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Do General Equilibrium Effects Matter for Labor
Market Dynamics?*
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Nagoya University
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Tokyo Metropolitan University
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Abstract

Business cycle models with search-matching frictions are studied to evaluate the
importance of general equilibrium effects generated by movements in the stochas-
tic discount factor and the income effect on labor supply. Without variable hours
of work, the general equilibrium effect works only through the stochastic discount
factor and is quantitatively very weak. With variable hours of work, the income ef-
fect generates procyclical movements in the value of leisure and the marginal hourly
wage rate. This effect is sizable and dampens labor market fluctuations.

JEL classification: E32, J20, J&4.

Keywords: labor market search, stochastic discount factor, unemployment volatil-
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mond (1982), Mortensen and Pisarides (1994), and Pissarides
00) developed the sarch maiching model of the labor market (DMP
model). The DMP model provides an essential framework for under
standing the apgregate labor market because it eaptures the realistic
worker flows between employment and unemployment. Shimer (2005)
evaluaies the usefulness of the DMP model in accounting for labor mar
Yet Nuetustions over the business cyele, revealing the kmitation of the
textbook DMP model and stimulating further investigations. Regarding
the main stream business cycle lilerature, Merz (1995) and Andolfatio
(1996) Integrate senreh-matching frictions of the DMP medel into
atherwise standard dynamic stochastie general equilibrivm (
Eamework, show kg that search-matching frictions em help improve
the DSGE model. *

While the iexibook DMP madel, such as Shimer ( and the
DSGE madel with seswchmatching frietions, such as Merz (1995)
and Andolfatto (1996), are seemingly Mentical, they employ different
aggregation siraiegies To aveld the potentisl difficulty in modeling

wealth distribution acrom individuals and over ime, the Lextbook DMP
‘mode] assimes rsk-neutral individials 10 exclude wealth scaumulation
altogether. 1n contrast, the DSGE model with search-matehing frietions
assmes & representative “big Family” 10 suppress the bsue of wealth
distribution while keeping the intertemporal consumption cholce.® As a
result, the discount factor (Le., the real interest rate) i endogenous and
time varylng in the DSGE model, whereas it is exogenous and constant
over time in the textbook DMP model *

By direxly comparing these aggregation strategles, this paper eval
ates the importance of general equilbriun effecs over the business cycle
generated by intenempors] consumption choice. In the textbook DMP
model, each agent discounts the future using a constant diseount factor,
and (because of linesr uility) the aggregate level of consumplion is
determined as the residual in the resoume constmint. In contrast, esch
agent in the DIGE model discounts the future using the stochastie
discount factor (implisd by consumption smoothing), which interacts
with the aggregate level of consumption. This interaction is one of the
general equlibrivm effects we consider

% We thark an snonymats referos for helpful comments and suggestions. We slsa thank Tskeki Sunskaws mnd Hirokaru lshise = well o seminar parScpants
=t Onaln University for comments and discmsions. Part of this resexrch i financially spparted by KAKENHI (17K03619, 0H01476.

Email adirsses: kulsh i somc nagoya-uac jp (. Kuldh), huiyamon G
! e P cho, Chismakas Nagoya 464 8601, Japan

* In both madels, consumption insurance is perfect becsuse markets are complete. Krmell =t al_ (20
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ertler and Trigari (2009), Thomas and Zanetti (2009), and Christimo

1) introduuce incomplets markets nto the DSGE madel

For comvenience, the texthook DMP model is refrmed © & the ane with linear utility in comumption; e DSGE madel & referred to a5 the ane with the
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