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1. Summary

e Thispaper was apleasureto read: The quality and tractability of the theoretical devel-
opment is of note.

e The goa isto provide an analytical foundation for elastic aggregate labor supply.

e Todo soit addressesthe question of why studies of L S estimated at the level of individ-
uals find low elasticities. Whether micro and macro LS elasticities can be reconciled
IS attracting increasing attention, which is good both for micro and macro.

e Themotivation isLSin the context of permanent (cross-country) differences in taxes,
not in the context of business cycle fluctuations.

e This paper belongs to a literature that considers extensions of the neoclassical model
of the labor market accounting for choices at the extensive margin (Rogerson has been
an early contributor).



e The key feature of the current model (for delivering periods of non-participation) is
the nonlinear mapping between hours of work and labor services (convex at low hours
of work). This connects with the motivation underlying models with indivisible labor.

e Thereisacompanion paper (Prescott—Rogerson—\Wallenius) which shares basic mod-
elling features. The current paper adds exogenous life cycle variation in productivity
to determine the timing of work.

e Other papers have stressed individua heterogeneity (in preferences or in productiv-
Ities) as a source of discrepancies between macro and micro elasticities (Mulligan,
2001; Chang and Kim, 2006; Fiorito and Zanella, 2008).

e In this model there is no heterogeneity within a cohort. There is cross-sectional het-
erogeneity only because there are people of different agesin a cross-section.

e One conclusion is that a small value of the reciprocal of the preference parameter
describing the curvature of leisure can coexist with alarge aggregate L S elasticity.

e | provide some commentson micro and macro elasticities, drawing acloser connection
with the microeconometric literature.



2. Intensive and extensive marginsin empirical microLS

e “A major lesson of the past 20 yearsisthat the strongest empirical effects of wageson
labor supply are to be found at the extensive margin —at the margin of entry and exit—
where the elasticities are definitely not zero.” (Heckman 1993)

e Nonlinear mapping between hours of work and labor services: A motivation is fixed
costs of work, prominent in the micro literature since Cogan (1981).

e A prototypical individual LS schedule considered in microeconometricstakestheform
H(w)=f(w,V)xI[f(w,V)> Hg
where w isawage argument, V' denotes other determinants (assets, demographics and
unobservables) and Hy isareservation hours of work function due to fixed costs.

e \Wages I are determined at market level. Observables in micro data are employment
status D (W) =1[f (W,V) > Hg|fordl,andredized hours H = H (W) and wages
for participants.

e Conjectural aggregate (average) hours of work at w are
EH (w)] = E|f(w, V)| D(w) =1] x Pr[f (w,V) > Hp
so that the aggregate LS elasticity is
Oln E [H (w)] _ OmE|[f(w,V)|Dw)=1 0lnPr[f(w,V)> Hg]

Olnw Olnw * Olnw —cnter




e Mincer (1962) estimated < p. Ben—Porath (1973) noted the difference between ¢y and

ep. Borjas and Heckman (1978) argued that cp > ¢, but most of these discussions
took place in the context of female LS.

e Empirical developments in the micro LS literature soon called into question the em-
pirical validity of amodel with Hr = 0. It was clear that when workers move into the
market usually they do not work a small number of hours, but many hours.

e The partia equilibrium effect of atax change onthe LS at the individual level is
H((1-7w]—H[1-7)uw].
This effect will be zero for some units, marginal for others, and a non-marginal step
for the rest. The aggregate effect adds them all up.



Not one but two micro elasticities

e | am not sure | would say that “ macro elasticities are unrelated to micro elasticities’.
But rather that the macro elasticity is the sum of two micro elasticities. And part of
the literature has focused too much on one of them.

e A lesson of this paper isthat abstracting from the distinction between employment and
hoursis not agood ideaif you want to have a macro model with micro foundations.

e Micro LS elasticitiesare still relevant in predicting the aggregate effects of permanent
changesin taxesin an indirect way.

e After all inthe current model v remains akey parameter. What mattersis to appropri-
ately identifying and interpreting micro estimates of .



3. Too much emphasis on hours of work for too long
Empirical micro focuson g

e In much of the micro literature models are structural as far as the hours equation is
concerned but reduced-form with respect to the decision to participate.

e Why? Presumably a mixture of econometric convenience and disregard for macro
implications (given focus on female LS, although more recently the literature has paid
Increasing attention to LS of older males and retirement decisions).

Missing wages and selection problems

e An important econometric reason for the focus on ¢y at the expense of ¢p is the
missing-wage problem. Solutions require assumptions about counterfactual wages
(market wages for non-workers).

e Thereisaselection problem created by the non-observability of wagesfor non-workers,
which is not very different from the non-linearity problem in Rogerson—\Wallenius.

e Suppose f (w, V) = Blnw + V independent of 1. Then
EH|W,D=1)=FInW + g (W)
whereg (W)= E (V | W, D = 1) # 0 in genera. So that
OE(H|\ W =w,D =1
( I(91 )7%
nw

e Identification of £ and € p isnot easy but is enormously facilitated by micro data.
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Macro focus on stand-in household models

e True that a stand-in household model with alarge 1/~ (or 1/6 as in the paper) can
reproduce the steady state effects of aggregate hours and taxes in this paper.

e But the lesson from both the microeconometric literature and the current paper is that
such small ~ lacks microfoundations. In that sense it is a reduced form macro para-
meter to fit the cross-country data.

e The welfare implications of the stand-in household model with large 1/6 are similar
to those of the model in the current paper. | wonder to what extent separability of
preferences between consumption and leisure is important for this result.

e Empirical objects of interest: differences across countriesinvestigated on comparable
micro panel data. Thisisnow more feasible than ever, both from the point of view of
data availability and computational technology.



4. Other comments
Frisch elasticities are estimated from changes, not levels

e A Frisch LS function (Browning et a 1985) holds constant the marginal utility of
wealth, which may be treated as a fixed effect in a panel model of hours and wages
(MaCurdy). The wage coefficient determines the reciprocal of preference parameter.

e Soinorder to hold the price of utility constant these regressions are run on differences,
not levels.

e Thisisnot relevant for the current model, but sincetheaimisto mimic empirical micro
Frisch LS elasticities perhaps is worth looking at regression estimates in differences.

e It may well be that the downward bias caused by nonlinearity is even greater for first
differences than for levels.

e Thetraditional panel literature also considered entry and exit decisionsfor femalelabor
In the life-cycle context (Heckman and MaCurdy 1980; Browning et al. 1985).

e A small related comment is that the description on how the data are exactly generated
from the modd is insufficient.



Health and work

e If v islow and the increase in aggregate hours worked (following areductionin 7) is
achieved from working hours of older workers, health status is potentially important.

e Theauthorsconsider an alternative model with constant productivity and an exogenous
U-shaped disutility of work asafunction of age, presumably motivated on age-related
health and fitness considerations.

e But health may be endogenously related to labor outcomes.

e The evidence on the impact of retirement on health is mixed. Abandoning a stressful
job may be health improving, but the effect may be negativeif associated to areduction
in physical, mental and socia stimuli.

e Interestingly, older North-Americans are apparently healthier than Continental Euro-
peans. 73 % of 50+ individuals in the US self-report good health, but only 63% in
Continental Europe (HRS and SHARE 2004, Fernandes et al. in progress).



5. Final remarks

e Despite progressin reconciling micro and macro elasticities, asignificant quantitative
mismatch remains.

e The current model’s calibration needs to be stretched beyond reasonable limits to ac-
commodate micro estimates of the curvature of leisure in the utility function.

e Partly to blame are systematic measurement errors in micro data on wages. Thereis
evidence of a problem of empirical identification in well used panel data sets (PSID).
But micro estimates of L S elasticities holding consumption constant are also small.

e Thereisstill work to be done on the modelling front to be able to reconcile micro and
macro elasticities.
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