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Summary

• Paper studies the effect of different labor market policies to sector specific shocks

• Focus on the different policy responses to keep the labor market afloat in US and Europe at the
outset of Covid-19
• US: Unemployment Benefits (UB)
• Europe: Wage Subsidies (WS)

• Unemployment benefits:
• Increases reallocation towards productive sectors
• Human capital destruction that results in unemployment

• Wage subsidies:
• Preserves the job, no human capital destruction
• Limit reallocation and lead to inefficiency

• Labor market flexibility –the job finding rate critical for the effect of the two policies
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Strengths and room for improvements

• Key strengths of the study

• General equilibrium framework to evaluate different labor market policies. Comprehensive model
with Covid policies like the ‘furlough’ scheme. Highly detailed model

• It shows that the flexibility of the labor market critical for the tradeoffs of different policies

• Pioneering application (computationally challenging) to study the policy response in the first
quarter of the Covid-19 pandemic in the US and EA

• Room for improvements

• VAR analysis: (i) is labor flexibility important? (ii) recursive identification not fully exploited

• The wage protocol might be missing some important dynamics

• Welfare differences not a clear cut

• Fiscal policy and expectations might be critical to the policy tradeoffs
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Empirical evidence

• Initial observation: the dynamics of job reallocation

Figure 1: Reallocation Index: Euro Area and United States

historically high peaks in the United States. Thus, the reallocation data suggest that the U.S labor

market appears to be more dynamic than its euro-area counterpart.

We confirm these findings when estimating a structural vector autoregression (SVAR) model,

which provides a more systematic analysis of the relation between reallocation, productivity, and

unemployment.3 In particular, we use these three variables in the SVAR, which we estimate

separately for the United States and the euro area. We identify shocks following a Cholesky de-

composition, with variables ordered as productivity, unemployment, and reallocation. The data

are quarterly and are between 1990:Q3 and 2022:Q2 for the United States, and between 1995:Q3

and 2022:Q2 for the euro area.4 We are interested in the average behavior of the reallocation,

productivity, and unemployment variables during recessions. As such, we analyze an exogenous

3We also computed the cyclical correlations between unemployment and reallocation for both economies, using
a Hodrick-Prescott filter with smoothing parameter 1600. Unemployment and reallocation are highly correlated
contemporaneously in the United States (0.79). In the euro area, the correlation is also positive, but weaker (0.40).
We also inspected the correlation between cyclical productivity and reallocation, finding that it is contemporaneously
weakly positive in the United States (0.12) and negative in the euro area (-0.60). Finally, increases in reallocation
today are positively correlated with future productivity in both economies.

4See the appendix for more details on data sources and computations.
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• Timing, non-linearities and difference between US and EA
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Identification in the VAR model

• Cholesky identification. Variables order: productivity, unemployment, and reallocation

• Exogenous 1% increase in unemployment

1 percentage point increase in unemployment, which we refer to as an “unemployment shock.”5

The results are presented in figure 2. In the United States, the unemployment shock leads to a

Figure 2: Impulse Responses to 1 pp Unemployment Shock in the Euro Area and the United States

contemporaneous sharp increase in U.S. unemployment, which quickly reverts back to zero. At

the same time, U.S. productivity and reallocation increase after the unemployment shock. In the

euro area, interestingly, the unemployment shocks lead to a more persistent increase in unemploy-

ment. Productivity does not strongly react—the 90 percent confidence interval around the impulse

response of productivity always contains zero—while reallocation mildly decreases for a couple of

periods.

UI policies typically implemented in the U.S. tend to boost unemployment and reallocation

more than the WS policies typically implemented in the euro area. In order to understand the

exact role of both institutions and policies we develop a structural model in the next section. Our

goal is to assess the effectiveness of the WS and UI policies in response to sector-specific shocks,

and quantify the winners and losers from the two policy choices in labor markets with different

institutions.

5This unemployment shock may represent any combination of shocks that increase unemployment while not
affecting productivity contemporaneously.

8

• Result enhanced and more consistent if:
• Exogenous 1% fall in productivity to exploit Cholesky, consistent with the theoretical model
• Job finding rate is critical to assess the role of flexibility in the labor market
• The wage will also help to assess the responses in the theoretical model. Does the sharply wage

increase in the US and the increase less pronounced in Europe?—Productivity suggestive of no?
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The wage protocol

• Great to have forward-looking (sticky) wages

• Adoption of a simplified wage protocol for tractability

w∗
t = ωΠ̄t(z, s) + (1− ω)b̄t, (1)

where

Π̄t(z, s) =

n∑
j=0

Et[Ωt+j(yt+j(zt+j , s)−c0|z]

b̄t =

n∑
j=0

Ωt+jbt+j

Compare it with the ‘standard’ Nash wage protocol:

w∗ = ω [y(z, s)+c0θ(s)] + (1− ω)b̄
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The wage protocol and labor market tightness

• Features of the specific wage protocol

• No direct role for congestion in the labor market, but labor tightness relevant for:

• Hiring/separation for firms
• Working/non-working and searching while in furlough for workers

• Labor policies interplay with tightness and an efficient wage should account for it:

• WS: firm retains workers, increasing labor market tightness −→ hiring costly, firms rises w∗

• UB: firm dismiss worker, decreasing labor market tightness −→ hiring cheap, firms offers low w∗

• The wage abstracts from these effects of labor market tightness that are central to labor market
flexibility
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Flexible economy and labor market policies

• Is the forward-looking wage magnifying the effect of unemployment benefits? Can ω be
informative on this? Figure 3: Flexible Economy: Policy Alternatives in the Short-Lived Recession

Sector 1 refers to the unaffected sector and sector 2 the sector affected by the shock.

firms’ profits.

5.2 Policy Alternatives in a Rigid Labor Market

Figure 4 shows the rigid economy response. While the output contraction is similar to that in

the flexible economy, unemployment increases less in the rigid economy but takes about the same

time to return to its steady-state level. In this economy with low job-finding rates, small increases

in unemployment can have persistent effects (Duval and Vogel, 2008). Recall that, in the rigid

economy, unemployment is mainly composed of permanent separators, since temporary layoffs and

subsequent recall are not possible.

The WS policy (red line) produces a contraction in output similar to the benchmark policy

but succeeds in stemming persistent increases in unemployment. Under this policy, unemployment

24

• UB (blue line): b ↑ =⇒ w ↑, u ↑, Work. Prod. ↑ (cleansing effect). JFR limited response
• WS (red line): Not much different from benchmark
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Rigid economy and labor market policies

• Similar forces, but wage and JFR rigidFigure 4: Rigid Economy: Policy Alternatives in the Short-Lived Recession

Sector 1 refers to the unaffected sector and sector 2 the sector affected by the shock.

increases for only a couple of quarters relative to steady state, but it overshoots and temporarily

declines below its long-run value. The overshoot occurs because, despite the productivity shock,

WS policy increases firms’ profits, thus leading to more vacancy postings and higher job-finding

rates. Note that in this economy, where furloughs are not available, WS alleviate firm’s wage bill

while keeping workers employed and increasing firms’ flexibility.

Compared to the flexible economy, the UI policy results are less attractive in the rigid economy,

as it leads to a stronger output contraction but does not result in a faster recovery.12. Unemployment

in particular takes longer to recover because of a lower job-finding rate and the absence of a recall

option.

12A UI cost-neutral policy compared to the WS policy in the rigid economy is given by a 21 percent increase in
the replacement rate during the first month, followed by 42 percent increase in the three remaining months of UI
extension.

25

• UB (blue line): b ↑ =⇒ w ↔, u ↑, Work. Prod. ↑ (cleansing effect). Aggregate JFR no
response(?)

• WS (red line): Not much different from benchmark
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Welfare differences not a clear cutFigure 3: Flexible Economy: Policy Alternatives in the Short-Lived Recession

Sector 1 refers to the unaffected sector and sector 2 the sector affected by the shock.

firms’ profits.

5.2 Policy Alternatives in a Rigid Labor Market

Figure 4 shows the rigid economy response. While the output contraction is similar to that in

the flexible economy, unemployment increases less in the rigid economy but takes about the same

time to return to its steady-state level. In this economy with low job-finding rates, small increases

in unemployment can have persistent effects (Duval and Vogel, 2008). Recall that, in the rigid

economy, unemployment is mainly composed of permanent separators, since temporary layoffs and

subsequent recall are not possible.

The WS policy (red line) produces a contraction in output similar to the benchmark policy

but succeeds in stemming persistent increases in unemployment. Under this policy, unemployment

24

Figure 4: Rigid Economy: Policy Alternatives in the Short-Lived Recession

Sector 1 refers to the unaffected sector and sector 2 the sector affected by the shock.

increases for only a couple of quarters relative to steady state, but it overshoots and temporarily

declines below its long-run value. The overshoot occurs because, despite the productivity shock,

WS policy increases firms’ profits, thus leading to more vacancy postings and higher job-finding

rates. Note that in this economy, where furloughs are not available, WS alleviate firm’s wage bill

while keeping workers employed and increasing firms’ flexibility.

Compared to the flexible economy, the UI policy results are less attractive in the rigid economy,

as it leads to a stronger output contraction but does not result in a faster recovery.12. Unemployment

in particular takes longer to recover because of a lower job-finding rate and the absence of a recall

option.

12A UI cost-neutral policy compared to the WS policy in the rigid economy is given by a 21 percent increase in
the replacement rate during the first month, followed by 42 percent increase in the three remaining months of UI
extension.

25

• Flex labor market (left). UB (blue): unemployment fall attenuated by fast recovery

• Rigid labor market (right). UB (blue): unemployment fall not attenuated

• However, the overall effect is not a clear cut (especially in the flex labor market)

• Refocus the paper on unemployment and policy tradeoffs without welfare?
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Financing of the policies and expectations

• Limited discussion about the financing of the different schemes

• Financing of WS critical for the firm
• Expectations on the financing of UB critical for workers

• Can the study sheds light on the role of expectations about these scheme?
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Takeaways and conclusion

• Impressive analytical framework to assess the policy response to support the labor market in the
outset of the Covid-19 pandemic

• Key lesson: the job finding rate (and labor market tightness) is central to policy evaluation

• Key implications:
• In a flexible labor market with high absorbtion of job seekers, the raise in unemployment in the

short-run is offset by the quick recovery, and the recovery faster the higher the job finding rate
• In a rigid labor market with low job finding rate the recovery is slow and thus it is better to prevent

the fall in unemployment

• The job finding rate needs to remain a prominent feature in the VAR and the theory (wage
equation)

• Welfare differences across policies require further investigation or refocusing

• Financing details and expectations worth further scrutiny within the framework
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