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Extended Ul Payments Do Not Benefit the Economy

James Sherk

There is no such thing as a free lunch. Congress
wants to help the unemployed, but extending the
duration of unemployment insurance (UI) benefits
slightly harms the economy. Raising benefits to 99
weeks has increased the unemployment rate by 0.5
to 1.5 percentage points.!

Extending unemployment benefits again will not
stimulate the economy. The only sound arguments
for extended unemployment benefits are humani-
tarian. If Congress decides that these humanitarian
benefits outweigh the economic costs, then Con-
gress should pay for this spending with cuts to less
Important programs.

Extended Benefits Called Stimulus. The gov-
ernment provides unemployment benefits to work-
ers who are involuntarily laid off from work. Since
the onset of the recession, Congress has increased
the time workers can collect these benefits from
26 weeks to—in some states—99 weeks. These
extended benefits expire at the end of the year. If
Congress does not act, the maximum duration of
Ul benefits will return to six months. The average
unemployed worker has been without a job for nine
months.” Many in Congress want to keep benefits
at their current level for humanitarian reasons.

Some analysts suggest that doing so will also
boost the economy. For example, Mark Zandi, an
economist with the Web site Economy.com, argues
that each dollar spent on additional UI benefits
causes between $1.55 and $1.73 in short-run
economic growth.? These analysts contend that
extended Ul benefits are an economic free lunch:

@ B

Congress can spend money on a program that it
wants to support and the economy will grow by
more than the amount Congress spends. Unfortu-
nately, this is not the case.

The studies finding that UI benefits boost the
economy are based on macroeconomic models that
are programmed to show large “multiplier effects”
from government spending. Such models assume
that each dollar of government spending creates
more than a dollar of economic growth. These
studies essentially assume their conclusion. Actual
empirical evidence shows that Ul payments do not
benefit the economy.

Extended Benefits Also Prolong Unemploy-
ment. One of the most thoroughly established
results in labor economics is that extended unem-
ployment benefits cause workers to remain unem-
ployed longer.* Even Alan Krueger, President
Obama’s nominee to chair the Council of Econom-
ic Advisors, agrees.” Most studies find that increas-
ing UI benefits to 99 weeks increases the time
the average worker spends unemployed by five to
11 weeks.

Extended benefits increase unemployment for
several reasons. Some workers prefer not to work
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if the government will subsidize their leisure. These
workers could look for work but choose not to do
so. When benefits run out, the number of unem-
ployed workers finding jobs jumps.® However, it is
a minority of unemployed workers who game the
system like this.”

Most of the effect of UI benefits comes from the
fact that—by providing additional funds—they
reduce the need to find a new job immediately. This
enables the unemployed to focus their search on
jobs they prefer to find. Often this means looking
for jobs near the city, the occupation, and/or salary
they had before. As benefits draw down, workers
widen their search to jobs they would not previous-
ly consider. Krueger finds that the amount of time
that workers on Ul spend on job hunting triples
when their benefits start to run out.

Unfortunately, many of the jobs that unem-
ployed workers would prefer do not exist and will
not return. Over half of net employment losses
occurred in the manufacturing and construction

sectors. The recession hit some states, such as Mich-
igan and Nevada, particularly hard. To find work,
many of the unemployed will have to accept jobs
that are much less than ideal. Providing two years of
benefits slows their transition to these jobs.

Higher Unemployment Rate. Studies con-
clude that extending benefits to 99 weeks during
the recession has raised the unemployment rate by
between 0.5 and 1.5 percentage points.” This rep-
resents between 12 and 37 percent of the overall 4.1
percent increase in the unemployment rate since the
recession began. Researchers affiliated with organi-
zations as diverse as the Brookings Institution and
the San Francisco Federal Reserve Bank have come
to this same conclusion. '°

Prolonged unemployment has negative econom-
ic consequences. Workers do not create wealth dur-
ing the additional weeks they remain unemployed.
They save and consume less. Labor markets become
less flexible because it takes more time for workers
to transition from one industry or state to another.
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The welfare benefits of extended Ul come with an
economic cost.

Consumption Increases Modest. The the-
ory behind Ul-as-stimulus is that the govern-
ment should transfer money to workers who will
immediately spend it. This is supposed to increase
aggregate demand and stimulate the economy. This
theory is a recycled version of Keynesian economic
theories that economists and policymakers rejected
after they failed during the 1970s.

Even if policymakers accept Keynesian theo-
ries, however, microeconomic research shows that
Ul spending only modestly changes consump-
tion. Each dollar spent on Ul benefits increases
total household consumption by just $0.55.1! This
happens because unemployment benefits change
household behavior. The spouses of unemployed
workers with Ul benefits work less than those with-
out benefits. For married men, each dollar of ben-
efits reduces their wives’ earnings by between 36

and 73 cents.!? The fall in spousal income partly
offsets the increase in Ul benefits. Workers also
spend more of their savings without Ul, so Ul ben-
efits indirectly fund some saving, not consumption.
Extended UI benefits provide alternative financ-
ing for much consumption that would nonetheless
take place.

No Economic Boost. The Heritage Foundation
modeled the effect of extended unemployment ben-
efits accounting for these factors.!? The simulations
showed that extending benefits from 26 weeks to
39 weeks boosted GDP in the short run but by well
less than the amount spent. Extensions beyond
39 weeks slightly reduced the size of the economy.
Models that account for how benefits affect workers’
behavior find that Ul payments do not stimulate
the economy.

Empirical research comes to the same conclu-
sion. States that increase Ul spending see little eco-
nomic boost.!* Recent history shows the same thing.
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Since January 2009, the government has spent over
$300 billion on unemployment benefits.!> The
unemployment rate remains stuck above 9 per-
cent—well above the Administrations forecasts.
Massive stimulus spending, including on extend-
ed unemployment benefits, has not discernibly
improved the economy.

Prioritize Spending. Congress understandably
wants to help unemployed workers, but this spend-
ing comes at a cost to the economy. Congress should
not imagine that spending more on unemployment
benefits will end the recession. Instead, Congress
should weigh the economic costs of extending
unemployment benefits against the humanitarian
benefits they provide.

Congress may decide that extended unemploy-
ment insurance provides important benefits and
should be maintained. However, current federal
spending is unsustainable, and the debt poses a
threat to Americas future. Congress should pay
for any extension of benefits by reducing spending
on less beneficial programs. Experimental evalua-
tions show that many well-intentioned federal pro-
grams do not improve the lives of those they intend
to help.!® Cutting or eliminating these programs
would cover the 10-year cost of another Ul exten-
sion. Congress should not add extended Ul benefits
to the national debt.

—]James Sherk is Senior Policy Analyst in Labor
Economics in the Center for Data Analysis at The
Heritage Foundation.
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