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U n e m p l o y m e n t  insura n c e :  A  state e c o n o m i c  
d e v e l o p m e n t  perspective

William A. Testa and Natalie A. Davila*

Two questions are addressed concerning unemployment insurance (UI) in 
the context of economic development. First, what evidence do we have that 
state differences in UI system costs affect regional growth and develop
ment? If regional differences in UI systems have no impact, economic de
velopment policies undertaken by states to modify their UI tax rates will 
be misdirected. Previous studies of regional growth are reviewed in assess
ing the importance of UI to regional growth. Insofar as existing studies are 
found to offer little guidance on this matter, an empirical study covering 
75 metro areas over the 1976-1985 period is conducted which examines the 
relation between UI costs and regional growth for major industrial catego
ries. The results suggest that high UI tax rates tend to retard state em
ployment growth.

The second line of inquiry gauges the latitude that states have to adjust 
through UI tax rates legislative changes in benefit and eligibility provisions 
of their UI systems. Presumably, states act to restrain benefits paid to 
workers in the belief that UI costs do matter in regional investment deci
sions. However, it is far from clear that state differences in benefit and el
igibility provisions, i.e. benefit generosity, account for much of interstate 
UI cost differences. To the extent that larger forces beyond the influence 
of state policy, particularly lagging regional growth itself, are responsible 
for high UI costs to employers, state action to lower benefits may result in 
high social costs without countervailing economic benefits.

Using data from two separate periods, the study examines the extent that 
benefit generosity versus differential rates of regional growth themselves are 
responsible for interstate differences in UI costs. It is found that the state’s 
economic conditions, particularly the unemployment rate itself, are prime

*The views expressed by the authors do not necessarily reflect the views of the Federal Reserve 
Bank of Chicago or the Federal Reserve System. William A. Testa is a Senior Economist with 
the Regional Section of the Federal Reserve Bank of Chicago's Research Department. Natalie 
Davila is now a Senior Budget Analyst with the City of Chicago. The authors wish to thank 
the staffs of both The Upjohn Institute and also the Employment and Training Administration, 
U.S. Department of Labor, for their comments on drafts of this paper. The authors accept sole 
responsibility for any errors.
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factors giving rise to geographical variation in UI tax rates. While states 
are not powerless to influence UI tax rate parameters, the state's own policy 
actions will often be overwhelmed by the forces of economic upheaval and 
regional restructuring.

This finding further may suggest, aside from other considerations, that the 
federal government should take on a greater funding role in the UI system. 
Otherwise, declining regions are effected by a double whammy; slow job 
growth ultimately ratchets up the UI tax facing local employers which, in 
turn, further slows the rate of job formation.
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I. The UI system and Seventh District features 

Introduction

In 1935 the Social Security Act was signed by President Roosevelt. The 
Act provided for a federal-state unemployment insurance system along with 
national old age pensions, old age assistance, and federal grants for de
pendent children, the handicapped, and disabled.1 The UI system was de
signed to provide weekly cash benefits to unemployed workers who lose 
their jobs through cyclical or structural changes in the economy, the so- 
called “involuntarily” unemployed workers. Payments are usually reserved 
for those workers who have at least moderate work experience in the year 
prior to losing their jobs. Accordingly, new job market entrants and re
entrants are usually ineligible to receive benefits.

The unemployment insurance system has several intended functions:

—To provide a type of insurance to workers subject to cyclical swings in 
income (i.e. a budgeting aid to workers).

—To provide jobless workers with the income to search for new jobs.

—To stabilize the overall level of economic activity as a countercyclical 
program.

The cost at which the program succeeds in achieving these goals remains 
open to question. Some analysts believe that the system significantly in
creases the frequency and duration of unemployment by lowering the cost 
to workers of becoming or remaining jobless.2 Because UI payments are 
available, workers may be less concerned with losing their jobs and, once 
unemployed, less motivated to regain employment. Several proposals have 
been offered to improve the functioning of the UI system in re-employing 
these workers.3

The UI system’s design has also been implicated in impairing the efficient 
functioning of regional growth and development.4 The UI system remains 
decentralized with each state (for the most part) determining the terms and 
liberality of benefits paid to workers within its own borders. Consequently, 
regional costs of doing business are said to hang in the balance. But it is 
not only state differences in benefit generosity and eligibility that give rise 
to interstate UI tax differentials to employers. Because each state finances 
its own benefits, (i.e. benefits are not paid from a pooled national fund), 
UI cost disadvantages can also arise from a state’s lagging job growth itself 
which raises required benefit payments. As a state’s unemployment rises,
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higher benefit payouts must be paid from a smaller base of economic ac
tivity so that UI tax rates tend to increase in declining regions.

Two primary questions arise from these observations in the context of 
economic development. First, what evidence do we have that the UI system 
itself effects regional growth? Secondly, if regional UI cost differences sig
nificantly influence development, what, if anything, can states do to their 
UI systems to improve their business climates? Some states have restrained 
benefits in the belief that this will help stimulate job growth and maintain 
UI fund solvency. But larger forces beyond the control of state UI 
policy—low economic growth itself in particular—may be largely responsible 
for high UI costs. If so, the lowering of benefits will result in high social 
costs to state populations without any countervailing development benefits. 
Accordingly, this study examines the extent to which benefit generosity is 
responsible for interstate differences in UI employer costs.

This study is divided into three sections. The first describes the UI system 
in place today with particular reference to the Seventh District states: 
Illinois, Indiana, Iowa, Michigan, and Wisconsin. The second section ad
dresses the aforementioned issues. First, it reviews those existing studies 
of regional growth which have attempted to measure the relationship be
tween state UI costs and economic growth. In addition, results from our 
own empirical study of UI costs and regional growth for 75 metro areas 
over the 1976 to 1985 period for major industry groups is presented. The 
final section examines whether state variation in benefit generosity versus 
regional growth differences themselves can explain interstate UI tax cost 
differences. In this regard, a growth analysis of the 50 states for both the 
1975-1977 and 1982-1985 periods is conducted.

The UI system—Seventh District features

The UI system in the U.S. currently covers approximately 86 percent of the 
employed civilian population (and 97 percent of wage and salary workers). 
The proportion of covered workers has been relatively constant over the 
past decade. Prior to 1978, the covered share of all workers (including the 
self-employed) stood at 77 percent owing to the fact that state and local 
government employees were excluded from coverage.

The vast majority of those who receive benefits become eligible through 
involuntary job loss. The term of regular benefits usually expires within 
26 weeks, providing only transitory income to many of the unemployed. 
In 1986, approximately 32 percent of all unemployed persons received UI 
benefits. This figure has fallen by some 25 percent since 1980. The reasons 
behind this decline are not completely understood (Figure l).5 From a labor 
market perspective, the length and depth of the 1981-82 recession, and the
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Figure 1
Insured unemployment as a percentage of total unemployment

1972 73 74 75 76 77 78 79 ’80 ’81 ’82 ’83 '84 ’85 ’86
SOURCE: U.S. Department of Labor, Employment and Training Administration.
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Table 1
Nonm onetary denial rates by state—1987

For separation issues1 For nonseparation issues'

Illinois 95.9 1.2
Indiana 119.7 17.8
Iowa 84.5 11.0
Michigan 93.4 9.5
Ohio 65.0 11.2
Wisconsin 60.2 15.0
U.S. Average3 104.1 19.4

^Separation issue denial rates are reported per 1,000 new spells of insured unemployment. 
^Nonseparation issue denial rates are reported per 1,000 claimant contacts.
^Unweighted average of 50 states plus the District of Columbia.
SOURCE: Unemployment Insurance Service Employment and Training Administration, 
(unpublished data).

fact that it occurred so soon after the 1980 recession, undoubtedly left many 
laborers out of work for extended periods of time. As a result, the pro
portion of the unemployed who exhausted their benefits increased as eco
nomic recession and regional upheaval dragged on. Several contributing 
factors have also been offered. One is that a series of relatively small leg
islative and administrative changes at both state and federal levels have 
combined, by tightening eligibility, to reduce the number of UI recipients.6 
And it may be that, owing to the increased climate of regional and world 
competition, employers are more willing to contest benefit claims by as
serting that quits or misconduct rather than layoffs were involved in job 
terminations.

Under state statutes, unemployed individuals covered by UI must file a 
claim in order to receive benefits. Eligibility rules can be categorized into 
two types, monetary and nonmonetary conditions. Nonmonetary rules 
generally apply to conditions of separation from work and also a worker’s 
continuing labor force willingness and availability (Table l).7 An individual 
receiving benefits must typically be able to work, be seeking work, be oth
erwise free from disqualification, and not have quit his previous job without 
a good cause. Particular rules and enforcement vary among states.

Monetary eligibility rules attempt to measure a worker’s previous ties to the 
labor force. Eligibility status is partly determined by a worker’s recent ex
perience in covered employment, typically the past one-year “base” period.
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Table 2
Unem ploym ent insurance: Minimum and maximum  

w age requirem ents and benefits by state—1988

Wages required for Minimum benefits^ Wages required for
n

Maximum benefits
Minimum benefits($) Weekly Number Maximum benefits($) Weekly Number
Base High benefit of Base High benefit of

period quarter^ amount ($) weeks period quarter*^ amount ($) weeks

District states

Illinois 1600.00 — 51.00 26 9321.00 4660.50 176-230 26
Indiana 2500.00 750.003 40.00 9+ 3348.82 2232.55 96-161 26
Iowa 870.00 580.00 25-30.00 11 + 5761.50 3841.00 167-205 26
Michigan 3195.00 - 58.00 15 8678.20 - 229 26
Wisconsin 1702.00 — 38.00 1-14+ 6766.17 — 200 26

** Higher of two amounts shown indicates allowance for family dependents.
3Some states require a minimum amount of earnings in any single quarter of the base period as a qualification for benefits. 
3$1500 over 2 quarters.
SOURCE: U.S. Dept, of Labor, Employment and Training Administration, Comparison of State Unemployment Insurance 
Laws, January 3, 1988.

A  claimant must have earned a specified amount of wages, have worked a 
certain number of weeks in covered employment in the base period, or meet 
some combination of wage and employment criteria. In January of 1988, 
the amount of wages needed to obtain state-specific minimum payments, 
varied from $150 in Hawaii to $3,640 in Oklahoma.

Benefit amounts and duration vary widely among states. Benefits are 
commonly available for up to 26 weeks while the duration is shorter for 
workers with lesser work experience in the base period in some states. 
Average weekly benefits in 1986 that were actually realized (and not 
statuatory) ranged from $92 in Tennessee to $169 in Minnesota (Table 3). 
Illinois averaged $141 which, along with all other District states except 
Indiana, lies above the U.S. average of $136. Michigan had the highest 
average benefit level in the District in 1986, 17 percent above the national 
average, while Indiana maintained a level of weekly benefit 26 percent be
low the national average.

Interstate differences in average benefits can be partly accounted for by 
wage differences across regions. To the extent that high wages compensate 
for higher living costs, high-wage regions may desire to replace a propor
tionate share of the typical worker’s wages. The 50 state correlation coef
ficient between average weekly wage of covered workers and average 
benefit registered .50 in 1986.
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Table 3
R a tio  o f  a v e ra g e  w e e k ly  b e n e f its  a m o u n t  

to  a v e ra g e  w e e k ly  w a g e  b y  s ta te —1 9 8 6

State
Average weekly 

benefit ($)
Average weekly 

wage ($)
Benefit to 

wage ratio

Minnesota
(highest avg. benefit)

169 375 .45

Illinois 141 412 .34
Iowa 140 318 .44
Indiana 101 369 .28
Michigan 155 446 .36
Wisconsin 141 347 .41
Tennessee 
(lowest avg. benefit)

92 386 .28

National average 129 356 .36
SOURCE: U.S. Department of Labor Employment and Training Administration, E T  H a n d b o o k  
N o. 3 9 4 .

The high average benefits paid by the Seventh District states of Michigan 
and Illinois are partly accounted for by high wage levels in these states. 
However, this tendency does not emerge for remaining District states; their 
deviation from national average benefits are not understood by accompa
nying wage deviations. In examining the ratio of average weekly benefit 
amount to average weekly wage, the ratio in the District ranges from 28 
percent in Indiana to 44 percent in Iowa, compared with a national average 
of 36 percent (Table 3).

Regional preferences and opinions concerning the efficacy of UI benefits 
may also determine state differences in average benefits. Even after holding 
the effects of average weekly wage constant through the use of multiple 
regression analysis, we continue to find much variation in average weekly 
benefits across regions. The East South Central and South Atlantic regions 
tend to offer less generous benefits while the West South Central and 
Mountain regions display higher weekly payments to unemployed workers 
(Appendix I).

Average weekly benefits are only one among many measures of state dif
ferences in UI benefit “generosity” . States also differ in the liberality with 
which a state allows workers who are only slightly attached to the 
workforce to collect benefits. If a state is liberal in allowing intermittently 
employed workers to collect UI benefits, these workers will likely draw only 
minimum benefits on the occasion of their layoff. This will tend to pull 
down a state’s average benefit payment per claimant. Iowa’s relatively
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moderate average benefits exemplify one state where liberal provisions for 
attachment to the labor force has worked in this direction.

Statutory limits on both minimum and maximum benefit payments are also 
key elements in characterizing a state’s benefit program. Minimum and 
maximum weekly payments are often established as a percentage of states’ 
average weekly wage. Minimum payments in 1988, excluding supplemental 
payments for family dependents, range from $5 in Hawaii to $58 in 
Michigan and Virginia. Maximum payments, excluding payments made for 
dependents, range from $96 in Indiana to $252 in Pennsylvania. The ma
jority of states permit this maximum level to rise automatically in line with 
state average wages. The maximum potential benefits payable, which takes 
into account the maximum allowable duration of benefits (and allowance 
for extra payments to workers with dependents), ranges from a low of 
$2,496 in Indiana to $10,620 in Massachusetts.

Joint federal-state responsibility

The UI system is funded by both a state and a federal tax on payrolls of 
workers who are covered by the system. The bulk of system benefits are 
provided by state-funded benefit payouts which are administered through 
state programs. Accordingly, the state tax rate typically exceeds the federal 
tax. However, federal government functions in the UI system are also sig
nificant. The federal tax rate system is structured to severely penalize any 
state that would choose to shirk its UI mandate or ignore federal guidelines. 
In addition, revenues from the federal tax component fund the system’s 
administration, provide short term loans to states, and help provide ex
tended benefits to workers during periods of extended recessions.

Federal role
All UI system funds—both state and federal—are deposited and withdrawn 
from trust accounts which are held by the federal government. Thus, both 
federal and state tax receipts and benefits appear as revenue and outlays in 
the unified federal budget and all UI activities affect the federal deficit ac
cordingly.

A  basic federal tax rate is levied at a uniform rate 0.8 percent across all 
covered employers in the U.S. and it is levied on a uniform taxable wage 
base which consists of the first $7,000 of each employee’s wages. Revenue 
accruing from the federal tax flows into one of three Unemployment Trust 
Fund (UTF) accounts (see Figure 2). These accounts are: the Federal 
Employment Security Administration Account (FESAA), used to cover 
administration expenses; the Federal Extended Unemployment Compen
sation Account (FEUCA), used to finance the federal share of extended
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Figure 2
Unemployment Insurance Account Structure and Flow of Funds

REVENUE
SOURCE

TRUST FUND 
ACCOUNTS

USES OF 
FUNDS
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benefits (EBs); and the Federal Unemployment Account (FUA), which 
provides loans to states for the payment of benefits. This latter account was 
established in 1954. Advances to states from this account made prior to 
April 1, 1982, are interest free, while loans made after this date bear inter
est.

Any state not repaying loans received from the F U A  in a timely fashion is 
required to pay an automatic penalty surcharge tax which is applied toward 
the loan. This amount is additional to the basic 0.8 percent net federal tax. 
(A one calendar year grace period must expire before the penalty tax is 
levied). During periods of state economic hardship, extended benefits 
(EBs), are available to unemployed after regular UI expires up to a com
bined total (including regular state benefits) or 39 weeks. The payment of 
EBs is financed equally through federal and state UI taxes.

In addition to extended benefits a third tier of benefits, Federal Supple
mental Compensation (FSC) (authorized only at the discretion of Congress) 
can be paid to claimants after EBs expire. In contrast to the other two 
benefit programs, its revenues derive from general federal revenues. The 
most recent FSC payments period was enacted in response to the 1981-82 
recession.

An important federal role is that of maintaining guidelines for state UI 
programs. The federal tax rate scheme enables the federal government to 
control the basic tax and benefit structure of state UI programs. Compli
ance by state programs with federal rules is virtually assured because the 
federal government drastically reduces the federal UI tax for employers in 
states with federally-approved UI programs. The nominal or gross federal 
tax rate now stands at 6.2 percent. However, firms are allowed a 5.4 per
cent credit allowance against the full federal tax provided they are located 
in states with approved UI laws. All states currently maintain approved 
programs and there has been no historical instance of a state losing its 
credit allowance for related reasons.

Original federal requirements, which covered only areas where uniformity 
was considered essential, largely remain in effect today: the immediate de
posit of all state-collected unemployment insurance taxes into the U.S. 
Treasury; that money can only be withdrawn for the purpose of paying UI 
benefits; and that states permit reduced rates to employers solely on the 
basis of the firm’s past experience with unemployment. Subsequent federal 
legislation also covers some claimant eligibility conditions, administrative 
practices, and the industry sectors that states must cover under the UI sys
tem.
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State role
Unlike supplementary income programs such as A F D C  which are assessed 
on a needs basis, UI is largely an insurance program and therefore provided 
without regard to the economic condition of the recipient.8 States are re
sponsible for: developing UI benefit structure; establishing eligibility re
quirements (within federal guidelines); determining duration and amount 
of benefit; and specifying state payroll tax structure. At present each state 
remains responsible for funding its own regular UI benefit costs, regardless 
of how severe unemployment becomes or how it has been caused. It is only 
for the duration of unemployment when EBs and supplemental benefits are 
payable during recessionary periods that the federal government directly 
shares in the costs of benefit payout. No federal standards exist which 
cover the amount and duration of benefits payable—this is decided at state 
level.

Each state uses at least the first federally-mandated $7,000 in wages as a 
base for its state UI tax, with the median state wage base standing at $8,000 
in 1988 (Table 4). These taxes are collected quarterly and deposited in the 
Unemployment Insurance Trust Fund in the U.S. Treasury. State tax re
ceipts not immediately paid out in benefits are used to build up a state’s 
UI reserves This often leads to states building up their funds during good 
times and depleting them during hard times. However, many state systems 
also contain elements of pay-as-you-go UI financing. The schedule of em
ployer tax rates often shifts up or down according to soundness of the 
state’s reserve funds.

Regardless of the state philosophy on financing, however, a long period of 
higher-than-expected unemployment can break a state fund, forcing bor
rowing from the federal government. Due to rapidly changing regional 
fortunes over the last decade, some 37 states have, at one time or another, 
depleted their reserves and have been forced to borrow federal funds. In 
the 1970s and early 1980s the older manufacturing belt states suffered se
vere and prolonged unemployment. More recently, oil patch states and 
other energy states, such as West Virginia, Louisiana, Texas, and North 
Dakota, have experienced those same problems.

Prior to April 1982, a period when interest payments were not imposed on 
advances from the federal government, only three of the five Seventh Dis
trict states—Michigan, Illinois, and Wisconsin—borrowed money from the 
FU A. These three states alone, however, accounted for almost 40 percent 
of total loans made during this period. Michigan and Pennsylvania still 
owe money borrowed during this time.
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T a b le  4

T a x a b le  w a g e  base

State State tax base ($) Federal tax base ($)

Illinois 9,000 7,000
Indiana 7,000 7,000
Iowa 11,000 7,000
Michigan 9,500 7,000
Wisconsin 10,500 7,000
U.S. average 9,3001 7,000
(50 states plus D.C.)

1NOTE: Figure (an unweighted average) rounded to nearest 100. Median state tax base equals 
$8,000.
SOURCE: U.S. Department of Labor, Employment and Training Administration, C o m p a riso n s o f  Sta te  
U n em p lo ym en t In su ra n ce  La w s , January 1988.

Since April 1982 all five District states have, at one time or another, bor
rowed from the federal fund. Total advances made to the Seventh District 
states stand at some 32 percent of all loans made during the latter period, 
with Illinois and Michigan each borrowing over $2 billion.

One indicator of the solvency of state UI trust funds is the end-of-year re
serves which are available for payout of benefits to claimants. In Figure 
4, this measure is standardized across states on a per employee basis and 
deflated by the G N P  implicit price deflator.

In examining net reserves per covered employee, the five Seventh District 
states have had differing experiences (Figure 4 and Table 5).9 Michigan and 
Illinois exhibit a fairly similar pattern. Both have had a negative balance 
since 1975 (with the exception of Michigan in 1979). Further, in both states 
the largest debt was incurred in 1983. Iowa and Wisconsin net reserves fell 
into the red during the early 1980s before recovering. In contrast to other 
District states, Indiana’s fund remained solvent throughout the dramatic 
economic events of the last 15 years. The state was forced to borrow in 
only one year, 1983, but managed to repay the principal within the same 
calendar year.

In comparing the Seventh District with the U.S. as a whole, reserve fund 
trends differ markedly. While total District net reserves have been negative 
since 1976 with the exception of 1979, U.S. net reserves have only been 
negative in two years, 1982 and 1983.
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Figure 3
Net reserves per covered employee
constant 1986 dollars

1972 73 74 75 76 77 78 79 ’80 ’81 ’82 ’83 ’84 ’85 ’86
end of year

SOURCE: U.S. Department of Labor, Employment and Training Administration; U.S. Department of Commerce, 
Bureau of Economic Analysis.
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Figure 4
Net reserves per covered employee 
constant 1986 dollars

1972 73 74 75 76 77 78 79 ’80 '81 ’82 ’83 ’84 ’85 ’86
end of year

SOURCE: U.S. Department of Labor, Employment and Training Administration; U.S. Department of Commerce, 
Bureau of Economic Analysis.
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T a b le  5

N e t  reserves  p e r c o v e re d  e m p lo y e e , as o f  en d  o f  y e a r1

Illinois Indiana Iowa Michigan Wisconsin
Seventh
District U.S.

1972 174 472 366 360 557 336 377
1973 261 485 353 500 482 397 386
1974 277 444 325 303 428 337 332
1975 (16) 237 152 (193) 148 12 90
1976 (240) 228 100 (236) 182 (78) 23
1977 (314) 251 108 (147) 230 (66) 23
1978 (207) 272 141 (3) 316 (25) 86
1979 (142) 287 209 47 359 76 144
1980 (273) 153 145 (260) 194 (98) 101
1981 (379) 107 118 (407) 36 (206) 80
1982 (545) 37 (73) (825) (257) (440) (35)
1983 (618) 57 (141) (838) (388) (493) (73)
1984 (403) 129 (39) (551) (233) (301) 26
1985 (244) 197 51 (253) (130) (136) 110
19862 (89) 207 144 (69) 35 0 160

1 Constant 1986 dollars as deflated by the implicit price deflator for GNP.
21986 provisional data.
SOURCE: U.S. Department of Labor, Employment and Training Administration, ET Handbook 394, U nem ploym en t  
In su ra n ce  F ina ncia l Data H a n d b ook .

State experience rating

Federal guidelines move states to impose differential tax rates on employers 
based on employers’ “experience rating” . Under experience rating schemes, 
states are required, albeit with broad latitude, to adjust each employer’s tax 
rate on the basis of the employer’s actual experience with unemployment. 
This allows the cost of unemployment compensation to be more “fairly” 
allocated among employers, i.e. by making firms more accountable for the 
joblessness they create. The design is also intended to discourage firms who 
may be contemplating excessive layoffs, thereby serving the national 
macroeconomic goal of economic stabilization.

There are two main methods used to determine experience rating payments 
for an employer: the reserve ratio method and the benefit-ratio method. 
Within the District, the reserve ratio method is used in Indiana and
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Wisconsin. It is also used, in combination with the benefit-ratio method, 
in Michigan. Iowa has recently changed to a variation of the benefit-ratio 
method. Illinois will do so effective in July of 1989.

The reserve ratio method is designed around cost accounting principles. 
Each employer maintains a separate account with the state which is com
posed of taxes paid net of benefits withdrawn by the firm’s employees (even 
though employee benefits are drawn from the common state fund and not 
from any individual firm account). The amount charged to the employer, 
the “tax rate”, is scheduled in accordance with the ratio of account balance 
to the employer’s taxable payroll. Any difference between taxes received 
and benefits paid out are cumulative in the sense that the balance is carried 
over from one accounting period to the next. Firms which have above- 
average reserve ratios are assigned below-average tax rates. The entire 
schedule of rates may shift from year to year, depending on the overall 
condition of the state’s unemployment trust fund.

The benefit ratio method does not take account of prior UI taxes paid by 
a firm. Rather, the ratio of benefits charged against the firm’s employees 
to taxable payroll determines the firm’s tax rate. The benefit ratio method 
generally uses only the last 3 years of benefit charges to determine liability. 
Because of this relatively short time period of experience used in calculating 
tax rates, the benefit ratio method is usually more sensitive to the firm’s 
recent employment history than the reserve ratio method. Similar to re
serve ratio states, it is common for the entire rate schedule faced by firms 
to be adjusted by a factor that accounts for the overall condition of the 
state’s unemployment trust fund.

Experience rating across states

Under both the reserve-ratio and benefit-ratio systems, the degree to which 
employers are experience rated varies widely from state to state. Within 
any given state, the range between minimum and maximum employee costs 
crudely reflects the degree to which a state has adopted the experience 
rating concept. Very low minimum rates can reflect that the system re
wards stable-employment firms with low UI rates. Very high rates can re
flect those state systems designed to penalize firms with significant layoff 
histories. Using the range as a proxy for the sensitivity to firm experience 
rating in a state, it appears that Iowa and Michigan, for example, have 
relatively sensitive systems (Table 6).

The lack of experience rating within a state indicates that firms with stable 
employment behavior are subsidizing volatile firms through the UI system. 
Even within a state with a strong experience rating system, there are em
ployers whose taxes never fully reflect their benefit charges. Factors which

FRB CHICAGO Working Paper—January 1989 21

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



T a b le  6

S ta tu to r y  s ta te  U l c o s ts  p e r e m p lo y e e ,1 1 9 8 7

Tax rates (%)
District states Minimum Maximum

Illinois 0.8 7.3
Indiana 0.3 5.4
Iowa 0.0 9.0
Michigan 1.0 10.0
Wisconsin 0.4 6.7

Yearly employee costs ($) 
Range Minimum Maximum Range

6.5 68.00 621.00 553.00
5.1 21.00 378.00 357.00
9.0 0.00 1107.00 1107.00
9.0 95.00 950.00 855.00
6.3 42.00 704.00 662.00

1 Costs for employers paying wages at or above the taxable wage base as of January 3, 1988.
SOURCE: U.S. Department of Labor, Employment and Training Administration, Com parison  o f  Sta te U n em ploym en t  
In su ra n ce La w s, January 3, 1988.

contribute to the incompleteness of experience rating include: high mini
mum tax rates; low maximum tax rates and low taxable wage base; and the 
inability to collect taxes from bankrupt firms.

Insofar as a state’s experience rating scheme seldom reflects every firm’s 
employment experiences, a certain amount of industry and firm cross
subsidization occurs. An employee’s benefit payments are not disbursed 
from his employer’s individual account. Reserve ratios and benefit ac
counts merely serve to determine tax rates and firms do not hold any re
serves in them per se. Rather, benefit payments are drawn from the pooled 
funds deposited by all employers into the state’s general trust fund account.

State differences in UI tax rates

As seen below, overall UI tax rates for all industries, expressed as taxes paid 
per $1 of payroll, vary considerably across Seventh District states (Table 
7). These raw measures of overall UI tax rate display a wide geographic 
variation for several reasons. To some extent, tax rate differences reflect 
differing industry compositions. A  state with a strong labor market con
centration in durable goods manufacturing industries will, other things be
ing equal, tend to carry a high tax rate reflecting the higher propensity of 
manufacturing workers to be laid off over the course of the business cycle. 
In addition, UI tax rates will reflect the relative performance of a state’s 
overall economy; i.e. higher unemployment will require the payment of 
greater taxes on employed workers. Also, greater benefit generosity to laid 
off workers and liberality of qualifying requirements to unemployed work
ers are often thought to play a role.
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T a b le  7

S ta te  U l ta x  ra te s 1 by in d u s try  s e c to r , 1 9 8 6

Transport 
communication 

and public
Construction Manufacturing utilities

Illinois 
Indiana 
Iowa 
Michigan 
Wisconsin 
U.S. Average

Finance 
insurance 
and real

Wholesale Retail estate Services Total

1.4 2.0 .9 1.5 1.6
.3 .5 .2 .5 .5

1.5 1.8 1.1 1.5 1.9
1.7 2.3 1.2 1.8 2.1
1.8 2.5 1.3 1.9 2.3

.9 1.3 .7 1.1 1.2

2.3 1.7 .9
1.3 .6 .3
4.5 2.1 1.2
3.8 2.3 1.4
4.5 2.5 1.6
2.0 1.2 .8

1Tax rates express Ul contributions as a percentage of total wages.
SOURCE. U.S. Department of Labor, Employment and Training Administration, Reports and Analysis Letter No. 4-88, 
July 28, 1988.

In comparing U l tax rates on an industry by industry basis, the spreads in 
U l tax rates are not the same. In part, this may reflect the fact that there 
are even finer differences among states in industry composition for a sector 
such as "manufacturing’, for example. Another factor is the differing extent 
to which states engage in experience rating to allocate the costs of U l ben
efits to firms in accordance with their layoff histories. For example 
Michigan, which has a strong experience rating system, levies a wide range 
of tax rates on firms according to the condition of each individual firm’s 
account. Accordingly, Michigan’s state maximum rate or “cap” was 10.0 
percent of taxable wages in 1987 compared to 7.3 percent for Illinois. To 
the extent that many firms reach the maximum tax rate in any one industry 
sector, the other industries in the state must take up their slack through 
higher rates. Accordingly, industry-specific tax rates will differ across states 
regardless of other factors such as state unemployment experience and 
benefit generosity.

Employer costs for hypothetical firms

Business interests and economic development officials are often concerned 
about geographical differences in the cost of doing business when evaluat
ing alternative plant locations and making business expansion decisions. 
Cost differences arising from varying state U l programs are often men
tioned in this context. However, accurate information concerning interstate 
U l cost comparisons for individual firms is not often available. The 
aforementioned published average state tax rates do not accurately reflect 
any single firm’s expected U l costs for at least two reasons. First, as dis
cussed earlier, the experience rating scheme will differ from state to state,
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giving rise to differing cross-firm and cross-industry subsidization. Sec
ondly, existing firms must pay for benefit claims of employees of bankrupt 
firms. For both of these reasons, the general level of UI tax rates will vary 
directly with overall state economic condition. For example, in a state with 
a very sensitive experience rating scheme, a firm with a very strong record 
of maintaining its employment levels could expect to be rewarded with a 
low UI tax bill relative to many of its competitors. Average state tax rates 
would not reflect these expectations. For such reasons, some ambitious 
attempts at gauging UI tax cost differences for similarly-situated firms 
across states have been made.

Timothy L. Hunt estimates UI costs borne by hypothetical firms located in 
28 industrial states by means of a simulation model which accounts for each 
state’s statutory UI structure (1986; 1987). Firm-specific wage rates and 
layoff rates of the hypothetical firm(s) are held constant. Particular values 
of wage and layoff rates are chosen from actual nationwide average figures 
to generate hypothetical UI costs (there are nine reported 
simulations—three wage levels and three layoff records). The simulations 
play out or iterate over five years to capture lagging UI tax cost adjustment 
to layoffs as reflected in the firm’s UI account. The 1987 statutes of each 
state remain constant over the period of iteration (both state and federal) 
so that cost differences arising from statutory differences are thereby cap
tured by the T. Hunt methodology.10

The effects of underlying state economic conditions on UI costs are also 
captured to a large extent with the T. Hunt methodology. Statutes such 
as sliding tax scales, federal penalty tax rates, and state surcharges ulti
mately reflect state labor market conditions. As a qualification, the statutes 
in effect for a single year cannot be expected to completely capture the sum 
total of a state's past economic experience as it impacts UI tax costs. The 
reason for this is that, for any given year’s UI liabilities, some states may 
elect to borrow from the federal trust fund while others may elect to pay 
off their liabilities as they are incurred by raising state tax rates. For ex
ample, consider two states with identical unemployment experience and 
UI statutes. State A pays its claims as they arise while state B borrows 
from the federal UI fund. As a result, a firm's UI tax liability (as reflected 
by existing statutes) can differ for any single year between the two states. 
Despite this caveat, the Hunt simulations are certainly the most meaningful 
that have yet been produced to estimate UI tax costs for similarly-situated 
firms.

Estimates from the Hunt study are reprinted in Table 9. The methodology 
is extensive and the reader is advised to examine the study itself to gain a 
full interpretation and appreciation of the results. A wide range of em
ployer costs are estimated among Seventh District states. Generally, the 
states of Illinois, Michigan, and Wisconsin lie significantly above the
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Table 8
E s tim a te d  t o ta l  u n e m p lo y m e n t in s u ra n c e  ta x e s  re la t iv e  

to  a 28  s ta te  a v e ra g e  fo r  lo w , a v e ra g e , an d  h ig h  
u n e m p lo y m e n t, g iv e n  a v e ra g e  w a g e s , 1 9 8 7  

( in d e x —28 s ta te  a v e ra g e  = 1 0 0 )

Firm insured unemployment rate'
Low

State (rank)2

Illinois 122 (7)
Indiana 54 (27)
Iowa 72 (20)
Michigan 120 (8)
Wisconsin 136 (5)

Average High
(rank)2 (rank)2

134 (6) 117 (8)
56 (27) 70 (27)
79 (20) 104 (12)

121 (8) 144 (3)
135 (4) 171 (1)

1 Firm unemployment rates: Low = 1.7%, Average = 3.4% High = 6.8%.
2 The numbers in parenthesis are each state's rank (out of 28) from highest cost to lowest.
SOURCE: Timothy L. Hunt, Employer Costs and Worker Benefits of Unemployment Insurance in 
Michigan: An Interstate Comparison for 1987, The W. E. Upjohn Institute for Employment Research, 
December 1987, (Table A.6, p. 44).

28-state average for the 1987 statutes in effect. Iowa and Indiana fall below 
average—especially Indiana which ranks 27th across the range of hy
pothetical firm unemployment insurance costs. Costs in the states of Iowa, 
Michigan, and Wisconsin, tend to rise rapidly (relative to the other states) 
as hypothetical firm unemployment rises. A  high degree of experience rat
ing pushes UI system costs onto volatile firms in those states.

II. Economic development issues concerning unemployment in
surance

Because U I payroll taxes vary significantly across states, a common concern 
is that states with high payroll taxes will be placed at a competitive disad
vantage in attracting and holding jobs and industry. Higher payroll taxes 
are feared to contribute to a poor “business climate” . More often than not, 
high payroll taxes are perceived to arise from generous benefit levels, loose 
enforcement of eligibility rules, and costly administration. In response, 
economic development efforts of the business community have often fo
cused on restricting benefit costs in order to foster economic growth. In 
choosing the low-cost path, however, a state will possibly bear costs of di
minished income insurance for its labor force.
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In evaluating the relative merits of alternative state policies, two questions 
arise. First, do higher UI tax rates negatively impact business location and 
investment? If not, states may be risking high social costs by cutting ben
efits without countervailing economic benefits. A  second question is 
whether states actually have any policy tools at their disposal to affect UI 
tax rates vis-a-vis their neighbors. Can states really do much in the way of 
cutting benefits that will significantly reduce overall UI tax rates? A  
region’s economic condition itself may well be the primary determinant of 
a state’s benefit obligations rather than the liberality of benefit terms to the 
unemployed individual. O f course, this becomes a moot point if UI tax 
rates themselves are not important drivers of regional growth and devel
opment.

II-a. UI costs and regional growth

State-by-state differences in UI systems greatly concern many business 
groups and state chambers of commerce. This is especially true for those 
industry groups, such as construction and manufacturing, which tend to 
pay above-average UI rates regardless of their state of domicile. The em
ployment volatility of these industries is usually reflected in higher tax rates 
because state UI tax systems are “experience rated”—based on the unem
ployment history of individual firms.

Concern over unemployment insurance costs are expressed by manufactur
ers in the Grant-Thornton Annual Study o f  Manufacturing Climates. Input 
into this business climate ranking is provided by 36 associations represent
ing manufacturers around the country. In the 1988 edition of the study, 
average benefits per covered worker are given a weight of 5.1 percent of the 
overall index and the net worth of the state unemployment insurance trust 
fund is weighted at another 4.6 percent.

Concern by manufacturing employers is often accompanied by active lob
bying efforts. Benefit levels (and ultimately tax rates) are often determined 
by state legislatures. Business-oriented associations often claim that high 
UI benefits are detrimental to the business climate because they raise the 
costs of employment to industries considering plant locations in the state. 
Employee groups (who are often unions or union-supported organizations), 
respond that the provision of liberal benefits is a boon (or at least no det
riment) to growth because it encourages a willing (and less expensive) sup
ply of labor who will work with lesser fears of layoff consequences. If so, 
UI taxes are mostly capitalized into wages rather than adding to employer 
labor costs.

The extent to which the UI taxes are actually capitalized into lower wages, 
(i.e. the incidence of the tax partly falls on labor), has not been widely
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studied. However, if UI taxes are borne by firms, one might expect ge
ographical differences in U I rates to effect the location decision of firm’s 
capital investment. A  few studies can be cited that address the question of 
regional economic growth and U I cost disparities.

Regional growth and UI tax rates—The evidence
A  study by Roger W. Schmenner and others examines the location deci
sions from 114 branch plant openings by Fortune 500 manufacturing firms 
during the 1970s. The authors consider the probability of opening a plant 
from a choice set of U.S. states (using the econometric technique of 
multinomial logit). The decision is modeled as a two-stage sequential 
process. The important factors at the first stage, when the choice set is being 
narrowed down to a few states, are hypothesized to differ from the second 
stage. Presumably first stage factors will be those that figure most promi
nently in the plant’s cost structure while, at the second stage, these same 
major factors will not commonly differ among this small subset of states. 
As a consequence, a different set of factors will be considered by decision 
makers in the second stage which are of lesser overall importance.

In addition to statewide cost and benefit factors, the model distinguishes 
the characteristics of individual plants by their product strategy, scope of 
market, mission of plant, and production process. The latter approach is 
chosen because the authors strongly believe that cost factors have varying 
significance by type of plant. Hence, in using this approach, the authors 
believe there is a greater probability of isolating meaningful relations be
tween cost factors and plant openings.

The study findings generally vindicate the two-stage type of model and also 
the partition of the sample by type of plant. However, no conclusive 
findings emerge with respect to UI costs. In the model, unemployment in
surance costs are proxied by average unemployment compensation benefits 
paid per worker. The results from the first stage, i.e. the choice among all 
states, indicate no relation between UI and locational choice. Only when 
the first stage choice among states is moderated by the plant’s “sentiment 
for low taxes” does unemployment enter with a negative and significant 
sign. However, this moderator is almost a form of self-selection. A t best, 
it only indicates that those firms who say they move for reasons of taxation 
are consistent in choosing a low-tax location.
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Table 9
S u m m a ry  o f  re g io n a l g r o w th  s tu d ie s  an d  U l m easu res

Study Ul Measures Findings

Schmenner, Huber, 
& Cook 1987

Average Ul benefits 
paid per worker

mixed and weak results

Bartik 1985 Ul tax rate 1977; 
state taxes/covered 
wages

( + ) significant; mixed 
results

Wasylenko 1984 Average Ul benefits 
paid per claimant

insignificant

Testa, Davila 1988 Average Ul tax rate in 
manufacturing 1975-77; 
state plus federal 
tax/covered wages

(-) significant for 
manufacturing 
employment growth

The general absence of a relation is re-affirmed by the second stage results 
which show that, when firms are choosing among a smaller group of final 
candidate states, unemployment insurance does not appear to be a factor. 
It is exactly in this second stage when one would more strongly expect a 
relatively small cost item like U l to enter the location decision. Accord
ingly, there is little evidence in the Schmenner study that U l costs are sig
nificant to manufacturing plant openings.

The Schmenner study measures U l tax burden by benefits paid per covered 
worker. This measure is a meaningful measure of employer tax burden 
because employers must ultimately fund benefit payments from taxes on 
employers. However, even if the study had found a strong negative re
lationship between U l rates and economic growth, the finding would be 
suspect. The year chosen for the U l cost measure is 1977 which is the end 
of the study period. Accordingly, slow growth (a small propensity to open 
new branch plants), which may be caused by any number of factors, will 
tend to result in high tax rates at the end of such a period because total 
U l benefit outlays must be increased in response to slow growth.

In another study Michael Wasylenko investigated the factors surrounding 
differences in employment growth for the contiguous 48 states from 1973 
to 1980 (1984). Major industry sectors under consideration included man
ufacturing, transportation, administrative and auxiliary employment, 
wholesale trade, retail trade, services, finance-insurance-real estate and total 
employment. Independent variables included energy prices, climate, meas
ures of market accessibility, labor force characteristics, and business cli
mate.
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The study finds a host of variables to be significant—including several 
state-local government tax and spending variables. Across various indus
tries it is found that wages, energy prices, educational spending, per capita 
income, climate, population density, and manufacturing agglomeration are 
related to employment growth.

An unemployment insurance variable is reported to be included but ulti
mately dropped from the final results with no explanation given as to the 
reason. Presumably, the variable displayed a perverse sign or collinearity 
with an important variable(s).

It should be noted that the particular measure of unemployment insurance, 
average benefits paid to UI claimants, is possibly deficient in reflecting UI 
costs. A  state with very generous benefit per claimant could burden firms 
very slightly if that state were fortunate to be experiencing overall high 
growth and low unemployment. If so, benefit payments to a few claimants 
would be spread over all covered workers. Accordingly, the UI tax rate 
would be low. The variable used in the Wasylenko study did not capture 
these effects.

A  1985 study by Timothy Bartik (using the same database as Roger 
Schmenner) examines how corporate location decisions for new branch 
plants are influenced by unionization, taxes, and other characteristics of 
states. The author concludes that a prevalence of a unionized workforce 
within a state has a major detrimental effect on business location. State 
taxes are also found to be important, which is said to contradict the body 
of other findings (the tax effect is reported as modest in size, however). 
The study results show no detrimental impact of high state UI tax rates on 
plant location. In fact, the sign of the UI variable is unexpectedly positive 
in sign for one of the reported estimating equations.

Within the Bartik study, unemployment burden is measured by the ratio 
of state unemployment insurance taxes to total wages of covered workers. 
This measure is superior to that of the Wasylenko study in reflecting direct 
tax burden. However, more relevant measures are available, such as UI tax 
rates, that are specific to the manufacturing sector under study. In per
spective, the ideal UI cost measure would reflect U I tax costs of similarly- 
situated firm s  in each state. Such measures have only recently been 
constructed by Timothy L. Hunt (see Section I).

In summary, there is little or no evidence that U I tax burdens are detri
mental to regional growth. It should be noted, however, that the UI cost 
measures within empirical studies of regional growth have been poor. For 
this reason, another attempt, using more meaningful measures, can possibly 
help in answering whether high UI tax rates influence regional growth.
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U I  A n d  regional growth: Evidence from 1976 to 1985

Regional growth in the twentieth century U.S. has been studied by many 
analysts. One common statistical form or model has been to account for 
variation in growth as a function of geographical differences in factor costs 
[Fuchs (1962); Borts and Stein (1964); Engle (1974); Wasylenko (1984); 
Schmenner (1986); Crihfleld (1985); Carlton (1979, 1983); Plaut and Pluta
(1983); Wheat (1986); et al]. Under this framework, regional rates of return 
to capital differ due to sustained differences in other factor costs (Engle 
1974). Consequently, regional supply or labor demand growth will vary 
with profitability-firm expansion or relocation will flow to geographic 
areas of highest return.

In the present study, we follow Plaut & Pluta (1983) and others in specify
ing a “disequilibrium” statistical specification and in using multiple re
gression techniques. For a cross-sectional sample of regions, variation in 
economic growth is explained by both beginning-period values of factor 
costs and by indirect influences on cost, productivity, and also by demand 
factors. For any individual metro area, explanatory factors are assumed 
to be mostly invariant over the ensuing growth period with regional ad
justment in economic variables moving very gradually; hence the “disequi
librium” framework label.

Specifically, percentage change in employment is chosen as a dependent 
variable over the 1976-85 period for a sample covering the 75 largest 
SMSAs. Growth in total employment, manufacturing employment, non
manufacturing employment, and manufacturing output are all estimated 
separately because of the very high rates of capital-labor substitution in the 
manufacturing sector vis-a-vis services and trade. Measures of manufac
turing output for metro areas are only available up until 1982. This length 
of time (six years— 1976 to 1982) has been criticized by Wheat (1986) as too 
short for capturing regional growth effects. Vagaries of the business cycle 
and random events will tend to swamp the impacts of geographical cost 
differences.

The econometric specification chosen is in linear form; percentage change 
in employment is a linear function of beginning period levels of input costs 
(C) and other growth factors (OTH). Each metro area (and its growth from 
1976-1985) accounts for one observation so that the database can be 
thought of as cross-sectional rather than time-series.

P C H E M P i =  a +  b C t + c(O TH i) +  et

The linear form rather than log-linear is chosen insofar as some observa
tions of employment change are negative, particularly for the manufactur
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ing industry. Accordingly, the logarithm of these observations cannot be 
calculated. No other functional forms were attempted.

Aside from UI cost, individual factor influences on growth will not be dis
cussed at length here, but they are discussed elsewhere (Testa 1988). Re
tained explanatory variables include measures of labor costs, market pull, 
access to technology, defense spending, educational spending, tax growth, 
and export orientation (Table 10). The statistical results generally account 
for 40 to 50 percent of the variation in employment growth during the study 
period. The explanatory variables explain lesser geographical variation in 
the growth of manufacturing output.

A  variable for unemployment insurance cost is measured by state total tax 
payments as a percentage of total wages paid to workers who are covered 
by the UI system. This measure is specific to the industry sector—i.e. 
manufacturing, services, and a total rate covering all industries. A  single 
year’s tax rate does not always reflect the total state liability because benefit 
payment obligation can be deferred through borrowing. For this reason, 
the unweighted average of state UI tax rates for the years 1975 to 1977 was 
constructed.

Geographical differences in unemployment insurance tax rates are found 
to have significantly deterred growth in the manufacturing sector over the 
study period. However, the hypothesis that UI tax rate differences had no 
effect in the nonmanufacturing sector cannot be rejected. This result has 
intuitive appeal in the following sense; insofar as UI tax rates bear more 
heavily on manufacturing industries, one would most expect to find that 
UI rate differences are a growth deterrent for manufacturing industries.

One refinement of the form of the estimated equations is to consider that 
the UI tax rate measurement may not be independent of the error term. 
Certainly, a slow-growth region will tend to experience a run-up in its UI 
tax rates as the ranks of the jobless swell. If so, there would possibly be 
some simultaneous bias in the statistical equations which have been esti
mated. To some extent, we account for this by measuring the UI tax rate 
at the beginning of the period of growth, before subsequent growth can 
affect the UI tax rate. However, some analysts will still argue that, to the 
extent that today’s growth is highly correlated with last period’s growth, the 
negative correlation between higher UI tax rates and slower growth in the 
later period which we have observed is a statistical artifact (i.e. our ob
served negative relation between growth and UI tax rate reflects slow 
growth causing high tax rates and not the reverse).11
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Table 10
O LS  re g re s s io n  e q u a tio n s : E m p lo y m e n t and  

o u tp u t  g r o w th  in m a n u fa c tu r in g

Percent change in 
manufacturing employment 

(1976 to 1985)

Percent change in 
manufacturing output 

(1976 to 1982)

Intercept 1.04** .95**
(3.34) (2.27)

Labor costs -.15** -.18**
(WM76MFG) (-2 .76 ) (-2 .45)

Market maturity -.00013** -.00015**
(MARKET) (-3 .72 ) (-3 .22 )

Access to technology .04 .07
(TECH) (1.13) (136)

Defense spending .0001 -.00002
per capita (1.21) (- .14 )
(DOD)

Educational expenditure .0002* .0001
per pupil (178) (60 )
(EDEXP)

Tax growth -.003** -.0001
per capita (-2 .06 ) (- .07 )
(CHTX)
Export .03** .03*
orientation (2.27) (1 7 D
(EXPORT)
Unemployment -.22* .03
insurance (-1 8 4 ) (1 8 )
(UIMAN)

fl2 .44 .29

*t-statistic significant at the 10 percent level 
*t-statistic significant at the 5 percent level
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O L S  re g re s s io n  e q u a tio n s : T o ta l an d  
n o n m a n u fa c tu r in g  e m p lo y m e n t g r o w th

Table 10
(continued)

Percent change in 
total employment 
(1976 to 1985)

Percent change in 
nonmanufacturing employment 

(1976 to 1985)

Intercept 1.02** 1.05**
(5.69) (6.30)

Labor costs -.006** -.007**
(WM76MFG) (-3 .23 ) ("3 .57 )

Market maturity -.000097** -.000056**
(MARKET) (-3 .84 ) (-2 .39 )

Access to technology .04 .03
(TECH) 0-59) (1.39)

Defense spending .0002** .0002**
per capita 
(DOD)

(2.21) (2.34)

Educational expenditure .0002* .0001 *
per pupil 
(EDEXP)

(1.98) (1.79)

Tax growth -.002** -.0002**
per capita 
(CHTX)

(-2 .47 ) (-2 .21 )

Unemployment -.08 -.03
insurance
(UITOT/UISER)

(- .94 ) (- .45 )

R 2 .48 .41

*t-statistic significant at the 10 percent level 
##t-statistic significant at the 5 percent level
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G lo s s a ry  o f  v a r ia b le s  in re g re s s io n  e q u a tio n s

Table 10
(continued)

CHTX Percent change in per capita state and local taxes from fiscal 1976-77 
to fiscal 1984-85.

EDEXP Education expenditure per pupil in average daily attendance 1976-77.
DOD Per capita procurement and payroll by the Department of Defense in 

1977.

MARKET Ratio of value added in manufacturing to population in the metro 
area.

TECH Total number of scientists and engineers engaged in research and 
development per 1,000 of the population, 1974.

UPLTW Index of average hourly earnings of unskilled plant workers, 1975-76.

WM76MFG Average hourly wages, all manufacturing industries, 1976.

XMFGEMP Percent of total manufacturing employment related to exports, 1976.
PCMFG Percent change in manufacturing employment, 1976-1985.
PCTOT Percent change in total employment, 1976-1985.

PCNM Percent change in non-manufacturing employment, 1976-1985.
PCVA Percent change in value-added in manufacturing, 1976-1982.

UIMAN Average statewide unemployment insurance rate (as a percent of total 
wages) for 1975, 1976, and 1977 in the manufacturing sector.

UISER Average statewide unemployment insurance rate (as a percent of total 
wages) for 1975, 1976, and 1977 in the service sectors.

UITOT Average statewide unemployment insurance rate (as a percent of total 
wages) for 1975, 1976, and 1977 for all covered sectors.

UIBARRON Expected difference in weekly benefits by state from John M. Barron 
and Wesley Mellow, "Interstate Differences in Unemployment Insur
ance", National Tax Journal, Vol. XXXIV, No. 1, March, 1981, pp. 
105-114.
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To explore the sensitivity of our result to this consideration, we sought to 
construct an “instrument” for UI tax rate, i.e. a measure that would purge 
the component of UI costs which were related to a state’s own rate of eco
nomic growth.

In searching for an instrument for UI tax rate, we noted that UI tax rates 
differed not only because of differences in state economic growth, but also 
because of differences in benefit generosity and eligibility. It would seem, 
then, that an instrument based on generosity parameters would be free from 
the influences of economic growth on UI tax rates while, at the same time, 
the instrument would continue to reflect state variation in UI tax costs.

From a conceptual standpoint, the best measure of state UI generosity is 
a construction by John M. Barron and Wesley Mellow from a micro-sample 
of individuals covered in the 1976 Current Population Survey (1981). In 
criticizing alternative techniques, the authors claim that those efforts char
acterizing a state system’s generosity based on multiple statutory features 
of a state’s UI system, (e.g. such as a state’s maximum possible benefits to 
recipients), are deficient. Such measures are deficient because they do not 
capture the effects of significant unreported elements of state UI systems 
such as the aggressiveness of the state in enforcing eligibility requirements. 
In contrast, the Barron-Mellow estimates measure the differences in “ex
pected” UI benefits (as realized by actual outcomes of the UI system) for 
similarly-situated individuals in each state (or multi-state) region, thereby 
accounting for both state differences in generosity and eligibility. The au
thors estimate state-by-state expected benefits holding an individual’s oc
cupation, industry, sex, earnings, condition of job loss, and other 
characteristics constant. The authors find that significant differences in 
expected benefits remain across states after these conditions are held con
stant (i.e. there are significant differences in UI generosity across states).

In constructing an instrument for the regional growth equations herein, the 
Barron-Mellow state-by-state differences in UI generosity are regressed 
against UI tax rates. The predicted value of tax rates are subsequently en
tered as an instrument for UI costs into the equations accounting for M SA  
growth.

This instrumental variable is found to be not only robust for the manufac
turing sector but, in contrast to the OLS findings, the instrumental variable 
also appears as a significant growth deterrent in the nonmanufacturing and 
total employment equations (Table 11). It is somewhat surprising to find 
the instrument to be significant because the predicted value of UI tax rate, 
the instrumental variable, captures only the portion of the actual state-by- 
state UI tax rate differences arising from differences in benefit generosity 
and ease of qualifying.
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Table 11
In s tru m e n ta l v a r ia b le s  re g re s s io n  e q u a tio n s :  

E m p lo y m e n t an d  o u tp u t  g r o w th  in m a n u fa c tu r in g

Percent change in 
manufacturing employment 

(1976 to 1985)

Percent change in 
manufacturing output 

(1976 to 1982)

Intercept 1.19** 2.53“
(3.86) (3.48)

Labor costs -.15** - .1 7 “
(WM76MFG) (-2 .96) (-2 .44)

Market maturity -.0001“ -.00014**
(-3 .05) (-3 .12 )

Access to technology .048 .08
(1.30) (1.50)

Defense spending .0002 -.00001
per capita 
(DOD)

(1.74) (- 0 8 )

Educational expenditure .0002** .0002
per pupil 
(EDEXP)

(2.01) (107)

Tax growth -.0002** -.0003
per capita (-2 .04) (-1 .57)

Export .02** .03
orientation
(EXPORT)

(2.04) (1.57)

Unemployment -.49** .33
insurance
(UIBARRON)

(-2 .91 ) (-0 .85 )

a* .48 .30

*t-statistic significant at the 10 percent level 
*t-statistic significant at the 5 percent level
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In s tru m e n ta l v a r ia b le s  re g re s s io n  e q u a tio n s :  
E m p lo y m e n t an d  o u tp u t  g r o w th  in  m a n u fa c tu r in g

Table 11
(continued)

Percent change in 
total employment 
(1976 to 1985)

Percent change in 
nonmanufacturing employment 

(1976 to 1985)

Intercept 1.09** 1.10**
(6.20) (6.71)

Labor costs -.006** -.006**
(UPLTW) (-3 .21 ) (-3 .60 )

Market maturity -85.05** -48.79**
(-3 .58 ) (-2 .18 )

Access to technology .04 .03
(1-72) (1.49)

Defense spending .0002** .0002**
per capita 
(DOD)

(2.57) (2.56)

Educational expenditure .0002* .0002*
per pupil (2.41) (2.24)

Tax growth -.002** -.0001**
per capita 
(CHTX)

(-2 .29) (-2 .23 )

Unemployment -.28** -.20**
insurance
(UIBARRON)

(-2 .51 ) (-2 .00 )

.52 .44

*t-statistic significant at the 10 percent level 
**t-statistic significant at the 5 percent level
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In the regional employment growth equations we also replaced our measure 
of unemployment insurance tax costs with several variables estimated using 
a detailed computerized micro-simulation model by Timothy L. Hunt
(1987). The purpose of this exercise was to test the robustness of the earlier 
result which suggested that higher UI tax rates deter job growth. The Hunt 
study compares hypothetical firm costs and employee benefits across 28 
industrial states for 1987. Firm-specific wage rates and layoff rates are held 
constant. A  range of these wage and layoff rates are estimated from actual 
nationwide figures (9 simulations). The simulations play out or iterate over 
5 years to capture lagging cost adjustment to layoffs in state UI systems. 
The 1987 statutes remain constant (both state and federal). These variables 
described above were entered individually into the four employment growth 
equations. In each of these equations, the t-statistic corresponding to each 
of these UI measures was statistically insignificant. Nor did the equations 
display any consistency in sign for the various measures drawn from the 
T. Hunt study.

Given the high quality of the UI cost measures derived from the work of 
T. Hunt, one might expect the variable to perform as the others. That it 
did not will suggest to some that the earlier UI cost measures are flawed. 
However, it is noted that the T. Hunt measures lie outside of the time pe
riod of growth under study, perhaps accounting for the discrepancy in re
sults.

II-b. State U I  cost differences: D o e s  benefit generosity matter?

The preceding section presented evidence that geographic variation in UI 
tax rates has been influential to regional growth and development. But do 
state governments have any policy latitude to vary their own UI tax rates 
in order to spur development? This question recognizes that a region’s 
economic condition may well be the primary determinant of a state’s ben
efit obligations. Rather than liberal benefit provisions, slow regional 
growth may lie behind the bulk of interstate UI tax differences. For ex
ample, even a region with conservative benefit provisions for unemployed 
workers can find itself in the position of taxing its employers at a high rate 
due to its large number of claims recipients. Moderate downward adjust
ment of benefits may do little to improve economic growth even while so
cial costs may rise. And if deeper cuts in benefits are necessary to 
accomplish lower UI rates, the offsetting social costs of such actions may 
be considered prohibitive.

In a statistical accounting of state variations in UI tax rates, data limita
tions usually dictate that the analyst must use approximate measures for the 
major factors that are thought to be influential. In measuring the influence
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of state benefit generosity on UI tax rates, one approach is to incorporate 
the multitude of existing benefit and eligibility features (those which are 
reported for each state’s system) as explanatory variables into a multiple 
regression equation.12

In this manner, at least one study has already attempted to indirectly de
termine the extent that variation in interstate UI taxes can be accounted for 
by benefit generosity (Blaustein and Koslowski 1978). For the 1973-1975 
period the authors (B-K) attempted to attribute state UI cost differences to
1) varying regional economic conditions and/or 2) benefit generosity. The 
1978 study used multiple regression to explain variation in UI benefit-to- 
payroll ratios by both economic condition factors (proxied by the insured 
unemployment rate) and by benefit generosity parameters. The latter in
cluded state average weekly benefit as a percent of state weekly wage, av
erage potential duration of benefits, the number of weeks of work needed 
to qualify for benefits, and whether the state disqualified a claimant com
pletely for voluntarily quitting his previous job. The study concluded that 
economic conditions were almost solely responsible for differences in UI tax 
rates over the period from 1973 to 1975.

The authors used stepwise regression analyses which set out to statistically 
account for state benefit payout-to-payroll ratios by both a set of generosity 
variables (i.e. a set of features which characterized each state system’s ben
efit generosity) and by statewide economic condition. An initial regression 
equation contained only the states’ economic conditions (as measured by 
the insured unemployment rate). Benefit generosity parameters were sub
sequently added. The study observes a negligible addition to R 2 by adding 
benefit parameters to the equation. This is interpreted as evidence that 
economic conditions are overwhelmingly responsible for state variation in 
rates of UI liability.

However, this method of decomposition of variation in interstate cost dif
ferences is not completely satisfactory from a statistical point of view. The 
addition to R 2, or “explained variation in observed UI tax rates”, is some
what arbitrary with respect to the order in which the explanatory variables 
are added to the regression equation. Several of the benefit parameters 
were statistically significant in those equations reported that contained both  
the unemployment rate and generosity parameters.

In addition, the authors chose to proxy statewide economic conditions by 
the insured unemployment rate. This rate measures those unemployed 
workers who are eligible to receive benefits as a proportion of all employed 
workers covered by the UI system. But surely this rate will vary, not only 
because of differing state economic conditions, but also because of varying 
eligibility and enforcement requirements in each state. This variable itself, 
then, partly reflects state UI “generosity” so that it is not an independent
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measure of state variation in economic performance. Accordingly, one 
would have liked to see the extent that benefit parameters^alone explained 
the benefit-payout ratios. A  small explained variation or R 2 in an equation 
with benefit parameters alone would be more convincing evidence that state 
generosity was of little consequence rather than an insignificant coefficient 
or small addition to jR213

The authors also chose to study 1973 to 1975, a period characterized by 
severe recession. During such a period, when unemployment rates were 
high and variable among states, it is not surprising to find that unemploy
ment rates go a long way in explaining state UI tax rates.

Moreover, others have criticized the approach used by Blaustein-Koslowski 
to characterize the state’s “generosity” or propensity to provide UI benefits 
to unemployed workers. In particular, John M. Barron and Wesley Mellow 
(1981) criticize the method of using available system benefit parameters (i.e. 
a “hedonic” approach) to characterize generosity because many important 
features, such as the degree of enforcement of eligibility rules, are not 
measured and reported.

While preserving the basic framework of the original study, the following 
empirical work tests the robustness of the Blaustein-Koslowski findings and 
it offers several refinements. A  more complete set of regression equations 
is presented in which the relation between state UI tax rates and benefit 
parameters alone are reported. In addition, two different time periods are 
used, both of which are more comprehensive periods which include both 
recessionary and recovery portions of the U.S. business cycle. Also, the 
alleged inadequacy of using benefit parameters or features to characterize 
state UI systems is corrected. In place of benefit features, the micro-sample 
estimates by Barron-Mellow are used which fully reflect expected benefit 
payouts for similarly-situated individuals across states. Finally, we substi
tute total unemployment rate (from the Current Population Survey) for the 
B-K insured unemployment rate. While some may criticize that the CPS 
unemployment rate covers workers both inside and outside of the UI sys
tem, at least it is largely independent of UI system eligibility for claims 
(unlike insured unemployment).

Because the Barron-Mellow (B-M) estimates (reporting expected UI benefit 
differences by state) are only available for the 1976 period, the first reported 
set of regression equations covers the period circa 1976 (Table 12). The 
dependent variable was constructed as the unweighted average of the over
all UI tax rates for the years 1975, 1976, and 1977. In contrast to the B-K 
study, a smaller portion of the study’s time period includes recessionary 
conditions.
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Table 12
O L S  re g re s s io n  e q u a tio n s :

A v e ra g e  u n e m p lo y m e n t in s u ra n c e  ta x  ra te  
(C irc a  1 9 7 6 )

MODEL
1

MODEL
2

MODEL
3

MODEL
4

MODEL
5

Intercept .08
(■64)

.26
(1.18)

.87**
(7.31)

.08
(.61)

.22
(.65)

UIUE76
(insured
employment rate)

.23**
(8.38)

.23**
(7.52)

UR76
(unemployment 
rate, C.P.S.)

.12**
(4.06)

.11**
(3.76)

UIBARRON 
(expected benefits)

.25**
(2.39)

.0007
(.10)

.019*
(1-99)

R 2 .58 .24 .09 .57 .28

*t-statistic significant at the 10 percent level 
**t-statistic significant at the 5 percent level

UIUE76

UR76

Correlation Maxtrix1

UR76
.71

(.0001)

UIBARRON
.41

(.003)

.18
(-22)

1Pearson correlation coefficients (prob. > |r | under Hq: rho = 0 .

For purposes of comparison with the earlier body of work (B-K), the first 
econometric specifications includes the insured unemployment rate along 
with the B-M estimates of expected benefits (Table 12). It is found that the 
insured unemployment rate alone accounts for over one-half of the overall 
variation in UI tax rates across states for this period (Model 1). While this 
is substantial, it falls below the Blaustein-Koslowski estimate which re
ported an R 2 range of .8 and .9. The high R 2 in the B-K equations may 
be attributable to the highly recessionary conditions during their study pe
riod when unemployment rates possibly wrenched UI tax rates to a greater 
extent than in other periods.
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In decomposing (intuitively) the explained variance of the equation to in
clude benefit generosity, a very similar result to the B-K study is found. 
No additional variation beyond the unemployment rate is accounted for 
by addition of UI benefit parameters (Model 4). Moreover, the “benefit 
generosity” variable displays an insignificant coefficient. In a bivariate 
equation using the B-M measure alone, however, the coefficient of benefit 
generosity is statistically significant (Model 3). In contrast to the B-K re
sults, this suggests a significant role for benefit generosity although, in 
perspective, the R 2 remains at a very low level of .09 in Model 3. Thus it 
appears that, while benefit generosity may be a statistically significant ex
planatory influence on state UI tax rate, its influence is overwhelmed by 
geographic differences in labor market conditions.

As mentioned earlier, this result may be overstated by the use of insured 
unemployment rate which may, itself, reflect a state’s UI system generosity 
and restrictions on eligibility. In model 5, Table 12, total unemployment 
rate is substituted for insured unemployment rate. In doing so, the system 
generosity variable, U IBAR R O N , becomes statistically significant at the 
five percent level. And in comparison to the specification with total un
employment rate alone, (Model 2), the explained variation increases by a 
modest amount. This begins to suggest that the use of insured unemploy
ment rate can be redundant in accounting for UI tax rate variation in 
conjunction with benefit generosity variables. However, the basic conclu
sion of Blausten-Kozlowski is overstated but probably not totally errone
ous; economic conditions probably overwhelm state decisions on benefit 
generosity in accounting for state differences in UI tax costs. However, 
both are significant in a statistical sense.

A  similar experiment is repeated for the period 1982 to 1985, a period which 
includes not only the recessionary year of 1982 but also the recovery years 
of 1983, 1984, and 1985 (Table 13). Here, the B-M type of measure is not 
available. As a second best alternative, six parameters are simultaneously 
included to characterize the differences in expected benefit payout to a 
similarly-situated unemployed worker in each state. These include maxi
mum potential benefits in each state, whether there is a waiting week re
quirement before a claimant can begin benefits, average weekly benefit, 
minimum weekly benefits available, minimum base period wages required 
for maximum weekly benefit, and high quarter wage credits required for 
maximum weekly benefits (if any).

Again, the findings are generally consistent with the tenor of the B-K study. 
Insured unemployment conditions (when taken alone) are found to account 
for 64 percent of the variance in UI tax rates. In contrast, benefit param
eters (when taken alone) explain less than 10 percent of the variation. In 
slight contrast to the 1976 experimental outcomes, the addition of the ben
efit parameters in a combined equation does contribute slightly to R 2. The
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Table 13
O LS  re g re s s io n  e q u a tio n s :

A v e ra g e  u n e m p lo y m e n t in s u ra n c e  ta x  ra te  (1 9 8 2 -8 5 )

MODEL
1

MODEL
2

Intercept .46**
(3.34)

.72
(1.59)

UIUE85 .34**
(9.44)

URCPS85

MAX85 1.27x10“
(159)

WAITWK85 -.09
(- .52 )

AVWEBE85 2.3x1 O'3 
(.49)

MIN85 2.9x1 O'4 
(1.61)

MIN BAS WA 6.3x1 O'7 
(.04)

HQWMAXBE -4.3x1 O'5 
(-1 .25 )

/?* .64 .09

*t-statistic significant at the 10 percent level 
**t-statistic significant at the 5 percent level

MODEL
3

MODEL
4

MODEL
5

.14
(5 1 )

.86**
(3.61)

-.13
(.27)

.3 3 "
(8.81)

.10**
(3.57)

.1 0 "
(3.61)

1.03x1 O'4 '* 
(2.17)

1.4x10 '4‘ 
(2.04)

-.11
(-1 .05 )

6.7x1 O'2 
(.45)

-1.1 x1 O'4 
(- 0 3 )

1.8x10‘ 3 
(.41)

1.7x10‘ 4 
(1.16)

2.4x1 O'4 
(1.14)

-1.1 x1 O'5 
(-1 .19 )

-4.5x10 ‘ 6 
(- 3 3 )

-8.5x1 O'6 
(- .41 )

-1.6x10 '5 
(- 5 2 )

.67 .19 .29

coefficient of multiple correlation rises from .64 to .67 with the addition 
of benefit parameters to unemployment rate.

By substituting total unemployment rate (CPS) for insured unemployment 
rate, the relative explanatory strength of generosity parameters increases 
more strongly as they are added (Models 4 and 5). The unemployment rate 
alone accounts for 19 percent of total variance (Model 4). Inclusion of the 
benefit parameters raises R 2 to by a more substantial amount to .29 which 
again suggests that the original B-K results understated the degree to which 
state benefit choices influence UI tax rates.
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Table 14
O LS  re g re s s io n  e q u a tio n s :

A v e ra g e  u n e m p lo y m e n t in s u ra n c e  ta x  ra te , 1 9 8 2 -8 5  
(w i t h  T . H u n t m e a s u re  o f  U l b e n e f its )

MODEL
1

MODEL
2

MODEL
3

MODEL
4

MODEL
5

Intercept .46**
(3.48)

1.01**
(2.12)

.19
(70 )

.38
1.21)

-1.09**
(2.24)

UIUE85 .34**
(9.53)

.36**
(8.85)

URCPS85 .15**
(4.07)

.18**
(5.76)

HUNTABE .004
(1.35)

.003**
(2.28)

.007**
(3.61)

n 28 28 28 28 28
.64 .03 .76 .37 .57

*t-statistic significant at the 10 percent level 
**t-statistic significant at the 5 percent level

Beta coefficients1

UIUE85 .77

HUNTABE .43

Mean Standard deviation

Ul Tax Rate 1.6845 .50

Unemployment rate 8.21 2.14

Average benefits $175.16 $31.32
1 Beta coefficient is equal to the change in number of standard deviations in tax rate in response to a 
unit standard deviation change in independent variables.

Finally, an econometric specification over the latter period is estimated us
ing the insured unemployment rate in conjunction with Tim Hunt’s esti
mated weekly benefit amounts for 1987 for workers earning an average 
yearly wage ($19,800). In constructing the measure of average benefits paid 
to laid-off workers, the T. Hunt study assumes that all workers do qualify 
for benefits; i.e. interstate differences in qualifying requirements are not 
considered. The empirical findings suggest that, once again, the insured 
unemployment rate accounts for much of the variation in UI tax rate for
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G lo s s a ry  o f  v a r ia b le s  in re g re s s io n  e q u a tio n s  
(T a b le s  1 1 -1 3  an d  A p p e n d ix e s  l l - l l l )

TX76

TX85

UIUE76

UIUE85

URCPS76

MAX76

MAX85

MIN76

MIN85

WAITWK76

WAITWK85

AVWEBE76

AVWEBE85

HQWMAXBE
MINBASWA

UIBARRON

HUNTABE

Average statewide unemployment insurance tax rate (as a percentage 
of total wages) for 1975, 1976, and 1977.

Average statewide unemployment insurance tax rate (as a percentage 
of total wages) for 1982, 1983, 1984, and 1985.

Average insured unemployment rate for 1975, 1976, and 1977.

Average insured unemployment rate for 1982, 1983, 1984 and 1985.

Average unemployment rate of total labor force from the Current 
Population Survey (U.S Bureau of Labor Statistics).

Maximum weekly benefits times maximum number of weeks benefits 
can be paid, 1976.

Maximum weekly benefits times maximum number of weeks benefits 
can be paid, 1985.

Minimum weekly benefits times minimum number of weeks benefits 
can be paid, 1976.

Minimum weekly benefits times minimum number of weeks benefits 
can be paid, 1985.

Dummy variable with 1 = having to wait one week before receiving 
benefits and 0 = receiving benefits immediately, 1976.

Dummy variable with 1 = having to wait one week before receiving 
benefits and 0 = receiving benefits immediately, 1985.

Average weekly benefit, 1976.

Average weekly benefit, 1985.

High quarter wage credits required for maximum total benefits, 1985.

Minimum base period wages required for maximum weekly benefit 
amount, 1985.

State variable taken from J . Barron and W. Mellow study "Interstate 
Differences in Unemployment Insurance", National Tax Journal, 
March 1981, reflecting difference in expected benefits for an unem
ployed workers across states.
Estimated weekly benefit amounts from the study by T. Hunt (1987) 
for average wage earners (average of zero and two dependents) for
1987.
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1985 (Model 1, Table 14). The characterization of benefits by numerous 
parameters alone outperforms the Hunt specification (see Model 2, Tables 
13 and 14). However, in the multivariate specification (see Model 3, Tables 
13 and 14), the inclusion of the Hunt measure of benefits along with insured 
unemployment rate results in greater overall explained variation.

The added explanatory power of the T. Hunt measures of benefit generosity 
are quite pronounced within the specifications using the CPS measure of 
unemployment rate (Models 4 and 5, Table 14). Average weekly benefits 
are found to be statistically significant at the 5 percent level. Moreover, the 
regression equation containing both CPS unemployment rate and benefit 
generosity (Hunt) explains 57 percent of statewide variation in average UI 
tax rates over the 1982 to 1985 period in comparison to 37 percent in the 
equation with CPS unemployment rate alone (Model 4).

The tight confidence intervals for the coefficients for Model 5, along with 
our belief that the unemployment rate and benefit variables are independ
ent, can be used to highlight policy implications. ’Beta coefficients’ meas
ure the number of changes (in standard deviation units) of average UT tax 
rate in response to a unit standard deviation change in the independent 
variables (Table 14). This measure is chosen because a standard deviation 
change in average UI benefits may contain some behavioral content, re
presenting an amount of average benefit change which is within the realm 
of political or social acceptability. Here it is found that a one standard 
deviation change in average benefit levels would result in a .43 standard 
deviation change in UI tax rate. Put in dollar terms, a $31.32 cut in bene
fits (from an average of $175) would reduce the average state rate from 1.68 
percent of wages to 1.47 percent of wages during the sample period. In 
contrast, a state experiencing an unemployment rate which is one standard 
deviation less than the U.S. average (i.e. 2%) will experience a UI tax rate 
advantage of 1.30 versus 1.68 percent of wages.

In summary, the findings of the 1978 B-K study, while they may be subject 
to some caveats on methodological grounds, hold up as somewhat robust 
when tested over alternative time periods and using more refined and 
meaningful measures of “benefit generosity” and regional economic condi
tion. However, the B-K result is overstated. State benefit generosity does 
exert some influence on a state’s relative position with respect to UI costs. 
Nonetheless, it appears that the state’s overall labor market condition, 
which may or may not be controllable by state policy, exerts a greater in
fluence on UI cost variation.
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Conclusions

Statistical evidence herein tends to support the often-heard assertions by the 
business community that UI system costs are influential to the geography 
of business investment—especially for manufacturers. Moreover, state 
government policy maintains some policy leverage in controlling UI tax 
rates. The differing propensity or “generosity” of states to provide an in
come floor under unemployed workers accounts for a small but statistically 
significant part of the observed regional differences in UI costs to employ
ers. For this reason, efforts to tighten the benefit eligibility can possibly 
yield payoffs in terms of economic development.

Still, our findings also suggest that states who are experiencing slow growth 
and high unemployment will find that they can make little headway in 
bringing their system costs into line with national norms. High unemploy
ment itself accounts for much of geographical disparities in UI tax rates 
and states often have little control over such conditions—especially in the 
short term. Accordingly, a small tightening in benefit generosity toward 
workers will do little to bring a state with a high and aberrant UI tax rate 
back towards the national norm.

The finding that regional unemployment condition accounts for much of 
the geographical differences in UI tax costs while, at the same time, UI tax 
cost differences have impacted regional growth, has profound implications 
for the over-arching structure of the UI system. It would seem that those 
state economic problems that are related to long-term regional re
structuring are compounded by the UI funding structure which places much 
of the benefit funding responsibility on individual states. For this reason, 
slow growth can result in high UI tax costs to employers which, in turn, 
exerts an additional drag on the region’s growth. From a perspective of 
spatial efficiency, this suggests that, aside from other considerations, the 
federal government should play a larger role in the funding of UI benefit 
payments.

Footnotes
1 For a history of the UI system and the developments preceding its inception, see 
James M. Rosbrow, “Unemployment insurance System Marks Its 50th Anniver
sary”, Monthly Labor Review, September, 1985, pp.21-28.

2 Several studies have estimated significant impacts of the UI system on the in
sured unemployment rate of covered workers. See: Robert Moffit and Walter 
Nicholson, “The Effects of Unemployment Insurance on Unemployment: The 
Case of Federal Supplemental Benefits,” Review o f  Economics and Statistics, Vol. 
64 (February 1982), pp. 1-11; Stephen T. Marston, “The Impact of Unemploy-
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ment Insurance on Job Search,” B r o o k i n g s  P a p e r s  o n  E c o n o m i c  A c t i v i t y , 1:75, pp. 
13-60; Martin S. Feldstein, “Lowering the Permanent Rate of Unemployment,” 
A Paper Prepared for the Use of the Joint Economic Committee, 93 Cong. 1 Sess. 
(1973); and Gene Chapin, “Unemployment Insurance, Job Search and the De
mand for Leisure,” W e s t e r n  E c o n o m i c  J o u r n a l , Vol. 9 (March 1971) pp. 102-107.

3 For example, see Stephen A. Woodbury and Robert G. Spiegelman, “Bonuses
to Workers and Employers to Reduce Unemployment: Randomized Trials in
Illinois”, T h e  A m e r i c a n  E c o n o m i c  R e v i e w , Vol. 77, No. 4, Sept. 1987, pp. 513-530; 
Paul L. Burgess and Jerry L. Kingston, A n  I n c e n t i v e s  A p p r o a c h  t o  I m p r o v i n g  t h e  
U n e m p l o y m e n t  C o m p e n s a t i o n  S y s t e m , W. E. Upjohn Institute, 1987; and Con
gressional Budget Office, U n e m p l o y m e n t  I n s u r a n c e :  F i n a n c i a l  C o n d i t i o n  a n d

O p t i o n s  f o r  C h a n g e , June 1983.

4 For example, James A. Heins, “Unemployment Insurance and the Illinois 
Economy,” The Illinois Alliance for Economic Initiatives, 1987.

5 For a more detailed discussion see Gary Burtless, “Why Is Insured Unemploy
ment So Low?,” B r o o k i n g s  P a p e r s  o n  E c o n o m i c  A c t i v i t y , 1:83, pp. 225-249.

6 I b i d .

7 For a discussion see Walter Corson, Alan Hershey, and Stuart Keraehsky,
N o n m o n e t a r y  E l i g i b i l i t y  in  S t a t e  U n e m p l o y m e n t  I n s u r a n c e  P r o g r a m s :  L a w  a n d

P r a c t i c e , W. E. Upjohn Institute for Employment Research, Kalamazoo, 1986.

8 Generally UI benefits are not considered as being subject to means testing. 
However, by providing dependents’ allowance, taxing benefits, and calculating 
benefits as a proportion of after tax income (as is the case in Michigan), elements 
of an indirect means test procedure do exist in some states.

9 Net reserves are the reserves as of the end of the year minus the balance of 
federal loans to state reserve funds. Reserves are the funds on deposit in a state’s 
account in the Federal Unemployment Trust Fund plus the balances in the State’s 
“clearing account” and “benefit payment account” that each State maintains plus 
the interest credited for the last quarter of the calendar year.

10 A somewhat minor caveat, state differences in qualifying requirements of 
claimants (and their enforcement) are not included in the model.

11 The correlation coefficient between percentage change in employment growth 
across the periods 1967 to 1976 and 1976 to 1985 registered .29 for our sample 
of MSAs.

12 For data on state UI system characteristics, see S i g n i f i c a n t  P r o v i s i o n s  o f  S t a t e  
U n e m p l o y m e n t  I n s u r a n c e  L a w s , U.S. Department of Labor, Employment and 
Training Administration, Washington D.C. (annual); and H o w  S t a t e s  R a n k  O n  
S i g n i f i c a n t  U n e m p l o y m e n t  I n s u r a n c e  B e n e f i t  D a t a , Iowa Dept, of Job Service, 
(annual); and H i g h l i g h t s  o f  S t a t e  U n e m p l o y m e n t  C o m p e n s a t i o n  L a w s , National 
Foundation of Unemployment Compensation and Workers’ Compensation, 
Washington D.C., (annual).

13 The authors do report regression equations with the unemployment rate as a 
function of benefit parameters. From these equations, it appear that the 
collinearity between unemployment rate and benefit parameters is very low so 
that, if taken as a separate regression, the benefit parameters would not be ex
pected to account for much of the variation in state benefit payouts per worker.
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A p p e n d ix  I

O LS  re g re s s io n  e q u a tio n : A v e ra g e  w e e k ly  b e n e f it

Variable

AVGWAGE .158
(2.90)

DENC 73.409
(3.64)

DWNC 72.871
(4.26)

DNE 68.505
(3.86)

DMA 71.533
(3.35)

DSA 60.040
(3.39)

DESC 45.564
(2.60)

DWSC 78.717
(4.10)

DMTN 75.440
(4.21)

DP AC 71.312
(3.35)

0.985
n = 50
* t-statistic significant at the 10 percent level 
** t-statistic significant at the 5 percent level
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A p p e n d ix  II

O LS  re g re s s io n  e q u a tio n s :
A v e ra g e  u n e m p lo y m e n t in s u ra n c e  y e a r  r a te 1 

(c irc a  1 9 7 6 )

MODEL MODEL MODEL
1 2 3

Intercept .08 .32 -.42
(.64) (■68) (-1 .28)

UIUE76 .23** .23**
(8.38) (7.64)

MAX76 1.2x1 O'5 2.3x10“6
(-55) (.16)

WAITWK76 5.3x10 ‘ 2 .084
(3 7 ) (86 )

AVWEBE76 1.1x1(r2 6.4x10"3
(1.75) (155)

MIN76 4.6x1 O'4 -7.8x10-5
(1.41) (- 3 4 )

m .58 .04 .57

*t-statistic significant at the 10 percent level 
**t-statistic significant at the 5 percent level
1 Using state data base and available Ul system characteristics.
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(1) (2) (3) (4) (5) (6)
TX76 1.00 .71 .25 -.04 .22 .58
UIUE76 1.00 .39 .02 .32 .34
UIBARRON 1.00 -.01 .34 .16
MAX76 1.00 .11 -.0 5
MIN76 1.00 -.12
U1BASE76 1.00
WAITWK76
AVWEBE76
TX85
UIUE85
MAX85
MIN85
UIBASE85
WAITWK85
AVWEBE85
HQWMAXBE
MINBASWA

A p p e n d ix  III 
C o rre la t io n  m a tr ix

(7) (8) (9) (10) (11) (12) (13) (14) (15) (16) (17)
.05 .21 .42 .47 .34 -.10 .53 .01 .18 -.1 8 .03
.21 .15 .50 .55 .27 .13 .24 -.0 5 -.0 5 -.21 .06
.12 .41 .30 .13 .27 .28 .09 .01 .27 .07 -.02
.30 .19 -.02 -.02 .13 .11 -.05 -.31 .17 .09 .02
.01 .14 .03 -.06 .57 .16 -.14 .01 .12 .07 .10
.08 .30 .24 .40 .09 -.06 .79 .03 .30 -.06 .12
.00 -.14 -.12 .03 -.01 -.06 .11 .66 .11 .05 -.10

1.00 .29 .09 .46 .11 .28 .14 .55 -.06 .06
1.00 .81 .36 .20 .46 .05 .31 -.16 .14

1.00 1.19 .13 .49 .15 .21 -.17 .21
1.00 .02 .15 .11 .68 .06 .17

1.00 .04 -.13 .16 -.09 .18
1.00 .13 .41 -.1 5 .25

1.00 .06 .23 -.17
1.00 .09 .23

1.00 -.30
1.00
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Appendix IV

Following a suggestion and comment on a draft of this working paper, the em
ployment growth equations were specified with the inclusion of a measure of 
workers’ compensation costs (WC). One measure aggregates “manual rates” of 
WC premiums covering 25 occupations which are found in the manufacturing in
dustries. Another measure covers 79 occupations from both manufacturing and 
other industries. Manual rates are those recommended by the state itself and are 
reported as a percent of weekly earnings—e.g. a number of dollars per $100 of 
payroll. Meaningful workers’ compensation comparisons across states are com
plicated by many factors, the most important being differing occupational dis
tributions across states and the fact that many large companies practice 
self-insurance rather than purchasing premiums from private companies.

The two measures included in the estimation are standardized (or weighted) by 
national occupational distributions for 1978. These are drawn from Martin W. 
Elson and John F. Burton, Jr, “Workers’ Compensation Insurance; Recent Trends 
in Employer Costs,” Monthly Labor Review, March 1981.

The coefficient on the workers’ compensation variable is found to be positive and 
significant. This result holds for the OLS regression equations and also the 
equations in which an instrument is created for UI tax rates. Other coefficients 
are fairly robust with respect to the inclusion of the WC variable. One exception 
is educational spending per pupil which becomes insignificant. The Pearson cor
relation coefficient between the education and the WC variable is equal to .50.
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Appendix IV
(continued)

OLS regression equations:
Employment and output growth in manufacturing

(with workers' compensation cost variable)

Intercept

Labor costs

Market maturity

Access to technology

Defense spending 
per capita

Educational expenditure 
per pupil

Tax growth 
per capita

Export
orientation

Unemployment
insurance
Workers' comp.

/?2

Percent change in 
manufacturing employment 

(1976 to 1985)

1.08**
(3.34)

-.16**
(-3 .25)

-.00008**
(-2 .38)

.056
(1.57)

.00016
(1.46)

.0007
(.55)

-.003**
(-2 .70)

.02*
(172)

-.31*
(-2 .69)

.03**
(3.38)

.52

Percent change in 
manufacturing output 

(1976 to 1982)

.95**
(2.27)

-.18**
(-2 .46 )

-.0001**
(-2 .76 )

.072
(1.39)

-.00002
(- .15 )

.00007
(.41)

-.0002
( - 1 3 )

.026*
(159)

.014
(.09)
.02

(42 )

.28

*t-statistic significant at the 10 percent level 
#*t-statistic significant at the 5 percent level
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Appendix IV
(continued)

OLS regression equations:
Total and nonmanufacturing employment growth

(with workers' compensation cost variable)

Percent change in 
total employment 
(1976 to 1985)

Percent change in 
nonmanufacturing employment 

(1976 to 1985)

Intercept .91** .95**
(5.47) (6.06)

Labor costs -.005** -.006**
(-3 .09 ) (-3 .44 )

Market maturity -.00006** -.00002**
(-2 .50 ) (-1 .06 )

Access to technology .42* .035
(1.81) (1.58)

Defense spending .0002** -.0002**
per capita (2.27) (-2 .42 )

Educational expenditure .00002 -5.7x1 O'7
per pupil (.16) (-.007 )
(EDEXP)

Tax growth -.002** -.002**
per capita (2.80) (-2 .45 )

Unemployment -.12 -.06
insurance (-1 .56 ) (-■90)
Workers' comp. .15** .13**

(3.85) (3.54)

.57 .50

#t-statistic significant at the 10 percent level 
*t-statistic significant at the 5 percent level
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Appendix IV
(continued)

Instrumental variables regression equations:
Employment and output growth in manufacturing

(with workers' compensation cost variable)

Intercept

Labor Costs

Market maturity

Access to technology

Defense spending 
per capita

Educational expenditure 
per pupil

Tax growth 
per capita

Export
orientation

Unemployment^
insurance
(UIBARRON)

Workers' comp.

*2

Percent change in 
manufacturing employment 

(1976 to 1985)

1.19**
(4.08)
-.17**

(-3 .40 )

-.00006**
(-1 .74)

.054
(1.57)

.0002*
(2.03)

.00005
(.49)

-.002*
(-1 7 0 )

.018
(1.59)

-.485**
(-3 .07)

.094**
(2.89)

.54

Percent change in 
manufacturing output 

(1976 to 1982)

1.06**
(2.47)

-.18**
(2.42)

-.0001**
(-2 .63 )

.078
(1.53)

-0.00001
(- .08 )

.0001
(73 )

-.003
(- .24 )

.025
(146)

-.194
(- .84 )

.021
(44 )

.29

‘ t-statistic significant at the 10 percent level 
*t-statistic significant at the 5 percent level

11nstrument created by regressing 'UIBARRON' on unemployment insurance tax rates for manufac
turing (average rate 1975-1977).
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Appendix IV
(continued)

Instrumental variables regression equations:
total and nonmanufacturing employment growth

(with workers' compensation cost variable)

Percent change in 
total employment 
(1976 to 1985)

Percent change in 
nonmanufacturing employment 

(1976 to 1985)

Intercept .97** 1.00**
(5.89) (6.40)

Labor costs -.006** -.006**
(-3 .28 ) (-3 .69 )

Market maturity -.00005** -.00002**
(-2 .16 ) (- .82 )

Access to technology .042* .035
(1-87) (1.61)

Defense spending .0002** -.0002**
per capita (2.67) (-2 .65 )

Educational expenditure .00003 .00002
per pupil (.38) (.30)

Tax growth -.001** -.001**
per capita (-2 .35 ) (-2 .27 )

Unemployment1 -.253** -.170**
insurance (-2 .43 ) (-2 .27 )
(UIBARRON)

Workers' comp. .134** .121**
(3.55) (3.37)

R* .59 .52

*t-statistic significant at the 10 percent level 
**t-statistic significant at the 5 percent level

11nstrument created by regressing 'UIBARRON' on average Ul tax rate for all industries 1975-77  
(Equation 1) and average Ul tax rate 1975-77 for service industries (Equation 2).
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