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The MP paradigm

I Hiring and separations are flows; employment and
unemployment are state variables.

I Preferences are linear, so personal wealth is not a
determinant of labor supply.

I All workers hold jobs or seek work all the time;
participation is not modeled.

I Job-seekers all exert the same fixed amount of effort.

I Employers exert recruiting effort to the point of
eliminating any pure profit from hiring.

I Workers and employers bargain over compensation with
fixed shares of the surplus around 0.5.
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Search and matching

The job-finding rate is an increasing and concave function φ(θ)
and the vacancy-filling rate is the decreasing function φ(θ)/θ.

n =
φ(θ)

s+ φ(θ)

q(n) = φ(θ(n))/θ(n)

4



Search and matching

The job-finding rate is an increasing and concave function φ(θ)
and the vacancy-filling rate is the decreasing function φ(θ)/θ.

n =
φ(θ)

s+ φ(θ)

q(n) = φ(θ(n))/θ(n)

4



Search and matching

The job-finding rate is an increasing and concave function φ(θ)
and the vacancy-filling rate is the decreasing function φ(θ)/θ.

n =
φ(θ)

s+ φ(θ)

q(n) = φ(θ(n))/θ(n)

4



The employment contract

Employers pay workers wt units of output for each hour of
work in period t.

Employers collect an amount yt from a new worker.

wt is common value of marginal product of labor and marginal
value of time.

Thus the employment contract embodies efficient two-part
pricing.
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Employment function

Payoff to a vacancy:
q(nt)yt − γ

q(n)y = γ

The employment rate that solves this zero-profit condition is a
function n(y), which I call the employment function.
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Employment and labor force as

percent of population
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Figure 4, neutral tech shock
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Figure 4: Dynamic Responses of Labor Market Variables to Three Shocks
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Relative movements of

unemployment and labor force

Money Tech Invest

Unemployment rate, Dec 2007 5.0 0 0 0
   Dec 2009 10.0 -0.09 -0.12 -0.09

Labor force Dec 2007 66.0 0 0 0
   Dec 2009 64.6 0.06 0.09 0.05

d log (labor force)/d u -0.43 -0.67 -0.75 -0.56

CTW
US data
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Distributions of consumption

with and without perfect

unemployment insurance
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Figure 2. Cumulative Distributions of Consumption While Unemployed, with and without Insur-
ance

is always 82 percent of employment earnings (It is 85 percent of employment consumption,

which is slightly below earnings in order to generate savings for unemployment spells). With-

out insurance, unemployment consumption is less than that amount if unemployment hits

when wealth is low and greater if wealth is high. The interquartile range of unemployment

consumption is from 79 percent of earnings to 83 percent. The ability to save (but not

borrow) gives people a powerful tool to stabilize consumption when cash income drops to 11

percent of its normal level.

Figure 3 compares the full-insurance and no-insurance cases in terms of the distributions

of the flow value of unemployment, z. I calculate z in the no-insurance case from equation

(33) in Hall (2006), substituting the state-dependent marginal value of wealth, V ′
0(W ) for

the constant marginal value λ. Again, the distribution centers fairly tightly around the value

of z in the fully insured case, z = 0.55, so using a flow value z based on a constant value of

wealth is probably a good approximation.

5 Conclusion

I conclude that the full-insurance model is reasonably close to the more realistic no-insurance

model.
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