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FOREWORD

The openness of the United States to trade and technological innovation, as well as the
flexibility of its labor market, has fueled impressive growth. In such an economy,
workers are routinely displaced. Most find new jobs in a reasonable amount of time. But
for workers with a long tenure at their previous employer, these new jobs often pay
wages much lower than those they earned before. For this group, displacement is much
more than a temporary setback.

In The Case for Wage Insurance, Robert J. LalLonde recommends rethinking
traditional trade adjustment assistance to address this problem. He argues that existing
programs, including retraining and unemployment insurance, do too little to help
displaced workers whose new jobs pay substantially less than their old ones.
Unemployment insurance, for example, makes up for lost income during unemployment
but not for reduced income after reemployment. To fill this gap, Professor LalLonde
proposes to shift resources from existing programs to a displacement insurance plan—
effectively, a generous earnings supplement for a number of years—for workers facing a
long-term reduction in wages.

Ultimately, well-designed displacement insurance could ease long-tenured
workers’ fears of job and income loss, thereby diminishing opposition to free trade and
other policies perceived as at fault. In this way, it could help Americans continue to enjoy
the benefits of trade and openness, and help the United States maintain its
competitiveness and leadership in the global economy.

This Council Special Report was produced by the Council’s Maurice R.
Greenberg Center for Geoeconomic Studies as part of the Bernard and Irene Schwartz
Series on American Competitiveness. The Council and the center are grateful to the

Bernard and Irene Schwartz Foundation for its support of this important project.

Richard N. Haass
President
Council on Foreign Relations

July 2007
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EXECUTIVE SUMMARY

An important component of U.S. productivity growth and economic competitiveness is a
flexible labor market that shifts workers quickly into the jobs where they are most needed.
Much of the time, this job shifting is fairly painless: Workers quickly find new positions
that pay at least as much as their previous ones, often without an intervening spell of
unemployment. But prime-aged and older workers can sometimes suffer large, long-term
income losses. Such workers’ well-founded fears about job displacement lead them and
their advocates to resist policies such as free trade that are sometimes blamed for job loss.
This resistance harms the majority of households because trade helps to lower prices,
raise real incomes, and promote economic growth. It also has foreign policy consequences
since it threatens the United States’ ability to play its traditional post-World War II role
as the bulwark of a relatively open international trading system. And by reducing the
dynamism of the U.S. economy, resistance to trade and other pro-growth policies can
weaken the nation’s long-term ability to exert global leadership.

This Council Special Report documents the causes, risks, and consequences of
worker displacement. It describes the services currently available to displaced workers,
and contends that most of these services do not address the risks faced by prime-aged and
older workers, even when they are cost-effective and appropriately designed for less
vulnerable members of the workforce. Current policies emphasize unemployment
insurance, which is appropriate if the main cost of job loss is temporarily lower income
while unemployed. But for many long-tenured displaced workers, the greatest costs of job
loss are lower wages following reemployment. Existing policies do not address this long-
term reduction in income.

This report recommends that policymakers aid prime-aged and older workers who
get rehired at lower wages by providing them with an earnings supplement. This
“displacement insurance” pays benefits to eligible workers only after they find new jobs
and only if their new earnings are less than their old ones. When targeted at those who

face the largest and most persistent long-term losses from losing a job, displacement
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insurance can begin to address the substantial risks that many prime-aged and older
workers confront in a dynamic economy.

There is broad consensus among labor policy experts on the necessary
characteristics of displacement insurance. By limiting benefits to 50 percent of the
difference between pre- and post-displacement earnings, most displacement insurance
proposals provide incentives for displaced workers to search for more productive jobs at
higher wages, reducing the moral hazard inherent in any insurance program. Further, most
proposals do not discriminate between displaced workers by making the insurance
conditional upon being from a declining industry or geographic area or on being from a
trade-affected industry or firm; nor are conditions attached to age or the duration of
joblessness. Displacement is not limited to workers in a particular sector or region of the
country or age group, the argument goes, so there is no reason to exclude some big-
earnings losers while including others.

The shortcoming of these standard displacement insurance proposals is that they
fail to provide adequate coverage to many prime-aged displaced workers who experience
permanent and severe income losses. Most displacement insurance proposals cap benefits
at around $10,000 per year, limit the duration of benefits to two years, and exclude
workers earning above $50,000 per year. These program characteristics would exclude
many middle-aged, middle-class displaced workers who experience the largest wage and
income losses as a result of job loss. But even with these workers excluded, the standard
insurance proposals nonetheless cost $3 billion to $4 billion per year, financed with a
monthly tax or “insurance premium” of approximately $2 to $3 per worker.

Unfortunately, to displaced workers experiencing substantially reduced lifetime
earnings as a result of displacement, a two-year earnings supplement provides limited
comfort. To aid vulnerable prime-aged workers, displacement insurance should provide
benefits that extend beyond two years. But such extensions require either workers or their
employers to pay higher premiums, or policymakers to divert substantial resources from
other programs.

If proposed displacement insurance premiums were doubled, policymakers likely
could provide benefits for four years following job loss. That would be enough to provide

meaningful coverage against permanent earnings losses for workers who are nearing the



end of their working lives. But such an extension would still cover only a small portion of
the losses experienced by some prime-aged displaced workers who anticipated working
for another fifteen to twenty years prior to losing their jobs.

In principle, a more comprehensive displacement insurance program could be
financed by further raising premiums paid by either workers or their employers. But
policymakers also should consider diverting resources from other labor market programs.
As explained in this report, existing retraining initiatives offer a false promise of
meaningful aid. Resources currently earmarked for retraining could be used to help
finance displacement insurance, thereby giving displaced workers the choice of using
their benefits to supplement their incomes or to pay for training programs if that is their
preference.

Alternatively, policymakers could finance displacement insurance by diverting
resources from the existing unemployment insurance program. This approach amounts to
changing the emphasis of the safety net from solely insuring against relatively small
temporary earnings losses for many workers toward providing insurance against
extremely large permanent earnings losses experienced by relatively few workers. One
way to change the emphasis incrementally is to extend the waiting period before
unemployment insurance claimants start to receive benefits.

To be sure, all the foregoing options for financing displacement insurance are
controversial. But this report contends that there are compelling rationales for each one.
By extending the benefit period of existing displacement insurance proposals, they would
assuage many prime-aged and older workers’ well-founded fears of job displacement. In
so doing, they would bolster the political consensus in favor of flexible labor markets,
consolidating American competitiveness and the nation’s ability to sustain its leadership

around the world.
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INTRODUCTION

Productivity growth is central to the competitiveness of the U.S. economy. More
productive workers give firms the flexibility to sell products at lower prices in world
markets, raise product quality, pay higher wages, and attract international capital. Since
the mid-1990s, U.S. business sector productivity has grown at an annual rate of more
than 2.5 percent, markedly faster than the rate during the previous two decades.

Discussions about the drivers of productivity growth in the United States tend to
highlight new computing and communications technologies or the competitive pressures
from openness to international trade. But a cornerstone of U.S. productivity growth is a
flexible labor market that moves workers between jobs. This flexibility is evidenced by
the rapid pace of domestic job creation and destruction. In many industries,
approximately 15 to 25 percent of jobs are either created or destroyed annually and,
economy-wide, approximately 10 percent of all jobs are eliminated. The continuous
elimination of jobs and the creation of new ones have the effect of moving workers into
the positions where they are most needed. This labor market dynamism is an essential
complement to trade and technological innovation: as production methods evolve rapidly
thanks to technological changes and the spur of international competition, the deployment
of the nation’s human capital has to shift in order for productivity gains to be realized.
Labor market flexibility is thus a central contributor to U.S. economic growth, living
standards, and international competitiveness.

The economy-wide benefits from the process of job creation and destruction
exceed the losses experienced by those who are forced to change jobs. Most displaced
workers find new jobs that pay at least as much as their previous positions, and everyone
gains from lower prices and better-quality products. However, some prime-aged and
older workers are permanently harmed by this otherwise beneficial feature of the U.S.
economy. For these workers, job loss is associated with large, long-term income losses.
These workers’ well-founded fears of job displacement lead them to resist policies that
promote economic growth and American competitiveness. To foster U.S. economic

success, policymakers should design measures that address this anxiety. Displacement



insurance that pays displaced workers an earnings supplement when they are reemployed
at lower pay represents one strategy for aiding the group most adversely affected by job
loss—long-tenured displaced workers.

The idea of coupling economic change and openness with compensation for losers
has a long pedigree. According to trade historian I. M. Destler, the trade adjustment
assistance program, or TAA, was first suggested in a Council on Foreign Relations paper
prepared during World War II. TAA gained broad exposure when it was proposed to the
Eisenhower administration by the leader of the United Steelworkers union. The Trade
Expansion Act of 1962 included limited measures to assist workers adversely affected by
trade, which helped to persuade major labor unions to support the bill’s passage. In the
same year, Congress enacted the Manpower Development and Training Act, which
initially was designed to retrain workers who had lost jobs as a result of technological
change and “automation” of their workplaces. Only later, during the long economic
expansion of the 1960s, did these programs start to focus on the economically
disadvantaged as part of the war on poverty.

The landmark Trade Act of 1974, which created the Office of the U.S. Trade
Representative, boosted TAA, providing trade-affected workers up to one year of income
supplements. Starting in the 1980s and especially during the 1990s, Congress
substantially expanded support for retraining programs targeted specifically at permanent
job losers. These workers were not economically disadvantaged and often had well-
established work histories prior to being displaced not only from their jobs but often also
from their industries.

Harkening back to this tradition of assisting those who lose as a result of
economic change and expanded trade, Congress substantially expanded TAA with the
passage of the Trade Act of 2002. The act provided a tax credit for health insurance and
expanded eligibility to agricultural workers, secondary workers, and workers displaced as
a result of the outsourcing of production to a country party to a trade agreement with the
United States. Further, the program included, for the first time, a pilot wage insurance
scheme, as well as increased funding for job searches, relocation services, and worker
retraining programs. The program is due to expire at the end of September 2007, and

Senate and House leaders are currently debating further expansion.



Trade adjustment assistance and retraining programs have proved disappointing,
however, both in their impacts on displaced workers and in their ability to make trade
deals more politically viable. That is partly because these programs have been modestly
funded. Even after the expansion enacted in 2002, annual spending on trade adjustment
assistance amounts to less than $1 billion a year, while spending on retraining for
displaced workers under the Workforce Investment Act of 1998 amounts to somewhat
more than $1 billion per year—extremely small sums given that U.S. gains from trade are
estimated at up to $1 trillion annually. The wage insurance component of trade
adjustment assistance is likewise limited because it is restricted to workers over fifty, and
anybody earning over $50,000 is excluded from the program.

At the same time, the linking of displacement assistance to trade has helped foster
the false impression that displacement largely results from liberalized trade, whereas the
truth is that technological progress and changing patterns of consumer demand contribute
more to job churning. A program that might have made trade deals more politically
salable has therefore risked having the opposite effect of cementing the connection in
popular debates between trade and economic hardship. The misleading connection
between assistance and trade has also created an undesirable double standard: workers
displaced by trade are offered help while those displaced for other reasons often are not,
even though there is little policy justification for this distinction and it can be hard to tell
what caused a particular worker to lose his or her job.

Congress needs to address this problem by going beyond the traditional
conception of trade adjustment assistance and modestly funded low-intensity retraining
programs for displaced workers. Policies toward displaced workers need to be better
funded than in the past. They need to include all displaced workers rather than just those
affected by trade, and they need to offer meaningful wage insurance. In principle, these
prescriptions could have bipartisan appeal. Wage insurance extends help to middle-aged,
middle-class workers, which should attract support from labor unions and their allies. But
wage insurance proposals envision paying benefits only when eligible displaced workers

find and keep jobs, which should make the program palatable to conservatives.



Unfortunately, until recently, both labor groups and conservatives have been
skeptical of wage insurance, characterizing it alternatively as “burial insurance” or as
excessively expensive. But there have been hopeful signs recently in Congress. Senator
Max Baucus (D-MT), the chairman of the Senate Finance Committee, which has
jurisdiction over trade, and Senator Norm Coleman (R-MN) are pushing a TAA proposal
that includes wage insurance. Jim McDermott, a Democratic representative from
Washington State and chairman of the Joint Economic Committee, and Senator Charles
Schumer (D-NY) have coauthored a freestanding wage insurance bill. House Republicans
have offered an alternative wage insurance plan that would be funded at the expense of
unemployment insurance. None of these proposals is sufficiently ambitious, as this paper
will argue. But they are evidence of the hopeful gathering of support for the concept of
wage insurance.

The politics of trade have grown so toxic that wage insurance cannot guarantee a
resumption of liberalization. But polling evidence suggests it would help. Kenneth F.
Scheve and Matthew J. Slaughter, the leading experts on globalization and public
opinion, report that Americans understand that trade brings lower prices and greater
variety, but that a growing majority nonetheless opposes trade liberalization because of
fears of stagnant or falling wages. Similarly, a Program on International Policy Attitudes
(PIPA)-Knowledge Networks Poll conducted in January 2005, “Americans on
Globalization, Trade, and Farm Subsidies,” concludes that, “If the government would
make substantial, visible efforts to mitigate the side effects of expanded trade, support for
the growth of trade would be substantially higher than it is. When the possibility of
helping workers adapt to changes associated with increased trade is considered, support
for free trade becomes very strong.”

Moreover, irrespective of the potential benefits from trade liberalization or from
technological changes that lead to permanent job losses, wage insurance is desirable in its
own right. As this report explains, wage loss following displacement can be as financially
catastrophic as the loss of a house. But whereas private markets offer insurance for
storms and fire, no such insurance is available when a middle-aged worker loses a job
and suffers a permanent drop in wages. There is a market failure here, and government

should correct it.



THE COSTS OF DISPLACEMENT

Displaced workers are those permanently laid off as a result of economic conditions
adversely affecting their employer. These workers lose their jobs not because of their
performance but because of shifts in consumer demand, technological advances,
expanded international trade, government policy changes, natural disasters, or
idiosyncratic factors affecting businesses.

Statistics from the U.S. Bureau of the Census Displaced Workers Surveys indicate
that approximately 4 percent of U.S. workers are displaced every two years. These job
losses usually entail a period of temporary unemployment before workers find new jobs
that pay at least as much as their previous ones. Most displaced workers are unemployed
for less than six months, and a substantial share are unemployed for less than five weeks.
Policymakers have designed programs to make these bouts of unemployment brief and
relatively painless: reemployment services aid workers’ transition from one job to the
next; unemployment insurance protects workers against temporary loss of income. But
the consequences of job loss can be severe for those who have worked for a long time
with their pre-displacement employer. Most do find new jobs, but they must accept
significant pay cuts.

When researchers compare earnings losses among otherwise similar workers, the
shortfall between pre- and post-displacement wages tends to rise with tenure. Figure 1
shows data for workers displaced between 1999 and 2001: workers who had more than
twenty years of job tenure experienced wage losses that were about 30 percentage points
greater than those experienced by counterparts with less than one year of tenure. Wage
losses for workers with between four and ten years of tenure averaged about 5 percent,
though the wage shortfall for this group has been as much as twice as large in other
periods. By contrast, studies consistently find that workers displaced from jobs lasting
less than three years generally experience little if any significant reduction in wages after

they are reemployed.



Figure 1: Percentage Difference Between Wages Post- and Pre-Displacement,
by Tenure with Pre-Displacement Employer

1-3 Years 4-10 Years 11-20 Years 20+ Years

Source: Author’s calculations using Henry Farber (2004), Table 3, page 24, based on calculations from the
U.S. Bureau of the Census 2002 Displaced Worker Survey.

Recognizing that workers who accumulate significant tenure prior to
displacement constitute an important part of the workforce, the U.S. Department of Labor
has for two decades tracked their fortunes. It defines long-tenured workers as those with
three or more years of service. This group constitutes approximately one-third of all
displaced workers.

Although the Department of Labor’s threshold of three years of tenure includes
many workers who experience small long-term losses after displacement, during the past
two decades a significant fraction has experienced large drops in income. As shown in
Figure 2, the weekly wages of approximately one-fourth to one-third of these workers
(some 250,000 annually) have been more than 20 percent below their weekly wages prior
to displacement. One study found that Pennsylvania workers with six or more years of
tenure who lost their jobs in the 1980s as part of mass layoffs or plant closings were

earning about 25 percent less six or more years after being displaced. Displaced workers



who changed industries experienced especially severe losses, but earnings losses were

still substantial among displaced workers who found new jobs in the same industries.

Figure 2: Percentage of Long-Tenured Displaced Workers with Earnings Losses
Greater Than 20 Percent

40
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Selected Years 1981-2005

Source: Author’s calculations using Henry Farber (2004), Table 3, page 24, based on calculations from the
U.S. Bureau of the Census 2002 Displaced Worker Survey.

Statistics from the Department of Labor’s Displaced Worker Surveys indicate that
the likelihood of such a costly job loss is substantial compared to other costly events in a
person’s life. During the past two decades and over two business cycles that included
unusually long economic expansions, two-year displacement rates of long-tenured
workers ranged between 2.5 to 4 percent. That means companies displace approximately
one in fifty to one in eighty of their long-tenured workers each year. About half of these
displacements result from a mass layoff or a plant closing.

Fortunately for prime-aged and older workers, job tenure is also associated with a
lower probability of job loss. As shown in Figure 3, in 1999 and 2000 the two-year

displacement rate among workers with up to three years of tenure was 5.3 percent.



Among workers with three to four years of tenure, the displacement rate was 3.2 percent.
And for workers with ten or more years of tenure, the displacement rate was 1.9 percent.

To some degree, job tenure confers seniority and protects workers from a costly job loss.

Figure 3: Percentage of Workers Displaced by Years of Job Tenure Between 1999-2000

Source: Monthly Labor Review, June 2004.

Much discussion of the plight of displaced workers has focused on workers in
trade-affected manufacturing industries. But workers across the economy face the risk of
displacement. Figure 4 shows that the two-year displacement rate is highest among
manufacturing workers, at 4.7 percent, but it is 2.5 percent in the services sector and
exceeds 3 percent in the wholesale and retail trade sectors. When workers in nontraded
sectors are displaced, their long-term earnings losses are often substantial. These data
show that the traditional approach to adjustment assistance, which is to limit it to workers
who can demonstrate that they have been displaced by trade, is misconceived. Focusing
on trade-affected workers is not an effective way to target those most harmed by costly

displacements.
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Figure 4: Two-Year Displacement Rates for Long-Tenured Workers
by Selected Major Industries Between 1999-2000
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Source: Monthly Labor Review, June 2004.

An Example of the Lifetime Costs of Displacement

To understand the potential consequences of job loss for long-tenured workers, consider a
forty-year-old, male high-school graduate who had accumulated six years of tenure and
earned $40,000 annually before being displaced by his employer. Once he is displaced,
skills he acquired with his former employer may be of little or no value to other
employers. Moreover, if his old company compensated him partly on the basis of
seniority, he will lose this advantage upon joining another company. So although the
worker can find a new job relatively quickly, a job might pay only $30,000, or 25 percent
less than his pre-displacement job. Studies indicate that a forty-year-old man will work,
on average, an additional twenty years before leaving the labor force. If the 25 percent

pay cut persists, the present value of this man’s losses over the rest of his working life
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will amount to about $165,000." Even this amount understates the worker’s total losses
because it does not include the value of foregone pension and health benefits or reduced
employer contributions to Social Security.

It is clear that the cost of wage loss, which the government does not currently
insure, can dwarf the cost of job loss, for which the government does provide coverage.
Suppose our forty-year-old displaced worker was unemployed for twenty weeks before
finding a new job, which is longer than we would expect. He would experience a loss of
about $5,000, net his unemployment insurance benefits—a loss that amounts to about 3
percent of his earnings reduction once reemployed. The $165,000 impact of long-term
wage loss is more aptly compared to the loss of a home, since home prices averaged
about $160,000 across the United States in 2000. But whereas home insurance is widely
available, job insurance is not. No wonder long-tenured workers who perceive their jobs
to be at risk are so fearful of the economic policies that they blame for this risk.

Two further points are worth noting. First, the consequences of displacement do
not necessarily get worse as workers age. A sixty-year-old man is likely to work for about
six more years; in order for displacement to be as costly for him as for the forty-year-old,
his wage drop would have to be roughly three times larger. Because a 75 percent wage
drop is exceedingly unlikely, policies that target services to the oldest displaced workers
are not targeting those most likely to be the hardest hit by displacement. For this reason,
the current wage insurance program, which limits benefits to workers aged fifty and
older, is missing some of the most important potential beneficiaries.

Second, studies that compare the consequences of displacement across countries
indicate that the structure of the labor market and labor market institutions play a role in
determining the costs of worker displacement. Reemployment earnings losses are larger
in countries such as the United States, Canada, and the United Kingdom. These countries
have greater earnings inequality and relatively high returns to skills. By contrast,
reemployment earnings losses are smaller in continental European countries, which have
smaller wage differences between high- and low-skilled workers. As a result, when

displaced workers find new jobs, it is more likely that their pay will be closer to that of

! This calculation discounts the future earnings losses at a rate of 2 percent, the approximate real interest
rate.
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their previous jobs. This suggests that the case for wage insurance is strongest in the

Anglo-Saxon economies.
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THE CASE FOR AIDING LONG-TENURED DISPLACED WORKERS

There are two main arguments for providing assistance to long-tenured displaced
workers. First, such aid helps to allay workers’ fear of displacement and, as a result, may
reduce resistance to policies conducive to economic growth. Second, government policy
in this area responds to the failure of private markets to provide insurance that protects
workers from the risk of costly displacement. A possible third argument is that, although
studies suggest that technological change and shifts in consumer demand are the most
common causes of displacement, government should soften the consequences of
displacement because its own policies contribute to it. Trade liberalization, growth
promoting economic polices, or even well-designed environmental standards that benefit
most in our society can also have large adverse effects on some workers. When
government policy causes workers to lose their jobs, it is appropriate to consider
redistributing some of the gains associated with these policies to those who are harmed

by them.

MARKET FAILURE AND WAGE INSURANCE

For long-tenured workers, job loss is potentially as costly as a serious automobile
accident, having one’s house burn down, or becoming permanently disabled. Moreover,
costly displacement appears to be more likely to occur than these other dramatic events in
a person’s life. The statistics cited above from the Displaced Worker Surveys suggest that
each year, long-tenured workers have between a three-tenths and one-half of 1 percent
chance of losing their jobs and experiencing long-term annual earnings losses of 20
percent or more. Unlike costly displacement, however, insurance is available to protect
against these other risks. Some displacement insurance is provided privately through the
practice in larger firms of making severance payments to laid-off employees that rise

with years of service. But severance benefits are available to only a small percentage of
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long-tenured displaced workers, and their availability is not tied to a measure of the wage
loss experienced by the worker.

The absence of a strong private market for displacement insurance is
understandable. Such insurance is difficult to provide profitably. The variation in risks
and costs of displacement among workers becomes a problem when workers who are
most likely to buy displacement insurance are the ones who expect displacement to affect
them the most severely. Because of this adverse selection, any private insurer that enters

this market is likely to find itself underwriting the most costly risks.

CAN EXISTING POLICIES AID DISPLACED WORKERS?

Policymakers have implemented several strategies to aid displaced workers after they
lose a job. These measures have been controversial, and many critics have labeled them
“burial insurance.” Critics argue that rather than focusing on workers only after their jobs
have ended, policy should focus on upgrading skills to make job loss less likely in the
first place. Suggested strategies include lifelong learning initiatives, flexible education
accounts, subsidized worker retraining in establishments vulnerable to mass layoffs or
closings, and requiring, as some countries do, that employers spend a share of their wage
bill each year on training.

These alternatives deserve consideration to the extent that they help workers to
become more productive in their current jobs, to find better-paying jobs, and even to fare
better when displaced. But to believe that policies should primarily be designed to reduce
the incidence of displacement presumes that the dynamic process of job creation and
destruction is a form of market failure that can be fixed through appropriate policy.
Although misguided fiscal and monetary policies can cause excess job creation and
destruction, overall this process is an asset to the economy rather than a liability.

The better approach is to avoid strategies designed to reduce the likelihood of job
loss, and instead to pursue policies that cushion it. Existing policies that address the
unique circumstances of displaced workers focus on incentives to return to work,

retraining programs, and limited experiments with wage subsidies following
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reemployment. A shortcoming that they all share is that they do not provide much aid to

long-tenured displaced workers.

Reemployment Services

Reemployment services help displaced workers to reassess their skills, learn about the
range of employers that require such skills, and find new jobs. Evaluations indicate that
such services are cost-effective, but by design these services cannot mitigate displaced
workers’ long-term earnings losses because they focus on getting displaced workers
employed quickly in the best job possible. They do not address the problem that the best
job possible likely pays displaced workers less than their previous jobs.

The benefits of reemployment programs are small relative to displaced workers’
total earnings losses. These programs, when they work, rarely shorten the duration of
unemployment by more than two weeks. Further, the gains in earnings from rapid
reemployment are often partially offset by losses of unemployment insurance benefits.
For example, two weeks of employment for the forty-year-old displaced worker increases
his earnings by about $1,150; at the same time, he loses $770 in unemployment insurance
benefits, and he also pays more taxes. In the end, reemployment services increase his
income, but this gain should hardly mollify his concern about job loss.

Another implication of this assessment of reemployment policies is that the
Worker Adjustment and Retraining Notification Act (WARN) that requires employers to
provide sixty days’ advance notice of a mass layoff or plant closing only marginally
improves outcomes. At best, this policy amounts to two months of severance pay, which
is only a fraction of displaced workers’ expected reemployment earnings losses. Getting a
leg up on a job search just will not make that much difference to their long-term incomes.
The majority of long-tenured displaced workers in the United States find jobs relatively
quickly, so trying to stem earnings losses while unemployed does little to mitigate the

long-term losses that they experience when reemployed.
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Retraining Programs

Training has more potential to aid displaced workers than reemployment services because
it 1s designed to boost skills, productivity, and hence long-term wages. In the private
sector, skilled workers also acquire more on-the-job training. An initial investment in
training can create a virtuous circle.

There are, however, difficulties with relying on retraining to aid long-tenured
displaced workers. Substantial investments in training are necessary in order to mitigate a
significant portion of displaced workers’ long-term earnings losses. Past public sector
investments in training have been small, so policymakers have no experience with
ambitious retraining efforts. And even if older displaced workers are able to acquire new
skills as efficiently as younger persons, it is still the case that their incentives to
participate in retraining are less, as are the benefits society receives from their retraining.

To understand the shortcomings of retraining initiatives, it is helpful to think of
investments in worker retraining like an investment in the stock market. If the real rate of
return on investments in worker retraining were 10 percent per year, it would beat
historical rates of return in the stock market and would also be larger than estimates of
the rate of return from children’s formal schooling. Once we begin analyzing investments
in workers’ skills from this viewpoint, we can realistically assess the likely effects of
retraining on displaced workers’ earnings.

Studies of training initiatives for displaced workers indicate that government
subsidies for training generally amount to a few thousand dollars per displaced worker;
rarely does a worker receive as much as $10,000 worth of retraining. Workers’
investment of time and effort must be factored in, too: $10,000 worth of retraining
requires nine months of course work and delays a worker’s return to work. If the forty-
year-old displaced worker considered above could have earned $30,000 annually, the
direct and the (prorated) indirect costs of retraining come to a total investment in
retraining of about $32,500.

What gain in annual earnings is reasonable to expect from a $32,500 investment
in retraining? If we assume a rate of return of 10 percent, the forty-year-old displaced

worker’s earnings would increase by $3,800 per year for the rest of his working life.
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Notice that despite these upper-end estimates, the earnings increase still falls far short of
the $10,000 annual loss expected from displacement. If we double the investment to
$20,000 in direct costs and two academic years of full-time retraining, the projected
effects on earnings would still not offset this displaced worker’s earnings loss. Such a
training investment approximates that made by a displaced worker who returns full-time
to a community college to receive two years of vocational retraining.

Our calculations indicate that past failures of government retraining initiatives to
offset a significant fraction of displaced workers’ losses cannot be blamed on poor
implementation. Even if retraining programs were implemented by the finest operators in
the nation, $10,000 or $20,000 investments are simply too small to offset the
reemployment earnings gap. Current retraining initiatives under the Workforce
Investment Act (WIA) or trade adjustment assistance programs, which generally involve
far smaller investments per worker, amount to a false promise for long-tenured displaced

workers and cannot be expected to quell their fears of costly displacements.”

? Established as part of the Trade Act of 1974, the trade adjustment assistance (TAA) program provides
employment and training services and up to fifty-two weeks of unemployment compensation to workers
who either lost their jobs or experienced lower earnings as a result of increased imports.

18



WHY DISPLACEMENT INSURANCE MIGHT HELP

Existing policies do not provide much aid to long-tenured displaced workers because they
fail to address the most costly risk of job loss. Reemployment programs that shorten
unemployment by a few weeks or cost-effective training programs that raise annual
earnings by about $1,000 annually do not address the potential for large reemployment
earnings reductions. If policymakers want to aid the group most harmed by displacement,
their policies must focus less on job loss and more on earnings loss. Although
displacement insurance is part of the 2002 trade adjustment assistance program, there is
relatively little experience with this strategy.’

Displacement insurance aids displaced workers who are paid substantially less on
their new jobs than they were paid on their prior jobs. Most displacement insurance
proposals recommend using the unemployment insurance system to pay long-tenured
displaced workers an earnings supplement after they are reemployed. The benefits paid
equal a percentage, often proposed to be 50 percent, of the difference between displaced
workers’ pay in their old jobs and their pay in their new jobs. Most proposals also cap
payments at a maximum, often $10,000 per year, and limit the duration of benefits to two
years. The rationale for capping displacement insurance payments is that more educated,
better-paid displaced workers, at least until recently, appeared to fare better after losing
their jobs than their less educated counterparts who were likely to be paid less to begin
with. Therefore, this cap ensures that displacement insurance is targeted at middle- and
lower-income workers most likely to experience persistent earnings losses following
displacement. Finally, displacement insurance proposals usually call for limiting benefits

to reemployed displaced workers earning less than $50,000 or some other earnings

threshold.

> In August 2003, policymakers launched the Alternative TAA program to serve older TAA-eligible
workers for whom retraining is not likely to be appropriate. In addition to reemployment services,
Alternative TAA participants receive an earnings supplement that offsets 50 percent of the shortfall
between their pre- and post-displacement earnings up to a maximum benefit of $10,000 paid over a period
of two years. Alternative TAA participants who earn more than $50,000 annually are ineligible to receive
this earnings supplement.
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If a goal of displacement insurance is to lessen the well-founded fears that long-
tenured workers have about job loss, such earnings thresholds, if set too low, undermine
an important part of the program. The rationale underlying wage insurance is to aid those
who experience the largest losses from displacement. The poor or even the working poor
usually will not be among this group. Workers who earned low wages prior to losing their
jobs are unlikely to experience large wage losses once they are unemployed. Instead,
wage insurance programs are most important to middle-aged, middle-class workers who
risk larger wage losses following their displacements. Setting earnings thresholds too low
undermines the objective of wage insurance because it potentially excludes many of these
workers. Wage insurance is not an antipoverty program; instead it addresses a substantial
market failure that affects middle-aged, middle-class workers and their willingness to
embrace beneficial economic policies.

A reason why displacement insurance proposals cover only 50 percent as opposed
to 100 percent of workers’ reemployment earnings losses is that at 100 percent coverage,
reemployed workers have less incentive to continue searching for better-paying jobs.
Only new jobs that pay more than their pre-displacement jobs would be worth seeking.
But the economy would still benefit if these workers sought better-paying jobs, even if
they did not pay as much as their old jobs. If displacement insurance covered 100 percent
of workers’ earnings losses, much productive “on-the-job” employment search would
cease.

Another rationale for the underlying characteristics of displacement insurance
proposals is to keep program costs low. This objective is especially apparent in proposals
that limit the duration of reemployment benefits to two years. This time limit markedly
lowers these proposals’ costs. But the two-year time limit also substantially undercuts the
most compelling aspect of using an earnings supplement to provide displacement
insurance. The promise of a two-year earnings supplement provides little insurance to
middle-aged, long-tenured workers who experience substantial long-term earnings losses
after displacement. In the case of the forty-year-old displaced worker, displacement
insurance with a two-year limit would offset only about an additional 5 percent of the
present value of his earnings loss. Unless long-tenured workers are close to retirement,

such proposals do not insure against much of their expected losses. To address the needs
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of prime-aged, long-tenured displaced workers, an effective displacement insurance
program must last longer than two years.

Most displacement insurance proposals recommend that any job loser who
experiences reemployment losses should be eligible to receive an earnings supplement.
These proposals usually reject using other eligibility criteria such as evidence that the
displaced worker was from a declining industry, occupation, or geographic area, a trade-
affected industry or firm, their ages at displacement, or the duration of their joblessness.
Because these losses are not limited to workers in a sector or region of the country or age
group per se, there is no reason to exclude some big-earnings losers but to include others
in a displacement insurance program. To displaced workers facing an uncertain future of
lower earnings, it does not matter which event beyond their control caused them to lose
their jobs.

In addition to tying displacement insurance to reemployment earnings losses, it is
sensible to limit eligibility to long-tenured workers—say, those workers who have
worked for twelve or more quarters with their primary pre-displacement employer. As
discussed above, pre-displacement job tenure is a good predictor of longer-term
reemployment earnings losses; the longer the tenure, the more likely it is that workers
will have skills that cannot be transferred to another firm. So workers with little prior
tenure would not be eligible to receive displacement insurance payments because, even if
their new jobs pay less, it is not likely that their income losses will last for long. Existing
proposals that advocate paying wage insurance benefits to workers with as little as one
year of pre-displacement tenure are not targeting the largest wage losers or those
experiencing the most pronounced obsolescence of their skills. They risk providing
benefits that constitute a windfall to workers who only briefly held a high-paying job.

Some labor policy experts contend that displacement insurance can be provided in
the form of a reemployment bonus that pays workers a lump sum if they return to work
quickly. Such bonuses provide greater incentives to search for work both before and after
displacement. Because recipients receive no additional benefits beyond the bonus after
they are reemployed, they also have greater incentives to engage in a job search than they

would with an earnings supplement.
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Although attractive in theory, reemployment bonuses have been disappointing in
practice. They do not have large effects on the rate at which people return to work. And
such bonuses are an exceedingly blunt form of insurance. For this reason, an earnings

supplement has an advantage over a bonus.

Earnings Supplements and the Forty-Year-Old Worker

To understand how an earnings supplement might affect displaced workers’ incomes and
offset some of their earnings losses, let us return to the forty-year-old high-school
educated male who earned $40,000 on his previous job, but cannot find a new job that
pays more than $30,000. The benefit of wage insurance to this worker starts with the fact
that he will find a job faster. All workers who receive unemployment insurance benefits
experience reduced incentives to return to work, but this is especially true of long-tenured
workers because the benefits are large relative to their prospective earnings. Whereas
unemployment benefits usually equal roughly 50 percent of workers’ pre-displacement
pay, for the forty-year-old displaced worker these benefits represent approximately 75
percent of likely post-displacement earnings. That means that so long as he is still eligible
to receive unemployment insurance benefits, the incentive to work is low—only $4.80
per hour before taxes. Add wage insurance into the picture and the incentive to work rises
by 50 percent, to $7.20 per hour. As a result, studies estimate that displacement insurance
proposals will shorten the duration of insured unemployment spells by two to three
weeks. So if we assume the forty-year-old in our example is unemployed for fifteen
weeks following job loss if no wage insurance is available, the availability of insurance
would cut that period to twelve weeks. In both cases, we assume that our forty-year-old
worker receives unemployment compensation after a one-week waiting period.

Let us start by considering the forty-year-old displaced worker’s income under
current policy. As shown in Table 1, during the first six months following his job loss, he
receives $5,385 in unemployment insurance benefits and $6,346 in earnings. His total
income during the period is $11,731, or $8,269 less than his income had he not been

displaced. Over the entire two-year period following displacement, his income losses
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total $23,270. Beyond this point, we assume that the displaced worker remains

employed—an optimistic assumption—and that his losses amount to $10,000 annually.

Table 1: Effects of Wage Insurance on Long-Tenured Displaced Workers

: . o Earnings under Standard
Earnings Earnings if Displaced Displacement Insurance Proposals

Months Earnings | Benefits | Income | Earnings | Benefits | Income
0-6 20,000 6,346 5,385 | 11,731 8,077 5,577 13,654
6—12 20,000 | 15,000 0 15,000 15,000 2,500 17,500
12-18 20,000 | 15,000 0 15,000 15,000 2,500 17,500
1824 20,000 | 15,000 0 15,000 15,000 2,500 17,500
2-Year

Totals 80,000 | 51,346 5,384 | 56,730 53,077 13,077 66,154
3—4 Year

Totals 80,000 | 60,000 0 60,000 60,000 0 60,000

Source: Author’s calculations based on the experience of a forty-year-old displaced worker who earned $40,000
annually prior to displacement and $30,000 upon reemployment. Calculations assume the worker is
unemployed for fifteen weeks if no displacement insurance is available, and twelve weeks if displacement
insurance is available. Unemployment insurance replaces 50 percent of pre-displacement earnings while
unemployed after a one-week waiting period. Displacement insurance in the form of an earnings supplement
pays 50 percent of the difference between the worker’s pre- and post-displacement earnings for up to two years
from the time he filed a valid claim for unemployment insurance. Earnings refer to self-employment or wage
and salary earnings; benefits refer to unemployment insurance and displacement insurance benefits; income is
the sum of earnings and benefits.

How would existing displacement insurance proposals aid this unemployed
worker? As shown in Table 1, during the first six months following his job loss, he
receives $5,577 in unemployment insurance benefits and earnings supplements, and
$8,077 in earnings. His total income during the period is $13,654, or $6,346 less than
what he would have earned had he not been permanently displaced. Over the entire two-
year period following displacement, his income losses would total $13,346. During the
first two years after being displaced, these losses are 40 percent less than losses that he

would experience under current policy. Most of the reduction results from $8,846" in

* Author’s calculations assume unemployment benefits of $384.64 per week. Under the wage insurance
program, displaced workers are unemployed for twelve weeks and receive benefits of $4,231.05 over
eleven weeks, after a one-week waiting period following displacement. The remaining $1,346 in benefits
represents the earnings supplement paid to the worker following reemployment in week twelve. Between
months six and twenty-four, the worker receives an additional $7,500 in wage insurance benefits, or $2,500
every six months. Together, the worker receives $8,846 in earnings supplement over this two year period.
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earnings supplements benefits. Because most proposals limit the duration of displacement
insurance to two years, in subsequent years his losses amount to $10,000 annually, as

they do under current policy.

How MucH WOULD DISPLACEMENT INSURANCE COST?

Studies estimate that a displacement insurance program similar to the proposal outlined
above would cost $3 billion to $4 billion per year, or about 10 percent of annual
unemployment insurance benefit payments. This estimate includes the cost of a tax credit
that eligible displaced workers could use to purchase health insurance. A more
appropriate program that adequately addresses the risk of large permanent earnings losses
would cost more. For example, a program offering four years of insurance would be
roughly double the cost of a two-year program. But even a four-year program would
offset only about 12 percent of the present value of the forty-year-old displaced worker’s
lost earnings.

One way to provide extended benefits to some displaced workers without
increasing proposed expenditures is to impose a modest “deductible” on reemployment
earnings losses. This change would mean that fewer long-tenured workers would receive
displacement insurance benefits, but they would be better targeted toward those hardest
hit by job loss. For example, a displacement insurance program would pay out benefits
when reemployment earnings losses exceeded 5 percent of pre-displacement pay. A
rationale for such a deductible is that policymakers should cover the larger losses that
would be the most difficult for displaced workers to self-insure and leave workers to
cover the smaller losses on their own.

An enhanced displacement insurance program could also be financed by a
monthly tax or “insurance premium” of approximately $2 to $3 per worker. This
premium could be added to existing unemployment insurance taxes paid by employers on
behalf of their employees or it could be paid directly by employees. An advantage of the
latter option is that, as with other kinds of insurance, it provides a rationale for allowing

workers’ displacement insurance benefits to be free from income taxes.
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In addition to increased unemployment insurance taxes, policymakers could also
shift resources from existing programs targeted at displaced workers to a displacement
insurance program. Studies have yet to make a compelling case as to why resources for
long-tenured displaced workers should be specifically earmarked for retraining. In any
case, diverting training resources to finance displacement insurance would not
necessarily limit displaced workers’ training options. If they wished, displaced workers
could use their earnings supplements to acquire training through their local community or
technical colleges. These institutions are already heavily subsidized by state and local
governments. Besides providing displaced workers with more options, this approach also
would improve current policy, which ties receipt of training to remaining unemployed.’

Yet another source of revenue for a displacement insurance program could come
from existing unemployment insurance. Policymakers could extend the waiting period for
benefits from one or two weeks to three or four weeks. The most recent program statistics
suggest that a two-week increase in the waiting period would make about $4 billion
available annually, enough to finance a two-year displacement insurance program.’
Extending the current waiting period would modestly shift the focus of the
unemployment insurance program away from providing compensation for relatively
temporary and small income losses toward the more costly reemployment earnings
losses.

If policymakers choose this option to help fund a wage insurance program,
unemployed workers would have to self-insure against smaller income losses, but in
return would receive more protection against the risk of a largely uninsurable costly
displacement. A two-week increase in the waiting period would increase these
unemployment insurance-eligible workers’ income losses on average by about $550.

Government should consider allowing or perhaps even requiring workers in jobs covered

’ Some commentators have criticized the alternative TAA program, because it requires workers to forgo
training in order to receive displacement insurance benefits. Although in principle this criticism has merit,
in practice program participants can use their benefits to pay tuition for schooling and retraining offered at
local community and technical colleges or at private organizations.

® Statistics from the U.S. Department of Labor Employment and Training Administration indicate that the
average weekly Ul benefit is $275. During 2006, about seven million beneficiaries received at least one
week of benefits. An increase in the waiting period by one week would reduce total benefit payments by
about $1.9 billion.
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by unemployment insurance to maintain individual retirement accounts (IRAs) for this
purpose.

Finally, although existing proposals envision a national wage insurance program,
states could launch wage insurance systems on their own. Of course, Congress may have
to help by amending federal law to give states the option of using resources from the
present unemployment insurance system or from the trade adjustment assistance or
Workforce Investment Act programs to pay for wage insurance. That would allow for a
series of wage insurance programs with different policy parameters rather than a single
national wage insurance program. Such regional variation would mirror the

decentralization that already exists in unemployment insurance.
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CONCLUSION

Job loss is a common experience for U.S workers and has many causes. Although studies
indicate that the volatile process of job creation and destruction promotes growth and
higher living standards, for some prime-aged and older workers, job loss has costly long-
term consequences. Not all displaced workers share this risk and indeed, most do not. But
many long-tenured displaced workers may never find new jobs that pay as well as their
previous ones. The risk of a costly displacement is highest for prime-aged workers in
their forties and fifties who have many years left in their working lives, not for older
workers close to retirement.

Existing policy consists of well-targeted services for the typical displaced worker
for whom most of the cost of losing a job is lower earnings while unemployed. But for
many long-tenured workers, the primary cost of displacement is lower wages on their
new jobs. Existing policy does not address this cost of job loss. Unemployment insurance
addresses the temporary earnings losses of most displaced workers. But as a system of
insurance, it has the peculiar feature that it expects workers to self-insure against job
losses that lead to large long-term declines in earnings, and instead insures against
relatively small, temporary earnings losses. Likewise, resources available for retraining
allow for too small an investment in new skills to mitigate long-tenured displaced
workers’ earnings losses significantly. Promises cannot be expected to persuade at-risk,
prime-aged workers that they will be protected in a rapidly changing economy.

The current safety net is analogous to automobile insurance that refuses to pay out
when cars are totaled, but generously covers for fender benders. Given a choice,
consumers would prefer insurance to work the other way around—witness the spread of
high-deductible policies. It may seem harsh to compare typical spells of unemployment
to a fender bender; unemployment is stressful to individuals and their families. But it is
important for policymakers to recognize the substantial difference between the
consequences of job loss for most of the unemployed and the effects of wage loss for
some long-tenured displaced workers. For at least a part of the workforce, the fear of

calamitous long-term wage loss is justified, and it is understandable that advocates should
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push hard for polices that reduce the risk of such events, even if these policies slow
beneficial changes to the economy. To be effective in assuaging workers’ fears of costly
displacement, the duration of these earnings supplements needs to be extended well
beyond the two-year period recommended in most current proposals.

As Congress debates trade adjustment assistance and grapples with globalization,
it is important to remember what is at stake here. Over the past two decades, the openness
of the United States to trade and technological innovation has fueled the nation’s growth
and underpinned its global leadership; but that same openness has simultaneously eroded
public support for the policies that make growth possible. Between 1975 and 2005, as
technological change proceeded quickly and U.S. imports as a share of gross domestic
product (GDP) more than doubled, the bipartisan pro-trade consensus fell apart: whereas
the trade acts of 1962 and 1974 passed Congress by overwhelming margins, President
Bill Clinton failed to secure “fast-track™ trade negotiating authority from Congress in the
1990s, and President George W. Bush secured the approval of the House of
Representatives for the renamed Trade Promotion Authority in 2001 by just one vote.
There are good reasons for these changing views: trade and technological change do
inflict losses on some groups, and the losers cannot be expected to like this. Unless
something is done to help mature workers who face the risk of severe wage losses, their
advocates will continue to frustrate trade deals and otherwise raise barriers to growth.

This paper has considered the various options for assisting displaced workers.
Proposals aimed at dampening labor market flexibility are ill-conceived because such
churn is on balance an economic asset. Proposals to invest in retraining overestimate how
much difference conventional training initiatives can make. Even the standard proposals
for wage insurance are flawed, because they are too limited to assuage the well-founded
anxiety of mature workers about the consequences of losing their jobs. Given the
shortcomings of these various options, a more ambitious experiment with wage insurance
is a policy risk worth taking. It could be financed by collecting a modest premium from
workers or by shifting resources from less useful programs; it could be implemented
centrally or on a state-by-state basis. The onus is on those who dislike this proposal to

come up with a more plausible way to underpin public support for a dynamic economy.
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