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Abstract

Taking inefficiencies from taxation as given, a well-known public finance literature
shows that the elasticity of taxable income (ETT) is a sufficient statistic for assessing the
deadweight loss (DWL) from taxing labor income in a static neoclassical framework.
Using a theoretical approach, we revisit this result from the vantage point of a general
equilibrium macroeconomic model with labor search frictions. We show that, in this
context, and against the backdrop of ineflicient taxation, DWL can be up to 38 percent
higher than the ETT under a range of reasonable parametric assumptions. Externalities
arising from market participants not taking into account the impact of changes in their
search- and vacancy-posting activities on other market participants can amplify this
divergence substantially. However, with theoretical precision, we show how the wedge
between the ETI and DWL can be controlled for, using readily observable variables.
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1 Introduction

The personal income tax is one of the most important instruments for raising government
revenue. As a consequence, this tax is the focus of a large body of public finance research that
seeks a theoretical and empirical understanding of the associated deadweight loss (DWL).
From a theoretical perspective, taking the inefficiencies that arise from taxation as given,
Feldstein (1999) provided a key advancement to the literature by proposing a conceptual
underpinning for this research. In particular, Feldstein (1999) demonstrated that, under
very general conditions, the elasticity of taxable income (ETI) is a sufficient statistic for
evaluating DWL.

This fundamental result was developed within a microeconomic framework focusing on
partial equilibrium. However, Feldstein’s fundamental result is less understood from the
perspective of a canonical, contemporary macroeconomic model (that is, a representative
agent, dynamic, general equilibrium model) with labor search frictions.! In such a macroe-
conomic framework, the following questions arise. Can Feldstein’s mapping between the ETI
and DWL be replicated? If not, which differences between Feldstein’s framework and the
search-inclusive canonical macro framework account for this? Finally, how significant can
these differences, if any, be quantitatively?

We address these questions using a theoretical approach and standard macroeconomic
quantitative analysis. Given the importance of labor markets for aggregate economic activity
and the well-known empirical relevance of search frictions, the answers to these questions
are critical. In particular, the answer to our third question can point to macroeconomic data
that can help inform the welfare implications of aggregate fiscal policy quickly and succinctly.
This can help expedite decisions on the implementation of aggregate fiscal policy, which is
critical in times of sudden and severe economic turmoils. In terms of broader relevance, it
is important to note that the U.S. government raised $3.46 trillion in federal tax receipts in

fiscal year 2019 in order to fund the provision of public goods, including programs like Social

LOf course, a seminal reference for the canonical macroeconomic model (with fully flexible prices) is
Kydland and Prescott (1982), as are Mortensen and Pissarides (1994) and Diamond (1982).



Security ($1.04 trillion), national defense ($688 billion), and Medicare ($651 billion).? Most
other advanced economies raise even larger sums as a fraction of their economic output. It is
well understood that, apart from rarely employed lump-sum taxes and more-common (but
quantitatively limited) Pigouvian taxes, revenue-raising tax systems impose efficiency costs
by distorting economic outcomes relative to those that would be obtained in the absence of
taxation (Harberger (1964); Hines (1999)).

The fundamental result from Feldstein (1999) that the ETI can potentially serve as a
perfect proxy for DWL is obtained with in a partial equilibrium microeconomic framework
and recapped in Chetty (2009a). Importantly, this result is consistent with the ETI reflect-
ing all taxpayer responses to changes in marginal tax rates, including behavioral changes
(e.g., reductions in hours worked) and tax avoidance (e.g., shifting consumption toward tax-
preferred goods). Furthermore, this means that it is unnecessary to distinguish between the
underlying adjustment mechanisms in order to measure DWL. This is fortuitous because
taxable income is easily observed in tax records, whereas tax avoidance or evasion, hours
worked, and other relevant variables generally are not. Accordingly, a large empirical litera-
ture has provided estimates of the individual ETI, identified based on variation in tax rates
and bunching at kinks in the marginal tax schedule. These estimates range from 0.1 to 0.8.?

However, researchers have fairly recently come to recognize an important limitation of
the finding that the ETT is a sufficient statistic for deadweight loss: taxpayer responses to the
income tax must not generate externalities. For example, Chetty (2009a) finds that when
part of the expected cost of sheltering activity consists of transfers to other parties (e.g.,
fines paid to the tax authority), the ETI overstates the welfare consequences of changes in
income tax rates. In addition, Doerrenberg et al. (2017) derive a model that shows that the
ETTI is not a sufficient statistic in the presence of tax deductions that generate externalities
and are sensitive to tax rate changes. Several earlier papers identified similar limitations of
the sufficient statistic result (Slemrod (1998); Slemrod and Yitzhaki (2002); Saez (2004)).

Turning to our research questions, we address them as follows. First, to build our results

2Final Monthly Treasury Statement, September 2019.
3 An interested reader should review Saez et al. (2012) for a detailed overview. More recent papers include
Weber (2014) and Kleven and Schultz (2014).



incrementally and in a disciplined fashion, we recap the result from Feldstein (1999) fol-
lowing Chetty (2009a). Second, we bringing the Chetty (2009a) framework to a frictionless
canonical macroeconomic environment. We show, in this environment, the Feldstein (1999)
result——that is, that the ETI can potentially proxy perfectly for DWL——holds under certain
reasonable conditions, with or without non-pecuniary benefits (for brevity, we refer to these
benefits as amenities). Finally, we embed labor search frictions into the canonical macroe-
conomic model. This is our benchmark model, and we show that within this framework, a
host of additional information beyond the ETI is needed to infer DWL in the presence of
search frictions. In particular, given a change in taxes, this information includes, among
other factors, levels and changes in job-finding and job-filling probabilities, the extent to
which workers and firms adjust their match-forming behavior, and changes in profits, which,
as is well known, are nonzero in typical labor-search environments.

Importantly, we show that once these empirically observable factors are controlled for,
DWL can be calculated easily and in a straightforward fashion as the sum of the ETI
and additional terms involving these factors. We also show that, given these controls, the
labor-search framework calculation of DWL does not require knowledge of non-pecuniary
benefits (amenities), just as in Feldstein (1999). This result is important given the well-
known relevance of compensating wage differentials for labor-market activity (Rosen (1986);
Epstein and Kimball (2019)), the fact that a host of studies find that non-wage compensation
(in level and variation) is empirically relevant (Pierce (2001); Becker (2011); Hall and Mueller
(2018)), and that many aspects of worker compensation are difficult to measure.*

To get a quantitative sense of the deviations that frictional labor markets can generate
for the relationship between DWL and the ETI, we operationalize a calibrated version of our
(benchmark, labor search) model using standard macroeconomic techniques. We find that
the ETI is never a good proxy for DWL once search frictions are introduced, and DWL can

be between 7 and 38 percent higher than the ETI under a reasonable calibration. Finally,

40f note, Sullivan and To (2014) assess the relative importance of wage and non-wage job utility and, like
Becker (2011), they find non-wage utility to be substantial. Indeed, the analysis of Sullivan and To (2014)
suggests that across job matches in non-wage utility is estimated to be roughly as large as variation in wages
across matches. Moreover, Hall and Mueller (2018) find that variation in the non-wage component of job
offers is roughly 50% larger than that of the wage component.



> which result

we show that both “congestion externalities” and “thick market externalities,’
from market participants not taking into account the effect of changes in their search and
vacancy-posting activities on other market participants (in particular, how their actions
affect job-finding and job-filling probabilities in the aggregate), can substantially amplify
the difference between DWL and the ETT.

Our model contributes to several important threads of literature across macroeconomics
and public finance. Of note, our search model builds on Arsencau and Chugh (2012) and
nests all other models that we focus on. Moreover, search models have been used in a recent
literature in public finance. In this space, Kroft et al. (2020) and Landais et al. (2018a)
are the most related papers. However, as discussed further below, the overlap between
these analyses and our own is in methodological spirit. Indeed, our labor-search model and
focus are distinctly different from these two papers. This is so, in particular, because these
papers focus on optimal policy design—mirroring much of the public finance literature that
incorporates search frictions into its analysis. In contrast, our paper revisits the fundamental
Feldstein (1999) result from the perspective of a canonical macro model with labor search
frictions and, importantly, takes inefficiencies from taxation as given. For this reason, optimal
policy design is beyond the scope of our paper.

Importantly, also in general contrast to the public finance literature more broadly re-
lated to our paper, recall that our model is within the representative agent paradigm. This
assumption is critical for getting at a clear, concrete, and disciplined understanding of the
implications of the most fundamental aspects of search frictions for the macroeconomic re-
lationship between DWL and the ETI. To the best of our knowledge, this understanding
has not been arrived at by earlier literature as specifically and concretely as we do in this
paper. Moreover, for the present purposes, doing so requires us to steer away from optimal
tax formulas or sufficient statistics that are comparatively prominent in the public finance
literature and would muddle the highlights of our results as relevant for the macroeconomics
literature.

Returning to the papers mentioned earlier, Kroft et al. (2020) focus on optimal income

tax policy and adopt a sufficient-statistics approach akin to Chetty (2009b) to do so. The



authors conclude that, within this framework, the optimal tax is more in the spirit of a
negative income tax compared to income tax credit.” Their analytical framework builds on
Saez (2002), who focuses on optimal income transfer programs for low incomes. In contrast
to our model, the environment in Kroft et al. (2020) involves heterogeneous workers and
firms. Therefore, their framework cannot speak directly to the fundamental result from
Feldstein (1999), nor be easily adapted to do so, as Feldstein’s result is obtained within a
representative agent environment.

Landais et al. (2018a) study optimal unemployment insurance embedding the Baily-
Chetty replacement rate (Baily (1978) and Chetty (2006)) into a static general equilibrium
search and matching model. The model builds on Michaillat and Saez (2015), who in turn
build on Barro and Grossman (1971) by embedding a matching component to both the prod-
uct market and the labor market (Michaillat and Saez (2015) broadly focus on identifying
channels of labor market fluctuations, but they do not focus on taxes). Amid this theoretical
background, Landais et al. (2018a) find that the Baily-Chetty replacement rate formula is
optimal when the level of market tightness is efficient.

It is important to note that, given the objective of their research, the framework de-
veloped by Landais et al. (2018a) departs considerably from a canonical search-inclusive
macroeconomic model.® In addition, as is well known, in the standard matching model,
unemployment benefits enter in a way that the model with unemployment benefits is never
efficient (in contrast to the results from Landais et al. (2018a)).” In sum, like Kroft et al.

(2020), the framework of Landais et al. (2018a) cannot get at the issue we study in this

®Also within a heterogeneous agent framework, Lavecchia (2018) examines the welfare impact of the
minimum wage on low-skill workers against the backdrop of optimal taxes and unemployment.

6 Among other reasons, this is because of the following. Their benchmark model is, in essence, a “one-shot
static game” where all workers begin unemployed and thereafter there is no job destruction (in contrast, the
canonical model is dynamic). This implies that search effort is the only worker-side input in the matching
function (in contrast, given the ins and outs of unemployment, the worker-side input into the matching func-
tion always includes the mass of searchers in the canonical model, which has different matching implications
than search effort). Moreover, some workers are devoted to producing while others are actively engaged in
posting vacancies (in contrast, all workers are engaged only in production in the canonical model).

"In a companion paper, Landais et al. (2018b) study, within a dynamic framework, the applications of
the theoretical framework developed by Landais et al. (2018a). Of note, also building on the Michaillat and
Saez (2015) framework, Michaillat and Saez (2019) study optimal public expenditure when unemployment
is inefficient. Other examples of papers studying optimal policy in contexts with search frictions include,
among others, Hungerbiihler et al. (2006), Golosov et al. (2013), Lehmann et al. (2011), Lehmann et al.
(2016) and Hummel (2019).



paper.

All told, we contribute to the literature by adding to the growing list of departures from
the fundamental result, developed by Feldstein (1999), that the ETI is a sufficient statistic
for DWL. We highlight the importance of accounting for search frictions when focusing on
analysis from the macroeconomic perspective, and we show that the ETI can substantially
underestimate the DWL in the presence of these frictions. Moreover, we characterize the
information needed to correctly assess DWL in the presence of frictional labor markets. As
such, our results can help provide insight to policy makers and, in particular, policy decision
weighing social benefits and costs of fiscal policy.

This paper proceeds as follows. In the section 2, we build our theoretical framework—
starting from background partial equilibrium model to general equilibrium search model—
and assess the implications of a tax change for various model variables, as well as for the
relationship between the ETIT and DWL. Section 3 introduces calibrated versions of the
models developed to assess the quantitative importance of channels of distortion identified

in theoretical section. Finally, section 4 concludes.

2 Theory

2.1 Background Partial Equilibrium Model

In this section, for reference, we develop a model in the spirit of the benchmark static frame-
work from Chetty (2009a), in which Chetty uses to recap the critical result from Feldstein
(1999) that the elasticity of taxable income can be a sufficient statistic for the deadweight
loss from taxing labor income. This benchmark framework is our main modeling reference.
In the next section, we extend this framework to a neoclassical dynamic general equilibrium
environment, and in the section after that, we extend the framework to a dynamic gen-
eral equilibrium framework with labor search frictions. Relative to Chetty (2009a), we add
the generalization that disutility related to labor market activities potentially depends on

variables beyond employment that may respond to changes in taxes. Incorporating this gen-



eralization is important, since it helps us to understand results from the models we develop
in the following two sections.

For the purposes of the present model, the price of consumption is 1 and the household’s
problem is to choose consumption ¢ and labor n to maximize U = u (¢) + h (1 — n, s), where
w is increasing in ¢ and h is increasing in leisure (1 — n). We make no assumptions on how
search activity s affects h and assume that s is not a choice variable for the household. These
conditions are without loss of generality for the point we will be making and for relating the
present model to the general equilibrium models developed in the following two sections.

The household’s constraint is ¢ < (1 — 7) wn + , where 7 is the labor income tax rate,
w is the real wage; taxable income is, therefore, wn. Finally, €2 is non-labor income, which
can potentially depend on taxes. Each of these is taken as given by the household. The first
order conditions imply that «' = XA and A’ = (1 — 7) n, where A denotes the marginal value
of real wealth.®

Chetty (2009a) defines social welfare SW as the sum of U and T, where T denotes

government transfers that are equal to tax revenue Twn. Then, following Chetty:

dSW au Cwn n)
= — wn + T
dr dr dr
/
where by the envelope theorem, g—f, which is equal to —u/wn, is also equal to dU/dr. There-

fore, the deadweight loss from taxation (DWL), which is defined as DW L = — deWT, satisfies:

wn

dln (wn)
DWL = —(1—)— &2
(1 =) dlnt
where dgll(nwf) is the elasticity of taxable income (ETT). The benchmark model from Chetty

(2009a) implies the equivalence of DWL and the ETI under the assumption that utility is
quasilinear in consumption. In other words, v’ = 1. We note that this is an entirely standard

assumption in the public finance literature.

8 The Lagrangian is
L=u()+h(Q-n)+A[(1-T)wn+Q—(.



It is important to highlight that, in addition to the assumption that «’ = 1, the sufficiency
result hinges on the very strong partial equilibrium assumptions that (1) both the wage and
non-labor income remain constant after a change in taxes, and (2) there will be no impact
on taxes on the variable s, which, as modeled previously, can potentially have an impact on
h. Absent these two additional assumptions, as shown in Appendix A.1, it is straightforward

to derive that, in fact:

(2.1)

DWL:—(l_T) dlnw dQ Y ds _dln(wn)‘

T dlnt wn-dr wn - dT dlnT

Importantly, we note that the ETI cannot internalize the impact on household utility of
changes in variables that impact utility through channels other than employment, such
non-labor income and s.” Of note, in the static public finance framework, the presence
of a variable such as s is entirely nonstandard, so when we henceforth refer to this static
framework, we assume away the presence of this variable. The only reason that we include
this variable in the present analysis is to make results from our labor search model more

easily understood.

2.2 Neoclassical General Equilibrium Model

In this section, we bring the Chetty (2009a) framework into a dynamic general equilibrium
setting, where we also incorporate amenities, which is a catch-all variable standing in for
non-pecuniary benefits. To briefly summarize, the economy is inhabited by a continuum
of individuals who are grouped into an aggregate household and whose mass is normalized
to 1. There is a single consumption good, which is produced by a representative firm that

is owned by the household. Labor compensation is comprised of taxable labor income and

9In addition, we note that the government does not pass along T’ to the household in a way by which
the household can effectively consume this transfer, else the envelope theorem could not be applied as it is.
This is also in line with a partial equilibrium analysis. If the household were able to effectively consume the
transfer, then the Lagrangian would be:

L=ule)+h(l-—n)+A[[1-7T)wn+Q+T—(].

The result from the envelope theorem that dU/dr = —Awn remains, but in this case, it is clear that
dSW = —Awn, not —Awn + dT.



(non-pecuniary) amenities, and the household obtains utility from consumption, leisure, and
amenities. Amenities are produced by the firm at a cost. Finally, all markets are perfectly
competitive, and in this first pass at the general equilibrium neoclassical model and for the
purposes of generality, we assume that production takes as inputs both capital and labor.

The major result from this section is equation 2.2, which reveals four important points.
First, this equation highlights that even in a neoclassical perfectly competitive environment,
general equilibrium itself could potentially result in an endogenous distortion in the relation-
ship between DWL and the ETI as long as wage and non-labor income do not respond to a tax
change. In other words, general equilibrium can yield a result akin to equation 2.1. Second,
distortions related to wages and non-labor income will never exist under the assumption of a
Cobb-Douglas production function, as we will highlight below—said differently, the inclusion
of capital as a modeling choice s irrelevant for our results. For this reason, we omit capital
from the remainder of the analysis that follows. Third, this also means that the partial equi-
librium assumption that wages and non-labor income do not change given a change in taxes,
which is implicitly in the background of the static model developed in the previous section,
is innocuous as far as DWL goes within the model developed in the present section. Both
the static model developed in the previous section and the neoclassical model developed in
this section establish a direct relationship between DLW and the ETI. That said, fourth, as
shown in Appendix A.1, the deriwvation of equation 2.1 implies that the general equilibrium
framework does not require the assumption of quasilinear utility in order to establish a direct
relationship between DWL and the ETI, which was the case in the partial equilibrium model
developed above.

On returning to the dynamic model, the household’s problem is to choose consumption,

labor, bonds b, and the desired level of amenities per worker a to maximize:

E, Z Bu () + h(1 —ny, s¢) + Alagny)],

where E; is the expectation operator conditional on the information available up and through

period t, 8 € (0,1) is the household’s parametric subjective discount factor, and A is an



increasing and concave function of total amenities.'” As in the model developed in section 2.1,
we incorporate search activity, s, which potentially has an impact on utility and can also

respond to changes in taxes. The household’s budget constraint is as follows:

ce+b < (1 —m)wng + (L4 re-1) by + T3 + 11,

where r is the real interest rate, T' is government transfers, and Il denotes profits (an en-
dogenous counterpart to the Chetty (2009a), non-labor income §2) from the economy’s rep-
resentative firm, which is owned by the household. All markets are perfectly competitive.

The firm’s problem is:

EHt
max [, Z sty (ne, k) — wing — dlayny) — iy +dyp — (14 1—1) dp—1],
ng,at,dt p—

such that:

kt-i—l - (1 —5> k?t—f‘l.t

where Z1,8 % is the stochastic discount factor, k£ is the economy’s capital stock, which,
without loss of generality we assume is owned by the firm, y denotes the production func-
tion, which has constant returns to scale'!, i denotes investment, J is the parametric capital
depreciation rate, and d denotes debt. ¢ is the cost of producing total amenities, increas-
ing in its arguments. Of note, assuming that the capital stock is owned by the firm puts
the household’s problem directly in line with that of Chetty (2009a), where the household
effectively does not own any capital.

We assume that government consumption is zero so that 7' = Twn as in Chetty (2009a).
That said, unlike Chetty, following standard dynamic general equilibrium frameworks, we
assume that, while the household takes T" as given, the government gives 1" to the household

in a way that the household can indeed incorporate 7' into consumption. This assumption

10Tn Appendix B.2, we show that, in this neoclassical framework, our results regarding DWL, which is the
focus of our analysis, remain unchanged without assuming additive separability and instead using a fully
abstract utility function.

I Constant returns to scale is a critical and standard assumption in the macroeconomics literature that is
consistent with zero profits in equilibrium.

10



does not have any first-order impact on our results—indeed, as shown in Appendix A.2, if in
the Chetty (2009a) framework we assume that T is indeed consumed by the household, then
assuming that v' =1 DW L is exactly the same as in equation 2.1.

For ease of comparison with related literature, throughout the remainder of the paper, we
focus on steady states for the purposes of evaluating deadweight loss. Therefore, we define
social welfare SW as simply being equal to U. As shown in Appendix B.1, in the present

framework:

L (22)

- /
DWL_—(l 7') (wnndlnn wkk:dlnk)_h, ds ' dll dIn (wn)

T w dlnT w dlnT wwn-dr  wwn-dr  dint

The first term above is akin to the first term in 2.1-—as shown in Appendix B, the first
term in the equation above stems from the derivative of the wage—and it follows that DW L
will be equal to the negative of the ETT if and only if dlnn and/or w, and/or n are equal
to zero and wy and/or k and/or dlnk are equal to zero and also dIl = 0 and ds = 0. This
means that the relationship between DW L and the E'TI can potentially be distorted by the
first three terms in equation 2.2 under a general equilibrium framework.

That said, as shown in Appendix B, with a Cobb-Douglas production function it is always

the case that:
wyndlnn  wipkdink

0. (2.3)

w dinTt w dlnTt
(Of note and as shown in Appendix B, in the present neoclassical environment w = vy,
— ¢'a, meaning that w, < 0, which is intuitive.) Moreover, in a neoclassical framework
with a constant return to scale production function profits are always zero, meaning that
endogenously dIl = 0 (in line with Chetty (2009a), where the ETI being a perfect proxy
for DWL is conditioned on the assumption that non-labor income will not respond to tax
changes (d€) = 0)). Therefore, in this dynamic neoclassical general equilibrium framework,
as long as ds = 0, then equation 2.2 becomes:

dIn (wn)

DWIL = —
w dlnT

11



just like in standard public finance static frameworks, meaning that, in a dynamic general
equilibrium framework, the ETI can indeed proxy perfectly for DWL. Moreover, this means
correct appraisal of DWL does not require knowledge of wvariables that cannot be directly
observed, such as amenities. In this way, we recover the sufficiency condition, as in Feldstein
(1999) Also, as shown in Appendix B.2, equation 2.4 also emerges under any abstract utility
specification.

Finally, we highlight two things. First, the model developed in this section is efficient
from the point of view that its allocations are exactly the same as those that result from a
planning version of the economy. We stress, though, that this efficiency is conditional on the
environment faced by the planner, meaning that, if the planner must deal with taxes, then
even though the outcome is efficient, there is indeed a DWL stemming from taxation. With
this caveat in mind and with some abuse of terminology, we henceforth refer to the cases
for which Hosios conditions hold (meaning that the bargaining power of workers should be
equal to the elasticity of matches with respect to searchers) and there are no unemployment
benefits as being efficient. If either of these two fail, we call the model inefficient. Second, the
presence of a variable like s is entirely nonstandard in a neoclassical framework, so when we
henceforth refer to this neoclassical framework, we assume away the presence of this variable.
As noted in the previous section, the only reason for which we include this variable in the

present analysis is to make results from our labor search model more easily understandable.

2.2.1 Impact of Tax Changes

In this subsection, we analytically assess the impact of tax changes in the neoclassical general
equilibrium model we developed above. To this end, we assume, as in standard related public
finance literature, that utility is quasilinear in consumption, so that v’ = 1. Moreover, we
assume that production takes labor as an input only and has constant returns to scale in
labor so that v, > 0 and y,, = 0. As above, our analysis focuses on steady states.

All of the following intuition is confirmed mathematically in Appendixes D.5 and D.6.
Suppose that tax rate rises. Then, the economy has an incentive to reallocate worker com-

pensation from taxable income to nontaxable amenities. Therefore, wages decrease and

12



amenities rise. That said, all else equal, higher taxes put downward pressure on labor income
and therefore on the household’s willingness to work, which drives a decrease in employment.
Finally, with lower employment production decreases and, therefore, so does consumption.
With both wages and employment lower, taxable income decreases, which per equation 2.2
puts upward pressure on DWL via the ETI. Moreover, in this case, DWL is exactly equal
to the ETI since, as noted earlier, with a constant returns to scale production function,
changes in labor and capital jointly null the first term in equation 2.2; the second term in
this equation is absent by construction in standard neoclassical macroeconomic theory; and
the third term is zero as well since profits are always zero with constant returns to scale

assumption in this environment.

2.3 General Equilibrium Labor Search Model

In this section, we develop our benchmark model. This model adds non-taxable labor
income—that is, amenities—to a general equilibrium macroeconomic model with labor search
frictions that follows Arseneau and Chugh (2012) regarding assumptions on labor force par-
ticipation. In the model, firms post vacancies to recruit workers, and the household devotes
search activity to find jobs. The overall characterization of the economy is the same as that of
the neoclassical general equilibrium labor search model except for the fact that, in the labor
search framework, the labor market is not competitive. The reason for this is the following:
Given search frictions, workers cannot find jobs instantaneously and firms cannot fill open
positions instantaneously. This means that failing to form a match when a worker and firm
meet would be costly for either side, which would result in bilateral monopoly power and,
therefore, a noncompetitive wage. Given this non-competitiveness, wages are negotiated via
Nash bargaining, which is a standard assumption in the search literature.

All told, our model is a dynamic search version of standard static models used to study
the ability of the ETT to proxy for DWL. Importantly, our labor search model nests the neo-
classical model developed above, which results from eliminating all search frictions. Also,

recall that for the purposes of straightforward comparison with related literature, our labor
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search model omits capital. This assumption is justified by the fact that, as noted above, in
the neoclassical model the presence of capital does not matter for DWL results. Moreover,
having labor as the only input in production puts our model exactly in line with the bench-
mark theory of equilibrium unemployment (see, for instance, Pissarides (2000)). Finally, the

meaning of all notation already introduced remains in the rest of the paper.

2.3.1 The Household

The household’s lifetime utility is given by:

U =E, Z 5t[u(ct) + h(1 - lfpt) + A(atnt)],

where [ fp; is labor force participation, which is equal to the sum of n;, the mass of employed
individuals, and s;, the mass of (involuntarily unemployed) job seekers. The household faces

two constraints. First,

ng = (1= p)ne_1 + fio18e-1, (2.5)

which is completely standard in labor search contexts and amounts to the household’s per-
ceived law of motion for employment. In this equation, f € (0,1) is the per-period job-
finding probability, which is endogenous in the model but taken as given by the household;
and p € (0, 1) is the per-period exogenous job destruction probability. This equation of mo-
tion means that, from the household’s perspective, contemporaneous employment is equal
to the sum of all of the previous period’s employed workers whose jobs were not destroyed,
(1 — p)ny—1 and all of the previous period’s successful search activity, f;_15;—1, which is the
fraction f;_; of searchers s;_; that transition into employment. Second, the entirely standard

budget constraint,
Ct + bt = (1 — Tt) Wy -+ XSt + (]. -+ Tt—l) bt—l + ﬂ + Ht,

where x denotes unemployment benefits. As highlighted below, the wage is also a decreas-

ing function of amenities in this labor search model, just like in the neoclassical general
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equilibrium model.
The household’s choice variables are: ¢, ny, s¢, b;, and a;. The first order conditions for
consumption implies that u; = \;, meaning the marginal utility of consumption is equal to

the marginal value of real wealth, \. The first order condition for employment yields:

5t = U; (1 - Tt) Wy + A;at - h:t + /8 (]_ - p) Et5t+17 (26)

meaning the shadow value of an employed individual in period ¢, d;, is given by: the per-
worker utility value of after-tax labor earnings, u; (1 — 7;) wy; plus the per worker utility value
of amenities that accrues to the household as a whole, Aja;; net of the foregone per worker
value of leisure, —h}, which also accrues to the entire household; plus its expected continua-
tion shadow value (with probability 1 — p the employment relationship is not destroyed and
a currently employed worker remains employed in the following period).

The first order condition for search activity implies that:

hy = X + BfiBidisa, (2.7)

which is akin to a no-arbitrage condition. In particular, this means that the household sets
the per worker value of leisure, h}, equal to the per worker value of search, which is equal to
the sum of the per worker utility value of unemployment benefits, u}x, plus the discounted
per worker value of employment, SIE;d;,;, conditional on finding employment, §f;E;d;.1,
which occurs with probability f.

The first order condition for amenities demand implies that

Ay = —up(1 — T)wgene, (2.8)

meaning that the household sets the marginal benefit of amenities in terms of utils, Ajn,,

equal to the marginal cost of amenities in terms of utils, —u}(1 — Tt)wa,tnt.u

12Recall that, as shown below, the wage is decreasing in amenities so w, < 0).

15



Finally, the optimality condition for bond holdings implies that

ul
1= Etﬁ% (1+7), (2.9)
t
which is a standard Euler equation that defines the stochastic discount factor: =, = ufjl )
t
2.3.2 The Firm
The firm’s problem is:
" Ivnag( J Et Z Et+1|t:{y(nt) — WMy — ¢<atnt) — YUt + dt - (1 + Tt_l) dt—l}}a (210)
t, Vt, Qt, At —o -—
EHt

where the production function y; = y(n;) delivers final output and has the properties y,,; > 0
and yy,,+ = 0, where this last property is needed to preserve constant returns to scale as in
standard search theory and macroeconomic neoclassical models—resulting in zero profits;'?
vy denotes vacancies, which the firm posts in order to hire workers; ~ is the exogenous and
constant flow cost of vacancies (in line with standard search theory); and d; denotes debt.
Finally, note that, because the household owns the firm, the firm’s discount factor is the
stochastic discount factor Z ;.

The firm’s problem is subject to the following constraint, which is its perceived law of
motion for employment:

ny = (1= p)ne—1 + g-1ve-1, (2.11)

which is completely standard in labor search contexts and amounts to the household’s per-
ceived law of motion for employment. In this equation g € (0, 1) is the per-period probability
of filling an open position, which is endogenous in the model but taken as given by the house-
hold. This equation of motion means that, from the firm’s perspective, contemporaneous
employment is equal to the sum of all of the previous period’s employed workers whose jobs

were not destroyed, (1 — p)n;—; and all of the previous period’s open positions that were

13Recall that our assumption on the production function only having labor as an input is consistent with
standard labor search theory and also motivated by the fact that, as shown in the preceding section, with
constant returns to scale and capital, the presence of capital is irrelevant for results regarding DWL.
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successfully filled, ¢;_1v;_1, which is the fraction ¢;_; of searchers v;_; that result in new
hires.

The first order condition for employment yields:

Ji=Ynt —wp — a4+ (1 —p) J[DACPETIN PR (2.12)

meaning that the firm’s value shadow of a job, J, is equal to the marginal product of labor,
Yn.t, Net of marginal labor compensation, w; + ¢ja¢, plus the expected continuation value of
the job (with probability 1 — p, the employment relationship is not destroyed).

The first order condition for vacancies implies that:

ql - EtEtJrl\tJt—i-l) (213)
t

which means that the expected marginal flow cost of a vacancy, ;—t, is equal to its expected

discounted marginal benefit, ;= ,1J;+1. The optimality condition for amenities supply is:
— We Ty = gb;nta (2.14)

meaning that, in terms of worker compensation, the extra cost of amenities in terms of
wages, W, Ny, is equal to the extra benefit of amenities for workers, ¢;n; (recall that, as
shown further below, w, < 0).

Finally, the optimality condition for debt is:
1 = Et+1|t (1 + Tt) . (215)

Note that this last equation and the household’s first order condition for bonds are the
same, which, as is well known, means that debt and bond holdings are indeterminate in

equilibrium.

17



2.3.3 Closing the Model

We assume that government consumption is zero so that the sum of lump sum transfers to

households and unemployment benefits equal total tax revenue:

T;g -+ XSt = Ty WM. (216)

Therefore, the aggregate resource constraint is given by

Yr = ¢t + v + ). (2.17)

Total matches in any given period, m; are increasing and concave in vacancies and
searchers in line with standard search theory. This implies that the job-finding probability
satisfies f; = m;/s; and is increasing in the ratio of vacancies to searchers, v;/s; (intuitively,
the more vacancies per searcher there are, the easier it is for searchers to find jobs), and that
the job-filling probability satisfies ¢; = m;/v; and is decreasing in the ratio of v;/s; (intu-
itively, the more searchers there are, the easier it is for firms to fill open position). Moreover,
as in standard search theory, 0; = v;/s; is market tightness. The higher this ratio is, the
easier it is for workers to find jobs.

We pause here a moment to highlight the following. The fact that f'(v/s) > 0 and
¢ (v/s) < 0 highlights the labor search theory congestion externality. This externality reflects
the fact that an additional searcher decreases the probability of all searchers finding a job,
and an additional vacancy decreases the probability of all vacancies being filled. Since the
firm and household take, ¢ and f as given, respectively, then the firm and household do not
internalize the labor market impact of additional vacancies and search activity. In addition,
we note that there are “thick market externalities.” This refers to the impact of firm actions
on searchers and the impact of searcher actions on firms, which are not internalized by either
party. In particular, if search activity rises, then two countervailing outcomes are at play:
(1) congestion externalities increase for workers, and (2) thick market externalities decrease

for firms because the probability of firms filling positions rises with higher search activity.
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If, however, vacancies rise then we see a similar tension: (1) congestion externalities increase
for firms, and (2) thick market externalities for workers decrease for workers because, all else
being equal, the probability of finding a job rises.

All told, the effective aggregate matching process is:

ne = (1—p)ng_1 +m_. (2.18)

This equation of motion means that, from the effective aggregate perspective, contempora-
neous employment is equal to the sum of all of the previous period’s employed workers whose
jobs were not destroyed, (1 — p)n;—; and all of the previous period’s employment matches,
my_1 € (0,1).

Because the labor market is subject to search frictions, then wage determination is non-
competitive. In line with the standard related literature on labor search frictions, we assume
that wages are determined via Nash bargaining. In particular, Nash bargaining yields a wage

that maximizes the Nash product,

(W — Uy’ (I3, — V'Y,

where W, is the household’s value of a job; U, is the household’s value of unemployment;
¥ € (0,1) is the parametric and exogenous bargaining power of workers (therefore, 1 — 1)
is the parametric and exogenous bargaining power of firms); and J; is the firm’s value of
a job, as defined earlier. Note that assuming free entry into vacancy posting, which we
do as in standard search theory, the firm’s value of a vacancy Vy is zero. Moreover, note
that, given the definition of these value functions, Wy — Uy, which in labor search theory is
positive by assumption—else, there would be no search activity— is the household’s capital
gain from an additional worker being employed, and J;, which in labor search theory is
positive by assumption—else, there would be no vacancy postings— is the firm’s capital gain
of an additional vacancy being filled.

To arrive at an expression for Wy — Uy, we plug in h} from the household’s first order

19



condition for s; into its first order condition for n;, divide the entire equation by w;, multiply

and divide ;41 by uj, , and define ,/u; = Wy — Uy for all periods ¢. It follows that:

Ala _
Wt — Ut = (1 — Tt) Wt + ; i — X + (1 —p— ft) Et‘:t—&-l\t (WtJrl — Ut+1) . (219)

/!
t

Then, as shown in Appendix C.1, using this equation along with the firm’s value of job

implies that the wage that maximizes the Nash product is:

_ X Alay
wt_(l_w)[l—ﬂg_u;(l—ﬂg)}
+9 {yn,t — drar + EiZiap [(1 —p)—(—p—1F) %ﬁﬂ Jm} : (2.20)

From this, we highlight several important intuitive results. To begin, the wage is a weighted
average of firm and worker-side employment values and opportunity costs, where the weights
are the exogenous bargaining powers of workers and firms. Next, the wage is increasing in
unemployment benefits and the marginal product of labor. In addition, the last term on the
right-hand side above shows that the wage is increasing in the ratio of vacancies to searchers,
since f is increasing in this ratio.'* Moreover, wage is increasing in the expected value of a
job, J;41, and decreasing in contemporary taxes. Finally, we note two things. First, the ratio
of future to contemporary taxes in the last term of the wage equation captures the wage
rate’s optimal inter-temporal smoothing given changes in taxes.'® Second, w, < 0, since, at
a given level of total amenities, a;n;, a marginal increase in amenities implies that

_ A
U; (1 —Tt).

We,t = _(1 _¢)

2.3.4 Equilibrium

The model’s equilibrium is given by a vector of 17 endogenous variables:

[ft7 S, A, bt7 Hta ) Jta Ut, dt7 7—;57 Yt, Ct, Nt Wt - Uta W, Tt, 5t]

4 Intuitively, the higher v;/s; is, the easier it is for workers to find jobs, so their outside options are higher.
15This is consistent with the model’s dynamic nature and is consistent with Arseneau and Chugh (2012).
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that, given the vector of parameters:

[Tta@b)Xaﬁa’yvp] )

satisfies equations 2.5, 2.6, 2.7, 2.8, 2.9, the instantaneous portion of equation 2.10, 2.11,

2.12,2.13, 2.14, 2.15, 2.16, 2.17, 2.18, 2.19, 2.20, and the bond-market clearing condition:

bt - dt.

Because equations 2.9 and 2.15 are identical and always hold, then equilibrium bond (or
debt) is indeterminate. As such, we assume that in every period b; = d; = 0 for simplicity.
Importantly, note that combining the firm and household first order conditions for ameni-

ties implies the following equilibrium condition:

Ay = uy(1 = 7).

This condition clearly means that, all else being equal, there is a positive relationship be-
tween amenities (per worker) and taxes.'® Moreover, given this equilibrium condition, it is

straightforward to show that the wage equation can be stated as:

wt:(l_d])lfn_qb:fat

— 1—m
+ {ynﬂf + EZrpape {(1 —p)—(A=p—1fi) —t:l} Jt+1} .

16
Ap = uy(1 — 7))
implies that

Alnyday = u' (1 — 1) ¢ nyday — urdidry

— [A;/ — UI (1 — Tt) (b:f/] ntdat = —u;(bgdn

Therefore,
da; _ —uydy -0
dri Al —u' (1 —711) @) ’

since ¢}, ¢, and u; are positive, while A} is negative.
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2.3.5 Key Equations

While the model has a host of endogenous variables, knowledge of the following six key
variables is sufficient to pin down all of the model’s endogenous variables: a, ¢, n, s, v,
and w (see, for instance, Pissarides (2000), for a similarly compact set of key equilibrium
variables, although without amenities). To develop intuition, consider the model in steady
state. In this case, the model’s key equilibrium variables are determined, respectively, by

the following equations:

A = (1-7)¢, (2.21)

the equilibrium condition for amenities, which pins down a and follows from combining
equations 2.8 and 2.14;

y=c+yv+e, (2.22)

which is the aggregate resource constraint and pins down c¢;

pn =m; (2.23)

which follows from the aggregate matching process in equation 2.18 and pins down n (in

equilibrium inflows into employment equal outflows);

ux1 =B =p)l+Bf v (1 —7)w+ Aq]

h = , 2.24
T 3(L-p) + ] 224
which follows from combining equations 2.6 and 2.7 and pins down s;
1—(1-
Y =w+ ¢'a+ [ (5 p)ﬁ]g’ (2.25)

which follows from combining equations 2.12 and 2.13, pins down v, and we henceforth refer
to as the job creation condition. This equation highlights that, from the point of view of

firms, the effective wage, that is, the effective compensation of workers is, of course, w +
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¢'a; and the wage equation is:'”

w=(1—-v) S —dat i (s +17). (2.26)

1—7
To see that our general equilibrium labor search model nests our neoclassical general equilib-
rium model, consider the impact of removing search frictions. Absent these frictions, workers
find jobs instantaneously, and firms fill jobs instantaneously, so f — oo and ¢ — oco. As
such, the flow cost of posting vacancies is effectively zero, and there is no concrete notion
of search or vacancies. Moreover, there are no unemployment benefits, so Yy = 0. As such
equation 2.25 becomes:

Yn = w+¢,a7

which of course means that the marginal product of labor is equal to its marginal cost, as
in the general equilibrium neoclassical model—the wage is competitive. Moreover, with the

effective expected cost of posting a vacancy being equal to zero, equation 2.22 becomes:
y=c+o¢.
Finally, with x = 0, it is straightforward to show that equation 2.24 becomes:'®

=u(1-1)w+ Aa

I"In steady state:
Ala

But, from the firm’s first order condition for vacancies, in steady state it is also the case that v/q = SJ.
Substituting above gives:

A/
w=(1-1) [lfr_u’(liT)} +z/;(y/_¢/a+7]qc>.

Finally, given constant returns to scale of the matching function, note that f/q=v/s=10.
18With y = 0, combining the steady state versions of the household’s first order conditions for employment
and search yields:

h ' Y. _ i/
@—u(l—Tt)U)‘FAa h"’ﬁ(l p)ﬁf7

which converges to:
O=uv'(1—-7m)w+Aa—-1

with f — oo.
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and pins down employment. This, of course, is simply the general equilibrium neoclassi-
cal model’s household optimality condition for labor. All told, these last three equations,
along with equation 2.21 above, pin down the net-of-capital general equilibrium neoclassical

model’s four key variables: ¢, n, a, and w.

2.3.6 Deadweight Loss

To make our model’s DWL immediately comparable to the standard static public finance
literature that addresses the relationship between DWL and the ETI, we continue to as-
sume steady state when focusing on DWL. Nonetheless, in our quantitative analysis, we show
transition dynamics between steady states as implied by our search model and its neoclassi-
cal counterpart, which effectively showcase the dynamic aspects of our general equilibrium
models.

We define flow social welfare as:
SW =u(c)+h(l —n—s)+ A(an).

As shown in Appendix C.2, in our benchmark search model DWL is:

ETT
——
_ dln(wn)
dlnt

Dy
—
T dll

_u e —
uwwn - dr

S sa- -} ot

DWL =

~

Bp w'wn - dt

W =y
fBp

' 1_%’} 40 (2.27)

1= s - {or+ 2t}

where, as presented earlier, E'T'[ is the elasticity of taxable income, and 6 is the measure of
market tightness, which is defined as the ratio of vacancies to searchers. The last three terms

Dy, D, and Dy are distortion terms resulting from endogenous responses of profits, search
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activity, and market tightness, respectively, to a tax rate change. Note that if the distortion
terms were zero, then equation 2.27 would be exactly the same as equation 2.4, meaning
that just like in the partial equilibrium public finance literature and general equilibrium
neoclassical models developed earlier, the ETI would be a perfect proxy for DWL in the
search framework.

That said, to the extent that the three distortion terms above are not all equal to zero,
then labor search introduces important distortions to the relationship between DLW and
the ETI Clearly, all of these distortions stem from search frictions, as they owe to: changes
in search activity, which, as noted earlier, is irrelevant in a neoclassical model; changes in
profits, which are trivially zero in a neoclassical model, since profits themselves are zero in
a neoclassical model; and changes in market tightness, which as noted earlier, is irrelevant
as well in a neoclassical model. In light of the empirical importance of search frictions for
the behavior of labor markets, equation 2.27 suggests that much caution must be used when
trying to infer DWL from ETT in the presence of search frictions.

Moreover, note that the ds and dII terms that appear endogenously in equation 2.27
are the counterparts of the ds and df2 or dII terms that had appeared in the previous two
models we developed. And, as highlighted when assessing these two models, the ETI cannot
internalize changes in social welfare that stem from non-labor income and factors other than
employment that affect the utility of households as related to labor market activity. This
result adds to the partial equilibrium evidence documenting deviations from the sufficiency
result of Feldstein (1999) driven by externalities (Chetty, 2009a; Doerrenberg et al., 2017).

In equation 2.27, the coefficient on dII is clearly positive, and, as shown in Appendix C.2,
the condition for the coefficient on ds being positive is %;6) > x, which of course holds
trivially when x = 0. Therefore, for a given increase in taxes: if profits decrease, then this
change puts upward pressure on DWL as it means that, all else being equal, the household’s
consumption decreases. We also show in the Appendices C.2 and D.1 that the signs of ds
and its coefficient are ambiguous when y > 0, making the impact of second distortion term

on DWL (D;) ambiguous as well. On the other hand, when y = 0, both ds and its coefficient

are negative, unambiguously putting upward pressure on DWL.
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The coefficient on df requires further discussion as it relates directly to inefficiencies and,
in particular, to congestion externalities. As is well known, labor search models are efficient'?
if two conditions hold. First, unemployment benefits x should be equal to zero. And second,
the bargaining power of workers 1) should be equal to the elasticity of matches with respect
to searchers (this is the Hosios condition—see Hosios (1990)). If the Hosios condition holds,
then in the decentralized economy, all congestion externalities are internalized, just as they
are in a centrally planned economy.

In this case, the term related to df in equation 2.27 drops out, reducing the DWL

formulation to:

ds

dln(wn) , dlI {h’ —u'x (2.28)
wwn - dr’ '

DWL=————t———F —
W dlnt Y wn - dr Bp

u—ﬁu—p)}—h'}

In particular, the coefficient on the df is zero if and only if the Hosios condition holds.?’ In
other words, as long as there are no congestion externalities, then no matter how 6 may be
affected by a tax change, this change will have no impact on the discrepancy between the ETI
and DWL. It follows that in the labor search model’s DWL equation, any distortions between
DWL and the ETT arising from changes in 6 will only apply when the Hosios condition does
not hold. Therefore, the df term captures discrepancies between ETI and DWL that stem
exclusively from inefficiencies related to externalities.

All told, given the empirical relevance of labor search frictions, our analysis highlights

the importance of accounting for these frictions when trying to infer DWL from the ETI.

2.3.7 Impact of Tax Changes

In this subsection, we assess analytically the impact of tax changes in the labor search general
equilibrium model we developed above. To this end, we assume that utility is quasilinear in

consumption so that v’ = 1.2! Moreover, we also continue to assume that production takes

9Efficiency here means that the competitive outcome is the same as the outcome from a social planning
framework, so this efficiency is unrelated to inefficiencies arising from exogenous circumstances that the
social planner faces such as, in the present case, taxes.

29See Appendix C.2 for further details.

21This is consistent with our analytical assessment of the neoclassical model and is standard in the related
public finance literature.
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labor as an input and has constant returns to scale in labor so that vy, > 0 and y,, = 0. As
above, our analysis focuses on steady states.

All of the following intuition is confirmed mathematically in Appendixes D.1 through
D.4. Suppose that taxes rise. In the efficient search framework the effective wage of the
marginal worker remains unchanged as taxable wage compensation is substituted by non-
taxable amenities.???> As such, amenities ultimately rise and the wage decreases. In other
words, net-of-tax labor income drops because of higher taxes, and this drop results in a
decrease in search activity. With lower search activity, it becomes harder for firms to fill
jobs, so vacancies decrease, which puts downward pressure on the job finding probability.
Ultimately, these dynamics result in lower employment, which leads to lower production and
profits, both of which put downward pressure on consumption. All of these results continue
to apply in the absence of amenities too.

In the search framework with unemployment benefits, an increase in taxes puts upward
pressure on the effective wage, w + ¢'a, since net-of-tax wages decline relative to non-taxed
unemployment benefits. This means that workers’ relative outside options rise for a given
increase in taxes.?* All else equal, this higher effective wage makes it more costly for firms to
produce, so vacancies ultimately drop, which is consistent with a lower job finding probability.
In terms of search incentives, there is now ambiguity. On the one hand, a higher effective
wage makes search more appealing, but on the other hand, a lower job finding probability
makes search less appealing.?” Given this ambiguity, quantitative analysis—which we turn
to in the next section—is necessary to assess which effect dominates and what ultimately
happens in this version of the model. More generally, note that, in both the cases with and
without amenities, quantitative analysis is needed to determine the ultimate effect of the
tax change on the relationship between DWL and the ETI. This is because the coefficients

in equation 2.27 have first-order impact on the extent to which changes in search activity,

22Recall, this results with no unemployment benefits y and the Hosios condition that the bargaining power
of workers 1) being equal to the elasticity of matches with respect to searchers holds

23The effective wage is the sum of the wage and the marginal utility from amenities, w + ¢’a. In the case
without amenities, this is trivially equally to w.

24The same is true absent amenities and, again, note that absent amenities the effective wage is simply
equal to the real wage w.

25The same is true absent amenities.
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profits, and market tightness can distort the relationship between DWL and the ETI.

3 Quantitative Analyses

In this section, we use calibrated versions of the models we developed to explore their quan-
titative implications. Importantly, recall that, in line with the literature most related to our
work, our theoretical framework is quite stylized as, for instance, it omits capital. As such,
our quantitative results should be interpreted as similarly stylized. That said, as appropri-
ate, we discuss results from six models: our benchmark labor search model with and without
amenities and, alternatively, with and without unemployment benefits, and our neoclassical

model with and without amenities.

3.1 Functional Forms

For the household, we assume a constant relative risk aversion utility function for consump-

1—0o

tion, u (¢;) = S, where ¢ > 0 is the coefficient of relative risk aversion. This functional

form is entirely standard in the macroeconomics literature. For simplicity, as a benchmark,
we assume h (1 —Ifp) = (In (1 —Ifp:) and A (ayny) = (, In (agny), where ¢ > 0 and ¢, > 0.
Turning to production, we assume linear production technology with y; = zn;, where z is

26 We chose this functional form to preserve the constant returns

exogenous productivity.
to scale property of the neoclassical model in the absence of capital. In addition, we as-
sume a general functional form for amenities production technology: in particular, let total
amenities a,n; be equal to (produced by) the technology g(yf) = ®y™", where ® > 0 and
U > 0. Here, y;"* is part of the final output allocated for amenities production. Note that
this functional form implies that the cost of total amenities is: ¢(ain;) = [%} v % Finally,
regarding the labor market, we assume a Cobb-Douglas matching function m = govfstlfg,
where ¢ > 0 is matching efficiency and £ € (0, 1) is the elasticity of matches with respect to

vacancies. This functional form for the matching function is entirely standard in the search

26Recall that, given the irrelevance of capital for our results for the purposes of the neoclassical model, we
simply assume that output is a function of labor, so this assumption on the functional form of production
applies to all models under consideration.
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literature (see, for instance, Pissarides (2000), and Shimer (2005)).

3.2 Calibration

The calibration strategy described below is for the search model with amenities, though the
other variants of the model are calibrated in a similar fashion. A period is one month. This
choice is based on the fact that, given Cobb-Douglas matching functions, the probabilities f
and ¢ are unbounded, and simulations and/or comparative static exercises frequently lead to
instances in which these probabilities exceed 1 in models calibrated at quarterly frequency. In
line with our one-month time period assumption, we set § = 0.996, which is consistent with
an average yearly interest rate of 5 percent, as is the case in the United States, on average,
in the post-war period. Continuing with the household, we choose the leisure parameter ¢ so
that in equilibrium, the mass of individuals outside the labor force, 1 — [ fp, is equal to 0.38.
This target is obtained using data from the Bureau of Labor Statistics (BLS) on the average
number of U.S. individuals outside of the labor force in per-population terms. We calibrate
the amenities parameter ¢, by setting the amenities-to-wage ratio 7 to 0.11, following the
estimate of Hall and Mueller (2018). As a benchmark, we operationalize the model in line
with standard public finance literature by assuming utility to be quasilinear in consumption.
This assumption implies that ' = 1, which requires setting o = 0.

Turning to the firm, we choose the equilibrium value of exogenous productivity, z, so
that monthly output, y, equals 1. As a benchmark, we set both W and ® equal to 1, which
implies that ¢ (a;ny) = agny.

As related explicitly to the labor market, the wage tax 7 is set to 0.189, which is the aver-
age U.S. labor tax calculated in McDaniel (2011). Moreover, implementing the methodology
from Solon et al. (2009) and Shimer (2012) and using, as they do, BLS data on unemploy-
ment and short-term unemployment, we find that the average U.S. monthly probability of
finding a job (f) in the post-war period is 0.43. The matching efficiency parameter ¢ is
chosen to hit this target. Then, p is chosen to set s/ (s + n) = 0.058, which, given BLS data,

is the average U.S. unemployment rate in the post-war period.
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Of course, the neoclassical version of the model we develop is efficient by construction. In
our benchmark calibration, our search models are also efficient in the sense that we assume
that there are no unemployment benefits, and the Hosios (1990) condition holds, meaning
that the bargaining power of workers, 1, is set equal to the elasticity of matches with respect
to search activity, 1 — £. As a benchmark, we set » = 1 — & = 0.5, where the value of £ is in
line with the empirical evidence in Pissarides and Petrongolo (2001). Moreover, we explore
the implications of efficiency as related to unemployment benefits. As such, we study the
cases with x = 0 and y = 0.9. The latter value is consistent with the replacement rate being
equal to 60 percent and is in line with the fact that replacement rates should target about
60 percent for the average worker under the 2015 Social Security law.

For the purposes of analysis, we recalibrate the other four models we consider where
appropriate: the search model without amenities with and without unemployment benefits
and the neoclassical model with and without amenities. However, to keep all six models
comparable, we set the levels of taxable income in each model to the level of taxable income
obtained for the calibrated benchmark search model with amenities and no unemployment
benefits instead of setting y = 1 to calibrate the productivity parameter z. As such, all
the economies we study have the same fundamentals. Table 1 summarizes our benchmark

parameter values.

Insert Table 1 about here.

As a robustness check, we calibrate all four models in the same way that we calibrated the
search model with amenities and no unemployment benefits, choosing z by setting y = 1. In
this case, the calibrated parameters are largely unchanged, leaving no visible imprint on our
quantitative findings. Hence, we do not report the results from this alternative calibration.
That said, we do present results from sensitivity analysis as related to the most critical
parameters in our calibration, and we show that our results are robust to a range of values
in these parameters. In particular, in all robustness checks, the ETI is never a perfect proxy

for the DWL and always underestimates it, though at significantly varying degrees.
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3.3 DWL versus ETI

As suggested by the theory developed earlier, DWL is always equal to ETT in our neoclassical
models, regardless of the provision of amenities. Therefore, we do not report quantitative
results for these two models. However, it should be noted that ETT—and hence the DWL—is
larger when there are amenities, since, in this case, the agents shift to non-wage income in
response to a tax hike.

Tables 2 through 5 present results regarding our labor search model’s DWL equation,
equation 2.27, when we operationalize the efficient search model with amenities (Table 2,
model III), the efficient search model without amenities (Table 3, model V), the search
model with amenities and unemployment benefits (Table 4, model IV), and the search model
with unemployment benefits but without amenities (Table 5, model VI). In particular, each
of these tables shows results for a 1 percent increase in the tax rate compared with our
benchmark equilibrium. In each of these tables, the first column shows the negative (since
that is the way in which they enter equation 2.27) of the value of the coefficients on the ETI,
dll/dr, ds/dr, and df/dr (rows 1 through 4, respectively). Column 3 shows the values of
the ETI, dll/dr, ds/dr, and df/dr (rows 1 through 4, respectively). Column 4 shows the
product of columns 1 and 3 (i.e., each row in column 4 corresponds to the ETT or one of
three distortion terms in equation 2.27). Finally, column 5 shows the percent of the ETT of
each value in column 4, and the last row of column 5 shows the sum of these percentages,
which corresponds to the DWL arising from the tax change. As such, these tables break
down DWL by each term on the right-hand side of equation 2.27. Note that Appendix E
complements this section by discussing the particular implications of our calibration, which
will help the reader understand the magnitudes of ETIs and distortion terms across models,
as presented in following tables.

Consider the efficient search model (Tables 2 and 3, with and without amenities, respec-
tively). In the case with amenities, the ET1 is about 0.18, and in the case without amenities
it is about 0.14. It is, of course, intuitive that taxable income would be more sensitive to a

tax change with the existence of amenities, since labor compensation can switch from wages

31



to amenities. In both cases, profits II and search activity s decrease; there is no change in
market tightness, 6,—in the next section, we elaborate on the reasons behind this and other
relevant dynamics—and the coefficients on dII and ds enter the DWL equation negatively
(recall that the coefficient on df is zero, since our benchmark calibrations impose the Hosios
condition). Then, as shown in column 5, these “search distortion” terms represent, respec-
tively, 3.9, 3.2, and 0 percent of the FTI. The sum across column 5, which is the DWL from
taxation, yields 107 percent. This means that, in the efficient search model with amenities,

DWL is 7 percent higher than the ETI so the ETI underestimates DWL.

Insert Table 2 about here.

In turn, inspection of Table 3 shows that, in the efficient search model without amenities,
DWL is 8.3 percent higher than the ETI so, again, the ETI underestimates DWL. This
example illuminates the fact that the ETT underestimates DWL by less in the presence of
amenities compared with the case in which there are no amenities. To understand this
result, consider the following. Given the tax hike, some taxable income can (and does) shifts
into compensation from non-taxable amenities when available. Clearly, all else equal, the
possibility of this shift in compensation means that taxable income is more sensitive to the
tax change when there are amenities compared with the case without amenities. Hence, the
ETT with amenities is greater than the ETIT without amenities—by roughly 30 percent in our
calibration. On the other hand, the distortion terms are fairly similar in level terms with or
without amenities (compare columns 4 of Table 2 and Table 3). Because the ETI is smaller
without amenities, this means that the search distortions are greater as a fraction of the ETI

in the case without amenities than in the case with amenities.

Insert Table 3 about here.

Now, consider the search model with unemployment benefits (Tables 4 and 5, with and
without amenities, respectively). Note that, in both cases, the magnitude of the search dis-

tortions is notably larger compared with the case without unemployment benefits, and in
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both cases df # 0. Importantly, the coefficient on ds flips signs and is now positive unlike
the cases without unemployment benefits. This means that our benchmark level of unem-
ployment benefits implies %;’3) < x.2" Furthermore, search activity rises in response to a
tax hike at this level of unemployment benefits, as opposed to the case with no unemploy-
ment benefits.”® Taken together, the search distortions are such that DWL overestimates
the ETI by 13-35 percent with and without amenities, respectively. Said differently, the
ETI underestimates the DWL by more when there are no amenities, just as in the efficient

search model. The intuition behind this result is entirely analogous to its counterpart in the

efficient search scenario.

Insert Table 4 and 5 about here.

3.4 Transition Dynamics

In this section, we discuss the transition dynamics implied by a one-time 1 percent permanent
increase in taxes in our benchmark model (both with and without unemployment benefits)
and the four models nested within it: search without amenities (both with and without
unemployment benefits); neoclassical with amenities; and neoclassical without amenities.
As such, this exercise complements and speaks to the results in Tables 2 through 5 discussed
earlier.

We begin by focusing on the search models without unemployment benefits, with and
without amenities. On impact of the shock, search activity drops in both models by roughly
the same amount (panel (a) of Figure 1). This similarity owes to the fact that in both models
effective compensation remains unchanged (w in the case of the model without amenities

and w+ ¢’a in the case of model with amenities—see panels (b) and (c) of Figure 1), but the

27See section 2.3.6 for a discussion on the implications of this inequality.

28Earlier, we highlighted that, with unemployment benefits higher, taxes raised the effective wage, which
made the impact of the increase in taxes on search activity in principle ambiguous. As noted earlier, this
is the case because, on the one hand, a higher effective wage makes search more appealing, but, on the
other hand, lower vacancies, which, all else equal, result in a lower job finding probability, make search
less appealing. Therefore, our quantitative analysis suggests that higher effective wages dominate search
incentives for an empirically plausible level of unemployment benefits.
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higher tax rate puts downward pressure on search incentives since net-of-tax labor income
drops. Of note, the reason behind no change in effective compensation is that the change in
the tax rate does not have an impact on workers’ outside options. With lower search activity,
the job filling probability drops, which makes it more costly for firms to hire, so vacancies
drop (panel (d) of Figure 1). Because neither the effective wage nor productivity change,
then the drop in vacancies is driven entirely by the drop in search activity, which results in
vacancies dropping one-for-one with search activity and, therefore, market tightness 6 not

changing.

Insert Figure 1 about here.

The drop in vacancies drives a jump in profits (panel (a) of Figure 2), which drives a
jump in consumption (panel (b) of Figure 2). Because employment is a state variable, then
it does not change on impact of the shock (panel (c) of Figure 2). With no on-impact change
in employment and an unchanged wage in the model without amenities, then, as shown in
panel (d) of Figure 2, taxable income in this model does not change on impact either. As
also shown in this figure, because in the model with amenities the wage indeed drops on

impact, in spite of unchanged on-impact employment, taxable income drops upon the shock.

Insert Figure 2 about here.

Thereafter, lower search activity and vacancies put downward pressure on employment,
which decreases slowly and permanently. Expected lower employment implies an expected
increase in the marginal product of labor, which drives a slow-moving recovery in vacancies.
With this recovery putting upward pressure on the job finding probability, search activity
follows suit and slowly recovers as well. That said, with a permanently higher tax rate,
search activity is permanently lower as are vacancies and, therefore, employment as well.

Regarding amenities, note that, because utility from amenities and the cost of produc-
ing amenities are functions of total amenities—the product of amenities (per worker) and

employment—then amenities rise slowly, mirroring the slow-moving downward dynamic path
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of employment. Of course, in terms of effective compensation, the slow-moving rise in ameni-
ties is offset by the slow-moving decline in wages as a result of the inverse relationship of
these two variables. All told, taxable income decreases slowly and permanently in both
models, owing to the slow-moving decline in employment in the model without amenities
and owing to both the slow-moving decline in employment and the slow-moving decline in
wages in the model with amenities.

With permanently lower employment, output is permanently lower as well. Given un-
changed effective wages, lower output drives profits down. Of course, in the case of the
model with amenities, in terms of profits, the decline in output outweighs the decline in
costs owing to vacancy postings. Against this backdrop, consumption declines and is ulti-
mately permanently lower given permanently lower labor income and profits. Finally, Figure
3 shows DWL and the negative of ETI for the models with and without amenities (panel (a)
and panel (b), respectively). Note that DWL is actually negative on impact of the shock,
which means that on impact of the shock there are actually welfare gains. These gains are
in line with the on-impact increase in consumption noted above®”. Moreover, these gains
arrive slowly as the economy begins to settle into its new steady state, eventually turning

into welfare losses, or positive DWL.

Insert Figure 3 about here.

As applicable, these figures also show results from our neoclassical model with and with-
out amenities as well. Of course, in the neoclassical model all adjustments are instantaneous.
Moreover, the intuition behind the behavior of all variables in the neoclassical model is akin
to the behavior of their counterparts in the search models—recall that our search model nests
the neoclassical model. These neoclassical model results are reproduced for convenience of
reference in Figures 4 through 6, which show the same results as the preceding figures, but
now stemming from operationalizing the search model with unemployment benefits. In par-
ticular, the intuition developed for the direction and rate-of-chat for all parameters remains

as previously discussed. We stress one important deviation, however. In particular, in the

29This is tied to the on-impact increase in profits driven, in turn, by the on-impact decline in vacancies.
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case with unemployment benefits, search activity ultimately rises while vacancy postings ul-
timately drops, causing market tightness 6, and hence job finding probability, to eventually
fall.

Insert Figure 4, 5, and 6 about here.

3.5 Externalities

Recall that, if the Hosios condition does not hold (i.e., when the bargaining power of work-
ers is not equal to the elasticity of matches with respect to search activity— in our model’s
notation: ¥ # 1 — £ ), then the competitive version of search models suffers from congestion
externalities. This leads to the following two facts. First, additional searchers do not inter-
nalize that they create a greater competition for jobs by increasing the pool of searchers, and
therefore, decrease the probability of finding a job for all workers.?" Second, firms posting
additional vacancies do not internalize that they raise competition for workers by increasing
the pool of vacancies, causing the probability of filling a job to decrease for all firms. *!

While the Hosios condition is a convenient modeling assumption, there is no concrete
agreement in the search literature regarding whether or not it is empirically plausible. There-
fore, in this section, we consider the impact of relaxing the assumption that the Hosios
condition holds. Recall that, in this case, the coefficient on df in the search model’s DWL
equation 2.27 is no longer zero. Moreover, this coefficient is only zero if the Hosios condition
holds. As a result, changes in market tightness, 6, can be interpreted as speaking explicitly
to congestion externalities without the Hosios assumption.

Figure 7 shows results from assessing the impact of deviations from the Hosios condition

by varying the bargaining power of workers 1) while keeping the value of 1 — £ constant.*”

The left panel of this figure shows results from the search model without unemployment

30That said, an additional worker searching increases the probability of all firms of hiring, which is called
a thick market externality.

31That said, an additional vacancy posted increases the probability of all workers finding a job, which also
falls into the category of a thick market externality.

32 The model is recalibrated for each value of 2.
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benefits, and the right panel shows results with unemployment benefits. In all graphs, the
horizontal axis is v, which we vary between 0.4 and 0.6.>> Within these left and right panels,
at each value of 1, the top panel shows the percentage change in search activity given a 1
percent increase in taxes; at each value of ¢, the middle panel shows the percentage change
in market tightness 6 given a 1 percent increase in taxes; and at each value of ¢, the bottom
panel shows the percent difference between DWL and the ETI given a 1 percent increase in

taxes.
Insert Figure 7 about here.

Before addressing the results, it is important to note that over the range ¢ < 1—¢& = 0.5,
the coefficient on df is negative, and over the range 1) > 1—¢ = 0.5, it is positive.** Moreover,
the coefficient on ds is always negative with y = 0 and always positive with x = 0.9, which
means that in our calibration with unemployment benefits %,;B) < x holds. Considering
that ds > 0 when xy = 0.9, this implies that higher effective wages dominate search incentives
when there are unemployment benefits.

In Figure 7, as shown in the left panel, changes in taxes do not have an impact on market
tightness 0 across ranges of ¢ without unemployment benefits. This is in line with our earlier
results regarding this variable given our benchmark calibration without unemployment bene-
fits. On the other hand, throughout the range of v, values of search activity always decreases.
That said, in this case without unemployment benefits, as in Table 2, the effective coefficient
on ds is negative, meaning that the consistent drop in s given higher taxes and across ranges
of ¢ puts upward pressure on DWL.?> Of course, lower s means that congestion externalities
decrease for workers, but thick market externalities rise for firms. Therefore, lower s and
therefore upward pressure on DWL can be interpreted as suggesting that the worsening of

thick market externalities for firms outweighs the lessening of congestion externalities for

workers.

33At ¢ = 0.5, which is our benchmark calibration, ¥ = 1 — ¢ and the Hosios condition holds.

340f course, at 1 = 1 — ¢ = 0.5 the Hosios condition holds, so in Figure 7, our benchmark model results
are at ¢ = 0.5.

35See equation 2.27.
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That said, the extent to which the ETT underestimates DWL decreases as ¢ tends toward
1. The intuition behind this result is straightforward. As v tends toward 1, and with no
unemployment benefits, the search model’s outcome gets closer and closer to the neoclassical
outcome. This is because 1 = 1 implies that workers obtain all the surplus from a match,
just as they do in the neoclassical model. Therefore, with no unemployment benefits, as v
rises, the search model tends toward the neoclassical model, and, as shown earlier, in the
neoclassical framework, the ETI can potentially proxy perfectly for DWL. As such, with no
unemployment benefits, the ETI becomes a better proxy for DWL as v rises—this is also the
reason behind changes in DWL with positive unemployment benefits (panel f of the figure).

In the model with unemployment benefits, as shown in the right panels of Figure 7, search
activity always rises throughout the range of ¢ values given an increase in taxes. That said,
in the case with unemployment benefits, as in Table 4, the coefficient on ds is positive.
This reflects the fact that the consistent rise in s puts upward pressure on DWL in face of
higher taxes and across ranges of 1.°® Of course, higher s worsens congestion externalities
for workers but alleviates thick market externalities for firms. As such, the fact that changes
in s put upward pressure on DWL in this case can be interpreted as worsening in congestion
externalities for workers outweighing a lessening of congestion externalities for firms.

Also, recall from the earlier discussion that higher taxes trigger an increase in effective
wages in the case with unemployment benefits, which is what drives the increase in search
activity. However, higher effective wages ultimately result in firms posting fewer vacancies.
This, combined with the increase in search activity, means that the change in market tight-
ness 6 is always negative for a given increase in taxes; as such, the job finding probability
decreases. It follows that decreases in #, which put downward pressure on the job find-
ing probability, also reflect a worsening of congestion externalities for workers that can be

thought of as outweighing a reduction in thick market externalities for firms.?”

36See equation 2.27.
37Lower # puts upward pressure on the job filling probability.
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3.6 Sensitivity Analysis

In this section, we relax some of the assumptions behind the benchmark calibration to
check the robustness of implications of the quantitative analyses. We do so by plotting the
percentage deviation of DWL from the ETT against different values of certain parameters.
To isolate the impact of any one parameter, we keep the rest of the parametric assumptions
unchanged. Furthermore, we re-calibrate the entire model each time we change values of a
parameter to ensure that the models have the same fundamentals for each case compared.
As an example, see the left panel of Figure 8, where we plot the percentage deviation of
DWL from the ETT for different values of x, the unemployment insurance, which we set to
0 in the benchmark for preserving the efficiency. When we set y = 0.5, for instance, we first
re-calibrate the models with this new level of y, while keeping all other model assumptions
unchanged. We then undertake a steady-state comparison after a 1 percent tax rate hike,
taking this new steady state as the “before-hike steady state.”

In all cases, the benchmark result that the ETT underestimates DWL holds for all param-
eter values, though at widely varying degrees. Consider first the left panel of Figure 8. Here
we replicate our benchmark calibration when xy = 0, where the ETI underestimates DWL
by 7-8 percent with and without amenities, respectively. Our sensitivity analysis shows sig-
nificant variation in this as y increases. In the case of search with amenities, the difference
ranges between 0.5 and 17 percent. In the case of search without amenities, the difference
can be as large as 39 percent, which corresponds to about 60 percent of wage income. The
dominant driver of this variation comes from D, in equation 2.27, which is the distortion
associated with changes in search activity. As discussed earlier, the level of y affects the

signs of both g—f_ and its coefficient.
Insert Figure 8 about here.

Next we consider the impact of v, the bargaining power of workers. As the right panel of
Figure 8 shows, the wedge between the ETT and DWL shrinks monotonically as the bargain-

ing power of workers increases.®® The intuition behind this variation is very straightforward.

38Note that, different from the Figure 7, we keep Hosios condition here, meaning that we set 1 — & = v as
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As the workers’ bargaining power increases (1 rises), the wage rate, per equation 17, con-
verges to the neoclassical wage up to a “constant” determined by a and market tightness
v/s, both of which remain unchanged in response to changes in . This causes profits to
converge to their neoclassical level of 0, leading to smaller declines in profits in response to
a tax rate hike. Thus, as 1 rises, the first distortion term (Dy) gets smaller. Given that
the ETI, as well as the second (D;) and third (D) distortion terms remain unchanged when
we change ¢, DWL and ETT gets closer (farther away) as workers’ bargaining power rises
(falls).

Finally, our benchmark calibration assumes a linear consumption utility function (o = 0),
consistent with our theoretical analysis and the related literature. Figure 9 depicts the
relationship between DWL and the ETT for various levels of risk aversion (¢). As seen in the
figure, the magnitude of underestimation remains roughly the same for both models. As the
risk aversion increases, consumption becomes more smooth, making % less negative relative
to the benchmark case with ¢ = 0. This, as can be shown easily using the derivations in
Appendix D, would also cause other variables, including taxable income (w x n), profits (IT),
and search activity (s), to decline less in response to a tax rate hike. Overall, quantitative
results suggest that all variables of interest, including DWL, the ETI, and the distortion
terms other than df, which is always 0, gets smaller by similar ratios, leaving the degree of

underestimation roughly the same.

Insert Figure 9 about here.

4 Conclusion

Governments almost exclusively rely on distortionary taxation for their revenue needs. These
taxes induce market participants to alter their behavior, often in substantial ways that reduce
social welfare. But just how costly is taxation? The answer is directly relevant to how much

taxation (and government spending) is optimally implemented.

we change .
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Under some strong conditions in a stylized economic setting, social costs of taxation can
be inferred with knowledge of the ETI. A growing literature has characterized deviations
from this finding, emphasizing the role of externalities. Using a theoretical approach, we
revisit this result from the vantage point of a general equilibrium macroeconomic model
with labor search frictions. Employing a calibrated version of our model, we show that, in
this context, and against the backdrop of inefficient taxation, DWL can be up to 38 percent
higher than the ETI under a range of reasonable parametric assumptions. In addition, we
show that the divergence between DWL and ETI is widened in the presence of the typical
externalities that can arise in the context of frictional labor markets: congestion externalities
and thick market externalities.

That said, we characterize the information needed, in addition to the ETI, in order to
characterize DWL in the context of frictional labor markets. In particular, given a change in
taxes, this information includes, among other factors, levels and changes in job-finding and
job-filling probabilities, the extent to which workers and firms adjust their match-forming
behavior, and changes in profits, which, as is well known, are nonzero in typical labor-search

environments. Importantly, all of these factors have easily observable empirical counterparts.
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Tables and Figures

Table 1: Benchmark Calibration

Model I 11 II1 v A% VI

% B Discount factor 0.996 0.996 0.996 0.996 0.996 0.996
% ¢ Leisure utility scaling parameter 0.447 0.402 0.443 0.465 0.399 0.421
8 (s Amenities utility scaling parameter 0.075 - 0.075 0.075 - -

mo o Coeflicient of relative risk aversion 0 0 0 0 0 0

g z  Productivity 1.489 1.341 1.685 1.612 1.518 1.445
& ©® Efficiency of amenities production 1 - 1 1 - -

M ¥ Curvature of amenities production 1 - 1 1 - -

o 7 Taxrate 0.189 0.189 0.189 0.189 0.189 0.189
£ ¢ Matching efficiency - - 0.507 0.507 0.507 0.507
5 ¢ Matching function exponent - - 0.500 0.500 0.500 0.500
= 1 Workers’ bargaining power - - 0.500 0.500 0.500 0.500
5 p Job destruction probability - - 0.027 0.027 0.027 0.027
‘® X Unemployment benefit ; - 0 0900 0  0.900
= v  Vacancy posting cost - - 2.050 0.610 1.847 0.407

Models I and II are neoclassical models with and without amenities, respectively. Models III and IV are
search models with amenities with and without unemployment benefit, respectively. Finally, models V and
VI are search models without amenities with and without unemployment benefit, respectively.
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Table 2: Decomposition of DWL: Search Model with Amenities and x = 0

For 1% increase in tax rate from baseline
Coefficient Variable Value Product % of -ETI

(1) (2) (3) (4) ()
ETI -1 dinten]] 918 018 100.0%
Distortions ~ -1.19 4 -0.01  0.01 3.9%
-0.21 ds -0.03  0.01 3.2%
0 4 0 0 0.0%
DW L (sum of product column) 0.19 107.1%

The table evaluates equation 2.27 in response to a 1 percent rise in income tax, using the parameter values
presented in column III of Table 1. Distortion terms in column 4 correspond to Dy, Dy and Dy terms in
equation 2.27, respectively, while column 5 reports their magnitudes relative to the ETL

Table 3: Decomposition of DWL: Search Model without Amenities and y = 0

For 1% increase in tax rate from baseline
Coefficient Variable Value Product % of -ETI

(1) (2) (3) (4) ()
ETI -1 dnCen]] 914 014  100.0%
Distortions ~ -1.18 a1 -0.01  0.01 4.6%
-0.19 ds -0.03  0.01 3.7%
0 & 0 0 0.0%
DW L (sum of product column) 0.15 108.3%

The table evaluates equation 2.27 in response to a 1 percent rise in income tax, using the parameter values
presented in column V of Table 1. Distortion terms in column 4 correspond to Dy, Ds; and Dy terms in
equation 2.27, respectively, while column 5 reports their magnitudes relative to the ETL.
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Table 4: Decomposition of DWL: Search Model with Amenities and xy = 0.9

For 1% increase in tax rate from baseline
Coefficient Variable Value Product % of -ETI

(1) (2) (3) (4) ()
ETI -1 dinten]] 918 018 100.0%
Distortions ~ -1.19 4 -0.01  0.01 3.5%
1.00 ds 0.03  0.03 13.7%
0 @ -2.10 0 0.0%
DW L (sum of product column) 0.22 117.2%

The table evaluates equation 2.27 in response to a 1 percent rise in income tax, using the parameter values
presented in column IV of Table 1. Distortion terms in column 4 correspond to Dy, Dy and Dy terms in
equation 2.27, respectively, while column 5 reports their magnitudes relative to the ETL

Table 5: Decomposition of DWL: Search Model without Amenities and y = 0.9

For 1% increase in tax rate from baseline
Coefficient Variable Value Product % of -ETI

(1) (2) (3) (4) ()
ETI -1 dnten]] o145 015  100.0%
Distortions ~ -1.18 e 0.0l 0.01 3.9%
1.02 ds 0.05  0.05 34.7%
0 & -3.15 0 0.0%
DW L (sum of product column) 0.21 138.5%

The table evaluates equation 2.27 in response to a 1 percent rise in income tax, using the parameter values
presented in column VI of Table 1. Distortion terms in column 4 correspond to Dy, Ds and Dy terms in
equation 2.27, respectively, while column 5 reports their magnitudes relative to the ETL.
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Figure 1: Labor market variables in response to 1% increase in tax rate

(no unemployment benefits)
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The figure shows the response of selected model variables to a permanent 1-percent rise in income tax when
there are no unemployment benefits. The magnitudes are in terms of percentage deviations from the pre-tax
hike steady-state levels.
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Figure 2: Other variables in response to 1% increase in tax rate
(no unemployment benefits)
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The figure shows the response of selected model variables to a permanent 1-percent rise in income tax when
there are no unemployment benefits. The magnitudes are in terms of percentage deviations from the pre-tax

hike steady-state levels.
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Figure 3: DWL and ETI in response to 1% increase in tax rate
(no unemployment benefits)
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The figure shows the response of the ETI and DWL to a permanent 1-percent rise in income tax when there
are no unemployment benefits. The left panel corresponds to the cases with amenities, while the right panel
corresponds to the cases without amenities. The magnitudes are in terms of percentage deviations from the
pre-tax hike steady-state levels.
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Figure 4: Labor market variables in response to 1% increase in tax rate
(with unemployment benefits)

a. Search Effort (s) b. Wage (w)
0.5 : : : : : : 001 : : : : : :
0.005
2 2
g 0 g
17 n 0
3 3
-0.005
§
o o 01
£ . " c — Search with amenities
E K ——Search with amenities E 0050 Search without amenities
s | /e Search without amenities 5 —Neoclassical with amenities
= E g2l e Neoclassical without amenities
c c
815 2
= =5-0.025
3 2
5 35 003
¢ ? 3 ¥
& &
-0.035
-25 . . -0.04 . .
0 2 4 6 8 10 12 14 0 2 4 6 8 10 12 14
Period Period
¢. Amenities (a) d. Vacancies (v)
038 ; . 0 . .
0 0.36 0
T ©-05
7 7]
034 >
8 g
[ o -
0032 bt
o [
% 03 —Search with amenities = 15 —Search with amenities
E —Neaclassical with amenities E -------- Search without amenities
. A
(=] E=)
c 028 c
el 9 2
L5 @
'g 026 'g
o T
-25
024 P
022 . " -3 .
2 10 12 14 0 2 10 12 14

The figure shows the response of selected model variables to a permanent 1-percent rise in income tax when
there are unemployment benefits. The magnitudes are in terms of percentage deviations from the pre-tax
hike steady-state levels.
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Figure 5: Other variables in response to 1% increase in tax rate
(with unemployment benefits)
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The figure shows the response of selected model variables to a permanent 1-percent rise in income tax when
there are unemployment benefits. The magnitudes are in terms of percentage deviations from the pre-tax

hike steady-state levels.
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Figure 6: DWL and ETI in response to 1% increase in tax rate
(with unemployment benefits)

a. Models with Amenifies b. Models without Amenities
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The figure shows the response of the ETI and DWL to a permanent 1-percent rise in income tax when there
are unemployment benefits. The left panel corresponds to the cases with amenities, while the right panel
corresponds to the cases without amenities. The magnitudes are in terms of percentage deviations from the

pre-tax hike steady-state levels.
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Figure 7: Impact of deviation from Hosios condition
(Left: No unemployment benefits, Right: With unemployment benefits)
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The figure shows selected model variables in response to a 1-percent income tax hike for a range of values of
1)—the bargaining power of workers. When producing the results, 1 — £ is kept constant at 0.5, while the
model is recalibrated for each value of ). The left panels correspond to the cases without unemployment
benefits, while the right panels show the results with unemployment benefits.
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Figure 8: Sensitivity to x and %
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The figure shows deviation of DWL from the ETI in response to a 1-percent increase in income tax for a
range of selected model parameters (x, the unemployment benefit, on the left; and ¢, the bargaining power
of workers, on the right). When producing the results, the models are recalibrated for each value of x and v,
respectively. Unlike in Figure 7, 1 — ¢ is set equal to i at each calibration, preserving the Hosios condition.
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Figure 9: Sensitivity to risk aversion (o)
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The figure shows deviation of DWL from the ETI in response to a 1-percent increase in income tax for a
range of values of relative risk aversion, governed by the parameter ¢. When producing the results, the
models are recalibrated for each value of o.
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A Background Partial Equilibrium Model

A.1 Derivation of Equation (2.1)

The derivation of equation 2.1 is as follows:

d ds?
dU +dT" = (1—T)d(wn)+d—8+d——wn-d7—h’dn+7d(wn)+wn-d7
T dr
Q
= d(wn)—(l—T)wdn—i-ili—T—i-h'%
dQ ,ds
= w-dn—}—n-dw—(l—T)wdn—i—%—khE
Q
= n-dw+7w-dn+(7n-dw—7n-dw}—i—d——|—h'§
dr dr
Q
= (1—7)n-dw+7d(wn)+d—+h’§,
dr dr

where the second line follows from the household’s first order condition for n. Therefore:

dU+dT" _(1_T)£d_w_id(wn)_ dQ oy ds
wn-dr wndr wn dr wn - dt wn - dt
Q
_ _(1_T)Zdw/w_d(wn)/wn_ d oy ds
T dr dr/T wn - dr wn - dr
(1= dw/w d(wn)/wn  dQ Y ds
T dr/T dr/T wn - dT wn - dr
_ _(l-7\dhw 4D oy ds  dln(wn)
T dinT  wn-dr wn - dr dlnt =

A.2 T Consumed by Household

In the Chetty (2009) framework, assume that:

c=1-71)wun+Q+T,
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where T' = 7wn. Also, assume that ' = 1. Then:

dSW  d(wn+Q) —h’d h,ds
dr dr dr dr
dn dw ds2 dn ds
= — — — —(1— — + B —
(wdT “L”dT) T Ut
= nd—w+7‘wd—n+@ Tnd—w—fnd—w h’ﬁ
- dr dr  dr dt dr dr
d (wn) dw dQ ,ds
— 1—7)n— + — =
dr ( )nd7+d7 th’
where the third line follows by adding and subtracting 7n%2. Therefore
dasw - )id_w_Ld(wn)_ dQ —h'ﬁ
wn-dr 4 wndr wn dr wn - dt dr
Q
_ _(1_T)Zdw/w_d(wn)/wn_ d —h’ﬁ
T dr dr/T wn - dTt dr
(1= dw/w d(wn)/wn  d —h’ﬁ
T dr/T dr/T wn - dTt dr
(1= dlnw  dQ —h'ﬁ— dIn (wn)
T dlnt  wn-dr dr dlnt
B Neoclassical Model
The household’s problem is:
. gl,alfi . E, Z B (cr) + h(1 —ny) + A(amny)],
such that:
et + b= (1 — 1) wng + (14 1i1) by + Ti + 11
The household’s current value Lagrangian is:
L=F) Buler) +h(1—ng) + Alamny)
t=0
FA (1 = 1) weng + (1 4+ 11) by + 1o + 11 — ¢ — by},
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where )\; is the marginal value of real wealth. The first order conditions with respect to ¢,

ng, a;, and b, are, respectively:

Ct. U; = >\t7
T h; :A;at+)\t (1 _Tt) Wy, (Bl)
ap: — Ay = M(1 — 7)wang; (B.2)
D a M
NI

t41)¢

Note that combining the first and second first-order conditions yields:

hg = Aéat + U’:ﬁ (1 — Tt) Wy,

which is equation 2.6 in the main text. Also, combining the first and third first-order

conditions yields:

AL = —uy(1 — 7)way.
The firm’s problem is:
o =II;
nmaxd Et Z EtHHTy(nt, kft) — WMy — qb(atnt) — kt+1 + (1 — 5) kt + dt — (1 + Tt—l) dt—lT'
ty Qt, At t
(B.4)
The first order conditions with respect to ny, a;, d;, and k; ;| are, respectively:
gt Yoy = Wi + Pjay; (B.5)
Ag: — We My = d&nt; (B-6)
1 = Et+1|t (1 + Tt) X (B?)
and
1= Eppaje [Yaer + (1= 9)]. (B.8)
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We assume that government consumption is zero so that the sum of lump sum transfers

to households and unemployment benefits equal total tax revenue:

ﬂ = TyWNy. (Bg)

Therefore, the aggregate resource constraint is given by:

Ye=c+ i+ ¢ (B.10)

given bond market clearing.

The model’s equilibrium is given by a vector of endogenous variables:

[nt7 ag, by, Iy, wy, ye, di, T, o, 14, kt+1]

that, given the vector of parameters:

[Tt> 57]7

satisfies equations B.1, B.2, B.3, the instantaneous portion of B.4, B.5, B.6, B.7, B.9, B.10,

B.8, and the bond-market clearing condition:

Because equations B.3 and B.7 are identical and always hold, the equilibrium bond/debt is
indeterminate. As such, for simplicity we assume that, in every period, b, = d; = 0.

Lemma. In a general equilibrium framework, assuming a Cobb-Douglas production func-
tion implies that:

wyndlnn  wik

=0.

w dlnT w

Proof. Clearly, showing that this equality is true is the same as showing that:

dn dk

e T

0. (B.11)
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In steady state, equation B.8 implies that:
Lt (1-9)
2= Yk —0).
B

Therefore:

0— dn+ dk::>dk;_ Yin dn
= Ykn ar Ykk ar i o A7

Using this expression to substitute out dk in equation B.11 implies that:
(wn—wkyL) — =0= (wn—wkyi) — =0,
Yk ) dT Ykk ) dT
Of note, with a standard Cobb-Douglas production function:
y = zk*n1=%),
where z is exogenous productivity and o € (0, 1), it follows that:
w=(1—-a)zkn"*—¢a,

which implies that:

w p— a_w
"7 On
= —a(l—a)zk*n !
and:
w pu— a_w
g Ok

= a(l—a)zk* n
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Moreover:

1

Y

Un = (1 —a) 2zkn™ %, yor = a (1 — @) 2k 'n™%, and ypn = —a (1 — @) 2k“n "~

and also that:

yr = azk® 0 g, = a (1 — a) 2k 'n7, and yu = —a (1 — a) 2k ?n!™,
Therefore:
Ykn _ a, —a—1 a—1_—« o (1 B Oé) zk.a—ln—oz
wy, — wk% = —a(l—a)zk —a(l—a)zk""'n o (1= a) ko Zni—a
kaflnfa
- _ 1— ke —a—1 1 — kafl —a *
a(l—a)zkn +a(l—a)zk"'n e Eia
kaflnfa
— 1 — ko —a—1 kafl —a?
a(l—a) [z n z e
k.aflnfa
— o, —a—1 a—1, —«
= —Oé(l—Oé)Z|:/€TL —]{? n W}
a, —a—1 a—1 —ozk
= —a(l—a)z |k — k" nTo—
n

= —a(l—a)z [kan_o‘_l — kan_a_l] )

B.1 DWL with Additive Separability

Social welfare is given by:

=C

-

SW = u (1—7)wn+H+f +A+h

=c
A

= u (1—7)wn+1‘[+7w7€ +A+h,
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where the second line follows by the assumption that government consumption is zero
fore:

=c
SW:u<wn—|—H> + A+ h,

which implies that:

dSW = o' (w-dn+n-dw)+u'dll+ A (n-da+a-dn)— h'dn+ h'ds

= v (w-dn+n-dw)+ A (n-da+a-dn)—hdn+ h'ds.
Then:

dSW = o' (w-dn+n-dw)+u'dll
—u' (1= 7)w, (n-da+a-dn)

—[—u'(1 — )wea + ' (1 — 7)w] - dn + h'ds,
where the second line follows from first order condition for a:
—A" =u' (1 — 7)w,,
and the last line follows from the household’s first order condition for n:
hW=Aa+u(1—-71)w.

Simplifying, and adding and subtracting u'7n - dw implies that:

. There-

dSW =u'n-dw —u' (1 —71)wn - da+u'rw-dn+u' (tn - dw — mn - dw) + «'dIl + h'ds.

= dSW =u'n-dw —u' (1 = 7)wen - da + u'rd (wn) —u'rn - dw + u'dll + h'ds

= dSW =u'rd (wn) —u' (1 — T)wen - da+ (1 — 7)u'n - dw + u'dll + W' ds

= dSW =u'rd (wn) —u' (1 — ) wen-da+ (1 — 7) u'n- (w,dn + wrdk + weda) +u'dl1+ 1 ds,
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which follows from the fact that in the neoclassical model:

w=uy, —da,sow=wnka).
yn ¢ ) (’ b)

Thus:
dSW = u'td (wn) + (1 — 1) u'n - (wpdn + wydk) + u'dI1 + h'ds.

Implementing the definition of DWL:

dsw T n dn dk w'dIl h'ds
bWl = Cwwn-dr —u’gd(wn) fun=(1-7) wn (wnE +wkE) Cwwn-dr Wwn - dr
_ _dln(wn) (1—1) (%d_n+%%) _wdll o Wds
dint wdr  wdr vwn -dr  w'wn-dr
_dln(wn)_(l_T) (&Ezd_n %Ezﬁ>_ wdll —— Wds
dlnt wntdr  wktdr wwn -dr  w'wn-dr
_ _dln(wn) (1-1) (%Edn/n N %Edk/k) _wdll Wds
dint wrdr/t  wTdr/T wwn -dr  u'wn - dr
dIn (wn) 1—7\ {wyndlnn  wpkdink w'dIl h'ds
~ dlnt ( T > < w dlnTt w dlnT) Cwwn-dr Wwn-dr

B.2 General Statement of DWL

Here, rather than assuming additively separable utility, we instead consider an entirely ab-

stract utility function. We only discuss the household’s problem since the rest of the frame-

work remains as before. This problem is:

[o.¢]
max E, Z BU (¢, 1 — ng, apmy)],
ct, nt, be, at o

where U is increasing and concave in ¢, 1 — n, and an, such that:

e +b < (1 —m)wme+ (L+71) by + Ty + 114
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The household’s current value Lagrangian is:

L = Et Z /Bt{U(Ct, 1-— Ty, Cltnt)
t=0

AM[(L =) weny + (L +71421) by + T + 11 — ¢ — b},

where: ); is the marginal value of real wealth. The first order conditions with respect to ¢,

ng, ay, and b, are, respectively:

ci: Uey = At;
ng: Unt = Uanyg@ + ey (1 — 73) wy; (B.12)
ag: — Ugnane = Uert(1 — ) wo e (B.13)
. . Uc,t+1
c,t

t41)¢

Note that combining the first and third first-order conditions yields:
Un,t = —Uc,t(l - Tt)wa,t-

Steady-state social welfare is:

=c

SW = U Zl—T)wn+H+T+XS,1—n,cm

=C

= U (1—7)wn—|—H+7'w7;,1—n,cm ,

where the second line follows by the assumption that government consumption is zero. There-

fore:

=c
SW:U(wn—l—H,l—n,an).
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The change in social welfare is thus:

dSW = U.(w-dn+n-dw)+ Udll + Uy, (n-da+ a-dn) — U,dn

= U (w-dn+n-dw)+ U, (n-da+a-dn)— U,dn,

where the second line follows from the fact that with a constant returns to scale production

function and perfectly competitive markets in a neoclassical framework dII = 0.

Then:

dSW = U.(w-dn+n-dw)
—U.(1 = 7T)w, (n-da+a-dn)

—[~U(l = T)wea + U, (1 — 1) w] - dn,
where the second line follows from first order condition for a:
Uy = Ua(1 = 7w,
and the last line follows from the household’s first order condition for n:
Up=Uma+U.(1 —7)w.
Simplifying, and adding and subtracting U.mn - dw implies that:
dSW =Umn-dw—U, (1 — 1) wen -da+ Ugw - dn+ U, (tn - dw — mn - dw) .

The remaining steps are as before and, therefore, clearly imply that in this general case:

~ dln(wn) 1—7\ {wyndlnn  wikdlnk
bWL= dinT ( T ><w dnr T w dlnT)7

as in the additively separable case.
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C Search Model

C.1 Derivation of Nash Wage

Since labor markets are frictional, wages are determined via Nash bargaining. The firm and
household choose a wage to maximize the Nash product: (W — Ut)w Ji_¢, where: ¢ €
(0,1) is the parametric bargaining power of workers. Taking the first order condition with

respect to the wage gives the following generalized expression:

1 11-50 (W = Uy) _p0J
b (We — Uy)1 3! ‘”# + (1 —1) (W —Up)? tha—wtt =0,
which simplifies to the following:
0 (Wi — Uy) 0J
Ji———————+ (1 —¢) (W —Uy) — = 0.
vy 9w, +(1—9) (W t)éwt 0
Given that, as shown in the main text,
;at —_
WU =(1—-7)w —x+ i (1 —=p— ) EZp1e (Wi — Ugyr) (C.1)
t
and
Jo =y —we — dhae + (1 — p) BeZerapJ i, (C.2)
the relevant first order conditions are: a(Wat—w:Ut) = (1 -7) and % = —1. So, we can

simplify the generalized Nash sharing rule to: ¥J¢ (1 — 1) — (1 —¢) (W¢ — Ug) = 0, which
implies that:
Wt _Ut = %(1-7}).]1;. (C3)

Given this last expression, the Nash wage is obtained as follows. Substitute in the
equation above the expression for Wy — U, from equation C.1 into the left-hand side of the

Nash sharing rule to obtain:

Ala —
(1—7)w —x + ?Z, -+ (1—=p— ) EZap (Wi — U) = % (1—7)Jy

t
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Now substitute in the Nash sharing rule on the left-hand side for Wy — Ug 1, which yields:

Ala _
(1—7m)ws — x + ;Qt +(1—=p- ft)Et:t—&-lt% (1—T741) Je1 = % (1—7)Jy

Now, in the equation above, use equation C.2 to substitute out J¢ on its left-hand side. This
yields:

/
Atat

I-—m)w—x+——+ 1 —p— f)EEer1p (1=741) Jeg1 =

(0
Uy 1—1
% (1—7) [?J; — Wy — dat +(1-p) EtEt—‘rlltJtJrl] .

Next, combine all wage-inclusive terms on the left-hand side of this equation and all other

terms on the right-hand side to obtain:

1/} X _ A;at
(1—Tt)wt+m<1—7't)wt: Uy
- (1 —p— ft) EtEtH\t% (1 - Tt—',—l) Jis1
(U / / =
-0 (1—7) [y1 — dhae + (1 — p) EZei1pd ]
which implies that:
1— T . X — Aut_?t .
[ -

- (1 - P ft) EtEtH\t% (1 - Tt+1) Jis1

% (1—-m) [yzlf — drar + (1 — p) EtEt-&-lltJt—l-l} .

Now, multiply through by 1 — ¢ and divide through by 1 — 7. This yields:

Ala
(1-v) [ - 7]

(1= p— fi) EZepap 1;2;1 Jit1

Wt =

(& [?/2 — ¢rar + (1 —p) EtEt-l—l\tJt-&—l} .
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Distribute terms:

Ala
v — (1—1) [%Tt - u;(f_tn)] _

Y (y, — dyar)
YEE {(1 —p)—(1—=p—1fi)

1 — 71
].—Tt

e

C.2 Deadweight Loss with Additive Separability

Steady-state social welfare is:

=C

Ve

SW = u|(l=7uwn+T+T+xs| +A+h

=C
A

— uw| (=T wn+T+7wn | +A+h,

where the second line follows by the assumption that government consumption is zero. There-

fore:

=c
SW—u(wn—i—H) + A+ h.

This implies that:

dSW = u'd(wn)+ u'dll + dh + d(A)

= v (w-dn+n-dw)+ An-da+ A'a-dn+ dh+ 'dll,
where, given search frictions and monopoly bargaining power, dIl # 0. Then,
dSW =u' (w-dn+n-dw)— o (1—-7)w, n-da+ Aa-dn+ dh+u'dll
—_——

=A’ by HH’s FOC for a

Now, recall that:

w= (1= )2 — dat bly +90)
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which implies that:

dw = w,dt + weda + ypp,dn + ydb

= w.dT + wyda + ydb

given the innocuous assumption that y,, = 0. Of course, more concretely and given the

present set of assumptions:

X
(1—7)2
X
(1—7)2

dw = (1-9)
= (1-9v)

cdr — ¢'da — ¢" (n-da+a*-dn) + ¢y - df

cdr — ¢ - da+ vy - df

given the assumption that ¢” = 0. Thus, we have:

X

undw = (1-— w)u/n(l —

dr —u'ng' - da + u'niy - db.
Returning to:
dSW = (w-dn+n-dw) —u (1 —7)wen - da+ A'a - dn + dh + u'dIl
and substituting out u'ndw yields:

ASW = u'w~dn+(1—¢)u’n(1 X )2dr—u’n¢’~da+u'n¢7-d9
-7

—u' (1 = 7)wen - da+ A'a - dn + dh + u'dIl.

Replacing ¢ = —w, from firm’s FOC:

X

+u'nw, - da + u'npy - df —u' (1 — 1) wen - da+ A'a - dn + dh + 'dlI
= vw-dn+(1- ¢)u'n(1 _XT)ng

+u'Twan - da + u'nyy - df + A'a - dn + dh + u'dIl.
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Adding and subtracting v/ (1 — 7) w - dn implies that:

dSW = [u'w-dn—u’(l—T)w-dn]+u’(1—7’)w-dn+(1—@/))u'n(1 )2d7'
-7

+u'Twen - da + u'nyy - df + A'a - dn + dh + u/dII

= drw-dn+u (1—7)w-dn+ (1 —¢)u'n X _ir
(1—7)2

+u'Twen - da + u'nipy - df + A'a - dn + dh + o'dI1.

Adding and subtracting u/7n - dw implies that:

dSW = (Wrw-dn+u'mn-dw)—u'mm-dw+u (1—7)w-dn+ (1— w)u’n(l )QdT
-7

+u'Twen - da + u'nypy - df + A'a - dn + dh + u'dI1.

= u'rd(wn) —u'tn-dw+u (1 —7)w-dn+ (1 — w)u'n<1 X )2d7'
— T
+u'Twen - da +u'npy - df + A'a - dn + dh + u'dI1.
Replacing dh = —h'ds — h'dn yields:

dSW = u/Td(wn)—u’7n~dw+u’(1—T)w~dn+(1—1p)u’n(1 X )QdT
-7

+u'Twen - da + u'npy - df + A'a - dn — h'dn — h'ds + u'dI1.

Combining the dn terms, we have:

dSW = U'Td(wn)—U'Tn-dw—i—[u’(l—T)w+A’a—h’]-dn—i—(l—w)u'n(l X )er
-7

+u'Twan - da + u'nyy - df — h'ds + ' dIl.

With the definition of DWL, it follows that:

dSW Td(wn) dw dn
DWL = —-— = — / _ / 1 - A/ o hl e
wwn - dT wndr tu Tnu’wn -dr o TJw+ Aa ) w'wn - dr
X dr
—(1 — !
(1= )u n(l —7)2uwn - dr
df ds dIl
_ ! u _ / h/ _ !
wr nu’wn-dT um/yyu’wn-dT + wwn - dr Y w'wn - dr’
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and therefore that:

dIn (wn) dn
DWL = ————~ —[u/(1—- Aa—h] ——
W dinTt [ TJw+ Aa ]u/wn-dT
L dIl , ds
wwn - dt w'wn - dr
“wwn - dr Vu’wn-dT
dw X
!
G ) e S—
u Tnu’wn-dT ( ww(l —7)?

Note that, given the employment equation of motion, in steady state n = m/p. Moreover,

f = m/s. Therefore:

S

! /
n:ﬁ:mn:fdwid(“) N
p p p p p

Using this expression to substitute out dn in the definition of DWL, we have:

f sf’
dln (wn) —dS + —d@
DWL = ———~ [ (1- Aa—-HWL—Fr
i dlnt [ mjw+ Aa ] w'wn - dr
_ o, di , ds
w'wn - dr w'wn - dr
—drwgn— 20
“wwn - dr 7u’um-alT
dw X
/
(1)
tu T wn - dr ( ww(l —7)%’
which grouping terms yields:
dIn (wn) f ds
DWL = ———= — "(1— Aa—-h]*=—-hp —-
dlnt {[u( jw+Aa ]p }u’wn-dT
IR
u'wn - dr
sf’ de
— {[u, (1 —T)w—i—A'a—h'] 7+u’nw’y} m
d d
—u'Twan - 4 +u'n - ad X

—(1— Wm,

uwwn - dr uwwn - dr
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With the total derivative of the wage:

dw = (1—@/;)(1_’(7)2-d7—¢'-da+m-d9

- (1—¢)ﬁ-m+wa-da+m-d9,

where the second line follows from the firm’s first order condition for amenities (w, = —¢')

implies that:

dw X dr da do

et 1 —_ a
wn - dr ( Q/))n(l —71)2wn-dr T T

™ )
wn - dT

Using this equation to substitute out 7n—"- in DWL, we obtain:

dIn (wn) , , o f ,
DWIL = —— 77 _ 1 — Ala— KL —
W ] {[u( T)w+ A'a — 1| h}
, dll

_u e —
wwn - dr

—{[u’(l—r)erA’a h'] —

ds
wwn - dr

df
wwn - dr

f, +u mm}

X dr da do

(1—=7)2wn-dr wn-dT+T wn - dr

By grouping terms and simplifying, we get:

dIn (wn) f ds

DWL = ——————= —<q[u/(1— Aa—W|==hp——

W dlnt {[u( Mw+ Aa h]p h}u’wn-dT
, dll

u e —
wwn - dr

—{[u’(l—r)w—l—A’a ]7f/+um/ry—u7'ymﬂ} - b

wwn - dr
X dr
(1—7)2wn-dr

(1 =7)(1=9)n
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Therefore:

dIn (wn) f ds
DWL = —— <[ (1- Aa—-N|=—-hp ——
W dlnt {[u( Mw+Aa h]p h}u’wn-dT
,dll
w'wn - dt
—{[u’(l—T)w—l—A'a—h’]i—l—u’(l—ﬂnw’y}d—e
p u'wn - dt
X
—(1 =) —2—.
( w)w(l—T)
Recall the job creation condition:
1—(1-
w_i_(b/a:yn_wzj
B q
which combined with the wage equation:
wot = (1= ) + bl +90)
implies that:
X 1-(1—-p)By
1— —y — - PP
(I =¥)7=— = 5 . U (yn + 0)
(1 —9)x {1—(1—/))57 : }
= dr = (1 — ndn + | ———————=q' — do
e (1 = ¢) ynndn 5 27
(1 —4)xdr 1-(1-p)By , ), do
RS 2 T S I S S A A
w(l—7)dr (1=7) 3 qu 7Y Y on - dr’
(1 —v)x 1-(0-pB7y , ), do
RS 2 S S A A -
:>w(1—7) (1=7) 5 ek e M un - dr
(1-¢)x

where we used ¥, = 0. We use this expression to substitute out in the equation for

w(l—7)
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DWL:

dIn (wn) f ds
DWL = ———= — "(1— Aa—-N|=—-hp ——
W dlnt {[u (1-mjw+Aa ]p }u’wn-dT
dll
— /—
Y wwn - dr
sf’ do
_ / 1_ A/ _ /_ !/ 1_ o
{[u( T)w+ A'a — 1] p + ' ( T)nw’y}u’wn-dr
1_(1_10)67 / / do
—(1- ——q - _
( T){ o4 q2q s M wn - dr
Therefore:
dln(wn> / / nt / ds
DWL = —————= — 1— Ala— 0= — _
W dlnt {[u( w+ A h]p h wwn - dr
o, dl
w'wn - dt
[u’(l—T)w—i—A’a—h’]ST{N—i—u'(l—T)me db
+(1-7) [—““g”)ﬁg%q’—w} w'n wwn - dr
By canceling terms, we get:
dIn (wn) f ds
DWL = ————= — "(1— Aa—-N|=—-hy ——
W dlnt {[u( mw+ Aa ]p }u’wn-dT
dll
[— /—
wwn - dt
s’ 1-(1-p) B~ dg
_ / 1_ A/ _ / 4 / 1_ I S A / -
{[u( T)w+ A'a— 1] ; +u' (1—71) 5 q2qn A

Given the fact that in steady state n = m/p and ¢ = m/v, n = vq/p and therefore n/q
= v/p. Moreover, from the firm’s first order condition for vacancies, in steady state J =

v/ (Bq). Substitute out these expressions in the equation for DWL to obtain:

dIn (wn) f ds
pwr = S - T o L e
dlnT {[U( mwt Aa ]P }ulwn'dT
_d
u'wn - dr
" v do
WO Ao e e 0
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Now, use the Nash sharing rule by which:

i _
T (1-7)J = W-U
)
prm— J7
therefore implying that
J= iﬁ’
(1—7)yu

to substitute out this expression in the equation for DWL:

B dIn (wn) , , o f , ds
DWL = Ty {[u 1—1)w+ Aa h]p h ——
,dll
wwn - dr
/ / /Sf, . . 1—¢ /v do
{[u (1—7)w+ A'a—h] ; +[1—(1-p)p] " 6qp}u’wn-d7"

Recall from the household’s first order condition for employment and search activity, respec-

tively, in steady state:

W (1l—7m)w+Aa—h=6[1-p5(1-)p).

Substitute out this expression in the equation for DWL to obtain:

~ dln(wn) f , ds
DWL = —W—{Nl—ﬁ(l—p)];—h}m
, dll
wwn - dr
Sf, 1—¢ ;U do
—{5[1—ﬁ(1—p)]7+[1—(1_P)B]T5QE}m7
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which simplifying implies that:

_ _dn(n)  fen g pd ol _ds
DWL = dlnt {5[1 Al p)]P h}u’wn-dT
,dll
- Wwn - dT
sfl 1—vuvg do

Also, from the household’s first order condition for search activity in steady state:

h —u'y
Bf

W =ux+pfo=08=

Use this expression to substitute out ¢ in the equation for DWL:

_ dln(wn) R —u'x , ds
PWL = iy —{ Bo “—ﬁ“—p”—h}m
Il
~ Wwn - dr
h' —u'y " 1= ¢ dp
_ % [1—B(1—p)]{57+ " Uf}u’wn-df

Importantly, this means that in the search model, only observables are needed to determine
DWL, and, in particular, no knowledge of amenities is required.
Now, note the following. With a constant returns to scale matching function, say, m =

ovts'=¢ where @ is matching efficiency and & € (0,1), it follows that:

which implies that:

and:

v\ &1 e
sf = st <;> = ot lsE D),
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Moreover:

which implies that:

)
¢=pE-1) (E)
and:
vg' = vp (£ —1) <§>§—2 =€ —1)v¥ s 62,
Therefore:

g = et (e -

- sov““>(£ L= w<£—1>>

Sf/ + 1) U5*18*(5*2)

P
= ¥ ls (6D (f —(1-=¢ %) .

If the Hosios condition holds, then 1 — & equals ¥ and therefore:

Il SN RS
E-(1-9—" = - (1-97
= 0.

Of course, the coefficient on df is positive if and only if:

1—4
> (1—-¢)——
3 (1-¢) "
= YE>1-6—9Y+9€
= Yv>1-¢
Note, moreover, that:
h —u'y >0,
since:
h —u'y
0= >0
Bf
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as ¢ is the households’ value of a job. Then:

W =68f +u'x.

Recall that, the DWL coefficient on ds is:

h —u'y ,
— — o)l —h
5 [1-801-p)]
can be written as:
Opf+ux—uXx o e o OBf
B [1-B8(1—p)]—0dBf—ux Bp [1=8(1—=p)]—08f—u'x
of

= ?[1—5(1—P)]—5ﬁf—ulx
= 0f[1=B(1—p)]—0pBf—upx

= O0f = Bof —u'px.
Then:
of —Bof —u'px >0

if and only if:
of (1—B)>u'px
if and only if:

of (1—5)

7 > X
u'p

Of course, this is trivially true when y = 0.
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C.3 General Statement of DWL

Steady-state social welfare is:

=cC

Ve

SW = U|l(l-71)wn+II+T+ yxs,an,1 —n—s

=C
A

= U ZI—T)wnJquLTwﬁ,cm,l—n—s ,

where the second line follows by the assumption that government consumption is zero. There-
fore:

=c
SW =U (wn—i—H,an,l—n—s) i
This implies that:

dSW = U.d(wn)+ Udll + Uy (n - da+ a - dn) — Upppdn — Uy ppds

= U (w-dn+n-dw)+ Udll + Uy(n - da+a-dn) — Uyppdn — Uppds
where, given search frictions and monopoly bargaining power, dII # 0. Then,

dSW =U.(w-dn+n-dw)— U:(1—7)w, n-da+Ugpa-dn—Uppdn—Upppds+UdIl
— ——

=Ugnn-da by HH’s FOC for a

Following the same steps in Appendix C.2, using the total derivative of wage equation,

we obtain:

X
(1—7)2

Undw = (1—¢)Umn dr — U.n¢' - da + Unapy - db.
Substituting out U.ndw into dSW equation yields:

dSW = Uaw-dn+ (1 —¢)Umn

q _XT)ZdT —Uund - da+ Unapy - d6

—U. (1 —71)wen - da + Ugpa - dn — Uyppdn — Ujppds + UdlLL
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Replacing ¢ = —w, from firm’s FOC:

dSW = Uaw-dn+ (1 — ¢)Ucn(1 X )QdT + U.nw, - da + U.napy - df
-7
—U. (1 —=1)wen - da+ Ugpa - dn — Uyppdn — Upppds + Udll
X

= Uw-dn+ (1 —-¢)Un 5dT + Uctwn - da + Uenapy - dO

(1—7)
—i—U,ma ~dn — Ulfpdn — UlfpdS + UCdH

Adding and subtracting U, (1 — 7) w - dn implies that:

dSW = [Uaw-dn—U, (1 —7)w-dn] + U, (1 —7)w-dn + (1 —w)UcnﬁdT
-7
+U.twen - da + Uenapy - dO + Ugna - dn — Upppdn — Upppds 4 U, dIl
= Urwdn+Ue(1=7)w-dn+ (1= )Uny _XT)2dT
+U.twen - da 4+ Unipy - dO + Ugpa - dn — Uyppdn — U ppds + UcdlLL
Adding and subtracting U.mn - dw implies that:
AW = (Uerw -dn+ Uyrn - dw) = Ustn - dw +Ue(1 = 1) w - dn+ (1 = 9)Uun g X T
-7

+U.twen - da 4+ Unipy - dO + Ugpa - dn — Upppdn — Upppds + Ucdll
= Umdw-n)—Usn-dw+U, (1 —7)w-dn+ (1 — ¢)Ucnﬁd7
-7
+U . twen - da + Unapy - dO + Ugna - dn — Upppdn — U ppds + U.dILL

Combining the dn terms, we have:

dSW = U.rd(w-n)—Usn-dw+ [U. (1 —7)w + Ugpa — Uypy) dn + (1 — @Z))Ucnﬁcﬁ

+Uctwen - da + Uenipy - dO — Upppds + UcdILL
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Using the definition of DWL, it follows that:

dSW Td(w - n) dw dn
we=-— = — =+ Um——[U.(1— Uppa — Uy ———
Uaun - dr wndr + e U.awn - dr Ve ( Tjw+ “ o) Uaun - dr
X dr
1 e
( 1/1)Un(1 —7)2U.wn - dr
da do ds dIl
_Uc a - UC Ul o Uc ’
T nUcwn -dr Y U.wn - dr + U U.awn - dr Uaun - dr

and therefore that:

DWL = —% — U (1 =71)w + Ugna — Uypp) %
”c% * Ulfpﬁ
da do
~UeTwan U.wn - dr — Uenry U.wn - dr
—I—UCTn% —(1- w)ﬁ

Following the same steps in Appendix C.2, we substitute

/
dn = ids + id@
P P
into this expression, which yields:
Td(w - n) f ds
DWL = ———— —<|U.(1—- Uwna — Usp| = — U, —_—
wndTt {[ (1 =7)w+ Uuma lfp]p lfp} Uswn - dr
dIl
B
U.wn - dr
sf’ do
— {[Uc (]. — T) w + Uan(l — Ulfp] 7 + UCTL”L/}’}/} m
—U.tw nd—a—kUTnd—w—(l—@/J)L
ST Uawn-dr Y Uawn - dr w(l—1)%

Using again the total derivative of the wage to substitute out 7n—22— in DWL, and

wn-dT
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grouping and simplifying, as we did in Appendix C.2, we get:

~ dln(wn) f ds
DWL = dln - {[Uc(l T)w + Ugpa Ulfp] P Ulfp} Uwn - dr
dIl
“‘U.wn - dr
sf’ d6
_ {[Uc (]. — 7') w —+ Ucma — Ulfp] 7 -+ Ucn(l — T)lp’)/} m
X
(1 w>w(1 —7)

The rest of the steps are the same as in Appendix C.2. First, recall that using wage and

job creation equations, we obtained:

do

nUcwn ~dr’

A-)x _ g [1=Q=p)By
oo~ 0 [

Using this expression to substitute out S&ﬂ’; in the equation for DWL and following the

same steps in Appendix C.2, we obtain:

dIn (wn) f ds
pwr = -2 1— UL - ¢
W dln T {[UC( T)w+U,ma Ulfp] P Ulfp} UchL'dT

dIl
U,
Uswn - dr
sf' 1-(1=p)By7 , de
- 1- — Uy 2 1—r)y— PPt T

Using the fact that in steady state n/q = v/p and qu =J= %U%, following the steps

in Appendix C.2, we obtain:

_ dln(wn) f ds
DWL = ——5— {[Uc (1 =7)w+ Usna — Uspy] P’ szp} Uown - dr
dll
—Ue Uawn - dr
Sf/ 1- w /U do
. 1 — — - 1—(1-— —0q — ¢ -
{[Uc (1 —7)w + Ugna — Uypy) p +[1—=(1-p)p b 0q p} U.wn - dr

Recall from the household’s first order condition for employment and search activity,
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respectively, in steady state:
U(l=T)w+Uma—Uyp,=6[1—5(1—p)],

and from the household’s first order condition for search activity in steady state:

Ufp—Ucx

Ulfp: cX+5f5:>5: ﬁf

we have the DWL equation:

dIn (wn) Uppp — Uex ds
DWL = — - 1-8(1—-p)] - v
W dinT { Bp 1=BQ=p)l =l Uown - dr
dIl
_UcUcwn -dr
Uipp — Uex ffo 1= ¢ do
_ZUp — me Xy (1 — L L .
Bp =51 p)]{sf * W Uf U.wn - dr

D Impact of Tax Changes

D.1 Efficient Search Model with Amenities

The Wage Curve Recall that, as highlighted in the main text, the analysis that follows
assumes Y+ = 0, uy = ¢, which implies that u; = 1, u} = 0 (for conceptual ease, throughout
the paper we use v’ rather than 1), and x = 0. As such, the wage curve, equation 17,

becomes:

w=—<1—w>[,AI“

m} + U (Yo — da+190).

Recall from the amenities equilibrium condition that:

A/
Aa=u(1-71)¢a— — ¢

v
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Making this substitution above implies that:

w:_(1_w)¢,a+¢(yn_¢/a+79)’

and therefore

w=—¢a+ 1 (y, +0).

We rearrange this condition as follows:

where we refer to W as the “effective wage,” since it is what matters for the firm on the
margin. Moreover, we refer to this last equation as the effective wage curve, which we
henceforth refer to as WC for short.

Note that:

dW = Yy,ndn + 1pydb

= pdb,

since by assumption y,, = 0. As such, the wage curve is increasing and linear in (6, )

space.

The Job Creation Condition The job creation condition is equation 2.25 from the main

text. This equation can be rearranged as follows:

vt day L0081
- —f
=Xjc

86



Then,

1
dW = ypndn — X;c (——2) qdo
q

/
= X, Lan.
q

Because ¢’ < 0 (¢ is the derviative of the job filling probability with respect to v/s, of which
it is the sole function of), then the job creation condition, which we henceforth refer to as

JC for short, is decreasing and convex in in (6, W) space.

Impact of Tax Changes: w + ¢’a and 6 As shown in Figure A1, JC and WC together
pin down the model’s equilibrium values of w + ¢'a and 0. Note from above that neither
JC nor WC are a function of 7 and thus, remain unchanged following a change in tax rate.

Thus, given a change in 7,
/
db — 0 and d(w+ ¢'a)

=0.
dr dr

Moreover, the last equation above therefore implies that:

dw d(¢'a) .

dr dr

Impact of Tax Changes: [fp With y = 0, equation 2.24 becomes:

_ B
1-80-p)+5f

Vv
=XrFrpP

h' [ (1—71)w+ Alal.

Recall from the amenities equilibrium condition that:

Aa=4(1-7)¢a.
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Figure A1l: Equilibrium Efficient Wage and Market Tightness without Ul

w+ ¢da
wc

(w+ ¢'a)”

JC

w |2

Using this condition above yields:

h/ :XLFpul(l —T) (w—|—¢'a).

Then,

—h//dlfp = u’ (1 — T) (w + ¢’a) dXLFp + XLFP . u' (1 — T) d(w + ¢/CL)

+XLFP (1 — T) (w + ¢,CL) uw'de — XLFPU/ (U) + QZ5/CL) dr.

Therefore,

dl / dX / //d / /
ﬁzu’(l—ﬂ(w—kgba) dLTFP—i-XLFp(l—T)(w—i-qba)u d—f_—XLFpu (w+¢a),

dr

_ hl/

since from above it is an endogenous result that d(%fa) = 0.

Now, consider dXrp. This differential is:

_ 8 1 |
\{ [1_5(1_P)+ﬂf]2+[1—ﬁ(1_p>+ﬁf]}ﬁfd9,

=XrFpP

J/
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(f" is the derivative of the job filling probability with respect to 6, of which it is the sole

function of, and recall that f’ > 0) and is greater than zero if and only if

1 - Bf
L-80=p)+Bf1 " N1—-801-p) +Bf)
Bf
Nl T s ey

which holds, since the numerator 8 f is smaller than the denominator, which is equal to 5f

plus the sum of the positive number:

1—-p(1—=p).

That said, because we already showed that % = 0, we have:

dlfp . XLFPU, (U) + gzﬁ’a) _ XLFp(l — T)(U) + gb’a)u,,@

- X X dr
X d
= S+ gl — (1)
.

h//
Because we assume that v’ = 1, and thus, v” = 0, we have:

difp _ X”Ww+d@<o

dr h"

Impact of Tax Changes: n, s, and v Steady-state employment is given by:

m  sm f
n—-——-—— = S—7
psp p
since m/s is equal to f. Then,
!/
dn = ids + SLdG.
p p

Adding ds to both sides of this equation, we obtain:

dn + ds = <1 + i) ds—l—sidﬁ.
p p
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Of course, since

lfp=s+mn,

then:
dlfp =ds+ dn.

Therefore,

dlfp [\ ds fde
1+2 )22 46222
dr ( i p) dr T p dr

B f\ ds
- (”;)%

since it is a result that df/dr is equal to zero. Moreover, given the result that dlfp/dr is

negative, this last equation immediately implies the result:

ds
%<0.

Finally, since we have from above:

dn  fds  fdo
dr — pdr Sp dr’

given the results df/dr equal to zero and ds/dT negative, the following result is immediately

implied:
dn

< 0.
dr

Of course,

dr sdr  s2dr

implies that:
do_ s
dr dr
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which implies the result:

given the result that ds/d7 is negative.

Impact of Tax Changes: a Consider the equilibrium condition for amenities:

A=u(1-1)d.

This implies that:

Aa-dn+A'n-da=(1-71)¢" -u"¢ -dr

+u' (1—7)(¢"a-dn+ ¢"n-da).

Collecting terms implies that:

W' (1—71)¢" —A"In-da=[A"—u(1—-7)¢"a dn+u'¢d'dr — (1 —7)¢'u"dc,

and therefore:

do  [A"=v'(1—=7)¢"]a dn ' (1 —7)p'u" de
& WA-nd —An dr  WA-nd —An W(l-n)¢ —An dr
a dn u'¢ (1 —7)p'u" de

n dr [Wl—7)¢"—A"n [W(l-T1)¢"—A"]n dr

The first term on the right hand side is positive, as we already showed above that ‘;—: < 0.
The second term is positive too: since A” < 0, then the denominator terms in square brackets
are positive, and because u'¢’ > 0, the numerator and the whole term is positive. Finally,

the last term is zero, because we assume that v’ = 1, and thus, v” = 0. Overall, we have:

da

— > 0.
d7'>
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Impact of Tax Changes: w and ¢’a Consider ¢’a. The total derivative of this expression

implies that:
d(¢'a)
dr

da

,d (an)
dr ’

=9 dr

+ a¢g

Since ¢’ is greater than zero as well as da/dr, as shown above, the first term on the right
hand side above is positive. Therefore, to sign the left hand side of this equation it remains

to sign d (an) /dr. To do so, consider the equilibrium condition for amenities:
A =u1-71)¢.
This condition implies that:
A'd(an) = —d'¢dr+4 (1—7)¢"d(an)+ (1 —1)¢'u"dc.
Collecting terms and rearranging, we then have:

d(an) u'¢ (I-7)¢u”  dc

dr A”—u’(l—T)qb”+A”—u’(1—7)¢” dr’

The numerator of the first expression in the right hand side is positive, and the denominator
is negative since A” < 0 and ¢” > 0. The second term, on the other hand, is zero since we
assume u” = 0. Thus, the following result immediately follows:

d (an)
dr

> 0.

Returning to the expression:

d(¢'a)  ,da yd (an)
dr —(de—l—a(ﬁ dr ’

it immediately follows that:
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given ¢” > 0 and the fact that d (an) /dr is positive.

Since, as shown earlier,

dw d(¢'a)

dr dr ’

it immediately follows that:

dw
— < 0.
dr <

Impact of Tax Changes: ¢ From the aggregate budget constraint, we have:

c = y—o—

= y—¢—s0.

Therefore,

dc = ypdn — (d'a-dn+ ¢'n-da) — ~0ds — sydf

= (Yo — ¢'a) -dn — ¢'n - da — ~0ds — sydb.

From JC, we know that:

Plugging in above implies that:

1—(1-p)f]1
de = {w+¢'a—|—7[ (5 p)ﬁ]——gb'a}dn—gb'n-da—y@ds—svd@
q
1—(1=p)f]1
= {w—l—v[ ( p)ﬁ]—}dn—qb'n-da—v@ds—syd@.
B q
Now, recall that:
m  sm f
n—=—=-—-——=8—,
psp p

93



since m/s is equal to f, which implies that

dn = %ds + sﬂd(v/s) :

p

and therefore,

ds = ?dn — szId(v/s) :

Substituting this into the expression for dc to obtain:

_ [1—(1—p)ﬂ]}} R {g L }_
dc {w+7 3 . dn — ¢'n - da — 60 fdn sfdé’ svyd#.

Collecting terms, we have:

dc = {w+7[1 — (15_ P)ﬁ]é —79§}dn—¢’n-da+ (sf7/ —37) de.

Since, by the assumptions on the matching function, we have:
Iy
q

It follows that 1/q = 0/ f. Using this in the expression for dc implies that:

clc:{w%—’y[l_(l_p)ml—’ypl}dn—gb’n-dajt <s£—57> de.
B q q f

Therefore,

%:{w {[1—(15—@6] _p] Vé}d_n_qﬁ,n_d_%(sg_m) d

Now, consider the expression [17(1‘%)’8} — p in the first term of this equation. This expression
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is greater than zero if and only if

1-(0-p)f]
B

—p>0

which is of course true and immediately implies the result:

de

— < 0.
dr

Impact of Tax Changes: II
M=y—wn—¢—yv
y=c+o+v

Combining:

II=c—wn

Taking the total derivative:
dll = dec — w,nda — wdn

Dividing by d7, and substituting % from above:

dr 15} q dr

Combining:

- =

Cancelling w terms out and substituting % = 0 from above:

T
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dn—{w+ [[1—(1—p)5] —P} ’Yl}d—:_l—qﬁ'n@—ir(sﬂ—sv)d—i—wan@—wd—n

dr



We know from the equation 2.14 that w, + ¢’ = 0. Thus,
dil. _ [[A—-Q—-p)p] | 1]dn
ar 5 SR

dil. 1—-p+pB—pB ldn 1-p3 ldn

dr B quT_ B qdr’

Combining;:

Since we already showed that Z—Z <0,and 0 < 8 <1,v >0, and ¢ > 0, we have:

dIl
— < 0.
dr <

Impact of Tax Changes: DWL Recall that DWL is given by:

owe = —{H Sy aa-wLow} E

dlnt w'wn - dt

sffdo . dIl

— [ (1 =7)w+ A'a— 1]

U .
p wwn - dr u'wn - dr

Before implementing any of the results obtained thus far, recall that the household’s opti-

mality condition for search activity implies that (continuing to assume x = 0),

o B
1=8(0-p)+5f

Vv
=XLFP

W' (1 —7)w+ Alal.

This implies that:
/

W(l—7)w+ Aa=

XLFP

Substituting in the expression for DWL, this implies that

dIn (wn) R’ f ds
pwr = &L YA [ ) -
{ dint } {(XLFP )p wwn - dr
(W N\sf o
Xirp p wwn - dr wwn - dr’
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and to simplify further:

dIn (wn) 1 f ds
DWL = —¢———>5%— —1)==-1|{N—-
{ dlnT } [(XLFP ) P } w'wn - dr
(1= Xippsf d0 , dIT
Xirp p wwn - dr wwn - dr’
which then implies that:
dln(wn) 1 —XLpr , ds
DWL = -— — L\ —"
{ dlnt } [ Xipp P wwn - dr
. 1_XLFP h,S_f/ do _u, dIl
Xirp p wwn -dr wwn - dr

Of course, since X pp is a number between 0 and 1, then in the third term of DWL,

1_XLFP) st
— A — > 0.
< Xrrp p

Now, consider the second term of DWL:

(-1

(1= Xprp) L — Xppp

XLFP

This can be stated as:

h/

which is greater than zero if and only if
f
(1—Xrrp) P > Xirp.

Using the definition of X pp, this inequality can be stated as

B Bf I Bf
1-B(L=p)+Bfp 1=B1—-p) +pf

1
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This condition can be restated as:

1= —=p)+Bf—Bf>pb,

and furthermore as:

1—=8+Bp—pB>0

which of course holds. As such, in the second term of DWL,

1-X
[ﬂi _ 1} W0,
Xrrp P
To summarize, we have:
()
DWI — — dln(wn) _ 1_XLFPi_1 h, ds
dlnt Xirp P wwn - dr
1-— XLFP ,Sf/ db , dIl
- —.
Xrrp p wwn - dr \(j:;’u’wn ~dt
)

From the results so far, we know:

ds do dIl
$<O,E—O,andﬁ<0.

It follows that in the efficient version of the model:

(+) (+)
=ETI>0 i (+) (=) M -
DWL = — dIn (wn) B 1—XLFpi_1 B ds _/';,\ dIl '
dlnt Xipp P wwn - dr wwn - dr
Therefore,
DWL > ETI,

meaning that the ETI always “underestimates” the DW L when there are search frictions

with amenities, unlike the neoclassical model, for which ET' I = DW L in any circumstance.
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D.2 Efficient Search Model without Amenities

We proceed with the same assumptions as in the previous section.

The Wage Curve The following analysis is straightforward and follows by netting out all

amenities terms from the derivations in the previous section. The wage curve is:

w =1 (yn +9),

which implies that:

dw = Yy,,dn + Pydo

= 1pdb,

since, by assumption y,, = 0. As such, the wage curve is increasing and linear in (v/s, w)

space.

The Job Creation Condition The job creation condition is now:

1-0-pp 1

W =1Yn — Y-
=Xsc

Then,

1
dw = Ypudn — Xp <——2) q'do
q

/
— XyoLdb.
q

Because ¢’ < 0 (¢’ is the derivative of the job filling probability with respect to 6, of which it
is the sole function of), then the job creation condition is decreasing and convex in in (0, w)

space.
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Impact of Tax Changes: w and 6 Plotting JC and WC in (v/s, W) space (as in Fig-
ure A1) pins down the model’s equilibrium values of w and . Note from above that neither

JC nor WC are a function of 7. Thus, given a change in 7,

do d (w)
P 0 and 0

Moreover, the last equation above therefore implies that:

dw
— =0.
dr

Impact of Tax Changes: [fp With y = 0, following the exact same derivations as earlier,

it follows that now:
dlfp . Xprpu'w

dr o <0

Impact of Tax Changes: n, s, and v Exactly as in the model with amenities, it is

straightforward to show that:
ds

— <0
dr ’

and therefore, 2—2 < 0 holds by the same steps above. Moreover, since df equals zero, then,

Impact of Tax Changes: ¢ Using the same methodology as in the previous section,

d —(1— d ! do
o [ e ()2
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[(1-(1—p)f]

Now, consider the expression 5

— p in the first term of this equation. This expression

is greater than zero if and only if

1-(1—-p)f]
8

< 1—p+8p—Bp>0,

—p>0

which is of course true and immediately implies the result:

de

— < 0.
d7‘<

Impact of Tax Changes: II Recall that:
IT=c—wn.

Taking the total derivative:
dll = dec — wdn.

Dividing by d7, and substituting 3—: from above:

dil 1—(1—-p)p] 1] dn f do dn
B[ ()t

Combining;:

%:{w {[1—<1ﬁ—p>ﬁ] _p} yé_w}d—%(sﬂ—sv) @

Cancelling w terms out and substituting % = 0 from above:

M _{[i=tond ) 1)
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which, as shown earlier, equals to:

Impact of Tax Changes: DWL Recall that in the search model with amenities, DWL

is given by:

B dIn (wn) , , nf , ds
sf db Il

—u .
p uwn -dr w'wn - dt

— [ AQ=7)w+ Aa— 1]

Of course, in the present case:

DWL = _{M}_{[Ul(l—ﬂw—h']i—h’} ds

dlnT p wwn - dr

sf' df dIl
— (1 — T e Sy
l=r)w ) p wwn -dr uu’wn-dT

With df equal to zero, then in this case:

DWL:—{M}—{[u’(l—ﬂw—h’]i—h'}L—u' ol

dinT p wwn - dr wwn - dr’
As before, substituting

b 81
1= 3(1—p)+ 5]

-~

[w' (1 —7)w]

=XrFpP

implies that:

PWL — _{M}_[<1—X_LFP>i_1]h' ds Il

dlnT Xirp p wwn - dr wwn - dr’
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As shown in the previous section, it is straightforward to prove that:

1-X
[ﬂi - 1} W0
Xrrp P
Therefore, we once again have:
() (+)
=ETI>0 - (+) ) M (=)

- - N % ~—— () —_—

DWL:— dln(wn) _ ]—_XLFpi_l h/L—’u/\L7

dlnt Xrpp P wwn - dr wwn - dr

implying that DW L > ET'I holds when there are no amenities in our efficient search model

as well.

D.3 Unemployment Benefits with Amenities

We now consider the implication of tax changes in the model with positive unemployment

benefits.

The Wage Curve Recall that, as highlighted in the main text, the analysis that follows
assumes Y, ¢ = 0, uy = ¢, which implies that u; = 1, u} = 0 (for conceptual ease, throughout
the paper we use v’ rather than 1). With x > 0, equation 17 is:

X Aa

Recall from the amenities equilibrium condition that:

Ala

A'azu’(l—7‘)¢’a—>m

= ¢a.
Making this substitution above implies that:

w=(1-1)

—(1=v)da+1(yn — ¢'a+10),

1—171
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and therefore,

wZ(LﬂMT%;—¢h+me+7@-

We rearrange this condition as follows:

wt da= (1) 2+ (g +70).
=W

where, as before, W is the “effective wage,” since it is what matters for the firm on the
margin. Moreover, we refer to the effective wage curve as W, to distinguish it from the

W' with no unemployment insurance.

Note that:
av = 1L=Y X+ Yypndn + ydo
(1—7)
1 _
= 09X e,

since by assumption y,, = 0. As such, the wage curve is increasing and linear in (6, )

space, though it now has an intercept term that depends on tax level and change in taxes.

The Job Creation Condition The job creation condition remains the same as above:

1—-(1-p)F] 1

W+ ¢a =y, — )=
—— B Jq
=W ~~
=X,c

Then,

1 /
AW = yppdn — Xp <_q_2) dd(v/s) = ch%de.

By the same reasoning as above, JC|, which is equivalent to JC above, is decreasing and

convex in in (0, W) space.

Impact of Tax Changes: w + ¢'a and 6§ Plotting JC, and WC, in (6, W) space (Fig-

ure A2) pins down the model’s equilibrium values of w + ¢’a and 6. Note from above that
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JC, is not a function of 7, which implies no change in JC given a tax change. However,

from the derivations above W), shifts up given a tax change. Therefore, given a change in

T,

/
@ < 0 and —d(w+¢a)

dr dr > 0.

Moreover, the last equation above therefore implies that:

dw __d(¢a)

dr dr

Figure A2: Equilibrium Efficient Wage and Market Tightness with Ul

W
w+ ¢da g
(w+¢/a)*/
(w+ ¢'a)*
0 P s
Impact of Tax Changes: [fp With y > 0, equation 2.24 is:
W[l —B(1—p) Bf
h = X+ v (1—7)w+ Ad].
T e A I e e A A
E}EX EX‘;FP

Recall from the amenities equilibrium condition that:

Aa=d(1-71)¢a
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Using this condition above yields:

h'=X, + Xpppu' (1 —7) (w+ ¢a).

Then,

—h"dlfp=xdX, +u' (1—7)(w+¢a)dXppp + Xprp-u' (1 —7)d(w+ ¢'a)

+Xrrp (1= 7) (w+ ¢'a) v'de — Xpppu' (w+ ¢'a) dr.

Therefore,

—h"dlfp=xdX, +u' (1 —7)(w+ ¢a)dXprp

+Xppp -t (1= 7)d(w+ ¢la) — Xpppu! (w + ¢la) dr.

since by assumption u” = 0, which also implies that:

ix. = WA=B1-p) "
! (1—6(1—p)+6f)2ﬁf
It follows that:
M _ u’[l—ﬁ(l—p)] /ﬁ
= N pa—pra @
(1= 7) (w - la) ST
Xyl (1— 1) d(w;@a)

_XLFPU/ (w + gbl(l) .

From the previous section, % < 0, so the first term above is positive. As was established

in the “Efficient Search Model” section from earlier, dxd% > 0, so the second term above
is positive. From the previous section, d(%fa) > 0, so the third term above is positive.

However, the last term above is negative. As such, there is ambiguity in the direction of

106



change of labor force participation given an increase in taxes.

All told, as should be expected given that the presence of unemployment benefits implies
that the model is no longer efficient, it follows that the introduction of unemployment benefits
introduce a degree of distortions that require parametric assumptions to eradicate ambiguity.
Therefore, the case with positive unemployment benefits is best studied quantitatively. Of
course, the intuition behind this ambiguity is straightforward. From the household’s per-
spective, the decrease in 6 induced by the increase in taxes is a disincentive for search effort
because jobs are harder to find. On the other hand, the effective wage rises, which makes it

more appealing to search for jobs.

D.4 Unemployment Benefits without Amenities

We proceed with the same assumptions as in the previous section.

The Wage Curve Of course, in this case the wage curve is:

“0- 2 o)

Therefore,

1-—
dw = (1=7) ;CdT + YYpndn + 1pydf

(1-1)
= MdT + 1bdo,
(1—7)°

since by assumption y,,, = 0. As such, the wage curve is increasing and linear in (0, w) space.

The Job Creation Condition The job creation condition is now:

o n--pf 1
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Then,

dw

1
Ynndn — X p <——2) q'do
q

/
X,0Ldf.
q

Because ¢’ < 0 the job creation condition decreasing and convex in in (6, w) space.

Impact of Tax Changes: w + ¢'a and  Plotting JC, and WC,, in (,w) space pins

down the model’s equilibrium values of w and 6. Note from above that JC, is not a function

of 7, which implies no change in JC, given a tax change. However, from the derivations

above W), shifts up given a tax change. Therefore, given a change in 7,

Impact of Tax Changes: [fp

that:

dlfp
dr

where,

A S T BT

df dw
E<OandE>O.

By the same steps above, it is straightforward to show

y u'[1 =B (1= p)]
(1=8(1—p)+Bf)
dXprp

dr
dw

dr

o
2/BfE

+u' (1 —7)w

+XLFP'U/(1—T)

li
—Xrrpuw,

Bf

" -17)w.

As such, just like in the case with amenities, there is ambiguity in the direction of change

of labor force participation given an increase in taxes.
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D.5 Neoclassical Model with Amenities

We continue to assume that v, = 0, uy = ¢;, which implies that u; = 1, v} = 0.

Impact of Tax Changes: n In the neoclassical model, the firm’s optimality condition
for employment,

Yn = w+¢;aa

implies that:
Ynndn = dw + d (¢'a)

and, therefore, that, as in the efficient search model,

dw = —d (¢'a)

given that by assumption y,, = 0.

Using the equilibrium condition for amenities, we have:

A=d(1-71)¢,

it follows that:

Aa=u(1-71)¢a,

and therefore,

d(Aa) = —d'¢dadr+u (1—7)d(¢a)+ (1 —7)¢au"de

= —u'¢adr+u' (1—71)d(da),

since by assumption u” = 0. Of note, since from above, dw = —d (¢'a), it follows that:

d(A'a) = —u'¢d'adr —u' (1 — 1) dw.

109



Now consider the household’s optimality condition for employment:

h=Aa+u(1-71)w.

Given this expression,

—h'"dn = d(A'a) —vwdr +u' (1 —7)dw+ (1 —7)wu"dc

= d(Aa) —vwdr +u' (1 —7)dw,

since by assumption u” = 0. Substituting in the above-derived expression:

d(Aa) = —u'¢adr —u' (1 —7) dw.

This yields:

—h'dn = —d'¢'adr —u' (1 —7)dw — vwdr +u' (1 —7)dw
= —(Wda+uw)dr.
Then,
dn —(u'¢'a+ vw)
— = <0
dr —h"
since h" < 0.

Impact of Tax Changes: a Given the result that dn/dr < 0, this section is exactly like

that in the efficient search model. Consider the equilibrium condition for amenities,

A=d(1-7)¢.
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This implies that:

A”a-dn+A”n-da: (1—T)¢/-u”’¢’-d7-

+u' (1 —7)(¢"a-dn+ ¢"n-da).

Implementing u” = 0, which holds by assumption, and collecting terms implies that:

W' (1—71)¢" —A'In-da=[A" -4 (1—-7)¢")a-dn+u'¢'dr,

and therefore,

dr W (-71)¢"—An dr W (1-7)¢" —An’

da [A"—u' (1—-71)¢"]a dn N u'¢’

Since A” < 0, the denominator terms in square brackets on the right-hand side of this
equation are positive. Of course, u'¢’ > 0, so the second term of this equation is positive.
The numerator in square brackets in the first term of this equation is negative since A” <0
and ¢” > 0. As such, the ratio of the bracketed expressions in the first term of this equation

is negative. Given the result dn/dr < 0, the following result immediately follows:

da

Impact of Tax Changes: w Given the results dn/dr < 0 and da/dr > 0, this section
is exactly like that in the efficient search model. Consider ¢'a. The total derivative of this

expression implies that:
d(¢'a)

_ d (an)
dr '

dr

da

¢l_ + agb//
dr

Since ¢’ is greater than zero as well as da/dT, as shown above, the first term on the right

hand side above is positive. Therefore, to sign the left-hand side of this equation it remains

to sign d (an) /dr. To do so, consider the equilibrium condition for amenities,

A= (1-7)d.
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This condition implies that:

A'd(an) = —d'¢dr+4 (1—7)¢"d(an)+ (1 —7)¢'u"du

= —UIQb,dT + U// (1 - 7_) ¢/,d (an) )

since by assumption u” = 0. Collecting terms and rearranging, we then have:

d(an) u'¢

dr A=W (1-7)¢"

The numerator of this expression is positive, and the denominator is negative since A” < 0

and ¢” > 0. Thus, the following result immediately follows:

d (an)

= > 0.
With the expression
d (¢/a) o /da //d (an)
dr —gde—l—agzﬁ dr '
it immediately follows that:
d(¢'a)
0
dr ”
Because, as derived above,
dw = —d (¢ICL) )
it immediately follows that:
dw
— < 0.
dr

Impact of Tax Changes: ¢ From the aggregate budget constraint, we have:

c=y—o.

Therefore,

de = ypdn — ¢'d (an) .
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From above, we know that dn/dr < 0 and d (an) /dr > 0. It immediately follows that:

dc

— < 0.
dr

Of course, another way to see this is to note that from the household’s budget constraint,

c=wn + II.

Therefore,

de = d (wn) + dII.

Of course, though, in the neoclassical environment dII = 0. Combined with the fact that
with w and n both falling given the rise in taxes, the preceding equation immediately implies

that dc/dr < 0.

D.6 Neoclassical Model without Amenities

We proceed with the same assumptions as in the previous section.

Impact of Tax Changes: n and w In this case,

yn,t = Wy,
implies that
Ynndn = dw
and, therefore,
dw =20

given that by assumption v, = 0.

Now consider the household’s optimality condition for employment:

B =u (1-71)w.
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Given this expression,

—h"dn = —v'wdr +u' (1 — 7) dw,
since by assumption u” = 0. Therefore,

dn Jw
& <Y

since h" < 0.

Impact of Tax Changes: ¢ From the aggregate budget constraint, we have:

Therefore,

dec = y,dn.
Since dn/dr < 0, it immediately follows that:

de

— < 0.
dr

As above, another way to see this is to note that from the household’s budget constraint,

c=wn + IL

Therefore,

de = d (wn) + dII.

Of course, though, in the neoclassical environment, dII = 0. Combined with the fact that
with w and n both falling given the rise in taxes, the preceding equation immediately implies

that de/dr < 0.
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E Implications of Calibration

In this section, we discuss some of the implications of our calibration for results stemming

from our quantitative benchmark quantitative analysis.

E.1 Search Models

Of course, in our calibration, taxable income is the same in both search models (amenities
versus no amenities), as is v/s ratio and [ fp (all of these variables are calibration targets). Let
“A” denote the search model with amenities and “NA” the search model without amenities.

Because [fp is the same across models, then by definition of [ fp and the steady-state value

m A m NA
= (5) +o=(5) eomm

A NA
(si) + 4 = (sz) + SNA,
P P
A NA
1+<i)]:sN‘4 1—|—(i) ]
P p

But, since € is the same across models, then both f and p are the same across models as

of employment,

which implies that:

and in turn implies that:

SA

well, so the preceding equation implies that s is the same across models (and therefore n
as well, and also v given an equal 6 and w given equal taxable income). All told, this last
equation immediately implies that ds/dr is the same across models, and given df/dr being
zero across models it follows that dn/dr is the same across models and, therefore, dlfp/dr

as well. %

39Note as well that the fact that dlfp/dr is the same across models implies that:

(dlfp>A _ Xppp v (w+ ¢'a)” _ Xirp [ww]™ (dlfp)NA
dr (h”)A (h”)NA dr
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Turning to consumption and profits, we first note from the envelope theorem that:

dr u

de —vwn+ h’% — A’%

Therefore, with taxable income being the same across models as well as dl fp/dr, and by the

proof of d (an) /dr > 0 in Appendix D, and moreover:
W) =d (1 =7Tw+ Aa>u (1-71)w= (""",

it immediately follows that:
de\ - de\ M
dr dr ’
since consumption drops in both models as shown in Appendix D. As such, consumption

drops by more in the model with amenities compared with the model without amenities.

Finally, regarding profits, note from Appendix D that:

dll  1-8 1dn

dr B lqdr
With 6 equalized across models, ¢ is the same across models as well, and as discussed above,
it is also the case that dn/dr is the same across models. That said, per our calibration

4 > N4 which, given the equation above, immediately implies that:

dIr4 - dTINA
dr dr

As such, profits drop by more in the model with amenities compared twith the model without

(of course X pp is the same across models given 6 and therefore f being the same across models). This

means that:
(h//)NA [u/w]NA

(W (w+ ¢a)?

ad with v’ = 1 across models, as well as equal wages, then:

(h/,)NA
()

<1,

which means that (h”)NA < (h”)A, as is the case in our calibration.
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amenities.

E.2 Neoclassical Models

In the neoclassical models, with [ fp being the same across models (with and without ameni-
ties), then n is the same across models. It immediately follows that since taxable income is
the same across models, then w is the same across models as well. Moreover, given zero prof-
its consumption is the same across models as well. Of course, with wages and employment

equalized across models:
M4 =y —wn—¢=0=y " —wn =TIV,

which implies that:

yt — o =yN,

and therefore:

A

T yNA‘

With employment equal across models, then (y’ )A > (y )NA as well. Then, given the equation

above this last inequality,

A anA

dr

4 N
() — —da— —d'n—=(y)
T

Therefore,
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where the inequality follows from Appendix D. It immediately follows that:

dn™NA4 - dn? . dnN4 o1
dr dr dn4 ’

where the implication follows from Appendix D. Therefore, given an increase in taxes employ-
ment falls by more in the model without amenities compared to the model with amenities.

Finally, by the envelope theorem,

dU4 :u’dCA +A,d((m) _ —)\wn:u’dCNA _ dUNA'

dr dr dr dr dr

By v = 1 across models, it follows that:

A,dilcm) _ <chAd— ch) -0,
T T

where the inequality follows from the proof in Appendix D. As such,

dcNA de?

> R
dr dr’
which implies that:
dCNA
A <1,

since, as shown in Appendix D, in both models consumption drops given an increase in taxes.
As such, consumption drops by more in the model with amenities compared with the model

without amenities.

E.3 The ETIs across Models

Our benchmark calibration implies that, for a given change in tax rate (dr), the ETI is larger
with amenities than in the absence of amenities.

Proof. Consider first the definition of the ETIs for the search models with and without
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amenities:
dlnwd  dlnn?

ETIA = — —
dint dint’
and
NA
ETINA _ _dlnn
dlnt

which follows from the fact that dw™¥4 = 0 as shown in Appendix D.
Note that we showed earlier in Appendix D that both dn® and dn™4 are negative, while
dw? < 0.

With our results from Appendix D, it is straightforward to show that:

dn*  f difp*  f Xipp
dr — f+p dr  f4+p WA

(w + ¢'*) and,

dnNt o dlfp™Nt XY na
dr  f+p dr  f+ph'NA

Above, f and p (job finding and vacancy filling rates, respectively) would be the same in
the initial equilibrium for both models by construction. This would also imply that X7, =
XN, Using the equilibrium condition between efficient wage and market tightness (setting
WC = JC'), we can show that the initial equilibrium market tightness would be parametric,
and thus, 64 = 6N4. Assuming ' = 1, this would also imply that (w + ¢'*) = w4 from
equation 2.25. Finally, at the initial steady-state equilibrium, labor force participation would
be equal for both models by construction, making A”4 = A"N4. All told, we would have
% = %. Given that dw™4 = 0 and dw? < 0, this would imply that ETIN4 < ETIA.
This is intuitive, as when there are amenities in the model, firms and households can partially

substitute wage income with non-wage income (amenities), causing a larger decline in taxable

income in response to a tax hike. Wl
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