus represented by both programs. It aso illustrates that Net Ul accounts for about half of the
countercydica stimulus over the entire period examined (the Net Ul coefficient donein this equation was
.17 [see Chapter V).

It is evident from these data that the effect of tax policy changes has been to increase the
importance of Ul programs as an automatic stabilizer. During the recesson of the 1980s (FSC

Supplementa Program), the importance of the Ul supplementa program as an automeatic stabilizer had
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started to decline (probably due to declining recipiency). By the 1990s, the full effect of the tax policy
change isfdt, increasing the coefficient of the EUC supplementa program -- indicating that the importance
of Ul asan automatic stabilizer has measurably increased in the 1990s.
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Appendix H

Glossary of Terms

Automatic stabilizer

An economic stabilizer isafiscd or monetary instrument that acts on the economy to lessen
fluctuationsin the level of economic activity. A stabilizer is consdered automatic if its action on the
economy occurs without requiring externd regulatory or policymaking interventions. Therise and fal of
income-tax recalpts, for example, occur automaticaly in reation to therise and fal of income.

Countercyclical

An economic stabilizer is countercyclicdl if its action on the economy moves in the opposite
direction from that of overal economic activity. The Ul system is countercyclical because unemploy-
ment benefits inject dollars into the economy at atime when economic activity as awhole is contracting,
thus mitigating the severity of the economic contraction. Tax receipts, on the other hand, are an
autométic gtabilizer but are not countercyclica —when the economy is contracting, the level of tax
receipts aso contracts, moving in the same direction as overal economic activity.

Counter-factual

Counter-factua means contrary to the actud case, ahypotheticd or “what if” formulation. Inthis
sudy, counter-factual scenarios are established to examine what would happen to the economy if a
hypotheticd state of recesson were induced and the Ul system were not alowed to respond as it does
ordinarily. In other scenarios, Ul isallowed to respond to the induced recession. These“what if” counter-
factuad amulationsmakeit possibleto demongtrate the dynamics of macro-economic forceswithout having
to experience them in redlity.

Dummy variable

A dummy varigbleisan atificid variable used in econometric equationsto equa onewhenever an
event occurs and to equa zero a dl other times. Dummy variables were used in this sudy, for example,
to capture the times that supplementa benefits were in operation.

Extended benefits

In the state-federa unemployment insurance program, extended benefits represent an additiona
level of support, up to 13 weeks, for unemployed persons who have exhausted their origina 26 weeks of
regular Ul benefits. The cost of extended benefitsis shared by the states and the federal government. State
extended benefits programs are governed by specific unemployment-leve “triggers’ and become available
to clamants only when those trigger levels have been reached.

Experiencerating

Experience rating is the term describing the system by which states assign unemployment-tax rates
to companies. States use various methods to calculate businesses _experience rating. Typicaly, firms that
have not paid out much in unemployment benefits are taxed less than firms that have paid out more.
GINI coefficient
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A GINI coefficient isameasure of the degree of income inequaity by percentiles— for example,
across households nationdly.

Gross Domestic Product (GDP)

GDP isthe measure of the market value of dl find goods and services produced in acountry ina
given year.

M acr o-economic model

A macro-economic mode is alarge-scale system of variablesthat together make up theworkings
of atotal economy. The WEFA modd used in this study replicatesthe U.S. economy. Macro-economic
modds such as the WEFA modd enable economists to test how the economy will function when the
variables are manipulated.

Monetary shock

A monetary shock refers to a sudden change in the money supply. In this study, the macro-
economic model was used to impose a 2 percent downward shock in the level of nonborrowed reserves.
This monetary shock represents, in effect, alaboratory-induced recession.

Multiplier

Multiplier is the term used to indicate the change in an induced variable (e.g. GDP) per unit of
change in an externd variable, such as government spending or bank reserves. A multiplier is away of
showing the economic impact of adollar asit moves through the economy.

National Income and Product Accounts (NIPA)
NIPA isaset of accounts that measures periodic spending, income, and output for the nation.

Nominal GDP
Nomind GDP is GDP measured in actuad market prices, not adjusted for inflation.

Real GDP
Real GDP is GDP measured in constant prices, such as 1992 prices.

RECIPIENCY RATE

Recipiency rate is the term used by Ul professionals to describe the ratio of Ul claimants at a
particular time to the total number of unemployed persons at that time. The recipiency rate is sgnificant
because it is commonly used as a proxy for the relaive effectiveness of the Ul program asawhole.

Regular benefits

Regular benefits, paid by the date, are the core permanent component of the unemployment
insurance system. Regular benefits are available for 26 weeksto any qudified unemployed person in any
state.
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Supplemental benefits

Supplementa Ul benefits, paid by thefederd government, arethose madeavail ableto unemployed
persons only through an act of Congress. Congress has acted three timesin the last three decades to fund
these benefits, designed to support long-term unemployed persons after they have exhausted their regular
and extended benefits. In the recession of the 1970's, Congress
enacted the Federd Supplemental Benefits program (1974 —77); in the 1980's, it passed the Federa
Supplementa Compensation program (1982-85); and in the 1990's, it enacted the Emergency
Unemployment Compensation program (1991-94).

Vector autoregression (VAR)

Vector autoregresson andysis is an econometric method of solving smultaneous equations that
makes dl variables endogenous, in part by using lagged values. The technique is based on the theory that
in economic equilibrium analyss al varigbles will affect dl other variables.
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