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Dismantling Policy through Fiscal
Constriction: Examining the
Erosion in State Unemployment
Insurance Finances

alexander hertel-fernandez
Harvard University

abstract A common proposition in welfare state research is that programs fi-

nanced through dedicated payroll taxes tend to be more durable. This article exam-

ines American unemployment insurance ðUIÞ as an exception to this proposition. UI
is a self-financed social insurance program whose benefits have been dismantled

over time because of an inability to maintain a constant revenue base. The study first

examines the long-run decline in UI finances and concludes that changes in UI taxes

are associated with the largest declines in state finances. It then examines why more

states have not pursued reforms to strengthen UI finances and finds that opponents

of more generous UI benefits have generally succeeded in preventing such mea-

sures, thus constricting UI finances and gradually retrenching benefits. These find-

ings have implications for those seeking to improve UI solvency, as well as for the

study of welfare state retrenchment more generally.

introduction

What kinds of social policies are most resistant to retrenchment? One
common conclusion in the welfare state literature is that programs fi-
nanced through dedicated taxes, especially payroll taxes, are most likely to
have politically sustainable and durable sources of revenue. This article ex-
amines the American unemployment insurance ðUIÞ system as an example
of a self-financed social insurance program whose benefits have eroded by
an inability to maintain a constant base of revenue, despite being funded in
this way. I show that this trend, which I call fiscal constriction, has been an
important way that opponents of the program have retrenched UI ben-
efits over time.
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Aside from being a theoretically interesting case, the federal-state UI
system merits attention as an important part of the economic safety net
for American workers. Unemployment benefits, including temporary ex-
pansions enacted by the federal government, are estimated to have kept
4.6million Americans out of poverty in 2010 ðSherman 2011Þ. At the same
time, in mid-2011, state UI finances were at their weakest point since the
passage of the Social Security Act in 1935 ðVroman 2011Þ. Although the
downturn that started in 2007 is responsible for much of the recent de-
cline in solvency, in this article I explain how most states’ UI finances
were already weak going into the Great Recession as the result of deterio-
ration over the past 40 years.Weak UI trust funds hamper the UI system’s
ability to provide economic security to workers and stabilization to the econ-
omy during downturns. Poor trust fund solvency also prevents legislators
from enacting expansions that would otherwise be needed to keep UI ben-
efits in line with changes in the economy and the labor force, like the grow-
ing number of low-wage and part-time workers who may have trouble ac-
cessing the program.

Using data from 1978 to 2008, this article first examines the correlates
of the long-term erosion in state UI finances. Contrary to the claims of
some observers of the system, I find that changes in UI taxes—rather than
in economic conditions, claims, or benefit generosity—are associated with
much of the variation in state UI finances over the program’s history. In
particular, I find that declines in the proportion of workers’ wages subject
to UI taxes have driven most of the erosion in solvency. In the second part
of the article, I examine the political dynamics of UI, specifically the con-
ditions under which states chose to enact reforms to improve UI sol-
vency by indexing UI taxes to growth in workers’ wages. Consistent with
the theory that fiscal constriction has been an important strategy for re-
trenching UI benefits in the United States, I find that indexation was most
likely when advocates of more generous UI benefits controlled the legis-
lative process, when those advocates could draw on supportive policy leg-
acies, and when indexation was less likely to be framed as a large tax in-
crease on employers.

social programs and the politics
of fiscal constriction

Although the politics of financing social benefits generally receive less at-
tention in welfare state literature than the politics of providing social ben-
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efits, there is consensus that programs with dedicated financing sources,
especially social insurance programs with payroll contributions, are more
likely to engender popular support and thus prove more difficult to re-
trench than programs without such dedicated sources of revenue. The po-
litical popularity of earmarked contributions is thought to be an impor-
tant explanation for the durability of Social Security ðand Medicare, to a
lesser extent; cf. Patashnik and Zelizer 2001Þ. As Theda Skocpol has ar-
gued, “Social Security retirement insurance always benefited—ideologi-
cally as well as fiscally—from the existence of its earmarked payroll tax
and nominally separate trust fund. Social Security taxes were deliberately
labeled ‘contributions’ and were treated as payments that built up individ-
ual ‘eligibility’ for ‘earned benefits’” ðSkocpol 2000, 42Þ. In a similar vein,
Andrea Campbell argues that citizens are more willing to finance highly
visible benefits through payroll contributions. To Campbell’s mind, this in
part explains why Americans report that Social Security contributions are
one of themost popular ðor rather, least unpopularÞ formof taxes ðCampbell
2011, 61; see also Campbell and Morgan 2005Þ. Finally, Paul Pierson identi-
fies the structure of Social Security and its use of self-financing earmarked
contributions as an important bulwark against more drastic retrenchment
under the Reagan administration ðPierson 1995, 71Þ.

The political strength of self-financed social insurance programs, how-
ever, relies on the assumption that these programs will have access to a
steady tax base. If a self-financed program, even a social insurance program,
does not capture a constant share of revenue, it will become increasingly
insolvent over time. A gradually diminishing tax base, which I term fiscal
constriction, may in turn force legislators to make cuts to the program ðsee
also Klitgaard and Elmelund-Præstekær ½2012� on a related pointÞ.1 Fiscal
constriction may also jeopardize the program’s effectiveness by prevent-
ing policy makers from making updates to the program that are necessary
to ensure that the program maintains a constant level of risk protection
ðwhat Hacker ½2004� terms “drift,” a mismatch between a program’s ob-
jectives and its effectiveness because of changing social or economic con-
ditionsÞ.

1. Fiscal constriction could be thought of as the application of the “starve the beast” strategy

for a specific social program.“Starve the beast” proponents claim that tax cuts will increase the

federal deficit and thus put downward pressure on federal spending ðsee, e.g., Frankel 2008Þ.
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Fiscal constriction is likely pursued by proponents of retrenchment
over the long run, as they take advantage of wage growth and inflation to
gradually shrink a program’s tax base. In this way, fiscal constriction is
just as much a strategy of calculated inaction as action. This article argues
that fiscal constriction through the deliberate lack of taxable wage base
indexation has been a common mode of retrenchment in the American UI
system.

the structure of american unemployment insurance

The Social Security Act of 1935 established the structure for the federal-
state UI system as a way to replace a portion of past wages temporarily for
workers with a recent work history who become unemployed through no
fault of their own.2 In addition to easing the financial hardship faced by
unemployed individuals and their families, policy makers hoped that UI
would provide a source of macroeconomic stabilization during economic
downturns. Legislators also believed that by varying employer UI contri-
butions by a firm’s layoff record, UI would provide employers with an in-
centive to stabilize their hiring and firing practices.

The UI system provides three main types of benefits. Regular benefits
are delivered and financed by individual state governments within cer-
tain broad requirements set by the federal government. The individual
states must pay for regular benefits themselves, but the federal government
provides funding for the administration of regular UI benefits through a
federal UI tax on employers. Second, the joint federal-state extended ben-
efits program pays additional benefits when states reach certain levels of
unemployment. The federal government and individual state governments
typically share the cost of financing these extended benefits. Finally, Con-
gress may pass temporary extended benefits during recessions that are fi-
nanced completely by the federal government.

This article focuses on regular UI because it is the central part of the
program that is administered and financed by state governments and be-
cause workers must exhaust their regular benefits before they can become
eligible for other forms of extended benefits. Regular benefit payments av-

2. Puerto Rico and the Virgin Islands operate their own UI programs as part of the

federal-state system, but I do not include them in my study.
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erage about $300 per week and typically replace slightly less than half of
an average worker’s wage.3 Only about a third of the unemployed have ac-
tually received regular benefits in recent years.4

States mainly finance their regular UI programs through employer pay-
roll contributions on behalf of covered workers.There are two primary com-
ponents of state UI taxes: the tax rate and the wage base. State UI tax rates
are the share of the wage base that employers must contribute to the UI sys-
tem for each UI covered worker. To participate in the federal-state UI pro-
gram, a state’s wage base must be set at least at the level of the federal UI
wage base, which is currently $7,000. This means that in a state with the
minimum wage base, only the first $7,000 of workers’ wages is taxed, and
this value is not adjusted for changes in prices or wages each year. There
is considerable variation in the structure of UI taxes, especially the level
of the wage base. Wage bases in 2012 ranged from $38,800 in Hawaii to
two states that had the minimum base of $7,000 ðCalifornia and ArizonaÞ.
The average taxable wage base in 2012 was $16,335.

Employers do not pay UI taxes at the same rate, even in the same state.
The tax rate for a particular employer varies with that employer’s use of
the UI system, what is referred to as the experience rate. Businesses that
lay off more workers who then claim UI benefits tend to pay higher tax
rates relative to businesses that lay off fewer workers who claim UI ben-
efits. Although all states experience rate their UI contributions, the sched-
ules of tax rates ði.e., the lowest and highest rates paid by employers, as
well as the degree to which the rates change with layoff recordsÞ vary
greatly by state. Tax rates also vary based on the solvency of state trust
funds; in many states tax rates ðor the schedules of ratesÞ will automati-
cally rise as trust fund solvency falls. Finally, many states may levy a sur-
charge on employers that takes effect when a trust fund is at risk of insol-
vency.

3. See the national average replacement rate data from 1988 to 2010: “Replacement

Rates, US Average,” Department of Labor Employment and Training Administration Unem-

ployment Insurance Chartbook: https://workforcesecurity.doleta.gov/unemploy/Chartbook

/a16.asp.

4. See the share of the unemployed filing for benefits from 2000 to 2011: “Regular Program

Insured Unemployment as a Percent of Total Unemployment,” Department of Labor Employ-

ment and Training Administration Unemployment Insurance Chartbook: https://workforce

security.doleta.gov/unemploy/Chartbook/a12.asp. See also Gould-Werth and Shaefer 2012.
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Although the federal government sets a minimum floor for the state
wage base, it has not updated this floor since 1983. Legislation passed in
1939 set the federal UI wage base at $3,000 to match the wage base used
for the Social Security program ð$3,000 is equivalent to about $48,000
in 2011 dollars and represented close to 100 percent of total wages at the
time; NCUC 1980, 80Þ. Unlike the Social Security program, however, the
federal UI taxable wage base has only increased three times ðto $4,200
in 1972, $6,000 in 1978, and $7,000 in 1983Þ, while the Social Security tax-
able wage base is indexed to a national measure of average workers’wages.
This means that as wages gradually increase, so too does the amount of
earnings subject to Social Security taxes. In contrast, because the federal
UI taxable wage base is not indexed, the share of wages that federal and
state UI taxes cover will continue to fall unless Congress takes action to de-
liberately increase the base. For example, in 2011, the federal taxable wage
base was $7,000; this represents an inflation-adjusted decline of 85 per-
cent between 1939 and 2011.

Figure 1 compares the inflation-adjusted values of the Social Security
and federal UI taxable wage bases and shows the striking erosion of the
real value of the federal UI base over time since the passage of the New
Deal. Note that the three legislated updates to the federal UI base did not
do much to change the downward trend over time. The figure also shows
the national average wage index for comparison, which the Social Secu-
rity Administration uses to track average worker wages. While the Social
Security taxable wage base has steadily surpassed average wages, the fed-
eral unemployment insurance taxable wage base has fallen relative to na-
tional average wages. In light of the failure of the federal government to
index the federal UI taxable wage base, about a third of states have imple-
mented indexation of their own UI wage bases. In the following sections,
I examine both the quantitative effect that trends in UI taxation, including
indexation, have had on UI trust fund solvency, as well as the reasons why
some states have managed to pass indexation of their taxable wage bases
while most states have not.

the erosion in state unemployment
insurance finances

The UI system’s finances have been historically weak by any standard in
recent years. At the end of August 2012, 19 state trust funds were insol-
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vent and thus were borrowing funds from the federal government ðdown
from 29 states at the start of 2012, according to the Department of Labor’s
quarterly financial dataÞ. The recent decline in UI reserves is to be ex-
pected given the magnitude of the Great Recession. Increasing rates of
unemployment in recent years has meant an increasing number of work-
ers claiming UI benefits, a longer duration of UI benefits for those receiv-
ing them, and a decline in the number of workers from whom taxes are
collected to finance UI trust funds.

The UI system, however, was already weak going into the Great Reces-
sion. UI finances began eroding, for many states, in the 1970s. Figure 2
shows the aggregate UI reserve ratio for all states over the history of the
program. The reserve ratio is the net reserves in a state’s UI trust fund di-
vided by the total wages in UI-covered employment in a state, and it is a
common measure of UI solvency. Unemployment insurance analyst Wayne
Vroman identifies four distinct periods in UI financing that correspond
to the major trends in figure 2 ðVroman 1998, 14–17Þ. During the early years

F IGURE 1 . Inflation-adjusted values of the Social Security taxable wage base, federal UI
taxable wage base, and national average wage index data from the Department of Labor
and the Social Security Administration. This figure shows that, adjusted for inflation, the
Social Security taxable wage base has grown over time while the federal unemployment
insurance taxable wage base has steadily fallen, both relative to its earlier values and to
average wages.
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of the program ðfrom the start of UI operations to the late 1940sÞ, states
accumulated large trust fund surpluses due to lower than anticipated ben-
efit costs, as well as the strong macroeconomic conditions and full employ-
ment associated with the war. In the second phase, from the late 1940s
to the late 1970s, states experienced a steady decline in trust fund reserves,
as a result of large losses during recessions and modest reserve accumula-
tion during periods of expansion. However, because of the very large re-
serves that states had already accrued in the earlier years of the program,
states generally did not encounter solvency problems until the mid- to late
1970s. Throughout the late 1970s and early 1980s, high unemployment and
repeated recessions caused major state solvency crises. In the early 1980s,
states began to build up their trust funds again, though the level and rate
of accumulation were lower relative to the early years of the program. In
the final period of UI financing, from the early 1990s onward, UI reserves
have stagnated and eroded in many states. Despite the strong economic
growth in the 1990s, most states did not accumulate much in the way of re-
serves. As a result, by 2007, the average state had a reserve ratio of 1.3 per-
cent, and 25 states had reserve ratios lower than 1 percent of total wages.

F IGURE 2 . State UI reserve ratios. Data from US Department of Labor. This figure shows
the aggregate reserve ratio for all state unemployment insurance systems, or the ratio of
the UI trust fund to total wages in covered employment. By this measure, funding of the
UI system has generally eroded over time.
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The deterioration of state UI finances has important consequences for
the ability of UI to provide economic security to workers and automatic
economic stabilization during economic downturns. As a national Advisory
Council on Unemployment Compensation warned in 1996, because UI is
intended to be a self-financed program,weakened solvency will force state
legislators to reduce benefits or restrict program eligibility if states do
not act to raise taxes ðACUC 1996, 56Þ. This constriction is unfolding now
in the wake of the Great Recession. For example, legislators in at least six
states have instituted cuts in UI benefits during 2011 as a result of dimin-
ished trust funds ðMcKenna and Wentworth 2011Þ. There is also evidence
that pressure from declining finances has forced states to tighten eligibil-
ity requirements for their programs over the past several decades, resulting
in a decline in the share of unemployedworkers claiming benefits, although
many other factors, like the changing composition of the labor force and
falling union density, have also affected changes in benefit receipt ðACUC
1996; Graetz and Mashaw 2000Þ. The share of unemployed workers actu-
ally receiving UI benefits fell from a peak of about 54 percent in the 1950s
to less than a third of the unemployed today, according to Department of
Labor data. Consistent with this evidence, new research by Daniel Smith
and Jeffrey Wenger shows that trust fund solvency and benefit generos-
ity are positively related to one another and that there is evidence that
higher solvency may lead states to increase benefits ðSmith and Wenger
2013Þ. Their findings suggest that eroding solvency could threaten the gen-
erosity of UI benefits.

It is also important to note that the failure to update UI coverage to
reflect the transformation of the labor force can be considered retrench-
ment in its own right, as, for example, a growing part-time and low-wage
workforce has difficulty accessing the UI system ðsee, e.g., Shaefer 2010;
Enchautegui 2012Þ. New provisions would be necessary to ensure that these
populations have access to the program, and states have generally not yet
implemented such changes.

Finally, deteriorating UI finances leave states unprepared for future
economic downturns, exposing states to the risk of insolvency. States that
are insolvent must take out loans from the federal government to finance
their benefits, and these loans must be repaid with interest. Tax rates on
employers then automatically increase to repay the principal on these loans,
and states may also enact special taxes on employers to repay interest.
These tax increases occur even when state economies remain weak.Weak-
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ened UI finances thus threaten the ability of the program to provide
automatic macroeconomic stabilization during recessions.

The cause of the long-term erosion in UI finances has been a source
of debate in recent years. Some observers of the UI system, such as the
US General Accountability Office ð2010Þ and UI policy analyst Vroman
ð2011Þ, argue that lower UI taxes are primarily responsible for declin-
ing solvency. Yet others claim that overly generous benefits are to blame.
For example, in recent testimony to Congress in a hearing on UI solvency,
Douglas Holmes, president of a UI consultancy, reported that “the scope
of the unemployment insurance system in a number of states has been ex-
panded and benefit payout associated with these expansions has contrib-
uted to the insolvency of the state unemployment benefit accounts”
ðHolmes 2010Þ. Holmes’s perspective is also shared by many groups across
the states, which have pointed to high benefits or loose eligibility stan-
dards as contributing to insolvency and have thus recommended cuts in
benefits and eligibility as the main mechanism for restoring balance to
UI trust funds. The Pennsylvania Chamber of Business and Industry, for
example, stated in 2012 that “statistics clearly show that ½the UI� system
suffers from a spending problem, not a revenue problem, due in part to
an overly generous benefits system and broad eligibility requirements” ðPenn-
sylvania Chamber of Business and Industry 2012Þ. Similarly, in testimony
to Michigan’s legislature in 2011, the Chamber of Commerce blamed the
state’s insolvency, first, on the economic crisis and, second, on fraudulent
claims and overpayments ðBlock 2011Þ.

Understanding what factors have contributed to the erosion in UI fi-
nances is relevant to proposals for improving the program’s solvency. If
it is overly generous benefits that have led to the long-run erosion in sol-
vency, it might make sense for state and federal legislators to focus on cuts
to benefits and eligibility to improve the program’s finances. But if those
factors have contributed little to variation in the program’s finances com-
pared to other program features, such as taxes, then legislators should fo-
cus on reforming taxes rather than benefits.

the determinants of state trust fund solvency

In order to examine the role of various factors in contributing to trends
in UI finances across the states, I conduct a time-series, cross-sectional
analysis using annual data from the Department of Labor on state UI pro-
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grams ðspecifically, data from the Employment and Training Administra-
tion’s Unemployment Insurance Financial Handbook 394Þ combined with
several other sources.5

I expect that the solvency of a state’s UI trust fund will be a function
of the design of that state’s UI program and the economic conditions
in that state. My data cover the 50 states in addition to the District of
Columbia from 1978 to 2008. This time range maximizes the availability
of the variables, particularly state unemployment rates and median fam-
ily income. I have a balanced panel where T 5 31, n 5 51, and thus N 5

1,581.
To measure the solvency of a state’s UI trust fund, I use two variables:

a state’s high cost multiple and its reserve ratio. The high cost multiple is
a common measure of state trust fund solvency that relates the current
size of the trust fund to the period of highest UI spending since 1958.
The high cost multiple is calculated by dividing a state’s reserve ratio ðnet
trust fund reserves divided by the total amount of wages of workers in UI
covered employmentÞ by the state’s high cost rate ðthe highest amount of
benefits paid out in a year since 1958 divided by the total amount of wages
of workers in UI covered employmentÞ. It is an especially useful indicator
because it is easy to interpret. A high cost multiple of 1.0, for example, in-
dicates that a state would have sufficient trust fund reserves to pay out a
year’s worth of benefits at the state’s highest cost levels; a high cost multi-
ple of 0.5 would indicate that a state could pay out 6 months worth of ben-
efits at those levels. Because the high cost multiple can change through ei-
ther the numerator or the denominator ði.e., a change in the reserve ratio
or in the period of highest expendituresÞ, I also estimate separate models
with the reserve ratio as the outcome to ensure the robustness of my results
to different measures of solvency.

I use the ratio of UI taxable to total wages to measure the UI tax capac-
ity of a state. States that have higher taxable wage bases generally have
higher ratios of taxable to total wages ðfor 2008, e.g., the R2 for this rela-
tionship was .87Þ. In general, a $1,000 increase in the taxable wage base is
associated with an increase in the ratio of about .02. I expect that increases

5.These other sources include theBureau of Labor Statistics, theMarchCurrent Population

Survey, and the National Bureau of Economic Research.
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in the ratio of taxable to total wages will result in increases in the finan-
cial health of a state’s trust fund.6

I include variables to measure several other salient aspects of a state’s
UI system.The tax rate paid by employers is captured with a variable that
measures the average share of taxable wages paid by businesses. Although
experience rating is undoubtedly an important feature of the American
unemployment insurance system, the data to adequately measure the de-
gree of state experience rating exist but are unavailable for a sufficient
length of time to include such a variable in my analysis. Such a limitation
is unfortunate because two states with the same average employer tax rate
could arrive at that rate through very different tax structures.7 I enter a var-
iable to measure a state’s replacement rate, or the average share of wages
replaced by unemployment insurance benefits ðcalculated as the average
weekly unemployment insurance benefit divided by the average weekly
wage of workers in UI covered employmentÞ. I also include the average du-
ration of unemployment insurance beneficiaries, measured in weeks. Fi-
nally, I enter the number of first payments to measure the overall number
of claims in a particular state and year.8

6. The findings are also robust to using other measures of the UI tax capacity of a state,

including the statutory taxable wage base and the taxable wage base expressed as a share of

average wages.

7. It is difficult to know how the omission of measures of experience rating might bias my

results since the effect of experience rating depends on the rate schedule for a particular state,

as well as the distribution of employers at those various rates. For example, two states with the

same schedule of tax rates could still have different levels of solvency if one state had most

firms clustered at the low rates and the other state hadmost firms clustered at the higher rates.

In general, however, given accounts of UI policy history that claim that states have used expe-

rience rating to lower overall contribution rates ðespecially in recent years; see, e.g., Baldwin

2001Þ, I predict that greater experience rating would lead to lower solvency, and thus that the

omission of experience rating in my analysis would understate the importance of variation in

UI taxes for trust fund solvency.

8. Note that I divide this variable and the size of theUI coveredworkforce by onemillion to

make the regression results more readable. I enter UI first payments as a level instead of as a

share because it is unclear what an appropriate denominator for this variable might be. This

is because first payments include repeated instances of the same individual claiming benefits

multiple times in a year. My results are robust, however, to expressing first payments and av-

erage monthly covered employment as shares of the state labor force. Consistent with the re-

sults, the ratio of taxable to total wages is generally themost important source of variation in long-

run program finances in these specifications.
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To gauge the potential effect of state economic conditions on UI trust
funds, I include three variables: the size of the UI covered workforce with
the 12-month average of UI covered workers; median family income for a
state ðusing microdata extracts from the Census Bureau’s Current Popu-
lation Survey ½King and colleagues 2011� divided by ten thousandÞ as a
measure of the overall level of state economic development; and the un-
employment rate in a state ðusing published data from the Bureau of Labor
StatisticsÞ.9 In order to control for common shocks in each year, I enter year
dummy variables.10 I also include a dummy variable to indicate whether
the National Bureau of Economic Research declared any part of a year as
being in a recession. Finally, to account for potentially unmodeled state-
level effects, I include state dummy variables. Table 1 reviews the descrip-
tive statistics for the substantive variables used in the analysis.

I estimate an error correction model, an approach to time-series analy-
sis that models variables as having an equilibrium relationship in the long
run. This makes sense since states must self-finance their UI systems. The
core intuition is that deviations from the relationship between variables ðthe
errorsÞ are eliminated over time through changes in the dependent variable
ðerror correctionÞ. Although error correction models are often discussed in
the context of co-integration ða statistical term for processes that drift ran-
domly togetherÞ, recent research has emphasized that co-integration is sim-
ply a specialized case of error correction and not a requirement for error
correction models ðKeele and De Boef 2004; De Boef and Keele 2008; Beck
and Katz 2011Þ.

While co-integration is one reason to use an error correction model,
error correction models also permit researchers to identify the tempo-
ral dynamics associated with a particular relationship, examining not only
short-run and instantaneous effects but also the long-term effects of var-
iables.11 Because of their flexibility, error correction models have become

9. I include the state unemployment rate to measure the effects of general labor market

conditions that are not captured by the number of UI first payments, reflecting the fact that in

some states the number of UI beneficiaries may be more or less correlated with overall trends

in the labor market ðbecause of variation in eligibility and take-upÞ. Statistical tests also suggest

that including this variable improves model fit.

10. The results are robust to using a year and year squared time trend as well.

11. In this study, statistical tests reveal that both of the dependent variables—the reserve

ratio and the high cost multiple—as well the ratio of taxable to total wages variable have unit

roots ðtests were not conclusive for the other variablesÞ. Thus, the primary variable of interest
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increasingly common in quantitative social science work, especially in po-
litical science ðsee, e.g., Haber and Menaldo 2011Þ and sociology ðsee, e.g.
Volscho and Kelly 2012Þ. An error correction model strikes a good bal-
ance between relatively easy implementation and interpretation and allow-
ing flexibility in temporal dynamics ðunlike more static regressions that as-
sume only instantaneous relationships between variables; Beck and Katz
2011Þ.

Formally, the model is estimated as follows, where D is the first dif-
ference operator, t refers to a year, and s refers to a state:

DUI Trust Fund Adequacyt;s 5 b1UI Trust Fund Adequacyt21;s

1b2Tax Variablest21;s 1 b3DTax Variablest;s

1b4Generosity Variablest21;s 1 b5DGenerosity Variablest21;s

1b6State Economic Conditionst21;s 1b7DState Economic Conditionst;s

1State Dummies1 Year Dummies1 εs:

There are three main possibilities for the temporal dynamics of an inde-
pendent variable in the model. An independent variable is observed only
to have transitory effects such that it changes trust fund adequacy con-
temporaneously but its effect does not persist over time when the lagged
term is zero and the first-differenced term is nonzero. Alternatively, an

table 1. Descriptive Statistics for Unemployment Insurance Trust Fund Solvency Analysis
ð1978–2008Þ
Variable Source Mean SD Min Max

Reserve ratio DOL 1.54 1.12 2.53 5.41
High cost multiple DOL .64 .46 2.19 2.38
Taxable/total wages DOL .42 .13 .15 .72
Taxable wage base indexation DOL .31 .46 0 1
Average employer tax rate DOL 2.18 1.00 .22 7.08
Average benefit generosity DOL .37 .05 .19 .54
Average duration DOL 13.98 2.56 5.40 27.10
First payments DOL 163,186 196,648 6,752 1,491,112
Average covered employment DOL 1,740,281 1,928,994 112,354 12,600,000
Median family income CPS 57,093 8,702 37,632 89,998
State unemployment BLS 5.78 1.97 2.30 17.40
NBER recession NBER .26 .44 0 1

Note.—Observations 5 1,581. See text for definition of variables. DOL 5 US Department of Labor,

Financial Data Handbook 394; CPS5 Integrated Public Use Microdata Series, Current Population Survey;
BLS5 Bureau of Labor Statistics, Local Area Unemployment Statistics; NBER 5 National Bureau of Eco-

nomic Research, US Business Cycle Expansions and Contractions.

ðamong other variablesÞ could have co-integrating relationships with the dependent variables,

making the error correction model even more appealing.
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independent variable could have both instantaneous effects and long-term
equilibrium effects if both first-differenced and lagged coefficients are non-
zero. Finally, a variable may only have long-run effects if the lagged term
is nonzero and the first differenced term is zero.

Adding additional lags of the dependent variable ð2 or 3 yearsÞ does
not meaningfully change the coefficients or their substantive interpreta-
tion. I therefore proceed with one lag of the dependent variable for the
rest of the analysis. Additional lags of the independent variables are gen-
erally not statistically significant at conventional levels of significance, so
I do not increase the number of lags of the independent variables either.

Following the advice of Nathaniel Beck and Jonathan Katz ð2011Þ, I
estimate panel-corrected standard errors. I find that these corrected stan-
dard errors are similar to those estimatedwith normal ordinary least squares
ðOLSÞ and thus conclude that my data do not exhibit substantial cross-
sectional dependence or heteroskedasticity. I also estimate standard errors
using panel bootstrapping as an additional robustness check, as recom-
mended by Jonathan Bischof ð2009Þ. Large differences between the panel
bootstrapped standard errors and the uncorrected OLS errors could indi-
cate the presence of substantial temporal dependence. However, the two
sets of standard errors are relatively similar to one another, indicating that
even if there is remaining autocorrelation present in the data, it is not sub-
stantially affecting the results.12

Table 2 shows the main results of the solvency analysis, with both re-
serve ratios and high cost multiples as outcomes. For each outcome, I show
the OLS coefficients, the OLS uncorrected standard errors, and the panel-
bootstrapped standard errors. It is immediately apparent that changes in
UI financial solvency are persistent over time. For both the reserve ratio
and the high cost multiple models, the lagged dependent variable is statis-
tically significant and relatively small. The statistical significance of this
coefficient indicates that there is a stable equilibrium process between
the independent and dependent variables and that an error correction
model is in fact warranted. The small size of the estimates for both the
reserve ratio and the high costmultiplemodels indicates that the changes in
solvency are highly persistent over time. According to the results, about
96 percent ð1.00 2 .04Þ of a change in the reserve ratio persists from one
year to the next and 94 percent ð1.00 2 .06Þ of a change in the high cost

12. I also find similar standard errors using the Newey-West estimation method ðWool-

dridge 2005Þ.
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table 2. Error Correction Analysis of State Unemployment Insurance Trust Fund Solvency

Outcome

UI High Cost Multiple UI Reserve Ratio

Variable Coefficient OLS SE PB SE Coefficient OLS SE PB SE

Lagged dependent variable 2.06 .01 .02 2.04 .01 .02
Change of taxable/total wages .46 .10 .16 1.04 .23 .35
Level of taxable/total wages .73 .06 .09 1.76 .14 .20
Change in employer tax rate .08 .01 .01 .22 .02 .04
Level of employer tax rate .12 .01 .01 .33 .01 .03
Change in benefit generosity 2.76 .17 .20 21.38 .40 .45
Level of benefit generosity 2.99 .09 .15 22.33 .21 .31
Change in average duration 2.02 .002 .004 2.04 .01 .01
Level of average duration 2.02 .003 .01 2.04 .01 .01
Change in first payments 2.38 .10 .19 2.86 .22 .49
Level of first payments 2.17 .08 .16 2.45 .19 .42
Change in average coverage 2.18 .06 .12 2.45 .13 .28
Level of average coverage 2.03 .01 .01 2.04 .02 .03
Change in median income .01 .01 .01 .04 .02 .02
Level of median income .003 .01 .01 .02 .02 .03
Change in state unemployment 2.03 .005 .01 2.09 .01 .02
Level of state unemployment 2.02 .003 .004 2.06 .01 .01
NBER recession .04 .02 .03 .14 .05 .07

Note.—State and year dummies are included but not shown. OLS SE 5 uncorrected OLS standard

errors; PB SE5 panel bootstrapped standard errors ð1,000 replicationsÞ. Balanced panel: n5 51, T5 31,
N5 1,581.

multiple persists from year to year. Thus, while UI benefits, taxes, and trust
funds are in equilibrium, it takes a relatively long time for the trust funds
to adjust to changes in benefits or taxes to reach a new equilibrium.

The signs on the coefficients generally follow my expectation that
increases in the UI tax variables or decreases in the generosity or demand
variables generally improve UI solvency. In addition, both the high cost
multiple and the reserve ratio models are highly consistent with one an-
other. In order to interpret the substantive effects of the results, I conduct
a series of simulations using data from the UI program’s overall history
to show the effect of a one standard deviation change in various explana-
tory variables on the total change in either the reserve ratio or the high cost
multiple. The results of these simulations appear in figure 3.

This study observes that increases in the ratio of taxable wages to total
wages and increases in the tax rate paid by employers cause large and per-
sistent increases in UI solvency over time. Figure 3 shows that a one stan-
dard deviation increase in the ratio of taxable to total wages is expected
to cause an 8.7 percentage point increase in a state’s reserve ratio and a
2.6 increase in a state’s high cost multiple ðboth largely through long-term
effectsÞ. This represents an increase in a state’s ability to pay benefits at
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F IGURE 3. Total estimated effects of a one standard deviation change in various variables
on UI solvency. Data from error correction model regression results in table 2. This figure
shows the total predicted change in either a state’s high cost multiple ðtopÞ or reserve ratio
ðbottomÞ from a one standard deviation change in various independent variables across
the program’s history, holding all other variables constant. Gray bars indicate a one standard
deviation increase while black bars indicate a one standard deviation decrease. This figure
shows that changes in UI tax policy over the course of the program’s history—especially
the ratio of taxable to total wages—have the greatest total effect on UI solvency, while
changes in generosity, demand, or economic conditions have weaker effects.
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the state’s highest rate of over 2.5 years. A one standard deviation increase
in average employer tax rates causes an increase in solvency as well, though
the total effect is slightly less than that of the ratio of taxable to total wages
for both the high cost multiple and reserve ratio models.

In contrast, increases in UI generosity, in UI duration, and in the state
unemployment rate all cause enduring but smaller decreases in UI sol-
vency. A one standard deviation increase in the average generosity of
benefits produces a total decline in a state’s high cost multiple of about
1.0, or about a year of solvency at the state’s highest cost rate. From the
figure we can see that the model predicts that changes to a state’s tax
structure ðand especially the tax baseÞ produced the largest total changes
in UI solvency relative to changes in generosity or other economic con-
ditions.

To further illustrate the estimated effect of changes in taxes,we can ask
what would have happened if Indiana, which had one of the lowest lev-
els of solvency in 2008, increased its ratio of taxable to total wages to
the national average in 2008. This would mean that Indiana moved from
subjecting 22 percent of total wages to taxes to subjecting 34 percent of
total wages to taxes. Such a move would have caused an immediate in-
crease in Indiana’s high cost multiple of .06 and then an increase of 1.4
in the long run. This corresponds to Indiana being able to pay out an ad-
ditional year and a half ’s worth of benefits at its highest cost levels.

Another way of considering the temporal dynamics of changes in sol-
vency can be found in figure 4, which uses data from table 2 to predict
the effect of a one standard deviation increase in the ratio of taxable to
total wages on a state’s high cost multiple ðgray barsÞ, and the cumulative
effect for all the periods so far ðblack lineÞ. So, for example, an increase
in the ratio of taxable to total wages by one standard deviation produces
a .11 increase in the high cost multiple in the fifth year after the shock, for
a cumulative .73 increase in that year.With each passing year the effect of
the shock in the tax base diminishes, so the rate of change in the cumula-
tive effect slows as well.What is striking about this plot, however, is that
it shows just how slowly UI trust funds return to equilibrium. Changes in
the various policy characteristics of state UI programs can produce very
long-term effects on state solvency, lasting more than 20 years in the case
of the ratio of taxable to total wages.

Collectively, these results suggest that the deterioration of UI finances
is not simply a result of economic downturns, an increased demand for
benefits, or overly generous benefits, but rather a form of fiscal constric-
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tion. This study shows that changes in UI financing, especially the erosion
of the tax base, have driven a substantial portion of the deterioration in
UI solvency.

In many cases, it is a combination of both passive and active deci-
sions by policy makers that has caused the erosion in UI taxes. Only a
handful of states have taken the step of indexing their bases so that the
bases rise automatically with average wages. Therefore, unless legisla-
tors take action each year to update their state’s wage bases ðor other ac-
tions to raise tax rates or reduce benefit generosityÞ, their UI trust funds
will generally collect declining revenue and their solvency will diminish
over time.

Figure 5 shows the importance of indexation of a state’s tax base to
maintain a constant ratio of taxable to total wages. The top line shows the
ratio of taxable to total wages for states with an indexed wage base. These
states have covered a relatively constant share of wages. Between 1979

F IGURE 4. Dynamic estimated effects of a one standard deviation increase in the ratio
of taxable to total wages on UI solvency. Data from error correction model regression results
in table 2.This figure shows the period ðgray bars, right axisÞ and cumulative ðblack line, left
axisÞ effect from a one standard deviation increase in the ratio of taxable to total wages on
a state’s high cost multiple, holding all other variables constant. This figure shows that
changes in UI solvency are highly persistent over time; shocks in variables—like the tax
base—continue to affect solvency for many years.
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and 2008, the ratio of taxable to total wages in these states only declined
by 6 percentage points. In contrast, states without indexation had steadily
declining shares of taxable to total wages. From 1979 to 2008, the ratio of
taxable to total wages fell by 25 percentage points for nonindexing states.
Although nonindexing states have the option of periodically raising their
tax bases, these states are evidently not doing so frequently enough to
maintain a constant ratio of taxable to total wages: the average nonindexing
state only increased its taxable wage base four times. As a result, nonindex-
ing states apply their UI taxes to a declining share of wages, generating less
revenue for their UI systems, and as this article shows, resulting in lower
levels of UI solvency.

What difference does it make for a state to index their taxable wage
base? To answer this question, I repeat the regression models estimated
above, but replace the variable measuring the ratio of a state’s taxable to total
wages with a dummy variable that indicates whether a state has indexed
its taxable wage base.Table 3 reports the full results. In the model, indexing

F IGURE 5. Ratio of taxable to total wages in indexing and nonindexing states. Data from
the Department of Labor; chart replicated fromUSGovernment Accountability Office ð2010Þ.
This figure shows that states with indexed taxable wage bases have maintained stronger
and relatively more consistent ratios of taxable to total wages compared to states without
indexed wage bases. Given that states with indexed wage bases only represent a small
share of all states, the overall trend for the United States is downward over time.
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a state’s taxable wage base results in a persistent increase in that state’s
high cost multiple of about 1.7 ðor a 6.3 percentage point increase in a state’s
reserve ratioÞ.13 Indexation of a state’s taxable wage base thus could have
resulted in stronger state UI solvency over the program’s history. These
findings are consistent with previous work that proposes the lack of in-
dexation in most states as a major factor in the deterioration of UI finances
ðsee, e.g., Vroman 1998, 50–53; US Government Accountability Office 2010Þ.

the politics of state ui finances

In light of the finding that a state’s decision to index its taxable wage base
has large and persistent effects on that state’s UI solvency, why are more
states not pursuing this option? As of 2012, only 17 states had indexation
in effect. I conduct an event history analysis to determine the correlates
of a state’s decision to implement indexation of its UI taxable wage base

table 3. Error Correction Analysis of State Unemployment Insurance Trust Fund Solvency
with Indexation of Taxable Wage Base

State UI High Cost Multiple State UI Reserve Ratio

Variable Coefficient OLS SE PB SE Coefficient OLS SE PB SE

Lagged dependent variable 2.06 .01 .02 2.04 .01 .02
Change in indexation .04 .03 .04 .13 .08 .10
Indexation .10 .02 .03 .25 .04 .09
Change in employer tax rate .07 .01 .01 .20 .02 .03
Level of employer tax rate .11 .01 .01 .29 .01 .03
Change in benefit generosity 2.84 .18 .21 21.57 .41 .46
Level of benefit generosity 2.83 .10 .14 21.95 .22 .30
Change in average duration 2.02 .003 .004 2.05 .01 .01
Level of average duration 2.02 .003 .01 2.05 .01 .02
Change in first payments 2.34 .10 .18 2.77 .23 .45
Level of first payments 2.16 .09 .15 2.44 .20 .38
Change in average coverage 2.17 .06 .11 2.43 .13 .26
Level of average coverage 2.04 .01 .01 2.08 .02 .03
Change in median income 2.002 .01 .01 .01 .02 .02
Level of median income 2.02 .01 .01 2.03 .02 .03
Change in state unemployment 2.03 .005 .01 2.09 .01 .02
Level of state unemployment 2.02 .003 .005 2.05 .01 .01
NBER recession 2.08 .02 .03 2.15 .05 .07

Note.—State and year dummies included but not shown. OLS SE: uncorrected OLS standard errors;
PB SE: panel bootstrapped standard errors ð1,000 replicationsÞ. Balanced panel: n 5 51, T 5 31, N 5
1,581.

13. As with the earlier model, I find that the uncorrected OLS standard errors, the panel-

corrected standard errors, the panel-bootstrapped standard errors, and Newey-West standard

errors all produce similar substantive results, indicating that my results are relatively robust.
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and to better understand the political logic underpinning the erosion of
UI financing. Table 4 summarizes my outcome of interest; it shows a list
of states that are indexing their wage bases as of 2012 and the method-
ology currently employed for indexation.14

Viewing state inaction over indexation as a form of gradual retrench-
ment of UI through fiscal constriction, I draw on prior research and po-
litical theory to develop and estimate a model of the conditions under
which states either index or fail to index their UI taxable wage bases. I
expect that indexation is most likely when advocates of more generous UI
benefits are politically strong ðor, conversely, when proponents of fiscal
constriction of UI are politically weakÞ, when advocates of more generous
UI benefits could draw on supportive preexisting policy legacies, and when
those advocates’ proposals are less likely to be framed as imposing high
costs on society, especially on employers.

Drawing on historical accounts of the politics of American UI, I ex-
pect that Democrats and labor unions will be the strongest advocates of

table 4. States Indexing Taxable Wage Bases in 2012

State Year First Indexed Computation Method ð2012Þ
Alaska 1981 75% of state average annual wage rounded to nearest $100
Hawaii 1972 100% of state average annual wage rounded to nearest $100
Idaho 1976 100% of state average annual wage rounded to nearest $100
Iowa 1978 66 2/3% of state average weekly wage multiplied by 52, or

the federal taxable wage base; rounded to higher $100
Minnesota 1983 60% of state average annual wage rounded to nearest $1,000
Montana 1979 80% of state average annual wage rounded to nearest $100
Nevada 1975 66 2/3% of state average annual wage rounded to nearest

$100
New Jersey 1975 28 times state average weekly wage rounded to higher $100
New Mexico 1977 60% of state average annual wage rounded to higher $100
North Carolina 1984 50% of state average annual wage rounded to nearest $100
North Dakota 1978 70% of state average annual wage rounded to nearest $100
Oklahoma 1986 50% of state average annual wage rounded to nearest $100
Oregon 1976 80% of state average annual wage rounded to nearest $100
Rhode Island 1980 46 1/2% rounded upward to the next higher even multiple

of $200
Utah 1977 75% of prior average fiscal year wage rounded to the higher

$100
Washington 1974 115% of previous year’s taxable wage base rounded to the

lower $100, but not to exceed 80% of average annual wage
for second preceding calendar year rounded to lower $100

Wyoming 1984 55% of state average annual wage rounded to lower $100

Source.—US Department of Labor State Unemployment Insurance Law Information, “2012 State
Unemployment Insurance Law Information, Comparison of State UI Laws,” chap. 2, table 2-2, Com-
putation of Flexible Taxable Wage Bases.

14. Wayne Vroman generously provided these indexation dates.
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UI tax base indexation as the primary proponents of more generous UI
benefits ðHaber and Murray 1966; Lieberman 2001; see also power re-
source theory generally and as applied to the American states ½Korpi 1983;
Kelly and Witko 2012�Þ. Similarly, I expect that those seeking to retrench
UI benefits—perhaps mostly notably conservative business associations
like the Chamber of Commerce or the National Association of Manufac-
turers ðNAMÞ and Republicans—will typically be opposed to indexation. I
hypothesize that these associations’ opposition to indexation stems not
only from the immediate tax increase implied by indexation but also from
their historical preference for minimizing spending on UI benefits to re-
duce labor costs. Both in public statements and testimony, as well as pri-
vate memos, the Chamber and NAM strongly opposed efforts to increase
benefit generosity ðtheir vociferous opposition to federal minimum stan-
dards during the Kennedy and Johnson administrations is a particularly
vivid example; see, e.g., Congressional Quarterly 1965, 1969Þ. Restricting
updates to the taxable base would be one way for these actors to restrain
the growth of the UI system through fiscal constriction.

Given that business groups like the Chamber of Commerce and NAM
are most closely aligned with the Republican Party, especially at the state
level ðsee, e.g., Chen 2007Þ, I will operationalize the balance of power be-
tween advocates and opponents of more generous UI benefits mainly along
partisan lines. Specifically, I construct this variable by examining the party
that controls each chamber in the legislature and the governorship in each
state. This variable ranges from zero ðRepublicans control both chambers
and the governorshipÞ to three ðDemocrats control majorities in both
chambers and the governorshipÞ. Each of these three levels could be con-
sidered a veto point, or a point in the legislative process at which political
actors could stymie the progress of policy making ðTsebelis 1995Þ.

Conceptualizing control of the policy-making process in terms of veto
points makes sense for the analysis, since it considers the degree to which
opponents of more generous UI benefits ði.e., state Republicans and busi-
ness associationsÞ can leverage legislative inaction to induce fiscal con-
striction, and thus retrenchment, and control of veto points affords pre-
cisely such an opportunity for inaction. When the opponents of more
generous UI spending controlled more veto points, we thus ought to ob-
serve a much lower probability of indexation. An emphasis on veto points
is also consistent with the literature on welfare state retrenchment, which
finds that control of veto points is crucial to explaining variation in welfare
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state outcomes ðsee, e.g., Immergut 1990; Bonoli 2001Þ.15 The data used
in this study on partisan control of government come from the updated his-
torical series constructed by Carl Klarner ð2013Þ.

In order to measure labor union strength—the other primary advocate
of more generous UI benefits—I use a historical series of the percent of
employed workers who are union members constructed by Barry Hirsch,
David Macpherson, and Wayne Vroman ð2001Þ. I expect that states with
stronger labor unions will be more likely to pass taxable wage base index-
ation than those with weaker unions.

In addition to the strength of the relevant political actors, I draw on
recent research that examines the ways that policy entrepreneurs frame
and strategically craft their proposals to appeal to other legislators, interest
groups, and the general public ðsee especially Martin 2010Þ. This research
suggests that actors will be much more successful when they can design
and frame proposals in ways that maximize their appeal and minimize po-
litical opposition. I expect this to matter in two ways for UI taxable wage
base indexation.

First, consistent with the literature on policy feedback, or the ways in
which past policies provide resources and opportunities for future pol-
icy making ðsee, e.g., Pierson 1993Þ, I expect that future policies are more
likely to be successful when they can be framed as being concordant with
past policy structures ðsee Weir, Orloff, and Skocpol 1988; also see Skocpol
1992Þ. A number of states previously indexed their maximum UI benefits
to match growth in average wages throughout the 1950s to the 1970s. I hy-
pothesize that states that previously indexed their benefits will have been
more likely to index their taxable wage bases since legislators and bureau-
crats in indexing states were more likely to view indexation as a viable pol-
icy tool consistent with past state UI policy.16 In order to measure a state’s
prior experience with indexation, I code whether states had benefit in-
dexation in place for each year in my sample using summaries of state UI
laws provided by the Department of Labor. Because the observed effect
ought to occur over time, I lag this variable by 1 year ða 5-year lag yields

15. It is worth noting that my results are robust to using alternate measures of partisan-

ship, including coding dummy variables for Republican, Democratic, and split party control of

state government, as well as measures of state government ideology.

16. Another reason is that states with indexed benefits but without indexed taxes will, over

time, experience financial pressure as rising wages increase benefits without a corresponding

increase in the tax base, but this should be captured in the UI trust fund reserve ratio variable.
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similar resultsÞ. This also ensures that I do not consider states that index
both benefits and tax bases at the same time.

Second,when the gap between the taxablewage base and average wages
in the state economy is larger, I expect it will be easier for opponents to
claim that the economic costs of indexation will be especially high for em-
ployers. This is because subsequent increases in the taxable wage base in
a state with a low taxable wage base will represent a larger percentage in-
crease compared to a state that has a higher taxable wage base.17 Because
the success of policy proposals is often sensitive to how actors frame
the level and distribution of costs and benefits flowing from that policy,
framing the cost of indexation as particularly burdensome can determine
whether or not it is implemented. Policies are more likely to be passed
when benefits are highly salient and can be easily touted by the policy’s
advocates and when costs are obscured and hard for the policy’s oppo-
nents to exploit ðsee, e.g., Weaver 1986; Arnold 1990; Pal andWeaver 2003;
Hacker and Pierson 2005; Martin 2010Þ. The salience of the costs of a
policy is likely to be even more important than the benefits of the policy,
given the well-documented cognitive bias toward loss aversion, or the fact
that people tend to strongly prefer avoiding losses to acquiring gains
ðKahneman and Tversky 1985Þ.

To measure the distance between average wages and taxable wages, I
include the ratio of the taxable wage base to average wages in the state’s
labor force, calculated from the US Department of Labor’s state UI data.
To ensure that this variable is not endogenous to the decision to index a
state’s taxable wage base, I lag this variable by 1 year ða 5-year lag yields
similar resultsÞ.18

In addition to my proposed model, I consider three alternative expla-
nations for UI indexation and fiscal constriction. First, a wide body of re-

17. To see why this is true, imagine two states with average wages of $40,000 each.One has

a taxable wage base of $7,000, and the other has a taxable wage base of $20,000. Both states

implement indexation, and in the following year average wages grow to $42,000.The increase

implied by the implementation of indexation is $2,000 in each state,which represents a much

higher percentage increase in the state with the lower taxable wage base than the state with

the higher taxable wage base. As I later show, employer groups cited these larger percentage

increases as a reason to oppose taxable wage base indexation.

18. The results are robust to using the ratio of taxable to total wages as well; I opt for the

ratio of the taxable wage base to average wages because it is closer to the concept of cost

framing I am trying to capture.
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search in American politics points to a role for policy diffusion across the
states, with states looking to their peers ðparticularly neighboring statesÞ
for positive and negative lessons to inform their own policy choices ðsee,
e.g., Karch 2007Þ. And indeed an examination of table 4 reveals that there
does appear to be geographic clustering of states choosing to index their
taxable wage bases. This theory would thus predict that states that are
geographically close to another state that has implemented indexation will
be more likely to introduce indexation. There are two potential mecha-
nisms by which policy diffusion of taxable wage base indexation could op-
erate. First, states could look to their neighbors for policy lessons: if
Idaho implements indexation and it substantially improves the state’s fi-
nances,Montana may take notice of Idaho’s success and choose to index its
own taxable wage base ðoften referred to as social learning ½e.g., Boehmke
and Witmer 2004�Þ. Second, geographic diffusion could reflect the allevia-
tion of regional competitive pressures ðe.g., Peterson 1995Þ; having a neigh-
boring state implement indexation might make state governments more
willing to implement indexation because they no longer fear losing jobs or
firms to the neighboring state. In order to measure the effect of geographic
diffusion, I create a dummy variable that indicates if in a particular year a
state is bordering an indexing state.

An alternative explanation is that indexation in a given state may be a
rational response on the part of legislators to changes in the economy or
the labor force. If this theory is true, legislators would more likely intro-
duce indexation when faced with insolvent trust funds or during eco-
nomic downturns when they are anticipating increased strains on their
UI trust funds. Likewise, state governments might rationally choose to
index their taxable wage base when the ratio of their taxable wage base to
average wages is low. Finally, legislators may be more attentive to index-
ation during periods of high inflation. This is consistent with what Kent
Weaver finds in his study of indexation of federal programs ðsee, e.g., the
case of Social Security’s taxable wage base ½Weaver 1988, 69–70�Þ. I use the
year-to-year percent change in the average Consumer Price Index calcu-
lated by the Bureau of Labor Statistics in order to measure price growth.

A third explanation is ethnic heterogeneity. A considerable amount of
academic research has identified a negative correlation between ethnic
heterogeneity and social spending, both cross-nationally ðe.g., Alesina and
Glaeser 2004Þ and across the states ðe.g., Hero 1999Þ. Within the United
States, comparative historical research finds that divisive racial relations—
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especially in the South—were a key impediment to the development of
a centralized, generous, and redistributive welfare state ðQuadagno 1988;
Katznelson 2005; Poole 2006Þ. This line of inquiry would predict that leg-
islators in states with more diverse populations are less likely to implement
generous UI benefits and more likely to prefer fiscal constriction by avoid-
ing indexation of the taxable wage base. I thus estimate a model to exam-
ine the correlation between the share of white, non-Hispanic individuals
in a state’s population, using estimates from the March Current Popula-
tion Survey ðKing et al. 2011Þ, and the implementation of indexation.

Although there are certainly many other factors that could be consid-
ered in this event history analysis, I deliberately restrict the number of var-
iables because of the sparseness of the data, which includes only 17 in-
stances of taxable wage base indexation. In logistic regressions with a low
event to variable ratio, coefficients and standard errors can both be seri-
ously biased ðPeduzzi et al. 1996Þ. Therefore, while it would be ideal to
include a full set of all potentially relevant variables, I focus on my own
model and the three alternative explanations ðfor a similar approach, see
Chen ½2007�Þ.

To conduct the analysis of the correlates of indexation, I largely fol-
low the methodology described by Nathaniel Beck and coauthors ð1998Þ
in employing a logit model with implementation of taxable wage base in-
dexation as my outcome, as follows:

log
� Pt;s

12 Pt;s

�
5 b0 1 b1xt;s 1 b2zt:

The outcome is Pt,s, or the probability that state s indexes its taxable
wage base in year t, which I model as a function of state-specific, time-
varying characteristics x, as well as national, time-varying features z,which
include a yearly time trend.19 My unit of analysis is thus a state-year com-
bination, and as is required by the event history analysis set-up, states
remain in my sample until they index their taxable wage base. I use Huber-
White corrected standard errors clustered at the state level unless other-
wise noted. My data span 1964 to 2008,which is the longest period of time
for which I could maximize continuous data availability for my indepen-
dent variables. Still, even within this time period some of my variables do
not have full coverage.

19. Specifying duration using a logged time trend produces substantively identical results.
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In this analysis, I only consider the first instance when states began
indexing their taxablewage bases, and I do not consider instanceswhen the
states may have changed the provisions of their indexation formula, nor
instances where states stopped ðtemporarily or notÞ indexing their wage
bases, since the factors that converge to make a state first index its tax-
able wage base may be quite different from the factors that cause a state to
change its indexation policy over time. Moreover, there is more variation
in stateUIfinances between stateswith andwithout indexation thanwithin
the subset of states with indexation in place.

Descriptive statistics for each of the substantive variables are summa-
rized in table 5, and table 6 presents the results of the regressions. First,
consistent with the predictions of my own conceptual model, union mem-
bership, Democratic control of veto points, past benefit indexation, and the
ratio of the taxable wage base to average wages are all strongly and posi-
tively correlated with adoption of UI indexation in model 1.20 A state with
complete Democratic control of legislative veto points has a predicted
probability of indexation that is about five times higher than the probability
of indexation for a state with complete Republican control, holding all

table 5. Descriptive Statistics for Indexation Event History Analysis ð1964–2008Þ
Variable Source Observations Mean SD Min Max

Indexation dummy DOL 1,794 .01 .10 0 1
Union membership Hirsch et al. ð2001Þ 1,794 18.07 8.84 2.30 44.80
Democratic control of veto points Klarner ð2013Þ 1,631 1.84 1.07 0 3
Indexed benefits dummy ðone lagÞ DOL 1,539 .48 .50 0 1
Taxable wage base/average wages DOL 1,743 .42 .14 .13 .85
Neighboring state indexed dummy DOL 1,794 .57 .49 0 1
State unemployment BLS 1,186 5.93 2.05 2.30 17.40
National inflation rate BLS 1,794 4.61 2.82 1.30 13.50
UI reserve ratio ðone lagÞ DOL 1,743 1.83 1.37 2.38 5.59
White, non-Hispanic share CPS 1,151 .77 .15 .18 .99

Sources.—DOL 5 US Department of Labor, Financial Data Handbook 394; CPS 5 Integrated Public
Use Microdata Series, Current Population Survey; BLS5 Bureau of Labor Statistics, Local Area Unemployment
Statistics.

20. I focus on the levels of ðas opposed to the changes inÞ these variables, since I am trying

to capture the enduring effects of these features of the strategic context of UI policy making.

At the advice of one of the reviewers, however, I explored whether these variables had effects

both as levels and changes. I found that both benefit indexation and the ratio of the taxable

wage base to average wages had statistically and substantively strong effects when entered as

lagged variables and first-differenced variables simultaneously. This means that the move

fromunindexed to indexed benefits, as well as an increase in the ratio of the taxablewage base

to average wages, had independent effects that increased the probability that states would

index their taxable wage bases aside from the levels of those variables.

Erosion in Unemployment Insurance Finances | 465

This content downloaded from 128.103.149.52 on Sun, 12 Jan 2014 18:38:03 PM
All use subject to JSTOR Terms and Conditions

http://www.jstor.org/page/info/about/policies/terms.jsp


other variables at their observed values. Similarly, a state with the high-
est union density has a predicted probability of indexation that is nearly
20 times higher than a state with the lowest union density. Having bene-
fits previously indexed and having a high ratio of the taxable wage base to
average wages similarly increases the probability of indexation. Individ-
ual outlier states or years do not appear to be driving these results. Jack-
knifed estimates of the model, in which I successively leave out each state
or year, produce similar results as the baseline model ðresults not shownÞ.
The results are also robust to estimating the model using the rare events
correction method as proposed by Gary King and Langche Zeng ð2001; re-
sults not shownÞ.

table 6. Event History Analysis of State Unemployment Insurance Taxable Wage Base
Indexation

Variable
Baseline

ð1Þ

Baseline with
Interaction

ð2Þ
Diffusion

ð3Þ

Economic
Conditions

ð4Þ
Race
ð5Þ

Full
ð6Þ

Union membership .07* .07* .00008
ð.04Þ ð.04Þ ð.08Þ

Democratic control of veto
points .58* .22 2.49

ð.23Þ ð.17Þ ð.50Þ
Benefits indexed
ðone lagÞ 2.90** 2.051 .25

ð.97Þ ð1.06Þ ð1.10Þ
Taxable wage base/
average wages ðone lagÞ 4.69* 4.67* 9.45** 8.30*

ð2.13Þ ð2.13Þ ð3.08Þ ð3.69Þ
Democratic control �
benefits indexed .39 .84

ð.28Þ ð.54Þ
Policy diffusion dummy .62 .89

ð.53Þ ð.69Þ
State unemployment .05 .13

ð.12Þ ð.11Þ
National inflation rate 2.11 2.10

ð.13Þ ð.13Þ
UI reserve ratio
ðone lagÞ .08 .43

ð.35Þ ð.51Þ
White, non-Hispanic
share 3.56 .94

ð3.40Þ ð5.30Þ
Year trend Yes Yes Yes Yes Yes Yes
N 1,425 1,425 1,794 1,186 1,151 868

Note.—Robust standard errors ðclustered at the state levelÞ in parentheses below unstandardized

logit coefficient estimates. Note that constants are not shown. Data are for 1964 to 2008.
1 p <.10
* p < .05.

** p < .01.
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Model 2 shows support for interactive effects between the political
strength of UI advocates and policy legacies and framing, suggesting that
policy legacies and framing matter more for Democrats than Republicans.
An interaction between Democratic control of veto points and the exis-
tence of UI benefit indexation produces a substantively and statistically
significant probability increase.21 The positive effect of Democratic con-
trol of veto points on taxable wage base indexation appears to be driven
entirely by states with previously indexed UI benefits. This suggests that
having a favorable policy environment is an important precondition for
advocates wishing to implement taxable wage base indexation.

Models 3–5 examine the three alternative theories of taxable wage in-
dexation. In brief, I find no support for these other explanations. Model 3
finds no relationship between the policy diffusion variable and implemen-
tation of indexation, at least at conventional levels of statistical signifi-
cance. Model 4 tests the relevance of economic conditions, and it finds no
support for state unemployment, national inflation, or UI trust fund sol-
vency as predictors of indexation. As before, the ratio of the taxable wage
base to average wages is positively correlated with indexation,which is the
opposite of what would be predicted by the economic conditions theory.
Finally, I find no correlation between the racial composition of a state and
implementation of taxable wage base indexation in model 5.22

I produce a fully specified estimation with all of the relevant variables
in model 6. The interaction between prior benefit indexation and Demo-
cratic control of state veto points again produces statistically significant
changes in the probability of indexation. Increasing the number of veto
points held by Democrats from zero to three nearly triples the predicted
probability of indexation, though only in states that previously indexed
their benefits to wage growth. Increases in the ratio of the taxable wage
base to average wages also independently produce statistically and sub-
stantively significant increases in the probability of indexation. No other
variables appear to be statistically significant at conventional levels of sig-
nificance.

21. Interactions between union membership and benefit indexation are not statistically

significant at conventional levels, nor are interactions with the ratio of the taxable wage base to

average wages.

22. I find stronger, but less robust, results for the African American share of the state’s

population. A larger African American population is negatively correlated with taxable wage

base indexation, but this correlation disappears in the fully specified model.
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Overall, then, these models provide strong evidence for the model of
indexation I advance premised on control of veto points and policy design
and framing. Consistent with the notion that indexation of the taxable
wage base is necessary to prevent erosion of UI benefits through fiscal con-
striction, I find that indexation was most likely when UI advocates were
in control of legislative veto points ðor conversely, when UI opponents
were not in control of those veto pointsÞ and when those UI advocates
could successfully draw upon a favorable preexisting policy environment.

Two changes in the American political economy may help to explain
why there have not been recent successful efforts at indexation of state
taxable wage bases. First, union membership is in steep decline, weaken-
ing a key interest group that would lobby for indexation. Barry Hirsch and
his coauthors report that union membership fell from 29 percent of non-
agricultural wage and salary workers in 1964 to 12 percent in 2010 ð2001Þ.
The decline of unions may directly reduce the probability of indexation and
may also have indirect effects on the behavior of political parties toward
UI policy, especially for Democrats. New research on parties emphasizes
the central role that organized interests play in determining party policy po-
sitions. Thus it is plausible that as labor unions fall in power, their priorities
are less likely to be reflected in the policies pursued by Democrats, including
UI solvency improvement ðsee, e.g., Karol 2010; Bawn et al. 2012Þ.

Second, the ratio of the taxable wage base to average wages has fallen
dramatically in nonindexing states, giving opponents of the system an op-
portunity to frame taxable wage base indexation as a large tax hike on em-
ployers. Indeed, business groups at the state and national levels have em-
ployed precisely this logic to oppose further increases or indexation of state
taxable wage bases. For example, the Arkansas State Chamber of Commerce
referenced the gap between the taxable wage base ð$12,000 in 2012Þ and
proposed increases to $20,000 or $25,000 as a “damaging 100 percent in-
crease in Arkansas’ UI taxes” ðHall 2011, 5Þ. Similarly, the National Federa-
tion of Independent Business ðNFIBÞ in Pennsylvania expressed strong op-
position to President Obama’s proposals to increase and index the federal
taxable wage base, starting at $15,000, citing the large gap between that new
base and Pennsylvania’s base ð$8,000 in 2012Þ, and stating that, “it is difficult
to imagine a more powerful disincentive to hiring new workers than a
massive tax penalty for hiring new workers” ðNFIB, n.d.Þ.

At the national level, too, the US Chamber of Commerce opposed pro-
posed increases in the taxable wage base in 1991—even when paired with
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a reduction in employer tax rates—because of the large difference between
the current taxable wage base and the new wage base. In Congressional
testimony, the Chamber wrote: “The sponsors of H.R. 1367 propose a
mammoth employer tax increase. They claim to balance this by a reduc-
tion in the tax rate, but the reduction does not even come close to off-
setting a more than seven-fold multiplying of the wage base. . . . Even
looking at the annualized average weekly wage . . . rather than the max-
imum taxable wage base, this increase will result in . . . a three-fold in-
crease” ðUS House of Representatives, Ways and Means Committee 1991,
115Þ. In the same Congressional hearing, a representative of the Council
of State Chambers of Commerce bemoaned that the “increased taxes on
employers by raising the wage base to an ever-escalating FICA tax base is
½sic� enormous, even with gradual decreases in the FUTA tax. The 1992
tax increase for an employer with an average maximum wage base of
$27,900 is 273 percent” ðUS House of Representatives, Ways and Means
Committee 1991, 118Þ. In each of these cases, employer groups who were
opposed to increasing UI spending framed the tax increase associated with
indexation and an increase in the taxable wage base in terms of the per-
centage difference between the old and the proposed tax base, a gap that
had only grown larger precisely because of the lack of indexation in most
states.

conclusion

This article evaluates the correlates of long-term erosion in state UI fi-
nances and concludes that the largest contributors to variation in state UI
trust fund solvency have been changes in UI taxes, not overly generous
benefits or poor economic conditions. In particular, states are reducing
the proportion of wages on which employers pay UI taxes. Diminishing
UI trust fund solvency threatens the ability of the program to offer auto-
matic stabilization to the economy and also means that states cannot make
important expansions necessary to ensure that the program remains ef-
fective over time, thereby retrenching the program’s protections.

I characterize this phenomenon of deliberate erosion in a policy’s tax
base as fiscal constriction, a strategy employed by opponents of a social
program to achieve retrenchment through a deliberate failure to maintain
a program’s tax base. Consistent with this concept of fiscal constriction, I
find that, historically, indexation of a state’s taxable wage base was most
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likely to occur in a state when advocates of more generous UI benefits
controlled key veto points in the state legislative process; indexation was
less likely to occur when advocates of UI retrenchment held those veto
points and could stymie legislative action to improve solvency. But politi-
cal strength has been insufficient on its own; advocates of more generous
UI needed to be able to draw on favorable past policy and to avoid the
possibility that indexation would be framed as a massive tax hike on em-
ployers. Together, these results suggest that future action to improve UI
solvency through increased taxes ðand tax bases in particularÞ is unlikely
to occur at the state level in the absence of a federal intervention, since
important advocates of UI tax base indexation are in decline and the pro-
posals can be increasingly framed as requiring huge hikes in employer
taxes.

Perhaps the most straightforward intervention would be for the fed-
eral government to index its own UI taxable wage base, which would set
an indexed floor for all states to follow. Barring such a direct intervention,
the federal government could also offer financial incentives to states that
adopt reforms to improve UI solvency. One model for the federal gov-
ernment to consider might be the UI Modernization Program that Con-
gress included in the 2009 American Recovery and Reinvestment Act
ðcommonly called the StimulusÞ. The Modernization Program offered
states incentive payments to defray the costs of their UI programs if they
adopted certain measures to improve access to UI benefits, especially for
disadvantaged workers. In all, 39 states claimed at least some of their in-
centive payments, collectively passing a number of reforms that broaden
eligibility for the program for an estimated 200,000 unemployed work-
ers each year ðNELP 2012Þ. A similar incentive program might encourage
states to improve their finances, especially through indexing their taxable
wage bases.

In addition to suggesting options for future reform of the UI system,
these findings highlight two specific areas of the American unemploy-
ment insurance system that deserve further study from scholars of social
policy. First, more comparative historical work is needed to understand
how individual states passed indexation andotherUI tax reform legislation.
Understanding the contextual features surrounding state-level changes to
the UI system will be important to outlining the possibilities and require-
ments for future reform efforts. Second, future research ought to probe
why the federal government failed to pass a requirement that all states
index their taxable wage bases, and more generally, why no reforms to-
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ward stronger national standards have succeeded in the UI system. Com-
parisons with Social Security would be especially useful here given that
the Social Security tax base was ultimately indexed by Congress, while
the unemployment insurance tax base was not. And even before Congress
indexed the Social Security taxable wage base, it raised the base many
more times than it did for unemployment insurance.

Finally, this study provides important lessons for students of the wel-
fare state, and for policy makers more generally, about policy design and
strategies for social benefit retrenchment. The work of Paul Pierson and
his collaborators in the edited volume The New Politics of the Welfare State
ðPierson 2001Þ had a major influence on the study of welfare state re-
trenchment. But one key recommendation of Pierson’s work has gone
unheeded: the need for researchers to focus on the “programmatic struc-
ture” ð205Þ of policies, or details about a policy’s eligibility, benefit, and
financing provisions ðsee also Pierson 1995Þ. Pierson’s work emphasizes
programmatic design as a crucial way that legislators could make changes
to a policy, including cuts, in ways that were hard for the public and other
actors to recognize. Recent work seeks to remedy that lacuna, focusing on
the politics of benefit indexation in particular ðsee, e.g., Green-Pederson
et al. ½2013� and the edited volume more generallyÞ, but generally does not
examine the politics of financing social benefits.

The concept of fiscal constriction that I introduce in this article is
one that could be fruitfully applied to the financing mechanisms of other
social programs aside from unemployment insurance, particularly other
social insurance schemes. In this way, fiscal constriction provides an av-
enue for returning a focus to programmatic design and the ways that tech-
nical changes in policy parameters can result in gradual but ultimately sub-
stantial changes in those policies over time. More practically, the study
of fiscal constriction provides insight for policy makers who wish to con-
struct social programs that are durable over the long run. Legislators and
advocates must be mindful of how sensitive their policies are to changes
in the programs’ tax bases; otherwise those programs may be prone to grad-
ual erosion over time, as with American unemployment insurance.
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