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KEY TAKEAWAYS

Much of the CARES Act attempts to keep
workers connected to employers during
the crisis—but the $600 unemployment
bonus is incentivizing job losses.

The extra $600 per-week benefit could
increase unemployment by 13.9 million,
and reduce GDP by up to $1.49 trillion.

To help Americans stay employed, and to
mitigate the economic downturn, lawmak-
ers should cap unemployment benefits at
no more than 100 percent of wages.

nresponse to the COVID-19 pandemic, Congress

has now passed four bills aimed at mitigating the

public health crisis and subsequently minimizing
the economic consequences of containment measures.
The largest package, the Coronavirus Aid, Relief, and
Economic Security (CARES) Act, includes sweeping
measures estimated to provide at least $1.8 trillion in
new spending and tax relief, with a grand total, thus
far, of about $2.7 trillion.!

Many of the CARES Act’s provisions, such as the
Paycheck Protection Program’s forgivable loans to
small businesses and employee-retention tax credits,
will help with the primary economic goal of keeping
workers connected to their employers during this
health crisis. But other provisions are less beneficial,
work against keeping workers connected to employ-
ers,? and could even harm the economic recovery.
Most problematic is the additional $600 per week in
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unemployment benefits to all unemployed workers, regardless of whether
they were making $100 a week or $2,000 a week prior to becoming unem-
ployed. This bonus benefit—which means that more than half of workers
could make more from unemployment than from remaining employed—
could dampen or even derail the chances for a quick economic recovery.

This Backgrounder examines the effects of higher unemployment
insurance (UI) benefits on the level and duration of unemployment. We
use evidence from economic studies to model the potential impact of the
additional $600 federal UI benefit on unemployment levels and economic
output across the U.S. amid the COVID-19-induced downturn. We find
that this additional benefit could increase unemployment by 13.9 million
and result in between $955 billion and $1.49 trillion in lost gross domestic
product (GDP).

CARES Act: Expanded Eligibility, Extended
Benefits, Increased Payments

Unemployment insurance is a state-based system whereby employers
pay into a UI program, and workers who are laid off from their jobs can col-
lect benefits, typically equal to about 50 percent of their previous earnings,
up to a cap. These benefits are usually available for about 13 weeks, and they
often are not available to self-employed workers, contractors, individuals
with limited work history, and some part-time workers.

The CARES Act created new federal pandemic unemployment
provisions to:

¢ Extend eligibility to workers who are not eligible for traditional
Ul benefits;

¢ Extend the eligible reasons for claiming benefits beyond being laid off
to include 11 new reasons, the broadest of which is quitting a job “as a
direct result of COVID-19”;3

e Make benefits available through December 31, 2020; and

e Increase benefit levels by $600 per week on top of existing state-based
or new pandemic insurance benefits through July 31, 2020.

The CARES Act provides federal funding for states to make these addi-
tional benefits available.
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CHART 1

Unemployment Insurance Bonus May Incentivize Job Losses
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* Unemployment insurance benefits vary by state, but the most common benefit is equal to about half of workers” previous earnings, up to a cap. This chart
assumes a 50 percent unemployment insurance benefit, with a $1,000 weekly cap.

NOTE: Figures are from 2017 and are most recent available data.

SOURCE: Authors’ calculations based on data from Internal Revenue Service, “SOI Tax Stats-Individual Statistical Tables by Size of Adjusted Gross Income,”
2017 data, Table 14, https://www.irs.gov/statistics/soi-tax-stats-individual-statistical-tables-by-size-of-adjusted-gross-income (accessed April 5, 2020).
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Consequences of the $600 Ul Bonus

While the economic goal is to keep as many people employed as possible,
the bonus UI benefit will have the opposite effect.

What Is the $600 Bonus UI Payment? In an effort to increase unem-
ployment benefits beyond the usual 50 percent rate, with the goal of keeping
workers whole who lose their jobs because of COVID-19, Congress created
a $600 additional benefit. This means that someone who makes $1,200 per
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week ($62,400/year) would receive both a $600 state-based UI benefit and
a $600 added federal benefit, thus maintaining 100 percent of their previ-
ous earnings.

Unemployment Benefits Would Exceed Wages for Most Workers.
The problem with providing the same $600 additional benefit to all workers
regardless of their previous earnings is that more than half of workers would
receive more money from Ul benefits than from their usual wages.

The median full-time worker in America (who earns $933 per week, or
$48,500 per year) would earn about 15 percent more from unemployment
insurance—an additional $2,300 over the course of four months of unem-
ployment—than if he had remained employed.

The lower that workers’ earnings are, the greater financial incentive
they will have to collect Ul instead of staying employed. A full-time mini-
mum-wage worker would receive 157 percent more from unemployment—a
total of $7,900 more over four months—than from employment.* Part-time
and low-wage workers would benefit the most. Someone working 10 hours
per week at the minimum wage—perhaps a high school student with a part-
time job—would receive 778 percent more, or a total of $9,800 extra, over
four months of unemployment than she would remaining employed.

Workers Can Opt for Unemployment. Typically, employers have to
lay off workers in order for them to receive unemployment benefits. The
CARES Act creates 11 new provisions through which workers can receive
UI benefits, including without being laid off. Many of these provisions
make sense in light of the COVID-19 crisis. However, expanding benefits
to individuals who have “to quit his or her job as a direct result of COVID-19”
without requiring any verification (other than self-assertion) could allow
almost anyone to choose unemployment benefits over employment.®

This is problematic because the goal, during this temporary public health
crisis, is to keep workers employed and ready to return to work once it is
safe to do so. Maintaining employment would prevent people from losing
health insurance and other employment-based benefits and would allow
businesses to resume activities more quickly, minimizing the breadth and
depth of the COVID-19-induced economic downturn.

Excessive Benefits Will Discourage Unemployed Workers from
Coming Back to Work. The added Ul benefits function as an increase in
workers’ reservation wages (the lowest wage at which a worker is willing to
accept a particular type of job) because many workers will not be willing to
come back to work unless they can make as much from employment as they
do from unemployment. Restauranteur and Top Chefjudge Tom Colicchio
described the problem: “They’re not going to come back to work because
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unemployment is too attractive.”® Moreover, this benefit makes it harder for
businesses that have experienced a surge in business because of the health
pandemic, such as medical suppliers, big-box retailers, and grocery stores,
to be able to find workers to meet their increased demand.

For lower-wage jobs, which are more common in some of the hard-
est-hit industries, like food services, hotels, and retail, the unemployment
insurance benefit is even more of an employment deterrent. For example,
employers would have to increase the pay of workers at the bottom quartile
of earners (those currently earning $15.58 per hour) by $7.21 per hour in
order to make them at least as financially well-off from employment as from
unemployment.” Even median workers would require an additional $3.33
per hour to be made better off being employed (an increase from $23.33 to
$26.66 per hour).

Such cost increases—the equivalent of $7,000 more per year for medi-
an-wage workers and $15,000 more per year for lower-wage workers—will
impose a huge toll on businesses, particularly as they emerge from massive
COVID-19 disruptions. Some businesses will not be able to recruit enough
workers to open back up once it is safe to do so and will suffer further rev-
enue losses; some will eliminate some jobs entirely, potentially shifting to
automation; and others will end up shutting their doors forever.

Employers More Likely to Lay Off Workers, as Bonus Creates
Win-Win. Employers recognize the financial hardship that unemployment
causes for workers, and they also know that it is costly to hire and train
new workers. Thus, it is often in employers’ best interest to keep workers
employed during temporary slowdowns or shutdowns, assuming they have
the financial means to do so. But the added benefits under the CARES Act
eliminate the altruistic incentive to keep workers employed (because they
can receive more money unemployed), and it allows workers to make the
choice—absent their employers’ desires—to terminate their employment
and still collect unemployment insurance benefits. These factors are almost
certainly making unemployment higher than it otherwise would be.

In the four weeks since Congress passed the CARES Act, initial unem-
ployment claims have surged by almost 6 million per week.® It is impossible
to parse out how much of this was a direct result of the bonus UI provision,
but multiple anecdotes suggest that it contributed to higher unemployment.

A Nissan plant in Canton, Mississippi, for example, temporarily laid
off about 4,000 employees in the week of April 6 after Congress passed
the CARES Act. Previously, the plant had been paying employees their
full salaries despite a production shutdown. A Nissan spokesperson said,

“The enhanced benefits through the CARES Act—that gave us some solace
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in terms of making that decision.” Moreover, businesses have reported
employees walking off the job—choosing Ul instead of paychecks—and not
being able to get workers to come back to work, even for short-term projects.

Similarly, Steve Anthony, CEO of Anthony Timberland’s pine mills in
Arkansas, said of the $600 additional benefit: “As soon as I saw that, I imme-
diately knew it was going to be a major problem.”° He noted that the fact
that workers could make more money unemployed than employed led to “an
uncommitted, unhappy workforce” that was less productive. After polling
workers about whether they wanted to work or collect unemployment, the
company plans to lay off 200 workers and cut production by half at one location.

While the provision may seem mutually beneficial to both workers and
employers in the short term, it could have some unintended consequences.

Consequences of Unemployment. The most immediate consequence
of unemployment amid temporary COVID-19 closures and disruptions is
that many unemployed workers will lose their health insurance. This is
problematic in normal times, but especially so amid a global health pan-
demic. Moreover, the fact that some workers will not be willing to come
back to work until their unemployment benefits run out and the potential
that employers may eliminate or automate some jobs in the meantime could
have significant consequences for workers. Economic studies show that
even short-term unemployment can lead to a decline in physical and mental
well-being" and reduced fertility,'> and that long-term unemployment can
lead to fewer opportunities,'® lower incomes, and higher numbers of dis-
ability insurance beneficiaries.**

Bonus Benefits Undermine Congress’s Efforts to Keep Workers
Employed. The Families First Coronavirus Response Act and the CARES
Act provide ways to help keep more workers employed, even if they are
temporarily not working or working limited hours and perhaps remotely.
Some of these measures include:

¢ Advance refundable tax credits for small business employers to pro-
vide mandated paid sick and family leave for workers who get sick and
those who are caring for sick family members, or for children who are
home from school and child care programs;

¢ Forgivable loans to small businesses to cover approximately two
months of their payroll and other fixed costs; and

e Upto $5,000 per worker in employee retention tax credits for employ-
ers who maintain their employees amid revenue losses.
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In many cases, the bonus $600 UI benefit competes with—and will win
over—superior alternatives that would keep workers employed. In some
cases, it will be easier for business owners to lay off their workers than to
wait for and incur the administrative trouble and uncertainty of applying for
loans and tax credits. In cases where small business owners do apply for and
receive loans, the amount of loan forgiveness they receive depends on how
many workers they keep on their payrolls. Workers quitting and choosing
unemployment benefits over employment will result in employers having
to pay back more of their loans.

Effects of $600 Ul Bonus on Economic Recovery

It is known anecdotally that the universal $600-per-week increase in Ul
benefits that Congress passed in the CARES Act has increased unemploy-
ment, both as companies lay off workers they otherwise would have kept
employed, and as workers quit jobs in order to obtain UI benefits instead
of wages."® We provide evidence from economic studies below, under “Evi-
dence Behind the Estimates: Economic Effects of Higher Unemployment
Rates,” explaining why this is the case.

Policymakers, including state governors, should understand the potential
consequences of increased unemployment on their economies and budgets.
Thus, we have implemented an illustrative model to provide rough estimates
of the impact of the additional $600 federal UI benefit on the number of
people who become unemployed and the subsequent loss in economic
output. This model applies elasticities on the relationship of benefit levels
to the duration someone takes unemployment.'* Additionally, we utilize a
textbook Mortenson Pissarides model to provide insight on level increases
in unemployment."” Once estimating the unemployment levels over time, we
convert those levels to GDP impacts using “Okun’s law.” While this modelling
exercise will be imperfect due to not knowing the true makeup of initial
claims, it provides a useful framework to estimate macroeconomic effects
of changing levels of unemployment benefits.

Increase in UI Claims by 90 Percent. We estimate that the additional
$600 benefit will increase the number of people who become unemployed
and collect unemployment benefits by 90 percent at the peak of the
COVID-19 economic slowdown.!® This translates to an additional 13.9
million unemployment claims than would have occurred absent the extra
$600 payments.

Reduction in GDP by $1 Trillion. We estimate that the $600 benefit’s
effect on unemployment will lead to an additional loss in GDP between
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CHART 2

Bonus $600 Unemployment Benefit Will Increase
Unemployment
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CHART 3

Bonus $600 Unemployment Benefit Will Reduce Output
During Recovery
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$955 billion and $1.49 trillion as additional workers who receive Ul benefits
also take longer to return to productive work.” Consequently, we estimate
that GDP will decline by more than twice as much as it would absent the
additional $600 benefit.

Evidence Behind the Estimates: Economic
Effects of Higher Unemployment Rates

More people working creates more economic output, increased tax rev-
enues, and reduced government spending (primarily welfare costs), while
more people unemployed has the opposite effect of lowering output, reduc-
ing tax revenues, and increasing government spending. Thus, maximum
productive employment is a shared goal. Yet, in an attempt to help alleviate
hardships, particularly amid economic downturns, policymakers’ actions
can actually exacerbate unemployment levels. As the economic literature
shows, higher unemployment benefit levels and longer maximum benefit
durations lead to increased unemployment levels.

Unemployment Reduces Output. The fewer people who are working
and producing goods and services of value, the lower an economy’s output.
Economist Arthur Okun put a value to this relationship with his 1962 paper
that established Okun’s law, which said that each one-percentage-point
increase in the unemployment rate translates into a roughly three-per-
centage-point decline in the growth rate of real GDP. Some more recent
economic studies suggest that the associated decline in GDP growth may
be closer to two percentage points for each percentage-point increase in
the unemployment rate.?° Thus, we include a range of a two-to-three-per-
centage-point decline in GDP per each percentage-point increase in the
unemployment rate.

Starting from a projected 2.5 percent real annual growth rate in GDP for
the second quarter of 2020,% and a rough estimate of a 10-percentage-point
increase in the unemployment rate for the second quarter of 2020 (from
3.5 percent to 13.5 percent),?” Okun’s law suggests that the real annual
rate of GDP growth would drop by 20 percentage points to 30 percentage
points in the second quarter, to between -17.5 percent and -27.5 percent.
That would amount to a loss of between $1.111 trillion and $1.666 trillion
in output during just the second quarter of 2020.% If the increased size
and availability of UI benefits causes unemployment to rise further than it
otherwise would, each additional percentage-point increase in the unem-
ployment rate can be expected to reduce second-quarter GDP by between
$111 billion and $167 billion.
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Higher Unemployment Benefits Increase Unemployment Duration.
When workers receive a higher percentage of their income while unem-
ployed, they tend to take longer to find or accept a new job.

The elasticity of unemployment duration is a term for the percentage
increase in the length of unemployment for a given percentage change in
unemployment benefit. A recent study in the U.S. found an elasticity of
0.35 prior to the 2009 recession, and an increased elasticity of between
0.65 and 0.90 during and after the recession.?* An elasticity of 0.65 percent
implies that a 150 percent increase in benefit levels (from an average of
roughly $400 per week to $1,000 per week) would increase the average
duration of benefits by 97.5 percent. That corresponds to an increase in
the average duration of unemployment benefits from 21.3 weeks® to 42.1
weeks, which exceeds the new maximum of 39 weeks. That is, the increased
benefits would entice the majority of unemployed workers to claim the
maximum allowable benefits before returning to work. Longer durations
of unemployment translate into larger losses in output, or GDP.

Additionally, an increase in the duration of unemployment benefits can
have the perverse effect of making open positions harder to come by. The
standard model that economists use to study employment assumes that
employers post a vacancy when they need labor and that both employees
and employers spend time and effort looking for a match to fill the vacancy.
When more generous unemployment benefits raise wages (because workers
are more selective in their search for employment), the value to employ-
ers of filling a vacancy goes down, so they post fewer positions. With fewer
vacancies in the market, workers have to search longer to match with
an employer.

Researchers at the New York Federal Reserve estimated the effect that
this mechanism had on the unemployment rate during the Great Recession.
They found that the unprecedented extensions in unemployment benefits—
allowing for up to 99 weeks of benefits—likely accounted for a significant
share of the persistently high unemployment levels after the Great Reces-
sion.?® They estimated that the unemployment rate would have been 3.0
percentage points lower in 2010 (6.6 percent instead of 9.6 percent) and 2.2
percentage points lower in 2011 (6.8 percent?” instead of 8.9 percent) had
the extended unemployment benefits not been available. In total jobs, this
is equivalent to a difference of about 4.6 million more people unemployed
in 2010, and 3.3 million more unemployed in 2011.8

Higher Benefits Increase Unemployment Claims. Although states
vary in their provision of unemployment benefits, most states provide
unemployed workers with unemployment benefits equal to about 50
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percent of their previous earnings, up to a cap that is often tied to the
median wage in the state. For example, Mississippi provides the lowest
maximum benefit at $235 per week, while Massachusetts provides the high-
est maximum at $1,234 per week.?’ In the current context, the $600 added
federal benefit raises the maximum benefit in Mississippi by 255 percent,
and the maximum in Massachusetts by 49 percent. Across the U.S., average
total UI benefits have risen from about $400 per week to about $1,000 per
week, representing a 150 percent increase.

Economic studies find that higher benefit levels can significantly increase
take-up rates. One study found an elasticity of 0.46 to 0.78 with respect
to benefit levels on the number of unemployment claims.?® This implies
an increase in the number of unemployment claims by 69 percent to 117
percent beyond what it would have been absent the additional $600 benefit.
This estimate only incorporates the increase in the percentage of people
who file for Ul benefits conditional on already having become unemployed.
It does not include the effects of a significant increase in eligibility for unem-
ployment insurance under the CARES Act, including allowing workers who
have not actually been laid off by their employers to qualify for benefits.

Unemployment Delivers Double-Blow to Government Budgets.
Unemployment leads to increased government spending on social-safe-
ty-net programs like UI, Medicaid, and food stamps, but it also reduces
government revenues. When fewer people are employed, incomes and
income-tax revenues decline; consumer spending and sales taxes fall, and
business profits and taxes deteriorate. It is a bit like a family facing an
increase in their rent and utility bills at the same time that their income
drops by a third. That is why states have rainy day funds and why they build
up their UI trust funds to try to balance business cycles. Fortunately, prior
to the COVID-19 pandemic, states’ rainy day funds were at all-time highs.
In fact, states had set aside more than twice as much at the end of 2019 as
they did going into the Great Recession.®! The longer that unemployment
stays elevated, however, the more quickly rainy day funds will deteriorate
and potentially run dry.

Conclusion

The primary economic goal in helping to bridge the gap between the
previously strong economy and labor market and the forced COVID-19
downturn should be to help keep workers connected to their employers.
The additional $600-per-week unemployment benefit regardless of income
level does the opposite. We estimate that this additional benefit will increase
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employment by 13.9 million and lead to an additional $955 billion to $1.49

trillion in lost output. This evidence suggests that federal policymakers

would be wise to cap the additional federal unemployment insurance bene-
fit at no more than 100 percent of workers’ previous wages, and to preserve

the integrity of the system by tightening the eligibility requirements to pre-
vent misuse and abuse. Absent these changes that require Congress to act,
governors should enforce, to the maximum extent possible, their own rules

and requirements to prevent individuals from prolonging the downturn

and further burdening taxpayers with the future costs of repaying all the

COVID-19-related measures.

Drew Gonshorowski is Research Fellow in the Center for Data Analysis, of the Institute for
Economic Freedom, at The Heritage Foundation. Rachel Greszler is Research Fellow in
Economics, Budgets, and Entitlements in the Grover M. Hermann Center for the Federal
Budget, of the Institute for Economic Freedom, at The Heritage Foundation.
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