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Main point

Labor market reform can reduce cost of business cycles

© different angle

@ channels at play

© numbers
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Position in the literature

Lucas (1987)
EY BU((1+NC) = Zﬂf (EC})
t

Cy = Aexp(pt) exp(—1/20°)e,  log(e) ~ N(0,07)
A~ 1/20
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Position in the literature

Lucas (1987)
EY BT ((1+A)Cy) Zﬂt (EC))
t

= Aexp(ut)exp(—1/20%)e;  log(e;) ~ N(0,02)
A~ 1/202
What others have done:
@ volatility-growth effects

@ volatility-level effects

@ alternative preferences
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Position in the literature

Lucas (1987)
EY AU ((1+N)Cy) Zﬁt (EC})
t

C; = Aexp(ut) exp(—1/20%)e;  log(e;) ~ N(0,0?)
= 1/20°
What others have done:
@ volatility-growth effects
@ volatility-level effects

@ alternative preferences

@ heterogeneity
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Position in the literature

Lucas (1987)
EZﬁt (L+N)Cy) =Y BUEC)

t
Cy = Aexp(ut) exp(—1/20%)e;  log(e;) ~ N(0,0?)
A~ 1/202
What others have done:
@ volatility-growth effects
@ volatility-level effects
@ alternative preferences

@ heterogeneity

Tom and Martin propose that ¢ is endogenous
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1. Different angle - using Lucas’ example

C=Al-U)
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1. Different angle - using Lucas’ example

jou

c~a(l+~0) - U(1+~a)
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1. Different angle - using Lucas' example

c~a(l+~U) - U(1 +~a)
Reform which reduces steady state unemployment has

@ a level effect
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1. Different angle - using Lucas' example

cxa(l+~U) - U(1 +~a)
Reform which reduces steady state unemployment has
@ a level effect and

@ a volatility effect, i.e. affects cost of business cycle!
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1. Different angle - using Lucas' example

cxa(l+~U) - U(1 +~a)
Reform which reduces steady state unemployment has
@ a level effect and

@ a volatility effect, i.e. affects cost of business cycle!

@ works via a smaller number of affected agents
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1. Different angle - using Lucas' example

Business cycle cost reduction:
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1. Different angle - using Lucas' example

Business cycle cost reduction:

2
Aafter _ 1/2Uafter
)\before 1/2Ul?efore

)‘after ~ 1/202(1 + ’YUafter)Q
Abefore  1/202(1 + ’YUbefm‘e)Q

P. Sedlacek (University of Bonn) Discussion: " Reform and BC costs” ESSIM 2014 6 /15



1. Different angle - using Lucas' example

Business cycle cost reduction:

2
Aafter . 1/2Uafter
)\before 1/2036f0re

)‘after - 1/202(1 + 'YUafter)Q
Abefore  1/202(1 + ’YUbefore)Q

@ regress log unemployment on log real output per worker

o HP-filtered with smoothing parameter 100,000

o Yy~ 4
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@ regress log unemployment on log real output per worker
o HP-filtered with smoothing parameter 100,000

o Yy~ 4
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2. Channels at play

o the above is valid for a given

o reform is likely to change both U and 7

» call AU “level effect”
» call Ay “elasticity effect”
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2. Channels at play - “Level effect” of reform

a) 1 match efficiency

@ directly and via search effort UE rate 1

@ — unemployment falls
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2. Channels at play - “Level effect” of reform

a) 1 match efficiency
@ directly and via search effort UE rate 1

@ — unemployment falls
@ changes influence also EU rate (den Haan et al. 2005)

@ easier to find jobs, separation rate increases!

@ — unemployment increases
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2. Channels at play - “Level effect” of reform

b) | unemployment insurance

@ increases search effort of both short- and long-term unemployed

o — 1 UE rate and unemployment falls
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2. Channels at play - “Level effect” of reform

b) | unemployment insurance

@ increases search effort of both short- and long-term unemployed
o — 1 UE rate and unemployment falls

@ as above, this affects EU rate, which falls

@ — unemployment falls further
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2. Channels at play - “Elasticity effect” of reform

Jung and Kuhn (2014)

P. Sedla¢ek (University of Bonn) Discussion: " Reform and BC costs”



2. Channels at play - “Elasticity effect” of reform

Jung and Kuhn (2014)

@ 1 match efficiency:

» no effect on UE rate volatility
» | of EU rate volatility (about 1-for-1 for n = 0.5)
» — lower unemployment rate elasticity
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2. Channels at play - “Elasticity effect” of reform

Jung and Kuhn (2014)

@ 1 match efficiency:

» no effect on UE rate volatility
» | of EU rate volatility (about 1-for-1 for n = 0.5)
» — lower unemployment rate elasticity

@ | unemployment insurance:

» | of both UE and EU rate volatility
» — lower unemployment rate elasticity
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3. Numbers - “level effect” of reform
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3. Numbers - “level effect” of reform

1 match efficiency

@ 1-for-1 on UE rate and (almost) 1-for-1 on unemployment
@ — unemployment falls by about 6%

@ model predicts a 16% drop

@ search effort effect quantitatively reasonable?

J unemployment insurance

@ sanity check with Costain and Reiter (2008)

@ model implied elasticity €, ~ 1.85
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3. Numbers - “elastcity effect” of reform

non-existent (exogenous EU rate and no concept of surplus)?

@ IRFs before and after the reform

@ — smaller unemployment response after reform
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3. Numbers - “elastcity effect” of reform

non-existent (exogenous EU rate and no concept of surplus)?

IRFs before and after the reform

@ — smaller unemployment response after reform

@ however, relative volatility unemployment basically identical

not really due to increased labor market flexibility...
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3. Numbers - welfare numbers

what extent of asymmetry to take?
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3. Numbers - welfare numbers

what extent of asymmetry to take?

@ not clear

@ at the same time, we KNOW that business cycles are costly

@ drop « discussion altogether?
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3. Numbers - types of jobs created

What jobs were created after reform?
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3. Numbers - types of jobs created
What jobs were created after reform?

Fraction of part-time jobs

10 i 1 i 1
1992 1994 1996 1993 2000 2002 2004 2006 2008 2010 2012
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4. Other smaller stuff

@ is b(su) = w really a normalization? Must matter for welfare?
@ what fraction of welfare is due to tax changes?

@ how does ignoring Hartz |-l affect the calibration?

@ employed are more productive than unemployed

@ decomposition of welfare effects into “unemployment” and
“valuation” effects

@ why not also Hartz |-l and hiring subsidies (Jung, Kuester 2014)
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