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Abstract

This paper reconsiders the behavioural effects of replacing the existing
unemployment insurance system with unemployment accounts (UAs). Under this
alternative system, workers are required to save a fraction of their wage in special
accounts whereas the unemployed are allowed to withdraw savings from these
accounts. Previous studies argued that such a reform will improve employment
incentives considerably and thereby lead to a dramatic decrease in unemployment
levels and durations. We show that this expected impact hinges critically on the
assumptions on intertemporal choice. Using recent insights from behavioural
economics, we demonstrate that the theoretical impact of UAs on unemployment is
limited. This study points out that the overall effect of introducing an UA system on
labour market behaviour is ambiguous rather than substantially positive.
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1. Introduction

In this paper we focus on the behavioural effects of moving from an unemployment
insurance (UI) system to a system based on unemployment accounts (UAs). Under
this alternative system, instead of paying Ul premiums, workers are required to make
monthly contributions to special individual savings accounts. While unemployed,
individuals will not receive unemployment benefits but are allowed to withdraw
savings from these individual accounts. At the end of the working life, the
accumulated savings become (partly) accessible and thereby top up pensions.
Basically, the reform replaces unemployment insurance by self-insurance through
mandatory savings. However, the new scheme can provide the same level of income
support to the unemployed as under the current system by allowing individuals to
have a negative account balance and by nullifying debt at the end of the working life

via interpersonal redistribution.

The main rationale to introduce UAs is that they could improve employment
incentives considerably: because individuals withdraw their own savings to finance
unemployment, they internalise the costs of unemployment and for that reason exert
more effort to avoid unemployment and shorten unemployment spells. Proponents of
UAs argue that this reform will reduce moral hazard and lead to a substantial drop in
unemployment levels and durations (e.g. Orszag and Snower, 1999; Feldstein and
Altman, 2007; Snower et al., 2009). For example, Brown et al. (2008) find that
introducing an UA system could decrease unemployment levels in Europe’s high-
unemployment countries by around 30 to 50 percent. It should be stressed that these
results are obtained without reducing the level of income protection for the
unemployed. As Snower et al. (2009, p.150) argue: “the resulting incentive effects of
a shift to unemployment accounts can lead to substantial increases in employment
rates, without making the unemployed worse off than they were under the
unemployment benefits system and allowing all others who cannot finance their
welfare needs out of their own accounts to receive support on the same terms and

conditions as under the current system”.

The trade-off between insurance and incentives is central in the literature on optimal

unemployment insurance (e.g. Baily, 1978; Hopenhayn and Nicolini, 1997; Shimer



and Werning, 2008). By improving incentives and maintaining income protection,
these proposals thus overcome this trade-off. It is therefore not surprising that

proposals for UAs are discussed in many countries.'

By assessing the impact of this reform option on labour market behaviour, we
examine whether it can be expected that the UA system will redeem its main promise
of significantly reducing moral hazard and unemployment. It is striking that most
studies on UAs do not examine behavioural effects but rather assume these to be
substantial and positive (e.g. Feldstein and Altman, 2007). The exception is the study
of Brown et al. (2008), whose simulation results indicate large positive incentive
effects (as discussed above). We argue that these results are to a large extent inflated.
The main contribution of this study is to point out that the behavioural effects of UAs
depend crucially on the assumption about individual time preferences. Previous
studies have simplified this critical assumption. Using recent insights from
behavioural economics, we demonstrate that the positive effects are expected to be
limited under plausible assumptions on time preferences. In fact, the overall

behavioural effects of UAs may not be positive.

The remainder of the paper is structured as follows. Section 2 reviews the literature on
unemployment insurance savings accounts and illustrates that effectiveness of UAs in
terms of improving labour market behaviour hinges critically on the assumptions on
time preferences. In section 3 we assess the behavioural impact of the UA system. We

conclude with several implications for unemployment insurance systems.

2. Unemployment accounts: an overview of the issues

2.1 Proposals
In some countries savings accounts have already been implemented in the system of

social security” and in many others this reform option is discussed'. Both

! Proposals have been made, for instance, for the US (Kletzer and Rosen,, 2006; Kling, 2006),
Germany (Boss et al., 2008), the Netherlands (Van Ours, 2003) and Denmark (Sorensen et al., 2006).

% A comprehensive savings scheme for social security exists in Singapore (Asher and Nandy, 2008):
however, these are not used for unemployment. Since 2002, unemployment is financed through

unemployment accounts in Chile (Acevedo et al., 2006; Sehnbruch, 2006). As the Chilean



comprehensive reforms of the social security system based on individual savings
accounts and savings schemes exclusively for unemployment have been proposed by
several authors.” Here we focus on the latter. As many other papers on UAs (e.g.
Brown et al., 2008; Feldstein and Altman, 2007; Snower et al., 2009) we take the
central features of the current Ul system (benefits levels, maximum duration, profile
over time, eligibility criteria etc.) as given. The focus is therefore not on the potential
(behavioural) effects of reducing the level of income protection, which is maintained,
but rather on the impact of reorganising the existing Ul benefit schemes through the

introduction of mandatory savings accounts.

Although there are differences between the various proposals, most of them have
several features in common. Firstly, individuals make mandatory contributions to
individual savings accounts instead of paying premiums and taxes to finance
unemployment insurance. Individuals are allowed to contribute more to the accounts
than the minimum rate and employers are encouraged or required to make additional
contributions. In addition, an option could be to specify an UA ceiling (see for
instance Feldstein and Altman, 2007). Secondly, when individuals would be eligible
for unemployment benefits, they are allowed to withdraw an amount of savings from
their UAs up to the level of the current unemployment insurance benefits. These
withdrawals thereby replace the existing insurance benefits. However, unemployed
individuals can opt for lower ‘benefits’ than the maximum withdrawal levels. Thirdly,
UAs are (either explicitly or implicitly) integrated in pension schemes as the
accumulated savings become available at the retirement age. Fourthly, the
unemployment insurance savings accounts include two insurance elements: these are
essential in order to provide the same level of income protection as the current Ul
system. The scheme provides liquidity insurance by allowing individuals to have a
negative account balance. So, even when individuals have not accumulated sufficient

savings to finance unemployment, income support can still be provided through this

unemployment scheme differs significantly from the UA proposals on which we focus, we do not
discuss the Chilean case in detail.

3 See for proposals of comprehensive social security reforms: Orszag and Snower (1999); Folster
(2001); Snower et al., 2009. Others focus on savings accounts for unemployment (e.g. Feldstein and
Altman, 2007; Orszag and Snower, 2002; Stiglitz and Yun, 2005. See Bovenberg et al. (2008) for a

review of the pros and cons of various policy options.



credit facility. In addition, the system provides a form of lifetime income insurance:
individuals who enter retirement with a negative account balance will still be entitled
to basic retirement benefits as the debt on the UA will be cancelled by the
government.* So, unemployment accounts allow for intrapersonal redistribution as

well as interpersonal redistribution.

2.2 Assessments

The previous studies on savings schemes for unemployment examine the following
issues: theoretical welfare implications; the viability of UAs and the effects on
lifetime income distribution; and the impact on employment incentives and labour
market behaviour. Bovenberg and Sorensen (2004), Jongen (2009) and Stiglitz and
Yun (2005) focus on the first of these issues. Bovenberg and Sorensen (2004) find
that replacing the Ul system by an UA system leads to a (substantial) Pareto
improvement because both liquidity insurance and lifetime income insurance will be
provided more efficiently. Conversely, Jongen (2009) shows that the welfare gains of
introducing UAs may be rather small. Stiglitz and Yun (2005) point out that replacing
unemployment benefits by individual savings is more likely to enhance welfare when

risk aversion is lower, search elasticity is higher and the unemployment risk is lower.

A major part of the previous literature deals with the viability of the reform and
analyses its impact on lifetime income distribution. In general, these studies make use
of empirical data and apply simulation techniques. A central question is whether the
unemployment accounts can finance a substantial part of the unemployment
payments. If unemployment is concentrated in a rather small group of the population,
the unemployed would typically have exhausted account balances and, since UA debt
is cancelled at retirement, they would have to rely on interpersonal redistribution.
Unemployed individuals would then face the same adverse incentive effects as under
the current system. Feldstein and Altman (2007) make use of US panel data (PSID) to
address this issue. Simulating the effects of the UAs system, they indicate that almost
all individuals (between 93 and 94.8 percent) will have positive balances at

retirement: “the evidence that most individuals have positive balance accounts and

* This form of interpersonal redistribution can for instance be financed through taxing the account

balances (see for instance Snower et al., 2009).



that they end their career with positive balance accounts shows that (assuming they
understand this likelihood) they generally face the cost of unemployment and would
have little incentive for behaviour that would increase either the frequency or duration
of unemployment” (Feldstein and Altman, 2007, p.48). However, the empirical
analysis indicates that the shift from the Ul system to an unemployment accounts

system has (small) adverse redistributive effects.

Vodopivec and Rejec (2001) and Vodopivec (2010) performed similar analyses for
respectively Estonia and Slovenia and, compared to Feldstein and Altman, found a
higher share of the population that would experience a negative balance during the life
course and end the working life with a UA debt. Moreover, both studies indicate that
the reform may have substantial (adverse) effects on the lifetime income distribution.
Folster (2001) and Folster et al. (2002), using Swedish data, and Sorensen et al.
(2006), making use of Danish data, examine the viability of a more comprehensive
savings accounts based reform. The results indicate that the reform could increase the

inequality of lifetime income.

The aforementioned studies do not examine the impact of UAs on employment
incentives and labour market behaviour. Feldstein and Altman (2007) for example
perform several simulations, ignoring behavioural responses in most simulations and
assuming a 10 or 30 percent decrease in unemployment duration in some simulations.
They present evidence that almost all workers will have a positive account balance at
retirement which “suggests a substantial improvement in the incentives of the
unemployed” (Feldstein and Altman, 2007, p.56). Sorensen et al. (2006) examine
behavioural changes; however, these are static “aggregate back-of-the-envelope
calculations” (p.31). As improving incentives is the main rationale to introduce an UA
system, behavioural effects are generally assumed to be positive and significant.
Consequently, most papers focus on the potential obstacles by examining the viability

of UAs and the potential adverse redistributive effects.

An exception is the study of Brown et al. (2008). Their theoretical analysis shows that
UA will increase the reward for keeping and seeking a job through two effects. First,
an internalisation effect implies that individuals stand to loose more from being

unemployed because they have to finance their unemployment with their own savings.



Second, there is a tax reduction effect because a part of the unemployed individuals
finance their own unemployment, thereby not imposing costs on others. This leads to
lower taxes which in turn increases the rewards for seeking and keeping a job.
Moreover, there is an indirect tax reduction effect: the increase in employment
broadens the tax base and thereby results in lower taxes, which again improves
employment incentives. Using data from several European countries, they calibrate
this model and demonstrate that introducing unemployment savings accounts will
have substantial effects on unemployment: the predicted drop in unemployment rates
varies from 34.4 percent in Italy to 50.9 percent in Germany. However, they note that
“our models of course make strong simplifying assumptions and thus our results must
be interpreted with caution, indicating only general orders of magnitude” (Brown et

al., 2008, p.599).

2.3 Assumptions

In order to assess the behavioural impact of the introduction of UAs, we should
examine under which conditions the incentives provided by the UA system are
effective. Given that the level and potential duration of income support, as well as the
eligibility criteria remain unchanged, what exactly are these incentives? When a
worker becomes unemployed, he withdraws from his individual account an amount of
savings. As the accumulated UA savings become available at retirement age, a longer
duration of unemployment spells and a higher frequency of unemployment during the
life course imply a reduction of his UA wealth. Thus, the unemployment accounts
system provides an incentive to avoid unemployment through a ‘retirement bonus’

(or, as termed by Snower et al. (2009), ‘pension top-up’).

There are therefore two critical assumptions. First of all, the effectiveness of this
incentive depends crucially on whether individuals expect that they will end their
working life with a positive UA balance. Because UA debt is nullified at retirement,
the incentives for people who expect to have a negative terminal account balance will
be the same as under the current UI system. On the other hand, individuals who
expect to enter retirement with a positive UA balance will have an incentive to keep

and seek a job.



As discussed above, this issue is addressed in several studies. For instance, Feldstein
and Altman (2007) show that it is likely that a rather small proportion of the
individuals would end their working life with a negative balance and therefore argue
that the reform improves the incentives for a large majority of the population.
However, demonstrating that most individuals will have a positive terminal balance
ex post, does not imply that they expect this outcome ex ante. Nevertheless, it can be
argued that by exerting more effort to keep and seek a job, workers can affect both the
probability that the terminal account will be positive and, given a positive balance, the
level of the pension top-up. Hence, the incentive produced by UAs exists for all

individuals attaching a positive probability to this outcome.

Second of all, even if a large part of the population expects to receive an UA
retirement bonus, whether this incentive effectively alters behaviour depends on how
individuals value this future payoff. Will the self-insurance or internalisation effect
lead to a substantial increase in work and search effort? To assess the impact of the
UA system, a fundamental question therefore is how the additional future reward for
keeping and seeking a job is valued. How does the UA retirement bonus affect

intertemporal choice?

In the next section we examine the behavioural effects of replacing the existing Ul
system by UAs. First, we discuss the impact according to the standard economic
model of intertemporal choice (3.1): it can be demonstrated that both the level of and
variation in discount rates matter for the effectiveness of the savings scheme. Next,
we consider the limitations of the standard model (3.2) and examine the impact of the
proposed reform under an alternative model of time preferences (3.3). Finally, we
show that when workers approach the retirement age, an additional effect kicks in

besides the effects on search and work effort (3.4).

3. Behavioural impact of Unemployment Accounts

3.1 Effects of UAs under exponential discounting
The exponential discounting model is the standard economic model of intertemporal

choice. In general it is assumed that individuals have well-defined preferences and try



to maximize life-time utility according to (a variant of) the following intertemporal

utility function:
T
U' (1500t ) = )01, (1)
ot
where ¢ denotes the time period, u, represents the instantaneous utility in period t and
d is the discount factor (0<6<1), indicating the individual’s time preference.” Workers
with a higher discount factor (i.e. lower discount rate) care more about the future and

can thus be considered more ‘patient’

Moving from an UI system to an UA system will affect the future streams of utilities
through rewarding individuals with a pension top-up for keeping and seeking a job.
As Brown et al. (2008) perform the most comprehensive analysis of the incentive and
behavioural effects of UAs, their study provides a useful benchmark. Their theoretical
model is based on the work of Phelps (1994) and consists of two periods. The period
of analysis is one year and the annual discount rate is assumed to equal to the annual
discount rate, which is set at 4 percent.® The main incentive effect — the internalisation
effect - arises when the individual was employed in the first period. In that case, the
reward for keeping a job in the second period is equal to the difference between the
net wage and the level of unemployment benefits under the existing UI system, but
will be equal to the entire net wage under the UA system.’ Basically, if the individual
was employed in the first period he has accumulated UA savings and therefore fully
finances his own unemployment in the second period. The agent thus completely
internalises the costs of unemployment. Brown et al. (2008, p.594) state that their

analysis demonstrates that “for reasonable parameter values, the unemployment

1

> The discount factor is negatively related to the discount rate: & = ( )t
1+r

Where r is the discount rate, which is discretely compounded over time t.
% The interest rate is set at 4 percent as this is the average interest rate in the OECD countries over the
last four decades.

7 The reward for keeping a job equals A! =w(l-7)—b under the Ul system and A’ = w(1—x) under

the UA system (w is the wage, b unemployment benefits, 7 taxes under the Ul system and x taxes
under the UA system). In addition to the internalization effect, there is a tax reduction effect if x <7
(see section 2.2). However, such effects are indirect as they depend on the internalisation effect on

unemployment.
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reductions can be substantial in Europe’s high-unemployment countries”. Can these

parameters indeed considered reasonable?

In a (two period) model where the discount rate is set equal to the interest rate, the
critical role of time preferences is assumed away. When a worker expects to have a
positive UA balance at retirement and would withdraw savings or ‘benefits’ b per
month during unemployment, being (longer) unemployed implies an expected
decrease of the pension top-up by b plus interest. When the interest rate equals the
discount rate, this loss has a net present value of b, independent of the distance to
retirement.® Hence, in this scenario individuals care the same about losing money
from their UA as they care about losing cash-on-hand or money in their normal bank

account.

Even under exponential discounting these assumptions on time preferences seem
unrealistic. Two main points of criticism can be formulated. Firstly, there is no reason
to set the discount rate equal to the interest rate. Although an average discount rate of
4 percent is within the range of the estimates of some studies, it is rather low
according the large majority of the findings collected in the past decades (e.g.
Frederick et al., 2002). If we no longer assume that the interest and discount rate are
identical, but instead rely on empirical estimates of the discount rate, the present value
of UA pension top-ups may be (substantially) lower. As estimated discount rates vary
considerably between studies, it is impossible to infer the ‘real’ level of the discount
rate. For example, Dohmen et al. (2010) find a median discount rate between 27.5 and
30, using data which is randomly drawn from the German population. This level is
comparable to discount rates found in other studies (e.g. Andersen et al., 2010;
Harrison et al., 2002; Warner and Pleeter, 2001). Setting the discount rate at this level,
mid-career individuals will hardly take into account the level of pension top-ups. For
these individuals, the magnitude of the additional incentive provided by UAs

compared to the current Ul system would be less than 0.5 percent of benefits b per

8 5Y1+r)"b=b when § =

1
(1+r).

11



additional month of unemployment.” It is thus unlikely that the reform has substantial
effects on unemployment for these workers.'® Obviously, the effect depends to a large
extent on the age of the individual: older workers may be more sensitive to the
retirement bonus, but younger workers are even less affected. The bottom line is that
when the discount rate is set at a plausible level and the distance to retirement is
sufficiently large, the behavioural effects of the potential reform evaporate to a large

extent.

A second point of criticism is that not only the median or average discount rate but
also the variation between individuals matters. Several studies indicate substantial
heterogeneity in discount rates between individuals (e.g. Andersen et al., 2010;
Harrison et al., 2002). For instance, the results of Dohmen et al. (2010) indicate that
about 12 of the sample has a discount rate below 5 (which is broadly in the range of
the discount rate set by Brown et al. (2009)), whereas almost a quarter has a discount
rate over 52.5. The level of the UA pension top-up matters more for the former,
patient group, whereas the latter, myopic group hardly takes this (distant) future bonus
into account. In general, the behavioural effects of an UA system will be larger for the

more patient individuals.

? For instance, when the retirement age is 65, a 40-year old individual has to wait another 25 years to
access (part) of his UA savings. Given a median discount rate of 28.75 (between 27.5 and 30), the net

present value of b will be:

25
L} 14004 =0004815
(1+0.2875)

Less than 5 percent of unemployment benefits. To exemplify, if b equals 1500 euro per month, being
unemployed for an additional month implies that the resulting decrease in the pension top-up has a net
present value of 7.22 euro. Note that this should be interpreted as the upper bound of the effect: such an
effect holds when workers are certain that they enter retirement with a positive account balance and
when the UA pension top-up will not be taxed. In fact, for most workers it is uncertain that they will
have a terminal UA balance. Moreover, the terminal balance may be taxed, so workers may receive
only a part of their UA savings (Snower et al., 2009). Under both conditions, the effect will be smaller.
' A similar decrease in the unemployment levels would, even under a elasticity of 1 (which is high
considering the empirical evidence: see Holmlund, 1998; Krueger and Meyer, 2002), lead to a less

than a 0.5 percent decrease in unemployment.

12



Heterogeneity in discount rates is highly relevant for the effectiveness of UAs because
individuals with a relatively high unemployment risk — those who are young, low
educated and have a lower income — have a higher discount rate (Andersen et al.,
2010; Becker and Mulligan, 1997; Dohmen et al., 2010; Harrison et al., 2002; Warner
and Pleeter, 2001). Thus, impatient individuals (those who are on the right side of the
discount rate distribution), the group which is generally the most vulnerable to the
unemployment risk, will hardly internalise the distant future reward for keeping and
seeking a job and will therefore be the least affected by the potential reform.
Encouraging those individuals to avoid unemployment, who will spend no or little
time in the state of unemployment, is unlikely to affect unemployment significantly.

Hence, UAs seem ill-targeted.

3.2 An alternative model: hyperbolic discounting

Although the exponential discounting model has been and still is the standard model
of intertemporal choice in economics, its descriptive validity has been challenged by
many scholars. As stated by Frederick et al. (2002, p.393), the exponential
discounting model “which continues to be widely used by economists, has little
empirical support...Indeed, virtually every core and ancillary assumption of the
[exponential discounting] model has been called into question by empirical evidence
collected in the past two decades”. One assumption in particular has been criticized:
exponential discounting implies that individuals have time-consistent preferences,
which means that “[a] person feels the same about a given trade-off no matter when
she is asked” (Rabin, 1998). Basically, the preference for A at some future time ‘t’

over B at time ‘t + x’, implies a preference for A over B for all values of't.

Yet, common sense and experimental evidence suggest that preferences are time-
inconsistent. As Thaler (1981) argues, some people may prefer one apple today to two
apples tomorrow, but no one prefers ‘one apple in one year’ to ‘two apples in one year
plus one day’. If the discount rate is constant, which is the case in exponential
discounting models, both choices are (formally) identical. People have time-
inconsistent preferences if they initially opt for the ‘two apples in one year plus one
day’ option, but prefer ‘one apple today’ when a year has passed. Evidence from a
wide range of laboratory experiments (see Frederick et al., 2002) supports the

perspective that individual time preferences are dynamically inconsistent. Particularly,

13



experiments point out that the discount rate is a decreasing function of time:
discounting is steeper in the immediate future than in the more distant future. For
instance, Thaler (1981) found that the median subject is indifferent between $15 today
and $20 in one month and between $15 today and $100 in ten years. The former
implies an annual discount rate of over 300 percent, while the latter implies an annual

discount rate of about 19 percent.

In order to incorporate time-inconsistent preferences (and other anomalies of the
standard model), several alternative models have been proposed, varying from
hyperbolic discounting models, to dual-self models (Fudenberg and Levine, 2006;
Thaler and Shefrin, 1981) and models of temptation (Gul and Pesendorfer, 2001).
Here we focus on (quasi-)hyperbolic discounting models because these types of
models have been examined in most of the applied research and, as we will
demonstrate in the next section, can be used to derive predictions on labour market
behaviour. Based on the work of Strotz (1956) and Phelps and Pollak (1968), Laibson
(1997) proposes the following quasi-hyperbolic discounting model (hyperbolic
discounting models hereafter):

Ut(ut,uH],...,uT):ut+ﬂil5’ut 2

The difference between the exponential discounting model and this model is the
introduction of the B parameter (0<B<1), which indicates a preference for immediate
gratification. When P is equal to one, the model is identical to the standard
exponential model. However, when this parameter is below one, the individual’s
preferences are present-biased: such a model captures the idea of time-inconsistent

preferences.

An important implication of this type of models is that individuals have self-control
problems. “We would ‘like’ to behave in one manner, but instead we ‘choose’ to
behave in another. In particular, we tend to pursue immediate gratification in a way
that we ourselves do not appreciate in the long run” (O'Donoghue and Rabin, 2000, p.
233). Although individuals may be unwilling to engage in an investment activity
(which involves immediate costs and delayed rewards) in the present or near future,
they may be willing and planning to do so in the more distant future. However, as

time passes and the future becomes the present, the person prefers to abandon the

14



original plan and tends to procrastinate. In the end, people end up continuing to

postpone the activity until the next period.

In the literature on hyperbolic discounting models, the assumptions concerning an
individual’s beliefs about future behaviour and self-control problems play an
important role. Strotz (1956) discusses two distinct cases: ‘sophisticates’ predict their

future behaviour in the correct way and are fully aware of their self-control problems

(ﬁ = [ ), whereas ‘naives’ believe they will behave as planned and are completely

unaware of their self-control problems (2 =1). O’Donoghue and Rabin (2001) argue

that both cases may be too extreme and therefore develop a model of partial naiveté,
in which individuals are aware of their self-control problems, but underestimate the
degree (S < ,@ <1). An important implication is that (partially) sophisticated people
know they will have self-control problems in the future and are willing to constrain
future choices, even if this involves costs. Mechanisms or instruments which restrict
the possibilities of ‘future selves’ to pursue immediate gratification — labelled as
commitment devices in the behavioural economics literature — are valued by (partly)

sophisticated agents as such instruments can raise their long-run welfare (e.g. Strotz,

1956; Laibson, 1997)."!

In addition to evidence from numerous experimental studies, findings from field data
provide support for the hyperbolic discounting model: findings on saving and
consumption behaviour, exercise, homework, deadlines, the impact of default options
and effectiveness of commitment devices are hard to reconcile with standard
economic theory but can be explained by hyperbolic discounting models (see

DellaVigna (2009) for a recent review on field evidence).

3.3 Effects of UAs under hyperbolic discounting
Given the empirical support for the hyperbolic discounting model, a critical question

is how labour market behaviour will be affected by unemployment accounts if

' See Thaler and Benartzi (2004) and Ashraf et al. (2006) for real world examples of commitment

devices.
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hyperbolic time preferences are assumed. And, is job search behaviour consistent with

the exponential or hyperbolic discounting model?

DellaVigna and Paserman (2005; DV&P hereafter) developed a job search model that
incorporates hyperbolic discounting and leads to several theoretical predictions on the
relation between discounting and job search behaviour. Firstly, they demonstrate that
job search intensity is positively related to both ¢ and . The choice on search effort is
principally an investment decision involving immediate costs - looking for job
openings, contacting employers, going to job interviews - and future rewards in terms
of better job opportunities. For that reason search effort increases with the individual’s

degree of patience.

Secondly, ¢ is positively related to reservation wages: the more patient (higher J) the
job seeker, the more he is inclined to reject the offer and search for better jobs.
Conversely, the reservation wage is orthogonal to f for naive hyperbolic workers. The
intuition is that the reservation wage decision involves comparing delayed payoff
streams: accept a job and receive the offered wage in the future or reject the offer and
wait for a better job. As immediate payoffs are not affected, this is not directly
dependent on . However, for sophisticated hyperbolic individuals there is an indirect

(and relatively small) effect of § on reservation wages through expectations.

Finally, the effect of patience on the exit rate depends on the joint impact of patience
on search intensity and reservation wages. The exit rate consists of the probability of
finding a job offer times the probability that this offer is accepted. For naive workers,
the effect of § is unambiguous: the level of search effort increases with £, while the
effect on the reservation wage is absent. Hence, for naive hyperbolic agents patience
has a positive impact on the exit rate. Both ¢ and £ (under sophistication) are
positively related to job search intensity and the reservation wage: the former implies
an increase in the exit rate, whereas the latter implies a decrease in the exit rate to
employment. DV&P demonstrate that for sophisticated agents the search intensity
effect dominates and S is positively related with the exit rate. Conversely, under
exponential discounting, the reservation wage effect dominates and ¢ has a negative

effect on exit rates. “In a nutshell, due to different time horizons, variation in o
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primarily drives variation in reservation wages while variation in § primarily drives

variation in search effort” (DV &P, 2005, p.544).

DV&P test these predictions using two US longitudinal data sets (NLSY and PSID).
The study examines the effects of patience on search effort, (self-reported) reservation
wages and the duration of unemployment. Although in principle their measure of
patience could capture variation in £ or in 0 (or both), the empirical results seem to be
driven by variation in f: the patience measure is orthogonal to the reservation wage
but positively related to job search intensity and the exit rate. These findings thus
provide support for the hyperbolic discounting model. Ben Halima and Ben Halima
(2009) replicate the findings of DV&P for France. Moreover, empirical evidence
indicates that on-the-job behaviour (i.e. high levels of work effort, on-the-job search)
of employees is also compatible with the hyperbolic discounting model (Drago,
2006). The results show that patience is positively related to ‘on-the-job

collaboration’ or work effort, and negatively related to job-job transitions.

The finding that job search behaviour is in line with the hyperbolic discounting model
implies that in general job seekers have a tendency to procrastinate job search
activities. This is consistent with evidence from time-use studies that the unemployed
spend a small amount of time on job search activities. For example, Barron and
Mellow (1979) find that job seekers spend on average 7 hours a week on job search.
In addition, Krueger and Mueller (2008) show that US and Western European
unemployed individuals devote on average respectively 32 and 11 minutes per day on

job search activities.

So, taking into account this empirical evidence, what are the expected effects of
introducing an UA system? This reform affects the payoff structure of two decisions.
Firstly, the search intensity decision is mainly influenced by (immediate) short-term
costs and benefits. Hyperbolic job searchers have a tendency to procrastinate job
search activities and distant future incentives do not provide an effective instrument to
overcome these procrastination problems. Since UAs provide a distant future
incentive to increase job search effort, it is unlikely that the reform increases search
intensity significantly. Secondly, the job acceptance decision is based on the

evaluation of different future income streams, and therefore it can be expected that the
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reform influences this decision. However, the effect on unemployment duration is
probably rather small because short-term payoffs are relatively more important than
long-term payoffs, and the ‘costs’ of unemployment may be rather small compared to
the total lifetime income. Moreover, empirical evidence indicates that the
unemployment duration is much less affected by the reservation wage than by the job
arrival rate. In fact, most job offers are accepted (Devine and Kiefer, 1991; Eckstein
and Van den Berg, 2007). Thus, if we assume hyperbolic discounting, providing such
distant future incentives may have no significant effect on job search effort and little
effect on the job acceptance decision. It can therefore be expected that the effect of

UA on the level of unemployment and unemployment duration will be limited.

Again, heterogeneity in time preferences is important. As shown by DV&P, impatient
unemployed job seekers search less intensively for a job and have longer
unemployment durations. Likewise, Paserman (2008) finds that low and middle
income groups have a large present-bias (low f).'? Furthermore, impatient workers
exert lower levels of work effort. The behaviour of impatient, present-biased
individuals will be hardly affected by the introduction of UAs. This has implications
for the general effectiveness of the reform, because these groups have a relatively

high chance of entering unemployment and have longer unemployment spells.

3.4 Short-term incentives for pre-retirees

The previous analyses of the effects of UAs hold when workers perceive retirement —
and therefore the UA pension bonus — as a distant future event. Empirical evidence
shows that a large part of employees do hardly any planning for retirement and have
not tried to determine how much they need to save for (a pleasant) retirement (e.g.
Lusardi, 2001; Yakoboski and Dickemper, 1997). Lusardi (2001), for instance,
illustrates that about one third of the Health and Retirement Study respondents have
“hardly thought” about retirement. This figure is particularly striking as the

"2 The point estimates of f are rather low for low and middle income groups (respectively /=0.40 and
£=0.48). For high income groups f is relatively high ($=0.89). Due to large standard errors, the long-
run discount factor 0 could not be identified. Other studies found [$=0.70, 6 =0.96] (Laibson et al.,

2009); [=0.34, 0 =0.88] (Fang and Silverman, 2007), [5=0.53, ,B’ =0.90, ¢ =0.88] (Skiba and
Tobacman, 2008).
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respondents are older workers who will retire within the next five to ten years. The
empirical phenomenon that people procrastinate saving and planning for retirement is
consistent with the hyperbolic discounting model. In fact, it is one of the main reasons
to introduce mandatory retirement schemes: “The principal rationale for such
mandatory programs is that some individuals lack the foresight to save for their
retirement years” (Feldstein, 1985, p. 303). For the most part of the working life,
retirement can be considered as an (far) distant future event. Therefore, the
behavioural effects of UAs discussed above are relevant for the major part of the

labour force.

Nevertheless, when workers are approaching the retirement age, the distant future
incentive generated by the UA retirement bonus becomes a near future incentive. As
the present value of the retirement bonus increases with the proximity to retirement,
the positive effect on job search incentives becomes larger. However, at the same time
a second effect kicks in. Workers who have accumulated a significant amount of
savings during their working life and have not been unemployed (frequently or long-
term) will be entitled to a substantial retirement bonus.”’ In general, the higher the
life-time income of the individual, the higher will be the UA retirement bonus. This
bonus may not only affect job search incentives, but may also encourage workers to
retire early.'* To finance early retirement, the older workers can use their private non-
contractual savings: they do not longer need these savings during their normal
retirement years as they have build up a (large) retirement nest egg through the UA
system. Hyperbolic discounters have a preference for instant gratification and
therefore have a tendency to retire early. As a result, the effect of this short-term
incentive may be substantial. Various studies point out that a higher level of (pension)
wealth induces people to retire early (Bloemen, 2008; Buetler et al., 2005; Samwick,
1998). Given that the retirement bonus increases the level of pension wealth, it is

likely that the reform will encourage early retirement, particularly among higher

'3 This depends of course on whether there will be an UA savings ceiling, and the level of such an
upper limit.

'* It may be argued that workers can also use the current unemployment benefit system to retire early. It
should be stressed that when a worker leaves the employer voluntarily, he would be ineligible for
unemployment benefits under the current UI system and loses his accrued rights. Conversely, under the

UA system the worker who leaves his job voluntarily keeps his accumulated savings.
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income groups. Thereby, UAs may reduce labour market participation, decrease the

tax base and in this way reduce employment.

5. Conclusion and discussion

The main objective of unemployment insurance is to provide income protection
against the risk of unemployment. However, Ul involves welfare costs due to adverse
incentive effects: Ul reduces the incentives to search intensively for a job and to
accept a job offer. Proposals to replace the unemployment insurance system by an
unemployment accounts system seem particularly interesting as they promise to
mitigate these moral hazard effects considerably while maintaining the level of

income protection.

Previous studies that assessed the impact of this reform found that UA will enhance
welfare, have (limited) adverse effects on lifetime income distribution, improve
labour market incentives substantially and lead to a dramatic drop in the
unemployment rate. When a policy proposal involves large gains and hardly any

costs, the balance may seem obvious.

We demonstrated that the behavioural effects of UAs depend crucially on the
assumptions on time preferences. As Brown et al. (2008) showed, when the
population would consist entirely of patient exponential discounters, the effect of UAs
on employment incentives and behaviour may be substantial and positive. However,
when a more plausible level of patience is assumed, the impact of the reform may be
rather small. Furthermore, if we assume hyperbolic instead of exponential
discounting, the effect evaporates: relying on distant future incentives to reduce
unemployment seems to be an unfruitful strategy. Under both exponential and
hyperbolic discounting, UAs seem ill-targeted. To be specific, those who need to be
incentivised the most — individuals with a relatively high probability to enter
unemployment and a long duration of unemployment, workers who exert low work
effort and unemployed individuals who not search intensively — will be the least
affected by the proposed reform. Moreover, a system based on saving accounts may
increase the level of pension wealth, thereby inducing early retirement. Thus, the

impact of unemployment accounts on labour supply incentives is not unambiguously
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positive. Reforming the UI system through the introduction of UAs may lead to
adverse redistributive effects, limited effects on unemployment levels and may
stimulate early retirement. Given such effects, the balance of costs and benefits seems

not clear a priori.

If hyperbolic discounting models describe human behaviour accurately, the standard
(exponential) models overestimate the impact of long-run incentives. As job search is
an investment activity and individuals have a tendency to procrastinate on such
activities, introducing commitment devices to overcome the procrastination problem
may be more effective. Intensifying monitoring of job search effort could function as
such a commitment device. Recent empirical evidence shows that more stringent
monitoring of job search substantially reduces the duration of unemployment
(Abbring et al., 2005; Arni et al., 2009; Boockermann et al., 2009; Lalive et al., 2006;
McVicar, 2008). More intensified monitoring decreases the welfare of exponential
discounters, while it increases (the long-run) welfare of hyperbolic discounters
(Paserman, 2008). Interestingly, monitoring job search as an instrument to mitigate

moral hazard is on the rise in OECD countries (OECD, 2007).

Finally, it should be stressed that we do not claim that the hyperbolic discounting
model is the only ‘real’ model of intertemporal choice. Some researchers argue that
the population consists of both time consistent and time inconsistent agents (e.g.
Meier and Sprenger, 2010), others have criticised the (hyperbolic) discounting models
in general (e.g. Rubinstein, 2003). However, if we take seriously the large amount of
empirical evidence on time preferences, we have to conclude that the positive
employment effects assumed and estimated in previous studies are largely inflated.
An important agenda for future research is therefore to examine the role of time
preferences in labour market models. Specifically, the role of hyperbolic discounting

in job search models deserves further attention.
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