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Stéphane Pallage
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Unemployment insurance policies are multidimensional objects, with variable waiting periods, eligibility duration,

benefit levels, and asset tests, making intertemporal or international comparisons very difficult. Furthermore,

labor market conditions, such as the likelihood and duration of unemployment, matter when assessing the

generosity of different policies. In this article, we develop a new methodology to measure the generosity of

unemployment insurance programs with a single metric. We build a first model with all characteristics of the

complex unemployment insurance policy. Our model features heterogeneous agents that are liquidity con-

strained but can self-insure. We then build a second model, similar in all aspects but one: the unemployment

insurance policy is one-dimensional (no waiting periods, eligibility limits, or asset tests, but constant benefits).

We then determine which level of benefits in this second model makes society indifferent between both

policies. We apply this measurement strategy to the unemployment insurance program of the United Kingdom.

1 Introduction

Let us face it: It is difficult to compare apples and oranges. Yet, we often do when we say, for
instance, that social policies in the United States are less generous than in Norway, or that Canada’s
social protection is weaker under the conservatives than under the liberals.1 The comparison of
apples and oranges is vain if we focus on single characteristics, but obviously would make sense
if we could account for how apples and oranges really made us feel. A child can thus rightly say:
I prefer oranges (or the reverse). Or even: I prefer oranges in January and apples in October.

Much as apples and oranges, labor market policies cannot easily be compared through time and
space. Their generosity is not directly captured by any known aggregate statistic. Some programs
can be restrictive in their access but very supportive of those admitted, whereas others are open to
all, but barely distribute pennies. To complicate matters, the generosity of labor market policies
cannot be assessed independently of the economic environment in which they are applied at a given
time. In a labor market with full employment, it does not really matter whether support for the

Authors’ note: We thank the editor, Vera Troeger, and two referees for very useful comments that have helped make this
article stronger. All results found in this article can be replicated using the codes and data available at http://hdl.handle.
net/1902.1/21425. The views expressed are those of individual authors and do not necessarily reflect official positions of
the Federal Reserve Bank of St. Louis, the Federal Reserve System, or the Board of Governors.
1See, for example, Osberg (2009).
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jobless is very restrictive. It would, however, in a world in which unemployment was significant.
This suggests a strategy of measurement that goes beyond a more or less complex aggregation of
program parameters. It should take into account the effect of the program on the well-being of
agents and on their response to it.

In this article, we thus want to contribute to a better understanding of how generous, in an
aggregate sense, some labor market policies are relative to one another. We focus on unemployment
insurance (UI), but the new methodology we propose can be applied to most multidimensional
social policies.

By the generosity of an unemployment insurance program, we mean how well it protects the
workers from labor market shocks. Our measure is thus an index of insurance coverage. We illus-
trate our approach with a study of the unemployment insurance program in the United Kingdom
whose substantial reform in the 1980s by the Thatcher government has sparked debates on the true
effect it had on its overall generosity (see, e.g., the slightly different evaluations of Pierson [1996]
and those of Clayton and Pontusson [1998]). The debate on whether social policies have indeed
retreated in the 1980s has attracted many researchers in economics and political science. Yet, it is a
difficult one, because of the lack of quantitative arguments. Since there are no easy ways to aggre-
gate the numerous dimensions of generosity, a large place is left to qualitative assessments. This
orange is sweeter than that apple. The danger is that ideology fills the empty space by tinting the
choice of indicator to emphasize: Yes, but the apple is greener than the orange; the whole exercise,
in the specific case of the 1980 unemployment insurance reform in the United Kingdom, boils down
to determining, on the scale of bad to worse, where the Iron Lady really stood.

Mrs. Thatcher clearly had in mind a better unemployment insurance package, in a social sense,
when she defended her reform. In a radio interview with journalist Peter Allen, who was ques-
tioning the compassion in her policy changes, she answered: “There is compassion. It’s like a nurse
looking after an ill patient. Which is the better nurse? The one who smothers the patient with
sympathy and says ‘Never mind, dear, there there, you just lie back and I’ll bring you all your
meals. I’ll bring you all your papers. Just lie back, I’ll look after you’? Or the nurse who says ‘Now,
come on. Shake out of it. I know you’ve had an operation yesterday. It’s time you put your feet to
the ground and took a few steps. That’s right, dear, that’s right. Now get back and take a few more
tomorrow’. . .Which do you think is the better nurse?” To which Peter Allen replied: “I know which
one sounds more like you, Mrs. Thatcher.” An exchange she concluded with: “Which is the one
most likely to get results? The one who says, come on you can do it. That’s me.”2

Back in 1963, when she was the Joint Parliamentary Secretary to the Ministry of Pensions and
National Insurance, she argued against high unemployment benefits. In response to a question by a
member of the House of Commons, she declared: “We do not think it right to pay more to a person
when he is out of work than he could possibly earn when he is employed.”3 That vision was deeply
rooted in her conception of unemployment insurance. In the early 1980s, she proposed to tax
unemployment benefits, and stop indexing them. In a 1980 television interview with journalist
Brian Walden, she highlighted her plan. On taxing benefits, she argued quite convincingly that
“You will have to tax short-term benefits because they are part of your total income, and if earnings
are taxable the amount of money you get in place of earnings ought also to be taxed.” On de-
indexing benefits, she was as straightforward: “Isn’t it strange if all your short-term benefits go up
by the amount of increase in the cost of living, but wages don’t? . . . I am determined that it really
should pay people to work, and it should not pay them just to stay not working of choice. . . . One
of the great grievances, and a justifiable grievance, is that the people who are not index-linked are
paying for the people who are.”4

What did the Thatcher reform actually mean for the social protection of the unemployed? How
important was the change in regime initiated by her government? All of the above calls for serious

2Thatcher Archive: Independent Radio Network (IRN) interview with Peter Allen at 10 Downing Street, broadcast on
November 30, 1980.

3Thatcher Archive: House of Commons PQ, transcript of debates from June 17, 1963.
4Thatcher Archive: TV Interview with Brian Walden for London Weekend Television “Weekend World,” broadcast on
January 6, 1980.
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measurement. The measurement approach we propose aims at summarizing all dimensions of an
unemployment insurance policy into a single policy parameter. This methodology can be used for
other countries, thus ultimately also to compare different unemployment insurance systems across
the world. Clearly, this approach may also be extremely useful to those researchers who wish to
calibrate models with unemployment insurance policies without accounting for all the dimensions
of the actual programs.

The case of the United Kingdom is of particular interest as it has been central in the debate
about the evolution of the generosity of welfare states in the past decades. A number of authors
have claimed that, despite ideological opposition to generous welfare systems, conservatives, like
Margaret Thatcher, have had at best limited success in rolling back the welfare state. This point is
made explicitly by Pierson (1994), who claimed that welfare states were surprisingly resilient, and
receives support of other authors, such as Garrett (1998), Stephens, Huber, and Ray (1999), and
Huber and Stephens (2001). Generally speaking, all these studies focus on some aggregate of social
spending, and often neglect the composition of this spending. Furthermore, they do not take into
account how the demand for social help may have changed over time.

Taking a different view of the data, in the spirit of Esping-Andersen (1990), several other authors
focus on what really matters to those in need of state transfers. The measurement approach centers
on individual entitlements. The first step has been to look at unemployment insurance replacement
rates, with a general conclusion that the past decades did see some retrenchment of the welfare
state—see, for example, Castles (1998), Clayton and Pontusson (1998), Hicks (1999), Kitschelt
(2001), Green-Pedersen and Haverland (2002), and Gilardi (2010). Allan and Scruggs (2004) refine
this measure by including sickness insurance and accounting for the tax treatment of social benefits.
Scruggs (2006) goes further by considering the marital status of the household, the qualifying waiting
periods, and the duration of benefits. Allan and Scruggs (2004), as well as Scruggs (2006), find
considerable benefit retrenchment in the UK, and in many other countries through 2002.5

The generosity index in Scruggs (2006) relies on the conditions for the distribution of benefits in
eighteen advanced democracies in 1980, and assumes equal weights for each benefit component.
Our measurement approach goes beyond all previous efforts. We include information about social
assistance, means-tests, housing assistance, and labor market risks. Furthermore, our measure is
derived from the solution of a dynamic equilibrium model, which therefore accounts for individual
responses to social policies. Our results show that welfare state retrenchment in the 1980s in the UK
was much stronger than other social generosity measures have suggested and that retrenchment
continued throughout the 1980s and 1990s. In fact, we are able to show that a further important
retrenchment took place under the Labour government of Tony Blair, where social generosity
almost vanished. Part of this is due to the fact that the lower unemployment risk during the
Blair years was accompanied by drops in benefits, both in the replacement rates and in the
duration of benefits (the latter was cut in half). The Scruggs (2006) index for the UK would
rather have reported an increase in generosity under Tony Blair.

Independently from the literature on the retrenchment or resilience of the welfare state, a series
of authors have tried to measure the generosity of unemployment insurance programs. Martin
(1996), for instance, summarizes a series of results from an OECD research program on UI cover-
ages for various types of workers in different countries. Bottero et al. (2004) create a composite
indicator of unemployment insurance generosity by taking an unweighted average of indices rep-
resenting the required contribution period before an unemployment spell, the tax rate covering
benefits, the waiting period once unemployed, and the replacement rate when eligible for benefits.
Quite obviously, this remains a very crude measure of UI generosity. Allard (2005) defines a “net
reservation wage” as the product of the replacement rate, the fraction of a year an agent is eligible,
and an estimate of the probability of eligibility. The resulting index accounts for some difficult-to-
quantify programmatic demands and sanctions in the course of an unemployment spell. Howell

5Kenworthy (1999) uses three different indicators (social spending share, Esping-Andersen’s [1990] decommodification
scale, and the social wage obtained after stopping to work) to find that increases in all three are related to decreases in
poverty in a sample of fifteen countries. For more discussions on measurement issues, see the contributions in Clasen
and Siegel (2007). Starke (2006) offers a recent review of the politics of welfare state retrenchment.

Stéphane Pallage et al.526

ht
tp

s:
//

do
i.o

rg
/1

0.
10

93
/p

an
/m

pt
01

1 
Pu

bl
is

he
d 

on
lin

e 
by

 C
am

br
id

ge
 U

ni
ve

rs
ity

 P
re

ss

 &mdash; 
e.g.
e
18
15
https://doi.org/10.1093/pan/mpt011


et al. (2007) try to gather labor market institution indicators and aggregate them into a few
measures.

These measurement attempts, however, use little theory to discipline the indicators, as was
pointed out by Heckman (2007) in a direct critique of Howell et al. (2007). They also ignore
how local labor market conditions may matter. For example, whether the reduction of the eligibility
period for UI benefits matters depends on local unemployment duration. Thus, although duration
of benefits is shorter in the United States than in most European countries, it may not imply that UI
programs in the United States are less generous since the duration of unemployment is also shorter.
US programs may even be more generous in dimensions that matter more for local labor market.

Our approach is really one of model-based measurement. We simulate a dynamic general equi-
librium model in which we confront two economies, one featuring the complete characteristics of an
actual UI program (that of the United Kingdom), the other characterized by a one-dimensional UI
program. This single dimension is the level of UI benefits with no time limit or eligibility criterion
other than the fact of not having a job offer. The metric by which we measure the overall generosity
of an unemployment insurance program is the level of benefits in the one-dimensional UI program
that is socially equivalent; that is, it reaches the same aggregate welfare value and in this sense
makes society indifferent between that and the actual program. Our model features heterogeneous
agents and stochastic employment opportunities in the spirit of Hansen and Imrohoroğlu (1992)
and Pallage and Zimmermann (2001). Agents can self-insure through asset building but face li-
quidity constraints. There may be moral hazard in the sense that the UI agency may not always be
capable of filtering all those who fraudulently apply for benefits. We consider this possibility in our
sensitivity analyses.

With this methodology, our measure of UI generosity captures the effect of possible differences
in labor market conditions or UI policy, and the fact that agents endogenously adjust their
behavior to these differences. Finally, our approach offers a unique way to identify the elements
within the policy or the environment that affect most the generosity of unemployment insurance.
Although our approach is technically and informationally more demanding, its technique can be
transferred to other questions of political or economic interest.

In the next sections, we present the modeling strategy. We then calibrate our model to the
economy of the United Kingdom, paying special attention to the households, the labor market,
and the UI policies. We describe our solution algorithm in Section 4, perform simulations and
present their results in Section 5, discuss the value-added of our measure in Section 6, and conclude
in Section 7.

2 Modeling Strategy

We build two models, comparable in every element but one, the UI policy in place. In the first
model, there is a detailed unemployment insurance program, with a vector of characteristics (re-
placement ratio, eligibility requirements, duration of benefits, etc.) that match those in place in the
United Kingdom. In the second model, the unemployment insurance is the simplest possible, with a
replacement ratio accessible to the jobless as long as they remain so, without any further eligibility
clauses. We start by presenting the common parts of both models.

The model economies are composed of a continuum of infinitely lived individuals, each
characterized by their employment status, the level of their assets, and their eligibility to unemploy-
ment insurance benefits. Time is discrete. A model period is labeled t.

We model the labor market as a system of lotteries which outcomes affect the lives of each of its
participants, who choose either to accept or to reject job opportunities. The labor decision has a
discrete impact on leisure: labor is modeled as a constant, indivisible period of time, �h, over the
model period.

Individuals care about consumption, ct, and leisure, lt, which they choose optimally to maximize
an infinite stream of expected, discounted utilities. Let uðct, ltÞ be the periodic utility an agent
receives from his choice of consumption and leisure at period t. The function uð�Þ is assumed
increasing in both arguments and concave. Savings, mt, can be used to self-insure against
adverse employment shocks, but there is no borrowing possibility; that is, mt � 0.
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The stochastic labor market works as follows. At the beginning of every period, agents enter an

employment opportunity lottery.6 The outcome of the lottery, kt, for a given individual, is either o if

a job offer is extended, or n if not. His likelihood to be offered a job depends on whether he had

such an offer in the period before. In any case, agents may choose to accept or turn down a job

opportunity. Let xt represent this binary labor decision; that is, xt ¼ 1 if a job offer is accepted at

time t, 0 if it is refused. A worker’s productivity is a constant, y.7 It is also his gross income.
A publicly financed unemployment insurance program provides some income replacement

benefits to the unemployed under certain conditions that will be detailed later. The UI agency

operates with a balanced budget rule. Its revenues are collected from income taxes.
Savings, mt, from a period to the next evolve in the following way:8

mtþ1 ¼ mt þ ydt � ct, mt � 0 8t, ð1Þ

where ydt , the disposable income, can have one of three possible values, depending on the agent’s

labor and UI eligibility status:

ydt ¼
ð1� �Þy if employed
ð1� �Þ�y if unemployed and eligible to UI
ð1� �Þ y if unemployed and not eligible

8<
:

with �, the income tax rate used to raise the revenue necessary to finance the unemployment

insurance program, and  , the possible other government transfer to which an agent is entitled

when he is jobless and not eligible to the unemployment insurance program. Welfare transfers may

be an example. In the model, all income is taxable, whether from actual work or from government

transfers. This assumption can of course be relaxed depending on the actual program under study.9

� and  are income replacement rates; that is, the percentage of past income given out respectively

to UI-eligible and ineligible unemployed.
There may be various indicators of eligibility for unemployment insurance benefits. We will call

� the vector of UI parameters that will be specified for each model below. Besides replacement

rates, � may also contain eligibility parameters such as a waiting period, a benefit duration, asset

tests, etc. For the time being, we will say that eligibility depends on a vector of variables st that may

follow a potentially endogenous law of motion �; that is:

stþ1 ¼ �ðstÞ:

It should be emphasized that when an agent turns down a job offer, he is immediately ineligible

for UI benefits.10

The intertemporal problem of a typical agent can be represented by the following infinite-

dimensional program:

½P� maxE0

X1
t¼1

�tuðct, ltÞ

subject to budget constraint ð1Þ,

6The parameters of the stochastic process are taken as exogenous to the model and are calibrated below using the
unemployment rate and unemployment duration from the data.

7As y is a constant, we do not index it by t.
8There is no real interest on assets. Including a small interest changes little in the model economy and very little in the
comparison of the two model economies. An interest rate approaching the discount rate leads to overaccumulation of
assets.

9Note that since gross income, y, is uniform when working, we thus distinguish the insurance aspect of UI from its
redistribution aspect.

10In Section 5.3, we will allow for some moral hazard. Precisely, we will let shirkers face a nonzero probability of
obtaining undue UI benefits.
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where leisure lt ¼ 1 for someone who does not work, lt ¼ 1� ĥ for someone who works the indi-
visible amount of time ĥ, and � 2 ½0, 1Þ is the discount factor, transforming the perception of future
values into present ones.

The individual’s problem [P] is infinitely complex. We can rewrite it down in a simpler,
though equivalent, recursive form, using a Bellman equation. Bellman’s (1954) optimality
principle indeed allows us to transform an infinite-dimensional, dynamic problem such as [P]
into a finite-dimensional one. Instead of seeking an infinite vector of optimal decisions over
the entire future, it is sufficient to look for current optimal decisions and an optimal value
function, V, of current state variables (mt, st, kt). The value function to be determined is unique.
It is equivalent to the maximized value of [P] at any given state-of-the-world triplet (mt, st, kt).
For ease of exposition, we will drop the time subscripts, and use prime-symbols to denote future
states.

For an agent with an employment offer, there are two embedded decisions. The first decision to
make is whether or not to accept the employment offer today. The second decision, contingent on
the first one, is how much to consume/save given today’s disposable income. The relevant Bellman
equation is

Vðm, s, o; �Þ ¼ max
x

x max
c, m0

uðc, 1� ĥÞ þ �

Z
k0jo

Vðm0, s0, k0; �Þdðk0joÞ

� �

þ ð1� xÞ max
c, m0

uðc, 1Þ þ �

Z
k0 jo

Vðm0, s0, k0;�Þdðk0joÞ

� �

subject to m0 ¼ mþ ydðs, o, x; �Þ � c

m0 � 0

s0 ¼ �ðsÞ:

In a similar fashion, the Bellman equation for an agent without a job offer can be written as

Vðm, s, n; �Þ ¼ max
c, m0

uðc, 1Þ þ �

Z
k0jn

Vðm0, s0, k0; �Þdðk0jnÞ

subject to m0 ¼ mþ ydðs, n, :; �Þ � c

m0 � 0

s0 ¼ �ðsÞ:

The value function, Vð:Þ, to be determined has the interesting property of being a contraction in
the space of real-valued functions on a compact set. It is thus possible to apply Banach’s contrac-
tion mapping theorem to obtain the unique value function as a fixed point in that particular space.
This is done by iterations on the value function from any arbitrary initial function within that
space—see, for example, Kolmogorov and Fomin (1975).

Once the iterative process has converged to the optimal value function, we can use the corres-
ponding optimal decision rules on labor, xðm, s, kÞ, consumption, cðm, s, kÞ, and savings,
m0ðm, s, kÞ, to construct the distribution of agents fðm, s, kÞ, which gives us for every state
triplet, ðm, s, kÞ, the proportion of agents characterized by that particular state.

2.1 Equilibrium

A steady-state equilibrium, given an unemployment insurance policy �, is a choice of work, asset,
and consumption for all agents, a value function Vð�Þ, a distribution of assets fð�Þ, and a tax rate �
such that:

1. Agents solve their individual intertemporal problems, given ð�, �Þ and labor market
characteristics;
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2. The unemployment insurance agency balances its budget;11 and

3. The distribution of agents is invariant.

Under this definition of equilibrium, agents in the model assume that the current unemployment
insurance and labor market characteristics in any given period will remain unchanged forever. One
may question this myopic view of the world. An alternative would be to take into account how
agents may be forward-looking in these dimensions as well; that is, how they may anticipate
changes in the parameters of the UI system and in the unemployment rate and duration.
Modeling these expectations, however, is non-trivial. It would make the computation of equilib-
rium several degrees more difficult, as it would no longer be possible to rely on invariant distribu-
tions. We chose the simpler path. We do not expect, however, that such policy changes would
matter much in terms of expectations, as long as the changes are not large and they are not
announced long enough in advance to change significantly the accumulated assets of agents.

2.2 The Simplified UI Program

We need to specify �, the rules that govern the simple UI program, its generosity and eligibility
criteria. For the simplified UI program, we assume that unemployment benefits can be obtained
immediately and that unemployed households stay eligible as long as they remain without a job
offer. If eligible, they receive every period the same proportion � of their income. An agent becomes
ineligible as soon as he turns down a job offer. In that case, he receives a fraction  of past income,
which takes into account welfare transfers and all other transfers to which an agent in this situation
is eligible.

This simple UI program thus has the following vector of parameters to which we want to map
the detailed UI program:

� ¼ ð�,  Þ:

2.3 The Detailed UI Program

Next, we want to describe the rules of a real-world unemployment insurance policy in as many
details as computationally feasible. Such policy typically has the following components:

1. A waiting period a, before the end of which unemployed agents are not eligible for full
benefits, although there may be partial benefits in the meantime.

2. The duration of eligibility z; that is, the number of periods an unemployed agent is entitled
to receive benefits.

3. The proportion of past income that unemployed agents obtain as benefits, �ðjÞ, which may
vary through the unemployment spell, including the waiting period (j ¼ 1, :::, z).

4. The proportion of income unemployed agents may receive after losing eligibility,  , for
example through other social programs.

The vector of policy parameters we need to calibrate from the data is therefore given by

� ¼ ða, z, f�ðjÞgj¼1, :::, z,  Þ:

We can now turn to finding those policy parameters for the economy of interest.

11In reality, an unemployment insurance agency does not necessarily balance its budget. But as the shortfall must come
from some general budget that is funded by taxation, the tax distortion ends up being equivalent to that of a balanced
budget.
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3 Parameterization to the United Kingdom

We focus on the generosity of unemployment insurance in the United Kingdom from the 1970s
onward. We want to see how the generosity of the UI program, as summarized by � in the simplified
setup, may change through time. For this purpose, we use the characteristics of � for the United
Kingdom for every year, along with the relevant labor market data to parameterize the job-
opportunity lottery.

The unemployment benefit system in the UK is summarized in Figs. 1 and 2. The details of this
system can be confusing because the conditions—and even the names—of its constituent programs
have changed several times over the years. Appendix A provides a brief overview.12

In Figs. 1 and 2, “UI benefits” refer to the combined flat-rate and earnings-related replacement
rates for 1972–1981. The “income security” replacement rate in Figs. 1 and 2 is the social assistance
benefit. All of the parameters in Figs. 1–3 are based on the actual policies in force for the years in
question. All figures except for social assistance benefit replacement rates were taken from the
summary data set of the Comparative Welfare State Entitlement Data set (see Scruggs 2004).
Benefit replacement rates were computed assuming a single-person household with net, in-work
wages equal to the average production worker (APW) in the year in which benefits were computed.
Benefit rates were based on those in place on April 15 of the relevant year. Benefit replacement rates
assume a six-month unemployment spell, with the six-month total benefit annualized and divided
by the net annual wage of the APW.13 Social assistance replacement rates are taken from the UK’s
Department of Work and Pensions as reported by the Institute for Fiscal Studies (2006). Weekly
assistance rates (which are not taxable) were simply multiplied by 52 and divided by the net APW
wage.

The asset test measure is represented as the ratio (in percents) of the maximum assets allowed to
qualify for means-tested transfers to the APW wage net of taxes in each year. Early years are held
constant due to lack of data. When reading Fig. 1, one can see that during the first years of the
sample having an asset worth 110% or less of the average wage did not bar you from means-tested
transfers. In 1980, as a central element of the Thatcher reform, an asset worth 25% of the average
wage was sufficient to make its owner ineligible to means-tested transfers.

It is important to bear in mind that, in addition to the phasing out of earnings-related benefits in
1982, UI benefits in the UK became taxable in 1983.14 As suggested by Fig. 1, making UI benefits
taxable made insurance benefits less generous than income support benefits. Note that for this
analysis, we used the effective labor income tax rates published by Mendoza, Razin, and Tesar
(1994), where we complement the published numbers until 1996 with the update available on
Enrique Mendoza’s webpage. After 1996, we assume no change in the tax rate. One can reasonably
argue that these tax rates are too high for our exercise: they are defined as economy-wide average
rates, and unemployed workers most likely pay lower tax rates, as their income is lower when
unemployed and their base income is lower than average. Thus, we want to take the parameter-
izations with and without tax considerations as upper and lower bounds in our measure of UI
generosity.15

To calibrate the job market lottery in our model, we make use of the fact that in a binomial
Markov process, the probability of receiving a job offer while unemployed is the inverse of the
unemployment duration. Furthermore, together with the probability of getting a job offer while
employed, it determines the unemployment rate. Thus, we use time series for the unemployment
rate and unemployment duration to parameterize the odds of the lottery in every year.

While the unemployment rate is easily available from the UK’s Office of National Statistics
(ONS), obtaining duration data is another matter. We use data on inflows and outflows of UI
claimants, again from the ONS, but available only starting in 1989. For the earlier years, we use the

12A useful summary of the benefit conditions prior to the early 1980s is provided in Atkinson and Micklewright (1985),
Chapter 2.

13Annualization facilitates the computation of income tax burdens.
14Means-tested support benefits, however, are not taxable.
15Note that due to the endogenous response in self-insurance, tax benefits may lower our measure of generosity in some
circumstances.
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numbers published by Layard, Nickell, and Jackman (1991, 224). Clearly, we would prefer having
durations for all unemployed workers. However, using the unemployment rate along with claimant
flows gives us durations that should not lie too far from the truth. Atkinson and Micklewright
(1985) present evidence for the period 1972–1977 that doing so presents no significant bias, with
unemployment duration averaging at 33.4 weeks, while claimant duration is 31.7 weeks. The un-
employment rate and duration are presented in Fig. 3.

The remaining parameters and functional forms are standard in the literature. Following Hansen
and Imrohoroğlu (1992) and the literature that ensued, we let the utility function be defined as a
typical constant elasticity of substitution (CES) function:

uðc, lÞ ¼
ðc1��l�Þ1��

1� �
� 1,

with � ¼ 0:67 and � ¼ 2:5. Leisure l is one when unemployed and 0.55 when working. A worker
thus spends 45% of his time allowance at work. Also, we set the discount factor b in such a way
that it corresponds to a discount rate of 4% per year. When running the simulations, we consider
the time frequency to be weekly. Such a high frequency is necessary to capture key features of the
UK’s UI policy. The eligibility waiting period, for instance, is one week for part of our sample.

4 Computations

Our solution algorithm is as follows. We start by solving numerically the model with the detailed
UI program for each year in the sample. This is performed by transforming the state space, in
particular assets, m, into a grid, then using discrete dynamic programming techniques to obtain a
solution through iterations on the value function. Given the resulting value function, we can extract
households’ decisions and infer the invariant distribution of agents’ types, f. It is then possible to
compute the expected value of a UI program; that is, the average utility of agents under this
program, call it W.

Fig. 1 Program benefit parameters, as percent of average income, with tax benefits.
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The next step implies solving the model with the simplified UI program using the same tech-

nique. We search through various values of � until we find the one that provides the expected value
closest to W, call it �?. This �? is precisely the measure of generosity that we seek; that is, that which
makes society indifferent between the simple and the complex systems and can therefore be

qualified as socially equivalent.16 This procedure is performed for every year in our 1972–2002
sample, thereby giving us the path of UI generosity over time.17

It is important to note that the average value function of the simplified economy is non-mono-
tonic in the replacement ratio, �. Indeed, with � ¼ 0, individuals must bear their employment risk

completely and need to self-insure through asset accumulation, which is costly. With � ¼ 1, income
is completely insured, but because agents also value leisure the average agent would tend to prefer a

slightly lower replacement ratio to preserve the incentives to work and maintain the tax rate rea-
sonably low for those who do.

Consequently, there is an optimal � in the simplified economy somewhere in between, and there
is no reason why this optimal � should correspond to the socially equivalent one, �?, which we find

in the simulation. This means that for any value W that we try to match in the complex economy,
there are always two corresponding �? in the simple one, except in the unlikely case in which we

end up at the optimum. See Fig. 4 for a simple representation of this. This result, analogous to
a Laffer curve result, is possibly problematic. In our simulations, however, one of those two

Fig. 2 Program eligibility parameters, in weeks.

16Note that we consider here the average expected value of all agents in the model economy. This gives us an idea of how
well they perceive the existence of the current system, including its costs (taxes) and potentially perverse incentive. One
could also measure the drop in welfare for those hit by unemployment, but this would limit the analysis to a subgroup
of the population and would neglect the costs borne by others.

17All codes and data necessary to replicate our results can be found at http://hdl.handle.net/1902.1/21425.
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replacement rates has always had an unreasonable value (i.e., above 100%).18 We have picked the

reasonable one.
It is also theoretically possible for the complex economy to attain a value that is unreachable

by the simple one; for example, if the complex economy has features like those described in

Fig. 3 Labor market parameters.

Fig. 4 Possible multiplicity of replacement ratio in simplified economy.

18A negative value is not inconceivable for low UI benefits and tight asset tests for various benefits, due to the endogen-
ous response in asset accumulation.
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Shavell and Weiss (1979) or Hopenhayn and Nicolini (1997), where benefits are optimized as they
vary over the unemployment spell or thereafter. While in our experience so far it has not been a
problem, it could become one in more generous UI systems than the one studied here.

5 Results

5.1 Generosity of UI in the United Kingdom

How generous was UI in the United Kingdom during the past few decades? In particular, how did
Lady Thatcher’s UI reform in the 1980s affect UI generosity?
�?, the generosity measure we obtain from our simulations, is presented in Fig. 5 together with

actual UI benefits. The figure shows that unemployment insurance in the UK became dramatically
less generous in the early 1980s and that this trend has continued ever since. Such a result is not self-
evident from the parametrization. Although program benefits did decline in a sharp way, the
waiting period was reduced and the eligibility to UI was de facto lengthened during
the Thatcher years. It turns out that the latter is inconsequential: The Thatcher reform reduced
the waiting period for earnings-related benefits, which she rapidly drove to zero. Importantly, the
Thatcher reform was implemented at a time in which both the unemployment rate and the un-
employment duration in the United Kingdom were exploding (see Fig. 3).

We can also notice in Fig. 5 that our simulated benefits lie most of the time significantly below
the program UI benefits. The full effect of the Thatcher reform, for instance, according to our
measure of UI generosity is equivalent to a replacement rate of about 12% in 1982 (a drop of 27
percentage points from the 1979 generosity, when the Iron Lady took office). The actual replace-
ment rate in 1982 was 26%, a drop of merely 10 percentage points from 1979. The wage replace-
ment rate used in many studies as an indicator of UI generosity simply does not capture the scope
of the retrenchment in UI generosity behind the Thatcher reform. The restrictions to eligibility thus
have a significant weight on the generosity of the program.

Interestingly, while the John Major years are rather characterized by a positive trend in UI
generosity, the Tony Blair years witness a further significant retrenchment, with a resulting gener-
osity socially equivalent to a 7% replacement rate in 2001. Again, this could not have been
concluded from a look at actual replacement rates.

Finally, as can be seen in Fig. 5, simulated benefits are much more variable than actual replace-
ment rates. The reason is that the simulated benefits are perturbated by many factors beyond the
program UI benefits, such as the other program parameters and labor market conditions, as we
demonstrate further in the text. The sensitivity of the response of the simulated benefits to these
perturbations has also changed through time. Indeed, although the volatility of simulated benefits is
similar across the sample years, it is markedly lower for program parameters in the earlier years.
The reason for the higher sensitivity in those years lies in the fact the UI program specifics were
much closer to the social optimum as determined by the model. Smoothness properties of the value
function imply that its slope becomes flatter as one moves closer to the optimum. Consequently,
one needs to change �� farther away for the same change in value, which explains the variability.

These various influences will be disentangled in the coming pages, but it is important, for the
sake of comparison, that we first have a look at an alternative, quite intuitive measure of generosity.

5.2 A Naive Alternative

A “naive” and much simpler way to proceed would be to compute the present value of benefits
under the current system and identify the corresponding “permanent income,” ~�:

Xa
t¼1

�t�1�t þ
Xaþz
t¼aþ1

�t�1�t þ
X1

t¼aþzþ1

�t�1 ¼
1

1� �
~�: ð2Þ

On the left-hand side of this equation, we compute the present value of transfers, over an infinite
horizon, accruing to an unemployed agent under the existing UI policy. It is composed of three
terms. The first computes the benefits received during the waiting periods (from t¼ 1 to t¼ a),
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weighted by the discount factor with the corresponding power. The second term similarly computes
the benefits while eligible (z periods starting at t ¼ aþ 1). The last term computes transfers received
after eligibility ends. This purely accounting sum of transfers can be equated to the present value of
receiving a constant benefit, ~�, forever (the right-hand side of this equation). ~� can be seen as an
alternative, uni-dimensional index of UI generosity that could be highly appealing for its simplicity.

If we compare this naive index, ~�, to our simulated �?, we can see in Fig. 6 how different a
portrait of UI generosity we would have drawn. While the naive ~� would have recorded an overall
decline in UI generosity between 1970 and 2000, it would have in no way registered the huge
decrease in the early eighties. In fact, it would even have suggested an increase in generosity of a
few percentage points following the Thatcher reform. Several factors contribute to this mismeas-
urement: The naive measure is a simple accounting measure. As such, it does not take into account
changes in the labor market, it ignores means tests, and it does not factor in how workers’ behavior
changed in terms of self-insurance and refusal of job offers. In particular, the naive measure
displays even less of a decline than the program UI benefits. This, we think, speaks loudly in
favor of using an equilibrium-based measure such as the one we present here.

5.3 Identifying Relevant Factors of UI Generosity

What shapes our generosity measure? There are two ways to find an answer to this question: first,
by regressing �? on its determinants; second, by performing counterfactual analyses.

Table 1 displays the results of the regression. Obviously, this exercise is full of flaws, starting with
the fact that we face a small sample and the likelihood of correlated explanatory variables. We
would thus not like the reader to take the results too seriously, but we can still learn a few things
from such an exercise. For example, the fact that the interval around the coefficients is very large

Fig. 5 Effective UI coverage in simulated economies.
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suggests that the relationships may not be linear: variables may in fact interact in ways that are
impossible to capture with such a sample size. Also, the regression indicates that some variables

could have a large impact.
The last column of Table 1 describes the effect on our generosity measure of a change in the

relevant variable, corresponding to the difference between the highest and lowest values in the

sample period. We see that, quite expectedly, program UI benefits have a strong impact on our

measure. Indeed, UI benefits are the core program parameter on which policymakers and the
general public focus most. But waiting times appear to have quite an impact as well, despite the

fact that they are rather short. Finally, the two labor market variables, the unemployment rate and
the unemployment duration, could also have a noticeable impact on the program generosity as the

same UI program can be felt differently at different times in a business cycle. As we will see below
from counterfactual analyses, these results can be misleading. One needs a more thorough inves-

tigation to disentangle the many interactions, and simulating the general equilibrium model under

various assumptions can do that for us.
We believe indeed that we can have a much better idea of the various influences using the

technology that we have just built. In the coming lines, we evaluate the impact of the program

variables and the labor market conditions through counterfactuals using our model. The idea is to
run the same simulations as before, keeping one variable constant. In Figs. 7–14, any difference

with the benchmark simulation is due to variations in the variable at hand, variations that incorp-
orate the endogenous responses of the model households.

In Fig. 7, for instance, the unemployment rate is set for the whole sample period to its average

value of 7.46%. Although the unemployment rate does not seem to affect the general downward
trend of generosity, it seems to affect some of its variability, in particular in the later sample period.

Fig. 6 Comparison of simulated and effective UI coverage with tax benefits.
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The same cannot be said of UI benefits: they clearly explain the trend in generosity (Fig. 8).
Indeed, setting UI benefits to their average value over the sample period actually reverses the trend.
The variability of �? is also altered asymmetrically: whereas it is more volatile in the early period of
the benchmark (pre-Thatcher years), it is less in the remainder of the sample period. The reason is a
complex interaction with income support, which provides higher benefits than UI since 1982. This
alters in subtle ways the labor and asset decisions of workers, and this interacts with the asset test
on income support.

Table 1 Regression of simulated �? on parameters

Parameter Coefficient 95% interval Impact on �

Constant 0.370 �0.104 0.844 0.000
Immediate benefit �0.475 �3.295 2.345 �0.070
UI benefit 2.624 0.668 4.580 0.842

Income support �0.628 �2.716 1.459 �0.072
Asset test 0.058 �0.091 0.208 0.051
Wait time �0.243 �0.472 �0.013 �0.364

UI duration �0.002 �0.006 0.001 �0.058
Unemployment rate �2.023 �5.880 1.834 �0.164
Unemployment duration �0.010 �0.001 �0.021 0.326

Tax �1.307 �3.713 1.099 �0.073

Note. The table presents the results of a regression of the generosity parameter �? on policy variables and labor market conditions. The last
column presents the effect on �? of a change in the relevant variable corresponding to the difference between its highest and its lowest
values in the sample period.

Fig. 7 Robustness tests on UI coverage: unemployment rate set to average value.
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A further look at other variables is instructive. We find, for example, that the unemployment

duration affects somewhat the variability of generosity (Fig. 9), and that waiting times have virtu-

ally no impact (Fig. 10) on our measure. This is in stark contrast to the regression results of Table 1,

where waiting times were the second most important contributor to changes in generosity. Again,

because of the statistical issues raised earlier, we do not want to rely on the results from the

regression and are much more comfortable with those from our counterfactual analysis. Because

of the complexity of the relationships, measurement is better driven by theory.
Figure 11 shows an experiment in which the benefit duration during the last seven years is kept

constant to what it was prior to 1995; that is, fifty-two weeks instead of twenty-six. Paradoxically,

this has a negative impact on our measure of UI generosity �?. It turns out that during those years,

the replacement income from income support was in fact higher than that from UI benefits (see

Fig. 1). So, increasing benefit duration delays access to the more generous income support.
Changes in income support affect program generosity about as much as several of the other

variables do (Fig. 12). An important aspect of it is the relationship of income support with UI

benefits, as discussed above.
Unemployment benefits became taxable during the Thatcher years, but income support

remained exempt of taxes. In Fig. 13, we run an experiment in which we tax program benefits as

well as income support during the whole sample, thus removing any tax favor on some aspects of

UI transfers. As can be seen from Fig. 13, the impact of the removal of these tax benefits is non-

trivial and varies over time. This is due to the combination of several conflicting effects: (1) agents

do not like a reduction in income support; (2) they do tend to like the ensuing lower taxes; (3) they

enjoy the flatter time profile of UI benefits and income support compared to an increasing profile;

(4) they tend to adjust asset accumulation, which is also influenced by the time-varying asset test on

Fig. 8 Robustness tests on UI coverage: UI benefits set to average value.
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income support. All in all, there are times, in particular at the end of the sample, where agents
perceive a more agreeable system despite a loss of tax benefits.

Finally, we see in Fig. 14 that the introduction of asset tests that were truly binding during the
Thatcher years has had a rather substantial impact. The experiment with no asset test, in particular,
induces significantly more asset accumulation, and more self-insurance. The effect was particularly
strong during the early eighties when benefits were more generous than today. The simple regres-
sion of Table 1 did not suggest such an impact.

It appears from the counterfactual experiments we have just performed that, except for the
waiting period, all changes in labor market conditions and program parameters have a measurable
impact on program generosity. It is therefore important to take them all into account when
evaluating the generosity of an unemployment insurance system.

Other parameter values that are not related to the unemployment insurance program or the
labor market conditions, such as risk aversion or the discount rate, may also influence our measure
of generosity. However, as a change in such a parameter value would affect both the complex and
the simple model economies, the impact is moderate. The strongest impact we have found comes
from a change in the risk aversion parameter. We illustrate this in Fig. 15.

We have not given much space to moral hazard in the experiments above. Moral hazard,
however, has been shown to be an important factor in the social desirability of unemployment
insurance programs (see Hansen and Imrohoroğlu 1992; Pallage and Zimmermann 2001). Here, we
have assumed that those who refuse job offers can be perfectly screened and are denied benefits. If
monitoring is imperfect and cheaters succeed in collecting UI benefits with a certain probability,
would our results be altered? The answer is no. The fact is that the generosity of UI is comparable,
by definition, in the complex and the simple model economies. Hence cheating would happen in
both models in similar ways. It should therefore only have a negligible effect, unless there are some

Fig. 9 Robustness tests on UI coverage: unemployment duration set to average value.
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very strong amplification mechanisms at play with asset accumulation. We checked this by

amending the model with the possibility of moral hazard much in the same way as Hansen and

Imrohoroğlu (1992) and Pallage and Zimmermann (2001). We find no impact in the case at hand.

Workers in the model simply do not bother to shirk as the UI system is not sufficiently generous in

the United Kingdom to risk losing a sure income.

6 Value-Added of Our New Measure

Existing comparative indices of unemployment insurance programs (and of social programs more

generally) tend to measure generosity in one of three ways.
First, an important literature known as the new politics of the welfare state focuses on total

program spending or on total spending as a fraction of gross domestic product (GDP) (e.g., Pierson

1994; Garrett 1998; Stephens, Huber, and Ray 1999; Huber and Stephens 2001). This methodology

leads to a conclusion that welfare states have shown substantial resilience under conservative gov-

ernments. Measuring the generosity of welfare states by total spending on social programs,

however, ignores the fact that the population receiving benefits may have increased during the

years under study, in which case, the actual transfers per person in need may decrease even though

spendings remain unchanged. If GDP decreases in times of economic downturns, measuring

welfare state generosity by the ratio of total spendings on social programs and GDP may lead

one to believe that social generosity increases when spendings remain constant. Again, this ignores

the fact that in times of economic downturn, the population in need of social programs rises.

Finally, what actually matters to the needy is not what is transferred, but what stays in his

wallet. Ignoring the effect of taxes can be profoundly misleading.

Fig. 10 Robustness tests on UI coverage: wait time set to average value.
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Second, another literature to which we belong focuses on individual entitlements. Most authors,

however, only consider in their generosity measure the wage income replacement rates for the main

insurance programs with and without tax benefits (e.g., Castles 1998; Clayton and Pontusson 1998;

Hicks 1999; Kitschelt 2001; Green-Pedersen and Haverland 2002; Gilardi 2010; OECD 2012a,

2012b).19

Third, in this literature on individual entitlements, some authors try to incorporate multiple

program features, but assign them arbitrarily equal weights and omit the risk and duration of

involuntary unemployment (e.g., Allan and Scruggs 2004; Scruggs 2006).
The approach to generosity suggested in the present article provides several improvements over

existing indicators. First, we provide a theoretical basis for converting multiple dimensions of social

insurance programs into a single index, and provide some evidence that most of these features

matter for program generosity. The approach here allows for the empirical weights of different

features to vary cross-nationally.
Second, the measure developed here explicitly takes into account variations in the labor market

context, which is critical for the concept of program generosity. Existing measures return the same

generosity scores regardless of the unemployment risks and duration in the economy. But offering

large benefits when people are unlikely to use them only appears generous. Benefits that amount to

75% of wages for up to one year when the unemployment rate is 2% and job loss is expected for no

more than three months are generally much less generous than offering the same set of benefits

when the unemployment rate is 7% and unemployment lasts on average nine months.

Fig. 11 Robustness tests on UI coverage: benefit duration set to initial value.

19An additional practical shortcoming of those versions of the OECD measure that consider tax benefits is the fact that
the measure is available only after 2000.
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Fig. 12 Robustness tests on UI coverage: income support set to average value.

Fig. 13 Robustness tests on tax benefits.
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Finally, empirically our measure suggests stark evidence of large and essentially permanent
program retrenchment in the UK unemployment benefit system under the Thatcher government.
It also shows that this retrenchment continued through the 1990s and that the labor government of
Tony Blair was the architect of another important wave of retrenchment. Figure 16 shows notice-
able empirical differences over time in our measure compared to prevailing measures of program
generosity, the OECD measure of gross replacement rates for average earners, and the Scruggs
(2006) index. While all three indicators show a downward trend under Thatcher, our measure
provides much clearer evidence of the intensity of cutbacks. The Scruggs measure even records a
small increase in generosity at the beginning of the Thatcher years. The Scruggs index would not
have been able to capture the further important generosity cuts during the Blair years, whereas the
OECD measure would have failed to capture the intensity of this second wave of retrenchment.

Compared with Scruggs’s multifeature generosity index and the OECD’s simple measure of
gross wage replacement rates for average earners, our experiments suggest that benefits were rela-
tively more generous in the 1970s, declined more dramatically in the early 1980s, and trended
downward faster after the mid-1980s. Scruggs’s indicator overweights the impact of reductions
in the waiting period and qualification period compared with replacement rate reductions and
fails to consider labor market conditions. The OECD results, meanwhile, undervalue retrenchment
in benefit duration, the introduction of benefit taxation, and labor market conditions.

7 Conclusion

We view the main contribution of this article as methodological. We develop a method to determine
a comparable, one-dimensional measure of the level of generosity of a complex social program
based on a micro-founded model. We apply this methodology to assess the generosity of an

Fig. 14 Robustness tests on UI coverage on asset test.
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unemployment insurance program. Specifically, we build a model where heterogeneous agents face
labor market shocks, react by accumulating assets, and use a multidimensional UI system. We then
determine how generous a one-dimensional UI system needs to be for society to be indifferent
between the two. This socially equivalent measure of generosity synthesizes the many dimensions of
the program and captures the prevailing labor market conditions as well as the endogenous
response of agents to the policy and the environment. Unlike all previous attempts at measuring
the generosity of a social program, our measure is in fact equilibrium-based.

Our second contribution is empirical. Parameterizing our model economies to the period 1972–
2002 in the United Kingdom, we find dramatic drops in the generosity of the unemployment
insurance program in the early 1980s despite more generous eligibility requirements. Since then,
the generosity of unemployment insurance in the United Kingdom has continued to decline. We
show that the severity of this drop would not have been captured by a measure of generosity that
would have focused solely on the parameters of the system, thereby ignoring the reactions of the
agents and the changing labor market. The Thatcher reform meant cuts in unemployment insur-
ance generosity in the United Kingdom by far more aggressive than any previous measure could
have told.

The methodology we have presented here can be applied in many ways. For example, it makes it
possible to have direct international comparisons of unemployment insurance or other social
programs. Is the United States more or less generous than France or Spain when it comes to
supporting the jobless? The answer to such question should be of high interest to policymakers
and to researchers trying to understand differences in employment incentives across countries (see,
e.g., Ljundqvist and Sargent 1998). Others may find our measures of interest for the proper cali-
bration of unemployment insurance benefits in models that necessarily need to abstract from the
many dimensions of actual programs.

Fig. 15 Robustness tests on risk aversion.
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Is our exercise positive or rather normative in nature? We believe that it is both. Our method-
ology can certainly be used to assess what is and to a lesser extent what ought to be. It can bring
light on the way a policy reform has affected the generosity of a social program or how future
reforms might affect it, in possibly various labor market scenarios. The possibility to experiment
with policy changes, which we have demonstrated in this article, is a useful, though imperfect, tool
for policymakers and political scientists interested in policy improvements. Hence our measure is
clearly appropriate for positive and normative evaluations. It is not adequate, however, to assess
the political support behind a policy or to explain the genesis or the retrenchment of welfare states.
But it is appropriate to establish that there was a significant retrenchment during the Thatcher years
(which directly challenges results in the important literature on welfare state resilience) and that this
trend has continued through the Blair years. Our measure captures the intensity of retrenchment
better than any previous measure. Of course, understanding the vote on social policies by hetero-
geneous voters is likely to be very important in the determination of what policy is ultimately
chosen (e.g., Pallage and Zimmermann 2001; Brooks and Manza 2006). Why social policies
exhibit multidimensionality is another interesting question, which this article does not address.20

Appendix A: A Brief Description of the UK’s Unemployment Benefit System

Like most European countries, the unemployment benefit system in the UK consists of an
insurance benefit available to all insured individuals who are unemployed, together with a

Fig. 16 Comparing our measure to those proposed in the literature.

20We thank a referee for pointing this out.
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means-tested assistance benefit and a housing benefit available to those with low income and
limited means. A rare feature of the contemporary UK system is that the contribution-based
benefit is paid at a flat rate, and is equal to the income-based benefit.

Insurance

A constant element of Britain’s unemployment insurance benefit since the end of the second World
War is the flat rate (or contribution-based) benefit. From 1948 to 1995, this was called simply
Unemployment Benefit. In 1995, the name changed to Contribution-Based Job Seekers Allowance
(JSA). The level of this benefit has changed annually (sometimes more frequently during periods of
high inflation) to reflect changes in living standards.21 Historically, this benefit has been paid after a
three-day waiting period. Until 1996, this benefit was payable for up to fifty-two weeks. From 1996
on, the duration of the benefit was reduced to twenty-six weeks. Between 1966 and 1981, the flat
rate amount was supplemented by an earnings-related benefit. The earnings-related supplement
varied with the worker’s wage level. When in force, it was paid for up to twenty-six weeks, after a
twelve-day (two-week) waiting period. When originally introduced in 1966, the earnings-related
supplement was 33% of weekly wages between 9 and 30 pounds per week. From 1974, the 33%
band applied to weekly wages between 10 and 30 pounds, and a second band was introduced (15%
of wages between 30 and 48 pounds). Under the Thatcher government, the earnings-related benefit
was gradually eliminated between 1980 and 1982.

Social Assistance

Whereas unemployment insurance is paid to the insured unemployed regardless of their income,
social assistance benefits are means-tested, and they have no time limits. Social assistance benefits
for the unemployed have also undergone two major reorganizations. Until 1988, they were known
as Supplementary Benefits. In that year, they became known as Income Support. Since 1995,
however, they have been known as Income-Based Job Seekers Allowance. Despite these
reorganizations, the basic conditions and amounts paid for these benefits have been regularly
adjusted in line with inflation and wages. As a rule, those on unemployment insurance are not
eligible for social assistance for themselves. However, under existing rules, they might qualify for
social assistance benefits for dependents.

Housing Benefit

A final notable benefit available to the unemployed is the housing allowance. The latter is a means-
tested benefit designed to cover parts of the costs of rental housing up to the full amount of rent
(subject to a maximum “reasonable” rent). All UK residents, including those employed or receiving
contribution-based JSA, are eligible for housing allowance provided they meet the means-test.

A final note about unemployment insurance benefits is that, until 1982, they were not considered
taxable income. In that year, unemployment benefits were made taxable. Today, only contribution-
based job seekers allowances are taxable. All means-tested benefits, including housing benefit, are
not taxable.

Funding

Financial support for data used in this project was provided by a grant from the National Science
Foundation (grant number SES-0095367). Parts of this paper were written while Lyle Scruggs was a
Visiting Scholar at the Russell Sage Foundation and while Christian Zimmermann was at the
University of Connecticut Economics Department.

21In addition, the flat rate benefit is adjusted based on age (over/under eighteen or twenty-five years), family
circumstances, such as whether the household of the claimant has a dependent spouse or children, and, under JSA,
disability.
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