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1 Comparative Statics regarding cdf F.

In this section, we conduct a comparative static exercise with respect to the distribution function.
Consider two cumulative distribution functions, F; and F,. We say that F» dominates Fy, F; < Fy,

if the two following assumptions hold.

Assumption 1 F} is less than Fy in the strict mean residual life order. That is,

dFy () dFy(m)
/7r2t7r1 —lFl(t) = /7r2t7r1 —21?2(15)7 v

Assumption 2 F, first-order stochastically dominates Fy. That is,
Fi(t) > Fy(t), Vt, and strict inequality for some t

We refer to the first assumption as strict mean residual life order because it requires a strict
inequality instead of weak inequality. This stochastic order implies that the truncated expected
match-specific productivity is always larger with the distribution F5. The second assumption
establishes that more productive matches are more likely in an economy with cdf Fy.!

Lemma 1.1 states that if productivity values are drawn from the cdf F», then vacancy creation
is larger, the reservation productivity and the match-termination rate are lower, and wages and
job-finding rates are higher in equilibrium relative to the economy with F;. As a result, the

unemployment rate is lower.

Lemma 1.1 Comparative Statics. Let (w;, qi, R;, s;) denote the equilibrium tuple of the economy

indexed by i. If two economies differ in the cumulative distribution such that F1 < Fo, then wy < wo,
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1t is worth noticing that, under some additional condition, the mean residual life order implies first order stochastic
dominance. See Shaked and Shanthikumar (1994, Ch. 1.D) for further details. As an example, consider a uniform
distribution and a perturbation of it, Iy ~ U[0,1] and Fa(n) = —en?/2 + (1 4 ¢/2)m. We have Fy < F» for € > 0.



g2 < q1, R2 < Ry (unless both are zero), and s1 < sg in equilibrium. The job-finding probability is

higher, and the match-termination and unemployment rates are lower under Fy. .

Proof Consider two economies that differ in the signal distribution function, and F} < Fy. Let

~

(q1, w1, R1,81) and (g2, ws, Ra,s2) be the respective equilibrium tuples. These tuples solve the

program stated in Proposition 4.1 in the paper, which we rewrite here:?

ma { =00+ vt (v0w) 0 45 [ (otw) - ol)amm) | 1)

s. to n(q) (EZ(W)y —w+ 5/ (my —w) dFZ-(W)> > k, and the internal efficiency condition
R

where we define E;(7) = / wdF;(m). Let us also rewrite here the equilibrium conditions:

(s) = <q>(< o)+ [ (otw dF<w>) @)
k B o) —v(z) 74 81— F(R)Es(r|R))
T -mm) "¢ )(1‘“”@))( v YT 11 B0 - F(R) “”) ®)

Furthermore, if R > 0, we can rewrite the latter, using the internal efficiency condition, as

k 3 T+ B(1 — Fi(R))Ei(r|R))
A0 -E@®) n(g)(1 — sO(Q))< T+ 30— F(R) —R>y (4)

First, notice that the equilibrium tuple (¢, w1, Ry, s1) satisfies the two constraints of the pro-

gram when F' = F5. This implies

v(g2) (v(wz) —v(2)) (1 + (1 = Fa(Ry))) > v(q1)(v(wi) — v(2)) (1 + (1 — Fa(Ry))) (5)

We only study the case in which both thresholds are strictly positive R, Ry > 0, since the
proofs for the other cases are small variations of this. First, we prove by contradiction that ¢o < ¢;.
Suppose instead that ¢; < ¢o.

The equilibrium condition (4) implies that

T+ B(1 — Fi(FR1))Eq (7| R1)) >
1+8(1—-F(R —R >
(1 (1 = By () (TSRS =
T+ B(1 — Fo(R2))Ea(7|R))
1 1—F(R - R >
R e :
7+ B(1 — Fi(Ry))Eq (7|R2)) R2>
1+ 8(1 - Fi(Ry)) ’

(1481 — F1<R2>>>(

where the last inequality results from F} < F,. The second parenthesis in either line is a decreasing

2We have imposed the equilibrium result of time-invariant wages for simplicity.



function in R and, hence, we obtain Ry < Rs from comparing the first and the last expressions.
This together with the internal efficiency condition implies wo < wi. Then, it follows from the
inequality (5) that R; > Ry, which is a contradiction. Therefore, g2 < ¢j.

We also proceed by contradiction to prove that Ry < R;. Suppose the opposite holds, R; < Rs.
Then, again, the internal efficiency condition implies wo < w;. However, we can rewrite the

equilibrium equation (3), using the internal efficiency and the free entry conditions, as

plg) kK 1
1—w(q) n(q) 1+ B(1 - F(R))

w = Ry-+

Notice that the right hand side is increasing in R and decreasing in gq. Therefore, since ¢ < g1 and
R1 < Ry, it follows

B elg2) k 1
v R T ) e T A0 F ()
Rly + (JD(Q1) k 1 = wq,

1 —(q) n(q1) 1+ B(1 = F(Ry))

which is a contradiction. Therefore, Ry < R;. Finally, the internal efficiency condition implies

wy < we, and sy > 51 follows from the equilibrium equation (2).||

2 Alternative Setting

In this section, we examine an alternative setting in which match quality is both an inspection good
and an experience good. We first describe the differences with respect to the two-period economy
analyzed in the paper, referred to here as the benchmark, and then characterize the planner’s
solution. Finally, we determine the equilibrium allocation and analyze its welfare properties. All

proofs are in the Appendix section.

2.1 Environment

This is a frictional economy in which firms and workers search for a partner at the beginning of
the first period. Meetings take place according to the same aggregate meeting technology as the
one described in the benchmark model. The decision of forming a match depends on the match
quality.

We build upon Jovanovic (1979) and Pries and Rogerson (2005), and model match quality as
both an inspection good and an experience good. It can be either good, in which case a firm-worker
pair produces y units of output, or bad, and then output is 0. Match quality is unobservable at the
meeting time. However, the parties draw a signal 7, which conveys the probability of the match
quality being good, from a differentiable cdf F' with support the unit interval. Match formation

depends on the observed signal. If a match is not formed, the worker stays unemployed for the two



periods and produces z units of output at home. Otherwise, the expected productivity in the first
period amounts to wy, and match quality is learned at the beginning of the second period. If it
turns out to be bad, the match is terminated and the worker produces z at home. Otherwise, the

output produced by the match is y.

Assumption. To guarantee vacancy creation both in the equilibrium and the constrained efficient
allocations, we assume that the expected discounted output produced at the market net of the

vacancy-creation costs exceeds home productivity,
E(m)y(1 + B) — 2(1 + BE(x)) > k (6)

2.2 The Planner’s Allocation

In this section, we analyze the social planner’s allocation. The social planner’s problem is very
similar to the one in the benchmark economy. The additional constraint it faces is the following: it
cannot learn the quality of a potential match prior to period two. It observes a signal for a match
quality, and decides whether to form a match or not by setting a reservation probability R.
Search effort is unobservable to the planner. Workers are promised consumption ¢, if unem-
ployed in either period, and ¢;(7) if employed in period t with signal 7. Therefore, the following

incentive compatibility condition must hold.

o) =vla) [ << (7)) = v(ew) + B (v(ea(m)) — v<cu>>>dF<w> )

Moreover, the following resource constraint must hold.

((1 ~s(g)(1— F(R))(1+ 8) + svla)(1 - F(R))B(1 - E(wm))) (e = cu) ®)

+s0(q) /R <7Ty —en(m) + By — c2(7r))>dF(7r) > 42

where, to save on notation, we denote the conditional expected probability as

_ dF(m)
E(r|R) = /RWTF(R)

Therefore, the planner’s allocation is a solution to the following program:

max {_ 8(s) + sv(q) /

stvRycu R
c1(-),e2(0)

<v<q (1) — vlew) + Br(v(ea(m)) v(cu>)>dF<w>} Fole)(1 4 8)
s. t. conditions (7), (8) 9)

The following proposition establishes existence of the planner’s solution, and characterizes it.



The results do not qualitatively differ from the ones in the benchmark.

Proposition 2.1 There exists a constrained efficient allocation (sP,qP, RP,ch,(+),c5(:)). The
consumption levels are such that z < ¢, < ? = ] (7) = () for all w. The reservation probability
RP satisfies

PY — o(P 1 .
%cpv)(cp) +cb—z+ y}i(?;g) —c? >0, and R >0, with complementary slackness  (10)
Furthermore, lei%Eg) < z, and

RP

n(g”)(1 = F(R?))(1 - ¢(¢")) <E(7T\R”) —(1+ BE(W\R”))W

>y(1 +p8)=k, if RP >0 (11)

2.3 Market Economy

In this section, we determine the equilibrium allocation. As in the benchmark, we focus on internally

efficient equilibria. We first describe some additional environment details.

2.3.1 Environment

For expositional ease, firms compete for workers by committing to a single wage w to be paid in

each period conditional on being employed. Let W = [z, y] denote the space of contractual offers.

Match Formation. Upon meeting, a worker and a firm draw a signal 7 from the cdf F'. A match
is formed if and only if the joint value of the worker-firm pair is positive. Conditional on wages,

the joint value of the pair as a function of signal = amounts to

Sw(w):wy—w—l—w—l—ﬁﬂ(y—w—l—M) (12)

v (w) v'(w)

The joint value is the sum of firm’s profits and worker’s utility if employed net of her utility if
unemployed adjusted by the marginal utility of wages. Since S, is an increasing function of 7, the
optimal decision regarding match formation has the reservation value property: a match is formed

if and only if the signal 7 is above a threshold R,,, where

0 ,ifSu(0) >0
Ry=491 ,ifS,(1) <0 (13)
7w , such that Sy,(7) =0, o.w.

We will refer to this match-formation condition as the internal efficiency condition. It can be



shown that there is a negative relationship between R and w,

dR, (L4 BR)
dw oy By —w+ 2D

<0

Value Functions. A profit-maximizing firm posts a vacancy in submarket w at cost k if it expects
to obtain non-negative profits. A vacancy is filled with probability n(¢(w))(1 — F(Ry)). The firm’s

value is

V= —k+mgxn(Q(w))/ <7Ty—w+57r(y—w)>dF(7T) (14)

w

Free entry implies that the expected returns from posting a vacancy must be zero, V = 0.
Workers become employed with probability sv(q(w))(1 — F(Ry)), and remain employed in the

second period with probability E(m|R,,). Job-seekers search in submarket w if the expected dis-

counted value promised there coincides with their market value U. That is, the following condition

must hold for any submarket w € W.

0= max{ o0s) +sviaw) [ (ow) = oe) + 8r(00w) — o) JaF () | o)1+ 9),

w

and g(w) > 0, with complementary slackness (15)

2.3.2 Equilibrium

Next, we define the equilibrium concept.

Definition 1 An internally efficient competitive search equilibrium consists of a market value U,
a search intensity function s: W — [0,1], a queue length function Q : W — Ry [J{oo}, a contract
w € W, and a reservation value policy such that

i) Match-formation decision:

For any w' € W, the associated reservation probability R, is determined by condition (13).
i1) Firm’s profit mazximization and zero-profit condition:
For any w' € W,

new) |

j <7Ty w4 By w’)>dF(7r) <k

w!

which holds with equality at w.

i11) Worker’s optimal search:



For any w', Q(w') makes condition (15) hold. In particular,
U= msax{ —o(s) + SV(Q(w))/ <v(w) —v(z)+ ﬁw(v(w) — v(z)))dF(W)} +ou(z)(1+5)
The definition of equilibrium follows closely the one in the benchmark economy; hence, all

clarifications are omitted. The following proposition characterizes the equilibrium allocation.

Proposition 2.2 An internally efficient competitive search equilibrium solves the following pro-

gram, and, conversely, a solution of the program takes part of an equilibrium allocation.

max {09+ @) [ (0w) =) + B(0t) - () Jar(m) | (16)

87q7w

s. to n(q) /R <7Ty —w+ Br(y — w))dF(ﬂ) >k, and condition (13)

There exists an internally efficient equilibrium. It is determined by the zero-profit condition, the

internal efficiency condition (13), and

o) = vl [ <v(w)—v(2)+ﬁ7r(v(w)—v(Z))>dF(7T) an

b= ) pl)1 - P)+ gt (LDt BERRED )

If R € (0,1), condition (13) becomes

7”(“”3,(;;}(2)(1 +BR) + Ry(1+ ) —w(l + BR) =0 (19)

Furthermore, in equilibrium, Ry(1+ B) < z(1+ SR) < w(1 + SR) and R < 1.

Next, we perform two comparative static exercises. We obtain that either the more risk averse
workers are or the smaller their home production is, the larger the number of jobs created in
the economy is and the lower the wages and the threshold are. The result on the effects on the
reservation probability is not obvious as firms trade off providing insurance in the first period
against insurance in the second period. These results imply that the more risk averse workers are,
the more important the insurance motive against present risks becomes. Similarly, a lower outside
option makes workers even less risky in their search strategies, and the period-one-insurance role of
the equilibrium contracts becomes more important. Our interpretation is as follows. In an economy
with not fully insured present (period one) and future (period two) unemployment risks, risk-averse
jobless workers factor such risks in their search decisions. Workers prefer to apply to lower-wage

jobs inasmuch as they are easier to get despite their higher termination rates the stronger the



insurance motive is. That is, matches are of lower quality in expected terms, which leads to poorer
post-unemployment outcomes: lower wages and output per worker, and a higher job-separation rate
in the second period, 1 — E(m|R). The overall effects on total output in period one are uncertain
because, on one hand, output per worker is lower, and, on the other hand, the unemployment rate

is also lower.

Lemma 2.3 Comparative Statics. Let (w;, q;, R;, s;) denote the equilibrium tuple of the economy
indexed by i € {A, B}. If two economies differ in either

1. the workers’ utility function v, and vp is a concave monotonic transformation of va,
2. the home production value, and zp < z4,

then wp < w4, qp < qa, and Rp < Ra (and Rp = Ry if and only if both are 0).

2.3.3 Implementation

We next examine the role of the government to achieve constrained efficiency in equilibrium. The
results are the same as in the benchmark economy. Thus, we just state them without further

discussions.

Proposition 2.4 The internally efficient competitive search equilibrium is not constrained effi-
cient. Furthermore, if RP > 0, then

i) the equilibrium threshold R and queue length q are lower than their constrained efficient coun-
terparts. Thus, the job-finding rate and job-termination rate, and, hence, worker turnover,

are inefficiently high.

it) constrained efficiency is attained if a government sets an unemployment insurance system

funded through lump sum and negative income taxes, whereas layoff taxes must be zero.
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3 Appendix

3.1 Proofs.

Proof of Proposition 2.1.

To show that there exists a constrained efficient allocation, let us assume that the consumption functions
while employed are indeed constant in 7, ¢;(7) = ¢;. This is a necessary condition for an interior solution
of the planner’s problem (9) as shown below, and assuming it now greatly simplifies the proof of existence.
The objective function is continuous in all its arguments. Its domain is a non-empty set because of as-
sumption (6). That is, the tuple (g, R, ¢y, c1, c2, s) such that all consumption levels equal z, s = 0, and the
reservation probability takes any value, satisfies the two constraints. Furthermore, the domain is a compact
set. Therefore, the Weierstrass Theorem applies to ensure the existence of a solution of the maximization
problem.

We now characterize the planner’s solution. The Lagrangian is

L= o)+ sula) [

R

(stea(m) = v(ea) + B (v(ca(m) = v(c) )aF () + ole)(1+9)
s <¢'<s> o) (( (7)) — vle) + Br(v(ea(m)) - v(cu») dF<w>>
+6a((e = e (1= vl = FRY) 0+ 5) + (o)1 — F(R)B0 - Elal) ) +
sovta) [ (my = calm) + ey = cam) )ar () - 2

where & and & are the multipliers. Differentiating the Lagrangian with respect to the variables, we obtain
a number of necessary conditions for the constrained efficient allocation. First, the functional derivatives
with respect to ¢1(7) and ca(m), we obtain

V(e)(s — &) = s& (20)

Second, the derivative of the Lagrangian with respect to s delivers the following first order condition.

Qo'(s) = & <k/q+u<q><l—F<R>> (z—cu+c)(1+ﬂ1E(7T|R))—E(WIR)y(Hﬂ)D
& &89 (s) = &z —cu), (21)

where the last condition comes out after using the second constraint, which must hold with equality. This
implies that & < 0 if and only if ¢, > z.
Now, differentiating with respect to ¢,, using (20), and simplifying, we have

(v/(¢) — v/ (c))(@)(1 — F(R))(1+ BE(x|R)(s — &) + (1 + B)((c) — &) = 0 (22)
The left hand side is g—fu. To show that z < ¢,, it suffices to show that the derivative of the Lagrangain
evaluated at ¢, < z is strictly positive. To see this, notice that expression (21) together with ¢, < z implies
& >0, and it also follows that v/(c) > & from equation (20). The inequality v'(¢,) > v'(c) > & follows from
the concavity of the utility function and the assumption that z < c¢. Therefore, the derivative evaluated at
cy < z is strictly positive.



Similarly, to show that ¢, < c, it suffices to show that the derivate of the Lagrangian for ¢, > c is strictly
negative. This result follows from & > v/(c) > v'(¢,) due to expressions (20) and (21).

Next, we look at the necessary condition for the reservation probability. After some manipulations, we
obtain

g—f% = —V(Q)(l—i—ﬁR)(S—&)dF(R)(U(C)—v(cu)+v’(c)(cu—z+y5i(i7—;?_C>)SO’

and R > 0, with complementary slackness (23)

The derivative is non-positive if and only if L(Ugc“) +cy—2+y 1(1+B ) _¢ > 0, which leads to expression

(10). Let R be such that y 1(++ﬁ) > z. Notice that % + ¢, — ¢ > 0 because of the concavity of the
utility function. Therefore, the derivative is strictly negative. That is, such value cannot be the maximizing
R because the Lagrangian increases by reducing the reservation value. Therefore, if R > 0, then y 1&;? < z.
Notice that this inequality also holds if R = 0.

The last necessary FOC condition is with respect to the ratio ¢. After some manipulations, we obtain

o) —vle) , E@RQ4H N _ k.
() Tt T BER) ¢ ) @

Indeed, if R > 0, then using condition (23), we can rewrite it as

E(r|[R)(1+8) R(Q +B)) _ Kk
1+ BE(n|R) 1+ 6R n(q)

Proof of Proposition 2.2. For the first part of the proof and for the sake of simplicity, we are to impose
the necessary condition that the wage variables are constant functions of w. Such first order conditions are
derived below. Moreover, as in the benchmark, we will show later below that the internal efficiency condition
is redundant as the first order condition with respect to variable R in the maximization problem without
this condition is this same equilibrium condition. Therefore, we will proceed with the maximization problem
without constraint (13).

Let (Q, R, w1, wa, s,U) be an equilibrium allocation. We first show that the tuple (g, R, w1, w2, s) solves
the maximization problem (16), where ¢ = Q((w1,ws), R). The proof is by contradiction. Suppose that
there exists another tuple (¢', R’, w}, wh, s’) such that the constraint holds, and, without loss of generality,

(1 - o(@)(1 — FR)(1 +ﬂE(7r|R))<

(1= ¢(q)(1 = F(R)(1 + ﬂE(WIR))( Al (25)

) [ (460h) @)+ m(utut) (=) )ar
> v(q) /R (U(wl) —v(z) + B (v(w2) — ’U(Z)))dF(ﬂ')
> (@) [ (vtuh) = o(a) + Bn(otut) — o(2)) ) (),

where Q(z’) denotes the off-the-equilibrium queue length for contract ' = (w}, w}), R'). The last inequality
results from the definition of equilibrium. It follows from the monotonicity of function v that ¢ < Q(a').
The first equilibrium condition in Definition 1 ensures that

b= o) [ (w4 8) = Grun Jar (o
> 0@ [ (71+9) = us - pru} )ar ()
sld) [ (mol1+8) = i = et )ar () > b,
where the last inequality comes from the monotonicity of function n and ¢’ < Q(z’). This is a contradiction.

10



Therefore, the equilibrium tuple solves program (16).
Now, let (g, R, w1(+), w2(-), s) be a solution of the maximization problem (16). We define the equilibrium

worker’s market value as
U= —o(s) +svta) | (v<w1> —o(2) + Br(v(ws) v<z>)) dF(n) + v(z)(1 4+ B)

Likewise, we define the value of the queue length function Q at any submarket x’ as the value ¢’ that satisfies
U = max—o(s) + sv(q) / (v<wa> — o(z) + B (v(wh) - v<z>)>dF<w> +o()(1+ ),

if it exists, and ¢’ = 0, otherwise.
It remains to show that firms maximize profits. That is, there is no submarket =’ such that
(ﬂ'y(l +B) —wi — Bﬂ'w’2>dF(ﬂ') >k

nQw) |

Suppose there is such a z’. Then, by the limit conditions and the continuity of function 7, there must exist

¢ < Q(z') such that
o) [ (7148) = g - gy ) are) = i
(+), s") satisfies the constraint of the maximization problem, it follows that

! .

Since (¢, B, wf (), )
o) [ (st0) =) + Br(otun) — v(2)) ) F()
> ) [ (o) = o) + (o) — o(2)) ) ¥

> (@) [ (o)~ o) + r(utug) — o(2) )ar (),

which contradicts the definition of Q(z').

Existence of equilibrium follows from the Weierstrass Theorem because the objective function is contin-
uous and the domain is a non-empty compact set because of assumption (6).
We now characterize the equilibrium and allow for wages to be contingent on 7. The Lagrangian of the

maximization problem is
(v<w1 (7)) = (z) + B (v(ws(m)) — v<z>))dF<w>

L= —o(s)+sula) [
st [ (w1 +8) = wr(m) = prun(m) Jar ) - k),

where ¢ is the Lagrange multiplier. We differentiate the Lagrangian to obtain the necessary conditions.
(26)

First, from the functional derivatives with respect to w (7) and we(7), we obtain

Next, differentiating the Lagrangian with respect to R, we obtain, after some manipulations,
R(1+58) )) <o,

oL /
55— @+ RAE) (o) - o) + ) (s )
and R > 0, with complementary slackness (27)

11



Notice that this necessary condition is the internal efficiency condition (13). The necessary first order

condition with respect to g is, after some manipulations,

vl ) ()
) G20 PR+ g ) S — (28)
Likewise, the necessary first order condition related to s is
#(5) =210) [ (ow) ~v() (1 + Gm)dF () (29)
R

Therefore, the necessary first order conditions (27)-(29) plus the constraint (or zero-profit condition)

characterize the equilibrium tuple (¢, w, R, s).

Finally, if R > 0, it is convenient to combine the last two equilibrium conditions and the zero-profit

condition to obtain

w(1+ BE(IR)) = @B (| B3 + ) + (1~ o)y o2 (1+ FE(r| ) (30)
E(r|R) - R
@)1 - o) 2B - )+ p) < b (31)
It is worth noticing that expression %(1 — F(R)) is a decreasing function of R.||

Proof of Lemma 2.3

1. Consider two economies such that the utility function in the second economy, vp, is a concave mono-

tonic transformation of its counterpart in the first economy, v4. That is, vg = g o vy, for some
increasing and concave function g. Let (¢ga, Ra,wa,s4) and (¢, Rp,wp, sp) be the respective equi-
librium vectors. Now, consider the maximization problem (16) without the internal efficiency condition
(13). As the constraint does not depend on how risk averse workers are, the vector (¢p, Rp,wn, Sp)
belongs to the domain of the program corresponding to the economy with utility function v4, and vice
versa. Therefore,

V(QB)(UB(U)B) - UB(Z)) /

Rp

(1+ Bm)dF () > v(qa)(ve(wa) — vB(2)) / (1+pm)dF(r)  (32)

Ra

V(QA)(UA(U’A) - UA(Z)) /

Ra

(1+ Bm)dF(r) > v(gs)(va(wp) — va(z)) / (1+ Br)dF(r)

Rp

The proof of wp < w4 is identical to the proof of Proposition 2 in Acemoglu and Shimer (1999);
hence, we omit it.

Now, we will show that gp < g4 and Rp < R4. Let us distinguish between two cases.

Case 1: R4, Rp > 0. We prove by contradiction that gg < ga. That is, suppose that the opposite
is true: g > ga. Then, the equilibrium condition (31) implies that Rg > R4. Since g > qa,

Rp > R4 and wp < wy, expression (32) cannot hold, which is a contradiction. Therefore, gg < g4,
and Rp < R4 follows again from condition (31).

Case 2: R4 =0 < Rp. We will show that this case cannot occur in equilibrium. Following the same
argument as before, we obtain that ¢gg < ga. The necessary equilibrium condition (28) implies

vp(wp) —vp(z) _ va(wa) —va(z)
v (wp) vy (wa)

Using this inequality and condition (27), we obtain

B0 | Re )

+ )
1+ BRa4 =Y 11 8Rs P

12



and as wp < w4, it follows that Rp < R4, which is a contradiction.

2. Let zp < za, and (g4, Ra,wa,s4) and (¢, Rp,wp, sp) be the respective equilibrium tuples.

Consider the maximization problem (16) without the internal efficiency condition (13) for simplicity.
As the constraint does not depend on the value of z, the equilibrium tuple (ga,wa, Ra,s4) satisfies
the constraint of the program when z = zp, and so does the vector (¢p,wp, Rp,sp) when z = z4.
This implies

v(a) (v(ws) - v(zs)) /R (14 Bm)dF(m) > v(ga)(v(wa) — v(zs)) /R (1+ Br)dF(x) (33)
v(qa) (v(wa) — v(z4)) / (14 Bm)dF(r) > vign)(v(ws) — v(z4)) / (1+ Br)dF(x) (34)

RA RB

Multiplying these two inequalities and manipulating the outcome, we obtain

(U(wB) - U(ZB)) (U(wA) - U(ZA)) > (U(wA) - v(zB)) (U(wB) - U(ZA)) (35)
& (v(za) —v(zB)) (v(wa) — v(wg)) >0

As the utility function is increasing and zp < z4, it follows that wp < w4. Now, we show that ¢g < ¢4
by contradiction. Suppose that gg > ga. Then, the monotonicity of function v and inequality (33)
imply that R4 > Rp. We distinguish two cases.

Case 1: Rg > 0. The equilibrium condition (31) and gg > g4 imply that R4 < Rp because its left
hand side is a decreasing function in the ratio R. This is a contradiction. Therefore, ¢g < ga, and
Rp < R4 results again from condition (31).

Case 2: Rp = 0. The steps are analogous, but with a small difference. First, notice that the equilibrium
condition (27) implies

v(wg) —v(zp) — v'(wp)wp >0
Now, combining this inequality with equation (28) and the zero-profit condition, we obtain

E(r|Ra) — Ra

n(as)(1 = @(gp))E(w(0)y(1 + B) < k = n(ga)(1 = ¢(g4)) =7  AFa

(1= F(Ra))y(1+p),

where the last equality is expression (31). Because qg > g4, it must be the case that R4y < Rp. We
reached a contradiction. Therefore, gg < g4. Obviously, in this case, Rg =0 < R4.||

Proof of Proposition 2.4

Let (¢P, RP, ¢, ¢P, sP) denote the planner’s solution to problem (9). We showed in the proof of Proposition
2.1 that z < cf. Since unemployed workers just consume their home production in the equilibrium allocation,
the planner’s solution cannot be decentralized in the laissez-faire economy.

Consider now the case RP > 0.

i) We are to show that the equilibrium threshold R and queue length ¢ are lower than RP and ¢P,
respectively. Suppose that R > RP instead. Then, because the necessary efficiency and equilibrium
conditions (11) and (18) establish a positive relationship between the cutoff and the queue length, it
follows that ¢ > ¢P. Using the necessary efficiency and equilibrium conditions (10) and (19), we obtain

o) —vz) o R(B) Ry (o) o)
v (w) 1+ AR 1+ BRpP v'(c)

+c*—c

Compare the left and right sides of this inequality. Since z < ¢* and v is a concave function, it must
be the case that w < c.

Now we show that such a tuple (g, R, w) cannot take part of an equilibrium allocation. To see this,
notice that (¢, RP, ¢P) satisfies the constraints of problem (16) as the intertemporal resource constraint
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ii)

together with z < ¢* implies
n(q”)/ <7Ty — P+ pr(y — C”)) dF(m) >k
Rp

It also yields a higher value because (1 — F(RP))(1 + BE(x|RP))(v(c?) — v(2)) > (1 — F(R))(1 +
BE(m|R))(v(w) — v(2)). Therefore, we reach a contradiction, and R < RP, which implies ¢ < ¢
according to the first order conditions (11) and (18).

Next, we consider a market economy in which a government implements a lump sum tax 7', an income
tax 7 to the employed workers, a subsidy b to the unemployed, and a layoff tax L in order to decentralize
the constrained efficient allocation (¢?, RP, cf, ¢P, sP). This requires that the following conditions hold
in equilibrium:

z+b-T = &  (36)
w(l—-7)—-T = ¢ (37)
(T - b)((l (g1 — F(R))(L+ 8) + su()(1 — F(R)B(1 — E(WIR)))
T Lsv()(1 — F(R)B(1 — E(x|R)) + (T + rw)s(@)(1 - F(R)(1 + PE(RIR) = 0,  (38)

where the last equation is the intertemporal balanced-budget constraint of the government.

The counterpart of program (16) in this economy with taxes is, after imposing the equilibrium result
of wi = wo,

max ~o(s) +svla) [

w,R,q,s

(U(w(l —7)=T)—v() + Br(v(w(l—7)-T) - v(cﬁ)))dF(w)

R
5. to n(q) /R (Wy —w+B(r(y —w) — (1 - w)L))dF(w) >k (39)
s. to vl ) 1) _v(tb 1) (1 4 BR) + Ry(1+ ) —w(l + BR) =0

v (w(l—7)=T)(1—7)

Notice that we obtain the non-negative profits condition of the above program by combining the
resource constraint of the planner (8) and the balanced-budget constraint of the government (38). That
is, the above problem and the planner’s problem (9) are the same. Therefore, if there exists a policy
(b,7,T, L) such that satisfies conditions (36)-(38), then the tax-distorted equilibrium is constrained
efficient.

Consider the case of RP > 0. By combining the necessary first order conditions with respect to ¢ and

R, we can write the former as
1—E(n|R) 1-R B
Jott - 13t~ 1eam)) = (0

k-
n(@)(1 = ¢(q))

This equilibrium condition coincides with the efficiency condition (25) if and only if L = 0.

E(rlR) R
1+ BE(x|R) 1+ BR

- F() + gl

Given ¢? and RP, the equilibrium wage w is determined by the zero-profit condition. Then, the
government balanced-budget condition holds at the efficient allocation. Therefore, there are two
policy instruments to be determined and two equations to be satisfied, taking into account that b is
such that condition (38) holds.

The efficiency condition (23) implies % +cl—z+ yﬁ?é}f) — cP = 0. Then, plugging condi-

tions (36) and (37) into this expression, and comparing the resulting equation with the tax-distorted
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equilibrium counterpart of condition (27), we obtain that

RP(1+ )

b=-my 1+ BRP

(41)

Therefore, 7 < 0 if b > 0. To isolate the parameter 7, we properly combine equations (36), (37) and
(41), and obtain
Ry(1+p) v(c) —v(ey)
1 — _— = —_—-—
( T)( 1+5R " Vi)

which is the tax-distorted equilibrium counterpart of condition (27). Then, we can determine the
remaining policy parameters from equations (36) and (37).]|
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