
Essays on Unemployment Insurance and The Business Cycle
Jeremy Schwartz schwarjf@gwmail.gwu.edu George Washington University, Washington, DC

Abstract
This dissertation analyzes the interaction between
unemployment insurance (UI) in the United States
and the business cycle. In my first essay I find that
UI should become more generous for the long-term
unemployed during recessions. While in this essay
I assume that the state of the economy is known, in
my second essay I use a Markov Switching model
to identify when unemployment insurance benefit
extensions should occur, given that economic con-
ditions are unobservable. UI benefit extension pro-
grams may have disincentive effects on the amount
of effort exerted to find a job, which is the focus of
my final essay. I use a difference-in-differences ap-
proach to identify the impact of increasing UI gen-
erosity during recessions.

Unemployment & Exhaustions
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Automatic UI ExtensionsSince 1970 Fewer States 
“Trigger” on SEB Benefits

1981 – 1982

32 States

Peak TUR: 10.8%
Trigger:  IUR of 5.0% and 20% higher than prior two 
years.

1990 – 1991

8 States

Peak TUR: 7.6%
Trigger:  IUR of 5.0% and 20% higher than prior two 
years.

2003 – 2004

5 States

Peak TUR: 6.2%
Trigger:  IUR of 5.0% and 20% higher than prior two 
years, or 6.5% TUR and 10% greater than prior two 
years

1973 – 1975
50 States

Peak TUR: 9%
Trigger:  State IUR of 4.0%, and 20% higher than prior 
two years, National IUR of 4.5%

Model Features
To determine the optimal benefit system in reces-
sions and expansions a dynamic search model is
used. Key features of the model are:

• Insurance and moral hazard

"It is well known that the level of unemployment
benefits influences wages, labor cost and labor
demand as well as search intensity." (Cahuc and
Lehmann)

• UI influences wages and job creation

• Effort varies throughout unemployment spell

• Government optimizes a utilitarian welfare
function
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Optimal Effort Level
Optimal level of effort balances marginal private
costs and benefits and social benefits. Effort in-
creases during expansions.
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Optimal UI: Results
The model is simulated using a Chebyshev poly-
nomial approximation of the social welfare func-
tion. Model parameters are taken from the litera-
ture and the recession of the 1990s. Three bene-
fit systems were simulated, a replacement rate that

changes throughout the unemployment spell, a two
tiered system where benefit levels and duration of
benefits change, and a two tiered system where only
UI benefit duration changes.
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Conclusion: Greater benefits should be provided to the long-term unemployed in recessions. The short-
term unemployed may receive lower benefits to encourage job creation.

When to Extend Benefits: Identify and Forecasting Downturns
Several labor market series are estimated to identify periods of poor labor market conditions and evaluate
their ability to be used to trigger extended unemployment benefits.
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0.3590.3610.3570.3010.3710.3430.3701973 – 1979
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Conclusion: A MS trigger based on the average duration of unemployment improves upon existing and
proposed trigger mechanisms and removes the political process from the extension decision.
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