™

Check for

updates
Hans Fehr and Fabian Kindermann
Contents
INErOAUCTION ..ottt et 2
Family Insurance and the Labor Market ............. ... i, 3
The Added Worker Effect ..... ... e 5
From Earnings to Consumption INSUrance ...............o.ooiviiiiiiiiiiiieeniieeann. 6
Limitations of the Consumption Insurance Model ..o, 11
Families and Aggregate FIUCtUations ..............o.uuiiiiiiiiiie ittt eeaenns 14
Social Insurance and Family Insurance ... 17
Social Security and Spousal Labor Supply ..........cooiiiiiiiiiiiiiiii i 17
Health Risk and Informal Care .......... ...ttt e 20
Marital Status, Portfolio Choice, and Life Insurance Demand .............................. 21
Welfare System and Family Formation ... 23
Alternative View: Families as a Source of Risk ..., 24
SUMIMATY . .ottt et ettt et e e et 26
CroSS-RETEIENCES . .. e e 27
R OIONCES . 27
Abstract

Besides love and affection, the family also provides economic benefits. Beyond
gains from specialization and economies of scale, it serves as a provider of
insurance against various risks individuals face throughout their life. This insur-
ance role of the family has changed during past decades owing to several factors:
a fundamental transition in the gender wage gap and female labor force partici-
pation, the legal framework, and the dynamics of household formation over the
life cycle. This chapter reviews recent studies that quantify the importance of
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family insurance and studies its interplay with social insurance as well as the
private insurance market.

Introduction

Family decisions are central determinants of macroeconomic outcomes: Marital
behavior and assortative mating shape the income and wealth distribution; fertility
choices and parental investment in the education of children can explain a large part
of the Western industrialization process; and labor supply decisions are predomi-
nantly made by two potential earners in a household context. Not surprisingly, recent
surveys by Doepke and Tertilt (2016) or Greenwood et al. (2017) document that
intrafamily decision-making and its consequences for the macroeconomy have
increasingly received attention in the economic literature.

Over and above these aggregate outcomes, the joint behavior of family members
and the sharing of resources within a family may also provide insurance against
shocks in an uncertain world. Since information barriers are typically fairly low
within a family, such an insurance could even outperform private or public insurance
schemes, which may suffer from typical market failure problems. There are various
risks individuals face throughout their life cycle that can be insured within the family
context. When the primary earner in the family loses their job, a secondary earner
might step in to absorb the looming loss of family income. This so-called “added
worker effect” can not only shape the optimal design of unemployment or disability
insurance but can also impact economic dynamics along the business cycle. A
surviving spouse might inherit the entire family wealth and use it to deal with
longevity risk. Children may help out their parents when they become old, providing
informal care or company. In turn, when a government competes with such family
insurance arrangements by providing social insurance, for example, through social
security, unemployment insurance, or social assistance schemes, this can have a
significant impact on family ties, family decision-making, and also family formation.

The idea that the family acts as a risk-sharing institution is not new. In their
seminal paper, Kotlikoff and Spivak (1981) already have argued that many family
practices that deal with job loss, bankruptcy, or longevity risk can be explained as
implicit insurance contracts written ex ante between selfish family members. In a
quantitative analysis, they show that a marriage at age 30 can substitute roughly
45 to 50 percent of a fairly priced annuity. Brown and Poterba (2000) compare the
valuation of fair annuities for singles and married couples under various specifica-
tions for preferences, preexisting annuities, and survivor benefit ratios. Owing to
extensive risk-sharing possibilities within the couple, they argue that the utility gains
from joint life annuities are small. In some circumstances, they do not even com-
pensate actual loads on annuity products, which may to some degree explain the
so-called annuity puzzle. Di Tella and MacCulloch (2002) argue that publicly
provided unemployment benefits may crowd out intrafamily transfers by more
than one-for-one, since defection from informal family insurance arrangements
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becomes more attractive and employed family members have to pay taxes. When
family ties are strong (so that the family provides a high level of insurance), the
optimal size of the welfare state is zero. But when family ties are weak, the
government should be the only provider of insurance. Leroux and Pestieau (2014)
come to a very similar conclusion with respect to the pension system. Of course, this
view also implies that the absence or weakness of private and public insurance
provision (for example, in developing countries) may be an important incentive for
marriage. Boldrin and Jones (2002) develop an overlapping generation model with
fertility choice, in which parents’ old-age consumption directly enters the utility
function of their children. This generates an endogenous transfer from children to
parents and helps to explain the demographic transition prior to the industrialization.
Boldrin et al. (2015) also highlight the negative effects of government-provided
pensions and increased access to capital markets on fertility. An altruistic motive of
children toward their parents may also alter the optimal design of long-term care
(LTC) policy for dependent parents; see Pestieau and Sato (2008).

While many of these studies influenced the economists view of the role of the
family as provider of insurance, this chapter focuses on two aspects that have shaped
the more recent empirical and quantitative literature. First, the emergence of micro
data sets that combine detailed socio-demographic and labor market information
allows a deeper and more sophisticated empirical analysis of the interaction between
human capital accumulation, family formation, and labor supply decisions. As noted
by Goldin (2020), changes in social norms, educational achievements, and career
opportunities nowadays allow women to follow a “career and family” goal, which in
turn strengthens the insurance role of the family. Consequently, the risk-sharing
consequences of labor market search and participation decisions of married couples
are the focus of Sects. “Family Insurance and the Labor Market” and “Families and
Aggregate Fluctuations”. A huge body of literature that deals with fertility decisions
is thereby deliberately excluded; see Doepke et al. (2022) for a recent survey.
Second, the rapid advances in computational speed and software allowed researchers
to develop quantitative partial and general equilibrium models with various sources
of risk as well as family structures, which allow to isolate the insurance role of
families in a dynamic perspective. Section “Social Insurance and Family Insurance”
therefore discusses results from such approaches with respect to individual behavior,
while Sect. “Welfare System and Family Formation” concentrates on the interplay
between public insurance and the formation of families. Finally, Sect. “Alternative
View: Families as a Source of Risk” offers an alternative view on families as both a
provider insurance and a source of risk. Section “Summary” provides some con-
cluding remarks and points to potential avenues for future research.

Family Insurance and the Labor Market

In the twentieth century, the family underwent a substantial transition. Families
became smaller, educational attainment rose, and there were fewer children. In the
context of labor market performance, there have been two trends that stand out very
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Fig. 1 Changes in labor force participation and assortative mating in the USA. (Sources: (a)
Figure reconstructed from Doepke and Tertilt (2016); (b) figure reconstructed from Bredemeier and
Juessen (2013))

prominently: a substantial rise in female labor force participation, on the one hand,
and an increasing degree of “economic homogamy,” on the other. The left panel of
Fig. 1 shows the labor force participation of men and women in the USA over the
course of the twentieth and the early twenty-first century. While around the year
1900 about 20 percent of all women participated in the labor force, this share rose to
a substantial 70 percent in 2000 and since then has approximately stagnated. The
labor force participation of men, on the other hand, has been constant at 90 percent
until the mid-twentieth century (with the exception of World War II) and since then
has declined slightly but remained at a high level. The trends that accompany the rise
in female labor force participation are manifold, among them a substantial decline in
fertility (Doepke et al. 2022), a rise in the return to female labor supply (Galor and
Weil 1996), the ability to better combine families and careers (Goldin 2020), and a
technological revolution in the household (Greenwood et al. 2005). Greenwood et al.
(2016) provide a quantitative assessment of the importance of many of these
channels in a unified model of marriage, divorce, educational attainment, and
married female labor-force participation.

The evolution in economic homogamy relates to the observation that educational
attainment, wages, and the earnings of married partners have become more alike
over time. A rising assortative mating in terms of educational attainment has been
documented in, for example, Schwartz and Mare (2005), Blossfeld (2009), or
Fernandez et al. (2005). Bredemeier and Juessen (2013) measure the correlation
coefficient of husbands and wives’ decile positions in the wage distribution at
different points in time using data from the Current Population Survey (CPS).
They find that this correlation coefficient has almost doubled between the 1970s
and 2000s; see the right panel of Fig. 1. At the same time, they show that weekly
working hours have been growing the most among women who are married to
higher wage men in the same time span. A quantitative assessment in a standard
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model of household labor supply reveals that this change in female labor supply
behavior can be attributed to a large part to assortative mating. While labor earnings
from female spouses have always been an important source of income within wage-
poorer households, the fact that high-wage women are nowadays married more
frequently to high-wage men has led to a reallocation of paid labor within richer
couples such that partner’s earnings become more alike; see also Gonalons-Pons and
Schwartz (2017). There may be several reasons for the rise in assortative mating.
Blossfeld and Timm (2003) argue that colleges and universities act as marriage
markets and that the expansion of higher education (especially for women) has
contributed substantially to assortative mating. Calvo et al. (2021) attribute sorting
in the marriage market and sorting in the labor market to the nature of home
production. When home production inputs of two partners are complements, then
there is positive sorting in the marriage and the labor market in equilibrium, with the
result that partners share home tasks more equally and provide similar labor market
hours.

The Added Worker Effect

The transition in family labor supply described above has important implications for
the degree of labor market insurance a couple can provide to themselves. When both
adult members of a family have a strong attachment to the labor force and a similar
earnings capacity, the distribution of earnings within the family will be more equal
than under a one-breadwinner model. But most importantly, one partner can com-
pensate for potential transitory earnings losses of the other partner. Lundberg (1985)
is among the first to investigate this so-called “added worker effect” both conceptu-
ally and empirically. She argues that, if one wants to measure the added worker effect
consistently in the data, one has to pay tribute to its nature as an insurance device. As
such, the added worker effect should be understood as a temporary change in a
wife’s labor force participation upon a temporary (and most likely exogenous) layoff
of the husband. To consistently estimate this effect, Lundberg (1985) calculates joint
monthly labor force transition rates between employment, unemployment, and
nonparticipation of husbands and wives. Her estimates show that, at least for a
white woman, the probability of entering the labor force is about 25 percent higher if
her husband is unemployed than when he is employed. In addition, her probability of
leaving the labor force is 33 percent lower. For Black and Hispanic women, the
evidence of an added worker effect is less clear. These estimates seem large at first
sight. However, one has to bear in mind that monthly transition rates are generally
very small. To put these numbers into perspective, Lundberg (1985) simulates
impulse response functions of female participation and employment upon the layoff
of a husband. Her simulations reveal that if 100 men were to become unemployed,
this would lead to an additional participation of three wives and an employment of
two wives.

The small quantitative magnitude of the added worker effect as measured by
Lundberg (1985) can be rationalized in several ways. First, changing from
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nonparticipation to participation is a quite costly task for every worker. Hence, a
couple will only fall back on such a strategy at last resort, when all other options like
intensive search of the primary earner and running down liquid savings are not an
option (Heckman and MaCurdy 1980). A second contributing factor may be the time
span of 1969 to 1973 in which the data was collected, a time where female labor
force participation was not at its peak yet, and where the correlation of wages
between wives and husbands was still rather low. Mankart and Oikonomou (2016)
support this latter idea. Using data from the CPS, they show that the strength of the
added worker effect has in fact increased in the USA over the time period from 1980
to 2000. While in the 1980s the likelihood to enter the labor force for a wife with an
unemployed husband was about 5 percentage points higher than for a wife with an
employed husband, this likelihood has doubled to 10 percentage points in the 2000s.
Within a standard search model with two household earners, they show that this
increase in the strength of the added worker effect in the USA can be rationalized by
a decline in the gender wage gap, changes in search frictions, and changes in the
labor force participation costs of women.

By how much a couple relies on the added worker effect to self-insure unem-
ployment or wage shocks certainly depends on the economic environment they are
living in. Cullen and Gruber (2000) point to the fact that government-provided
unemployment insurance (UI) can not only crowd out individual search effort, but
it might also impact on the labor supply of other family members during periods of
unemployment. Using data from the Survey of Income and Program Participants
(SIPP), they quantify the crowd-out effect of UI for husbands on the labor supply of
wives and find it to be substantial. They report that “for each dollar of unemployment
insurance receipt wives earn 73 cents less.” Choi and Valladares-Esteban (2020)
elaborate on this idea in a quantitative incomplete markets model with one- and
two-earner households who can decide to work, save, and consume. Their findings
indicate that married couples value unemployment insurance substantially less than
singles, which has important implications for the design of public policy. Summing
up, the design of public insurance and redistribution is important in understanding
the extent of family-provided insurance. This also helps rationalize that the empirical
findings related to the added worker effect vary substantially across countries with
different welfare regimes. It is therefore not surprising that the evidence for an active
family-base unemployment insurance through an added worker effect is much
weaker in Austria (Halla et al. 2020), Germany (Illing et al. 2021), the Netherlands
(De Nardi et al. 2021), and Norway (Blundell et al. 2015).

From Earnings to Consumption Insurance

Despite the rather weak evidence for an admittedly quite narrow definition of the
added worker effect, two-earner couples can still provide insurance. The mere
pooling of resources for consumption can act as insurance device against individual
fluctuations in consumption and therefore utility. To see the driving forces of this
type of insurance, assume that a couple consists of two partners who each receive
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some earnings w; and w,, respectively. Earnings are risky and follow a joint
distribution with individual variances 6*(w;) and o*(w5) as well as a correlation
coefficient o(w;, w,). If each of the partners consumed their individual earnings
entirely on their own, i.e., ¢; = w;, then the variances of individual consumption
would just be

Var(c;) = 6*(w;) and Var(cy) = 6% (w).

If instead the couple entirely pooled their resources and each partner always got
half of the family income to consume, then the variance of individual consumption
would read

Var(cl) = Var(cz) =0.25 [0'2(W1) + Uz(Wz)} + Q(Wl,W2)O'(W1)O'(W2).

In the rather special but illustrative case in which both variances were identical,
6%(w1) = 6°(w>), and the earnings of the two partners were uncorrelated o(w;, w») = 0,
income pooling would obviously halve the variance of consumption of each partner.

While of course very simple and stylized, the previous considerations already
point to the major themes and potential obstacles of family consumption insurance:

* In order to provide such insurance, both partners need to work and generate
earnings. Couples facing higher risk — either because they do not have other
means of smoothing consumption, like liquid savings, or because wage risk
generally increases — should hence be characterized by a higher labor force
participation or longer labor hours of the secondary earner.

* Inturn, when a couple has to rely on specialization in the family, for example, due
to the presence of children, this might impede family insurance.

» Furthermore, when shocks between partners are strongly correlated, for example,
when both partners work in the same occupation or even the same firm, then
consumption-smoothing opportunities might be small.

» Lastly, when partners do not share their income equally, for example, because of
different bargaining positions or limited commitment to consumption plans, then
intrafamily insurance might be weakened.

The following discussion will point to several studies that investigate these issues
further.

Blundell et al. (2008) were among the first to empirically study the extent of
consumption insurance against permanent and transitory income shocks. They
construct a new dataset based on information from both the Panel Study of Income
Dynamics (PSID) and the Consumer Expenditure Survey (CEX) to investigate how
increases in earnings risk over the 1970s to 1990s materialized in consumption
inequality. They report a divergence between the consumption and the income
distribution over this time period. More specifically, while the variance of earnings
and consumption increased almost in parallel in the early 1980s, the two series
decoupled around 1985. The variance of earnings then increased further throughout
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the 1990s, but the variance of consumption stagnated pointing to additional insur-
ance possibilities for households. Blundell et al. (2008) attribute this finding to the
nature of earnings shocks. The increase in earnings risk in the early 1980s was due to
an increase in the variance of permanent shocks, which was then replaced by an
increase in the variance of transitory shocks in the late 1980s and early 1990s. Since
it is much easier for households to insure transitory shocks, the pass-through of
earnings risk into consumption risk weakened. Their results also indicate that, next
to progressive taxes and government transfers, family labor supply might have
played a role for households in smoothing earnings shocks.

The extent of intrafamily insurance against transitory shocks is at the heart of
Ortigueira and Siassi (2013). They study a general equilibrium model with incom-
plete markets, in which households consisting of a female and a male worker are
subject to idiosyncratic unemployment shocks. Unemployment shocks are transitory
and can be correlated across partners. Households decide about how much to
consume, work, and save in each period and can use both precautionary savings as
well as intrafamily reallocations of labor supply to smooth shocks over time.
Ortigueira and Siassi (2013) point to the fact that intrafamily insurance through
labor supply is mostly prevalent among low-wealth, liquidity-constrained house-
holds. In line with the discussion in the previous section, households with sufficient
wealth can smooth shocks by running down their buffer stock savings. Low-wealth
households, on the other hand, provide insurance primarily through the added
worker effect. To quantify the extent of intrafamily insurance, the authors compute
the pass-through of income losses from an unemployment spell to consumption
expenditure. While about 35 percent of a liquidity-constrained single household’s
income loss directly transmits into consumption, this number only amounts to
17 percent for a comparable household with access to family insurance. Further-
more, they point to the fact that the availability of family insurance might dampen
the accumulation of precautionary savings.

Blundell et al. (2016) make a clear distinction between the insurance role of the
family against transitory and permanent wage shocks. They exploit detailed data on
family labor earnings, wealth, and consumption from the PSID to estimate a
structural life-cycle model of joint family decision-making. Their model features
nonseparabilities in both consumption and labor supply as well as partners’ leisure
consumption, the latter reflecting the idea that couples might enjoy spending time
together. There are three potential channels of insurance against wage shocks:
(1) self-insurance through precautionary savings, (ii) family insurance through joint
labor supply responses to shocks, and (iii) governmental insurance through progres-
sive taxes. Not surprisingly, Blundell et al. (2016) find that both partners in a family
are exposed to transitory and permanent wage shocks and that these shocks tend to
be somewhat positively correlated. While the evidence on the correlation coefficient
is not very strong from a statistical perspective, their findings at least provide some
indication for the view that couples tend to work in similar jobs, which might be a
result of increased assortative mating (Juhn and Potter 2007). By looking at transi-
tory and permanent shocks separately, the authors can provide estimates for two
distinct but equally important sets of elasticities. Transitory wage shocks, as
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affecting household income in only one year, can be interpreted as leaving household
wealth approximately constant. The resulting elasticity estimates to such shocks
hence resemble the Frisch labor supply and consumption elasticities. Permanent
wage shocks, on the other hand, affect household wealth substantially and hence
should be interpreted as Marshallian elasticities.

The findings in Blundell et al. (2016) indicate that a couple’s response to
transitory and permanent after-tax wage changes is quite distinct. While the Frisch
elasticity responses to own wage shocks are quite large — about 0.7 for men and 1.0
for women — and in line with previous finding in the literature, the Marshallian
elasticities are much smaller — about —0.1 for men and 0.4 for women. Hence,
wealth effects apparently are important for understanding households’ labor supply
choices. More important from the point of view of this chapter, however, is the
finding that the cross-elasticities are substantially different for transitory and perma-
nent wage shocks. If one partner’s wage falls transitorily, then both members of a
couple will reduce their labor hours indicating that (from a Frisch perspective) labor
hours of the partners are complements. At the same time, consumption expenditure
of the family increases, which has two economic interpretations: First, leisure and
monetary consumption of a couple are complements in the short run; and second, the
typical couple has enough resources to fully insure a transitory wage shock by
resorting to buffer stock wealth; see again Blundell et al. (2008) or Kaplan and
Violante (2010). The picture looks different upon the arrival of a permanent wage
shock, which is much harder to insure by means of precautionary savings. Once the
wage of a partner falls permanently, labor supply of the other partner increases in
order to counteract the decline in wage income. Consumption of the family falls as a
result of the pronounced wealth effect. Note that the compensating labor supply
response to negative permanent wage changes is most pronounced for wives when
the husband’s wage falls. In the other direction, the evidence of family insurance is
much weaker, which might be a result of the fact that the selected sample only
includes stable married couples with permanently working male spouses. Neverthe-
less, these results show that family insurance is a powerful means to insure perma-
nent wage changes in particular. To summarize their findings, they “calculate that, on
average, of the total amount of consumption ‘insured’ against permanent shocks to
the male’s wage through behavioral responses, about 63 percent comes from family
labor supply and only about 17 percent comes from self-insurance through savings,
with the rest explained by taxes and transfers” (Blundell et al. 2016).

Wu and Krueger (2021) provide a more structural decomposition of family
insurance. They replicate the permanent and transitory wage shocks and the
corresponding consumption insurance found in Blundell et al. (2016) in a partial
equilibrium life-cycle model with endogenous household labor supply. Their model
allows to isolate the mechanisms by which a wage shock to the male earner in the
family is mitigated until it ends up in household consumption. In the case of
permanent wage shocks, consumption insurance increases by almost 20 percentage
points when moving from a one-earner model with exogenous labor supply, in which
shocks can only be insured by precautionary savings, to a two-earner household
model with endogenous family labor supply. While allowing for a labor supply
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response of the primary earner raises consumption insurance by 5.9 percentage
points, the presence of a second earner contributes an additional 13.8 percentage
points of insurance. With all insurance mechanisms present, male labor supply
actually falls in response to a negative wage shock which highlights the importance
of female earnings and labor supply adjustments. The insurance provided by a
spouse is roughly constant over the life cycle, while the insurance provided by
savings and social security rises with age so that older households predominantly
rely on savings to smooth consumption. These findings are confirmed by welfare
calculations which show that labor supply responses of the secondary earner reduce
the overall welfare cost of wage shocks for the primary earner by roughly 40 percent.

Extending their own structural model by allowing for the presence of children and
time spent on home production, Blundell et al. (2018) show that complementarities
in leisure consumption as well as the substitutability of time input into home
production of two partners are both important in understanding the responses to
wage shocks within the family. In their structural life-cycle model, the arrival of
children is exogenous, but once children are there, parents have to provide child care
services. Within this framework, there are two important observations to make. First,
and unlike in Blundell et al. (2016), the labor supply response of a mother with
respect to an increase in her husband’s wage is negative. If there were only
complementarities in leisure consumption, one would expect the response to be of
opposite sign, as increased work hours for the husband should also lead to higher
labor supply of the wife. However, in the presence of home-produced child care, an
expansion of work effort of the husband leads to a decline in his hours of child care
services, which needs to be compensated by more hours spent with children by the
wife. Second, the Frisch elasticity of a mother with respect to her own wage is large,
as a higher wage leads the cost of home-produced child care to increase.

The previous discussion has mostly centered around consumption insurance in
the cross section, assuming wage risk to be constant over time. Another strand of
literature tries to identify how wage risk has changed over time and how this might
have affected risk sharing within the family. Attanasio et al. (2005) were one of the
first to develop a quantitative life-cycle model to study the role of female labor
supply as an insurance device against income risk. They consider a family household
consisting of two opposite sex members who optimally choose consumption, sav-
ings, and female labor supply. The male spouse always works, and his human capital
evolves exogenously over the life cycle, but human capital of the female spouse is
endogenous to prior labor market experience. Female labor force participation, in
turn, decreases with the relative cost of purchasing child care services. The model
calibration matches the main life cycle participation behavior of US women born in
the 1940s. In a counterfactual exercise, Attanasio et al. (2005) then double the size of
permanent income shocks and compute the resulting changes to savings and female
labor supply. As one would expect, higher uncertainty increases female labor market
participation especially when children have left the household. This labor supply
effect is much stronger when the household is borrowing constrained or is not able to
self-insure via savings. Therefore, the welfare cost of higher income uncertainty can
be reduced by adjusting female labor supply accordingly.
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Heathcote et al. (2010) bring the analysis of rising wage inequality to a fully
fledged general equilibrium model with overlapping generations. Men and women in
their model first optimally choose between two levels of education. Based on their
educational choice, they are then matched to form a household and enter the labor
market as married couples. The household optimizes consumption, savings, and
individual labor supply facing idiosyncratic labor productivity risk. Within this
model, the authors strive to quantify the impact of changes in the US wage distri-
bution from the mid-1960s onward on the macroeconomy and household welfare.
Changes in the wage distribution are modeled by shifts in structural parameters like
the demand for skilled labor, the demand for female labor, the variance of wage
shocks, total factor productivity, and the costs of education. The calibration broadly
reproduces the empirical trends of the cross-sectional distribution over working
hours, earnings, and consumption after 1965. Heathcote et al. (2010) finally use
the model to isolate the effects of the single drivers of rising wage inequality. On
average, changes in the wage structure led to an increase in household welfare, but
some poorer household types are hit by adverse demand shifts in the 1980s. The
average welfare gains mainly emerge from increased educational participation and a
reallocation of time within the household as reactions to changes in the college
premium, the gender wage gap, and the volatility of wage shocks. While the model
accounts for roughly three-quarters of the increase in female labor hours over the
considered time period, this increase is mainly driven by a narrowing gender wage
gap and not by the rise in uncertainty.

The welfare costs of a rising volatility of wage risk are also under investigation in
Park and Shin (2020), who compare the USA in the early 1970s to the USA in the
early 2000s. Instead of modeling an education choice and a matching stage, they
consider heterogeneous risk preferences and allow individuals to choose the risk
profile of their job. Furthermore, they point to the fact that, in the time period they
consider, the volatility of male earnings has increased but the volatility of female
earnings declined. This suggests that gender differences in the trends of wage
volatility might be important for understanding the welfare costs of increased
wage risk. In fact, they find that their model exhibits a much smaller welfare cost
of rising wage risk as compared to the standard family labor supply model with
homogeneous risk aversion, without self-selection into jobs and with uniform wage
risk across genders. As in previous studies, Park and Shin (2020) find that house-
holds are effective in smoothing transitory wage shocks through precautionary
savings, but they can also share permanent wage risk through the added worker
effect.

Limitations of the Consumption Insurance Model

All studies discussed so far have taken a unitary view on household decision-making
process. They assumed that the household has a unique joint utility function, that
household choices are made in the best interest of everyone, and that resources are
pooled entirely to guarantee a maximum amount of consumption insurance. An
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alternative view to the household decision-making process is that of a model where
each household member has their own preferences about consumption and labor
supply and household decisions are the consequence of some form of agreement.
There are multiple approaches to formulating such household decision models:

* Noncooperative behavior, in which the ultimate outcome for each household
member is determined by Nash equilibrium.

» Bargaining, in which each household member has an outside option and partners
bargain about the surplus of cooperation.

* Collective models, which assume that all family outcomes are Pareto optimal, but
nonlabor income is shared between partners according to some sharing rule that
itself depends on individual characteristics.

Chiappori and Mazzocco (2017) provide an excellent survey of different model-
ing assumptions, their testable implications, and their validity when cross-checked
with household level data. What all these approaches have in common and what
separates them from the unitary model is that the allocation within the household — in
the simplest case consumption and labor supply of each spouse — typically depends
on additional characteristics or “individual decisions powers.” The decision power
of an individual can then typically be proxied by some observable variables like
individual wages, human capital, age, or more broadly by so-called distribution
factors.

Returning to the issue of consumption insurance, the nonunitary household world
offers a particular issue that might seriously impede consumption risk sharing
between household members: the issue of commitment. In the ideal world, partners
were to make state-contingent plans about consumption and labor supply allocations
for each potential state of the world they might experience in future periods. When
there is perfect commitment, such a state-contingent plan would entail perfect
consumption insurance against all components of risk that are unpredictable at the
point in time at which the plan is made. If, however, there is limited commitment,
then each household member might ask themselves at each point in time and each
state of the world, whether it is still worth accepting an allocation that was negotiated
in the past or whether it would be better to leave the household and choose the best
possible outside option. The mere threat of leaving the household might then lead to
a renegotiation of the allocation between partners, or might even lead to the
dissolution of a household. Note that, in economic theory, it is not easy to describe
situations in which the household would actually break up. As long as there is some
surplus to be shared between partners and as long as the costs of renegotiating plans
are not extremely high, there is typically an allocation that makes both partners better
of as compared to the outside option. One avenue to go in order to allow for
endogenous dissolution of households would be to consider information
asymmetries as in Friedberg and Stern (2014).

The literature on limited commitment in intrafamily consumption and labor
supply choices is still thin. Mazzocco (2007) was among the first to formalize and
test commitment issues in intertemporal household decision-making. In particular,
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he writes down two models of dynamic household decisions: First, a model of full
commitment in which household choices are always on the ex ante Pareto frontier;
and second, a model incorporating the assumption that households cannot fully
commit to plans and might therefore renegotiate allocations at later points in time
when new information about important economic variables has arrived. He uses data
from the CEX to show that the full-commitment (or unitary) model is strongly
rejected by the data and that intertemporal household behavior should better be
described by limited commitment models.

Lise and Yamada (2019) use detailed panel data from Japan to study the alloca-
tion of resources within the household both in the cross section and within house-
holds over time. Their dataset comprises information on the private consumption
expenditures of husbands and wives as well as expenditure for the entire household.
In addition, they can observe hours of market work, home production and leisure for
each household member, some measures of market wages, and other household
characteristics. This detailed information on intrahousehold allocations allows the
authors to document a series of striking facts. They find that the majority of
consumption expenditure is made for the entire household. Only 21 percent of
expenditure is purely private, and out of these private spendings, women consume
on average about 30 percent. Wives contribute about 30 percent of market hours and
86 percent of home production hours. However, Lise and Yamada (2019) also
document a substantial amount of cross-sectional heterogeneity. To this end, they
construct a dynamic collective household choice model, in which both wife and
husband have their own preferences over private consumption, a home-produced
public good and leisure. Allocations within the household are determined by some
Pareto weights on the individual utility functions, which can depend not only on
current household characteristics but also on forecastable future elements, like
expected wage growth. These weights can be revised by the couple upon the arrival
of new information, like a persistent wage shock to some partner, reflecting the idea
of Mazzocco (2007) that planned consumption allocations can be due to commit-
ment problems.

The empirical findings from their estimated model are consistent with the idea
that the intrafamily distribution of resources is achieved by some form of bargaining
or collective decision mechanism in which the two partners have different bargaining
or decision powers. In particular, they document several facts: First, the allocation of
resources at the time of marriage reflects expectations about future wage growth or
career perspectives. Wives who either have a higher wage or a high expected wage
growth receive a larger Pareto weight within the intrafamily allocation. Furthermore,
changes in wages can trigger changes in Pareto weights, reflecting the idea of an
increased decision power for the partner who receives a positive wage shock.
Weights are, however, only revised upon the arrival of major shocks. Small wage
shocks typically leave the intrahousehold resource allocations unchanged. This
points to a true limited commitment story as an obstacle to consumption insurance
within the family, in the sense that substantial changes in the outside option of one
partner can affect the amount of private consumption each partner in a marriage can
realize. Last but not least, utility weights are in general more favorable to men, and
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especially so when the wife is not in employment. In the latter case, weights are also
more stable over time.

Summing up this section, commitment issues can hinder consumption insurance
within the family. There are other studies that point to commitment problems in
intrafamily decision-making, for example, Rasul (2008) or Doepke and Kindermann
(2019) in the context of fertility decisions and Voena (2015) who points to the
importance of divorce law and therefore threat points in shaping intrafamily alloca-
tions. The observation that commitment issues can give rise to imperfect consump-
tion insurance is not new; see Kocherlakota (1996) for a theoretical analysis. Yet,
especially in the intrafamily context, the empirical evidence is still scarce. This is
mostly due to a lack of detailed data on private consumption expenditures in the
family. In addition, future work might also shed more light on the role of information
asymmetries in shaping family outcomes, for example, in Friedberg and Stern
(2014).

Families and Aggregate Fluctuations

The previous section pointed to the role of the modern two-earner family in insuring
idiosyncratic wage, employment and consumption risk. However, the economic
consequences of the added worker effect and intrafamily insurance possibilities are
much broader. One might suspect, for example, that families also play a role in
mitigating business cycle risks and that they can potentially shape the business cycle
itself. This notion not only is supported by the evidence on risk-sharing possibilities,
but can also be grounded in the fact that women often work in jobs that are less
exposed to cyclical wage and unemployment risk than men; see Hoynes et al. (2012),
Doepke and Tertilt (2016), and Vandenbroucke and Zhu (2018). One exception from
this rule is the recent Covid-19 recession, in which women were disproportionately
affected by job loss; see Alon et al. (2021).

The literature in macroeconomics and finance has used countercyclical variations
in labor income risk as a driver for business cycle models for a while. However,
empirical investigations of the nature of such variations over the cycle have
remained scarce, mostly owing to data limitations. Using very rich data from the
US Social Security Administration, Guvenen et al. (2014) have pointed to the fact
that the variance of idiosyncratic income shocks is actually flat over the cycle. What
is strongly procyclical, however, is the skewness of shocks. In recessions, workers
more frequently experience drops in (real) wages or even extended periods of
unemployment. Positive shocks, on the other hand, like a salary raise within the
firm or a change to a better-paid job become inherently less likely. This asymmetry
pulls down the entire wage distribution in recessions leading income shocks to be
more left-skewed.

In the context of family insurance, the evidence of whether two-earner families
are able to better cope with variations in the skewness of shocks over the business
cycle is, so far, inconclusive. Busch et al. (2021) use panel data from the USA,
Germany, Sweden, and France to investigate insurance possibilities against left-
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skewed income shocks in recessions. While they find some role for the tax and
transfer system in ensuring large negative income shocks, they also report that
within-family reallocations in labor supply are not effective in mitigating fluctua-
tions in skewness over the cycle. Yet, Pruitt and Turner (2020) come to a different
conclusion. They study administrative data of millions of households from the
Internal Revenue Service of the United States and find that intrahousehold insurance
actually is a powerful instrument in dealing with much of the risk facing primary
earners. In their dataset, which comprises the years 2000 to 2014, they document
both a procyclical skewness and also a countercyclical variance of labor income
shocks for male earners. Moving from individual to household earnings, they find
that the addition of a second earner reduced the risk a household faces by a
substantial amount. This means that both the cyclicality of the variance and the
skewness are less pronounced for two-earner households and that such households
face less tail risk in recessions. Using a very stylized household model with a risk
aversion parameter of 1.25, they calculate that the certainty-equivalent earnings of
two-earner households are 19 percent higher than that of males alone.

Mankart and Oikonomou (2017) provide a more structural approach to investi-
gating family risk-sharing possibilities over the business cycle. Their analysis starts
from the stylized fact that unemployment usually spikes in recessions and, hence,
exhibits countercyclical behavior. Aggregate labor force participation, however, is
entirely flat over the cycle. A standard search and matching model is not consistent
with such an observation. If the economy enters a recession where more households
get laid off and the job-finding probability falls, households that have the option of
buffering the adverse effects from the recession with private wealth would withdraw
entirely from the labor force, as searching for a job becomes less attractive. Those
households would return to the market once the economy recovers and the chances
of finding a job have increased. Hence, participation would be strongly procyclical.
However, Mankart and Oikonomou (2017) argue that in a model with two-earner
families, there is a counteracting effect to this argument. When the economy enters a
recession and the likelihood for the primary earner to face a job loss increases, it
becomes more attractive for the secondary earner to search for a job in order to insure
the household against potential future income losses. This increased search effort,
and therefore labor force participation of secondary earners — still predominantly
women — offsets the procyclical participation behavior of men and renders the
aggregate participation rate acyclical. The data support this view of the labor market,
as the authors report a countercyclical participation rate but a procyclical employ-
ment rate for married women.

Using a novel methodology to calculate the added worker effect and studying
data from the CPS, Guner et al. (2020) provide additional evidence for the afore-
mentioned arguments. They find that, when shutting down any considerations
regarding family insurance against idiosyncratic income shocks, women’s employ-
ment would look much more like that of men, exhibiting a strong negative skewness
in recessions. Hence, when secondary earners would search under the same eco-
nomic trade-offs as primary earners, their participation would be procyclical and
employment strongly countercyclical as well. The considerations underlying the
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added worker effect, however, are fundamentally different as already argued by
Mankart and Oikonomou (2017). As a result, women are exposed to less cyclical
unemployment and wage risk. Birinci (2021), on the other hand, comes to a different
conclusion. He finds only small spousal earnings responses to a job displacement of
the family head in the PSID and argues, similar to Cullen and Gruber (2000), that
generous unemployment benefits crowd out family insurance. As those benefits are
most generous during recessions, it is not surprising that he finds the spousal
earnings response to be even lower in economic downturns, when family insurance
might otherwise be most valuable.

The increase in labor force participation of women over the course of the last
century certainly had an impact on aggregate economic performance as well.
Albanesi (2019) documents that the growth in women’s labor supply is responsible
for a substantial part of TFP growth in the USA in the 1980s. In addition, the fact that
female employment typically correlates less with the business cycle has contributed
to a decline in the cyclicality of aggregate labor hours in the 1980s, the so-called
great moderation. Finally, taking a deeper look at recessions, the strong growth in
female employment over the course of the twentieth century has led employment
recoveries to be extremely fast until around 1990. From that time onward, female
labor force participation suddenly stagnates and aggregate female employment
behaves much more like that of men, meaning that employment takes an extended
period of time after a recession to recover. The results are so-called jobless recov-
eries, meaning a slow recovery of the labor market even when GDP has returned to
trend already after a recession. Olsson (2020) and Fukui et al. (2021) confirm this
view. The latter also provide a sufficient statistics approach to measuring the impact
of female labor force participation on aggregate employment. Finally, Bardoczy
(2020) argues that the added worker effect can act as an automatic stabilizer in
recessions. When families provide consumption insurance through strategic labor
supply behavior over the cycle, consumption expenditure declines less in a recession
as compared to a situation with only single-earner households. As a result, aggregate
demand exhibits less cyclicality which calms the consequences of shocks to aggre-
gate economic performance.

When family insurance is important for households, one might suspect that
recessions also have an impact on the formation and dissolution of families. In
fact, Schaller (2013) and Hellerstein et al. (2013) provide supportive evidence for
this idea by showing that divorce is procyclical. This is consistent with the idea that
the benefits of being a two-earner family may increase in recessions. Consequently,
partners who are on the edge of breaking up will stay together for a bit longer in
order to overcome the economic burdens of a downturn. The opposite is, however,
true for the marriage rate which is procyclical as well; see Schaller (2013) and
Bellido and Marcén (2021). Finally, Dyrda et al. (2012) show that during recessions,
individuals tend to live in larger households. This is mostly driven by young
individuals who either move back to their parents or do not leave the household as
they would otherwise do. Such an extended family risk-sharing mechanism can have
an impact on the labor supply response of young individuals to business cycle
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shocks. As a result, the macroeconomic Frisch elasticity of labor supply with respect
to wage changes increases.

Social Insurance and Family Insurance

The previous sections extensively discussed the role of families and particularly
family labor supply in insuring individual risk. However, family insurance mecha-
nisms are only partial, as perfect insurance exploits the law of large numbers. This is
obviously impossible for two-earner households. In addition, families are not the
only insurance mechanism in an economy. Governments usually provide some form
of social safety net or run public insurance systems, and private insurance firms exist
as well. This section discusses the interplay between insurance provided by the
government and/or the market and family structure. The interplay between public
and family insurance has already been sketched in previous sections, where it was
argued that public unemployment insurance can crowd out the added worker effect.
Here, the focus particularly is on a dynamic life-cycle perspective, where families
either consist of two-earner households or of parents and children who pool risks and
self-insure via savings. The first part studies the impact of family-oriented welfare
and social security regulations on the labor supply of married and single women. The
next one focuses on informal care provision of families as an insurance device
against various health risks before the final part analyzes portfolio choice and life
insurance demand of families.

Social Security and Spousal Labor Supply

Standard life-cycle models of labor supply and savings typically assume a lump-sum
pension benefit at retirement and only model survival risk at the household level.
Consequently, such models entirely neglect widows and widowers. Furthermore, in
most countries public pension benefits are related to former earnings and include
so-called “auxiliary benefits” for surviving and/or living spouses. For example, the
US social security system allows married individuals to collect either one’s own
pension benefits or half of the spouse’s entitlement. When a spouse dies, the survivor
receives either the own or the deceased spouse’s entitlement. Since married women
typically are secondary earners and tend to outlive their husbands, these provisions
can have a significant effect on married female labor supply during working years.

A good starting point for the analysis of such social security regulations is
Kaygusuz (2015). In his quantitative simulation model, men and women enter
economic life either as a married couple or as singles, and they remain in this status
until death. Couples are matched on the basis of five different educational categories
(i.e., 25 potential combinations), and they decide about consumption, labor supply,
and participation of the female spouse. Eliminating spousal and survivor benefits
increases the labor force participation of married women by 4.7 percent and aggre-
gate labor supply by 0.8 percent in the long run. Married households also increase
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their savings, leading to a higher capital stock and output. While single-earner
couples are predominantly hurt by the reform, a majority of households experiences
welfare gains.

This result provides a useful benchmark for further discussion. However, since
Kaygusuz (2015) abstracts from income risk during the working phase, he does not
capture the interplay between family insurance and social insurance. This issue is
taken up by all following studies. Sanchez-Marcos and Bethencourt (2018) pay
particular attention to endogenous human capital formation, a variable family size
due to the presence of children as well as detailed eligibility rules and early
retirement provisions for spousal and survivor benefits. The subsequent removal of
these benefits increases the female employment rate on average by 4 and 10 percent-
age points, respectively. Owing to self-insurance possibilities within the family, the
economywide consumption inequality increases only slightly. But this last result
mainly stems from the long-run perspective taken by Sanchez-Marcos and
Bethencourt (2018). Nishiyama (2019) simulates the transition path resulting from
a reform of pensions’ benefits rules. He shows that the elimination of auxiliary
benefits hurts the majority of married households in the short run, because they can
only partially adjust their self-insurance provision to a sudden social security reform.

The studies discussed so far assumed stable marriages and abstracted from both
divorce risk and the timing of marriage. Recently, this gap between modeling
structure and reality has been filled by allowing for martial transitions over the life
cycle. Groneck and Wallenius (2020) consider a heterogeneous household structure
by including a labor supply choice between part-time and full-time work and
endogenous human capital formation of women, a male labor supply choice at the
retirement margin and a socioeconomic gradient to survival risk. The length of a
marriage determines the eligibility for auxiliary benefits and the joint retirement of
spouses creates a utility surplus. Household decisions are assumed to follow a
collective household model, so that the allocation of resources between husbands
and wives depends on welfare weights that in turn relate to the relative earnings
potential of partners. The model is calibrated to match the employment rates of
married women over the life cycle and the retirement decision of married men for
three educational groups of US cohorts born 1950-1954. Eliminating auxiliary
benefits induces earlier retirement of married men and increases labor supply of
married women by more than 12 percent, the strongest effect in all studies consid-
ered so far. All in all, aggregate labor hours increase by roughly 2 percentage points.
Finally, Borella et al. (2019) find even stronger employment effects in their structural
life-cycle model that also considers marriage-related taxes, health risk during retire-
ment, and labor supply at the extensive and intensive margin.

While the distortions of a couples’ labor supply decision implied by survivor
benefits clearly deteriorate economic efficiency, a complete welfare evaluation of
social security also has to take into account the provision of longevity insurance,
which could differ substantially between singles and couples. For this reason, Fehr
et al. (2017) quantify the efficiency effects of an elimination of social security for
different household types. They focus on the German case. The German pension
system, unlike that of the USA, is less generous for spouses, hardly distorts family
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Table 1 Efficiency effects

£ eliminati ! Overall Single Married

of eliminating pensions _

with different family No families —120

structures Constant status —0.88 —1.34 —0.35
Martial risk —0.69

Source: Fehr et al. (2017)

labor supply, and mainly insures longevity risk. Table 1 reports the simulated
efficiency effects in a series of models with different family structures. When there
are only single households (“No families”), eliminating social security comes at a
substantial loss of economic efficiency of about 1.2 percent of initial equilibrium
resources. This efficiency loss mainly reflects the value of longevity insurance
provided by the German pension system. If instead households enter the economy
as either singles or married couples and this state remains unchanged for a house-
hold’s entire life, the overall efficiency loss of shutting down the public pension
system is much smaller at around 0.9 percent. The reason for this becomes clear
when the efficiency effect is measured separately by family type. While singles still
experience substantial welfare losses, married couples value the longevity insurance
from social security much less. The possibility to insure longevity risk on a private
basis within the family causes the efficiency loss for married couples to amount to
only 0.35 percent, where singles lose an additional 1 percent. Finally, in an economy
with unstable families, meaning with divorce risk and remarriage, the overall
efficiency effect roughly equals that of the economy with stable family structures.
One can conclude from this entire analysis that, when the numbers of singles steadily
increase as it is the case in many Western societies, insurance provision by social
security becomes more important.

This last point is in some way confirmed by Haan and Prowse (2020), who quantify
the optimal policy mix for the German unemployment insurance and social assistance
system in a structurally estimated life-cycle model. In the benchmark model that
includes both singles and families, the optimal replacement rate for the level of social
assistance is close to the status quo in Germany. In a model with only single household
— 1i.e., where marriage probabilities are set to zero — the optimal social assistance level
would be roughly 66 percent higher, which mainly reflects the missing family
insurance from income pooling of couples. Quite surprisingly, Haan and Prowse
(2020) find no role for unemployment benefits in Germany in either case. However,
this may be related to the assumptions about the wage process. De Nardi et al. (2020)
apply a quite similar approach to analyzing the optimal structure of welfare benefits in
the UK. Comparing in-work benefits (such as the Working Tax Credit) and income
support programs, they show that the calibration of the wage processes for men and
women dramatically affects the optimal benefit structure. While the canonical wage
process favors in-work benefits relative to income support, a more carefully estimated
wage process generates a higher optimal income floor.
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Health Risk and Informal Care

Since the bulk of longevity risk is covered by old-age pension systems, health risks
in the form of health shocks, disability or long-term care, and the associated medical
costs are considered the most important sources of risk for the elderly. Hence, one
can expect health risk to have a significant impact on precautionary savings behav-
ior. Traditionally, self-insurance against these types of risks has been analyzed in
models of individual households, where the role of informal assistance by the family
is completely neglected; see De Nardi et al. (2010). Only recently, simulation models
have been developed that allow to quantify the central role the family can take in
insuring against significant health shocks. Dobrescu (2015) estimates a structural
life-cycle model in which the elderly are exposed to health shocks (not covered by
public insurance) for three European regions. Individuals can either insure formally
by purchasing insurance on the market or informally via transfers from spouses and
children. When formal care provision is weak and social cohesion is strong, house-
holds keep inheritable wealth in order to trigger descendants to provide informal care
in late life. Interestingly, the study finds a positive association between social
cohesion and life expectancy.

While Dobrescu (2015) analyzes the role of health shocks and informal care for
retired households, families are equally important in caring for individuals who
experience health shocks already during working life. As younger households
have less time to accumulate assets for self-insurance, family insurance in the form
of spousal labor supply or help with childcare might become even more important to
cover such risks. Ball and Low (2014) analyze consumption expenditure data of men
and women aged 25 to 60 from the British Household Panel Survey (BHPS) between
the years 1991 and 2004. Individuals are categorized according to their work
limitations. They find a decline in food expenditure of about 8 to 11 percent for
individuals who receive disability insurance (DI) benefits, but have no other self-
insurance available. The presence of a work-active spouse mitigates this number by
3.3 percentage points, indicating a significant degree of family insurance. The
importance of spousal labor supply as an insurance mechanism against disability
risk is also highlighted by Autor et al. (2019) who estimate a structural life-cycle
model using detailed Norwegian register data. Their aim is to quantify the willing-
ness to pay for DI for different household types. As it turns out, families have a
significantly lower willingness to pay than singles, and this difference almost
completely disappears when spousal labor supply is not allowed to adjust to disabil-
ity shocks. Furthermore, self-insurance via savings and borrowing only has a minor
effect on the willingness to pay for DI. When the spouse has died already, family
assistance for DI recipients could be provided by children. Surprisingly, Rennane
(2020) shows that child support acts as a complement (and not a substitute) for
income provided by DI in the USA. Since recipients of higher DI benefits can
compensate their children for their help, it is easier for these children to reduce
their market labor supply.

In contrast to disability risk, long-term care risk typically materializes at older
ages, so that family insurance is mainly provided in the form of caregiving from
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children. Informal care is then clearly a substitute to formal care. Klimaviciute and
Pesticau (2018) provide a survey of the theoretical literature on formal and informal
care and the role of the family. In the USA, formal care is usually provided by
medicaid and private nursing homes, but according to Barczyk and Kredler (2018),
this only accounts for about one-third of total care hours. The remaining hours are
provided informally. They calibrate a life-cycle model in which parents and children
make noncooperative savings decisions and bargain on intrafamily transfers in the
form of money and time (care). Their model features the main publicly provided care
arrangements in the USA and replicates realistic shares of formal and informal care
hours. Implementing formal and informal care subsidies — similar to those paid in
Germany — generates large welfare gains, even when the expansion of subsidies is
combined with a reduction in the size of the Medicaid program. The reason is an
improved targeting of benefits. Informal care subsidies mainly appeal to low pro-
ductivity children who then leave the labor force. High-productivity children exploit
the (higher) formal care subsidy and stay on the labor market.

Long-term care risk is also an important motivation for self-insurance in other
countries. Imrohoroglu and Zhao (2018) develop an overlapping generations model
in which parents and children form a household and derive utility from two-sided
altruism. They strive to explain the increase in the Chinese savings rate since 1980.
While the risk facing parents in old age was usually absorbed by their children in the
past, the strictly enforced one-child policy has deteriorated this insurance channel
and induced families to increase savings instead. This explains the long-term upward
trend in the Chinese savings rate. Short-term fluctuations, on the other hand, are
explained by changes in productivity growth.

Finally, Braun et al. (2017) do not directly address the implications of family
insurance but clearly document the benefits of public insurance in a family model.
Their overlapping generation model of the US economy distinguishes between
singles and married households, allows for a wide range of income and health
risks, and accounts for the US social security and means-tested social insurance
programs. Eliminating social insurance generates a significant ex ante welfare loss
that varies considerably across household types.

Marital Status, Portfolio Choice, and Life Insurance Demand

Kotlikoff and Spivak (1981) as well as Brown and Poterba (2000) already pointed to
the fact that families can provide a similar degree of longevity insurance as annuity
contracts. In the same way, market-provided life insurance could substitute survivor
benefits of social security; see Hong and Rios-Rull (2012). One would therefore
expect that both family insurance as well as the presence of private markets for
annuities and life insurances would erode the insurance value of social security. In
order to quantify the value of public insurance provision, Hong and Rios-Rull (2007)
develop an overlapping generation model in which households face marriage and
divorce risks over the life cycle. The insurance value of social security is then
isolated by comparing the long-run welfare effects of introducing social security
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(with survivor benefits) into economies with and without private insurance markets.
As it turns out, the long-run welfare effects of social security are hardly affected by
the market setting. Hong and Rios-Rull (2007) therefore conclude that it provides
only little longevity and survivor’s risk insurance over and above what the market
and family insurance can achieve.

In order to shed more light on this issue, recent studies provide more realistic
models of household savings choices with different insurance products and invest-
ment risk in old age. A good starting point for such an analysis is Hubener et al.
(2014), who completely abstract from social security and consider a retired couple
facing an uncertain life span that chooses among risk-free bonds, risky stocks, term
life insurances, and (single or joint) annuities to manage retirement income. House-
holds have a bequest motive, and private insurance companies charge loadings
which may, among others, result from asymmetric mortality believes between
insurer and insured. If a household only lives from liquid wealth, there is no need
to buy a life insurance, and roughly 20 percent of financial wealth are invested in
stocks. However, if the household’s endowment also includes retirement income, the
husband will buy life insurance in order to counteract the reduction in income of the
wife in case of his death. Interestingly, the presence of children hardly affects the
demand for life insurance. This indicates that the motivation for buying such
insurance mainly comes from income provision and is not related to the bequest
motive. Furthermore, under the presence of retirement income, the couple holds a
much larger share of their financial wealth in stocks. Finally, instead of buying joint
annuities early in retirement, the couple prefers to wait until one spouse dies and the
surviving spouse can purchase a single annuity at cheaper prices.

Whereas Hubener et al. (2014) only look at couples upon their entry into
retirement, Wang (2019) jointly studies life insurance demand and labor supply
over the entire life cycle. In a model that features realistic wage shocks for men and
women, she shows that the gender gap in life insurance demand between men and
women observed in the data is mainly driven by the gender income gap. She also
highlights the role of children in household choices and the risk-sharing effects of
income growth and income correlation within the household.

While focusing on life insurance demand, Wang (2019) abstracts from risky asset
choices and changes in family status due to marriages and divorce. The interaction
between marital risk and portfolio choice is analyzed in Love (2010), who allows for
uncertain medical expenses during retirement. Divorce induces men and women to
adjust their portfolios differently. While men increase the riskiness of their portfo-
lios, women respond by choosing a safer asset allocation. Remarriages after a
divorce then trigger portfolio changes in the opposite direction. Similarly, the
death of a spouse implies a move toward a safer asset allocation as well, but this
effect is much more pronounced among women than among men. In all cases, these
adjustments can be explained by the loss (or increase) in family insurance.

If at all, the studies by Hubener et al. (2014), Wang (2019), and Love (2010) only
allow for very rudimentary pension benefit at retirement. Hence, they do not discuss
the interaction between the pension system and individual portfolio choice. These
issues are taken up by Hubener et al. (2016) and Li (2018), who analyze optimal
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financial behavior in sophisticated models with labor market, marital and mortality
risk, and an advanced public pension system. The former focus on the optimal
benefit-claiming option, which offers an alternative to altering the (financial) port-
folio structure for balancing economic shocks. The latter provides a general equi-
librium model in which social security provides survivor benefits to the spouse and
to dependent children. There is a negative mortality-income gradient and adverse
selection in the life insurance market. The counterfactual experiments analyze the
reduction of survivor benefits under alternative specifications of private insurance
pricing rules. As it turns out, the reduction of survival benefits for dependent children
can be welfare reducing owing to the inefficiency of the private insurance market.

Welfare System and Family Formation

The previous section has discussed various channels through which families provide
insurance to their members and how this insurance provision interacts with the
public insurance system. Up to this point, however, the focus was on existing family
structures abstracting from explicit marriage and divorce decisions. Besides love and
affection, these decisions yet often depend on a number of economic considerations.
Hess (2004) provides an analysis how the presence of love interacts with risk sharing
in the decision to get married and divorced. If household risk sharing is important
and acts as a substitute to public insurance, one would expect a link between public
welfare systems and the formation and stability of families.

The link between the public safety net and family structures is sometimes very
direct and obvious. Guner and Knowles (2009) compare US and Canadian welfare
policies within a model of household formation and dissolution, endogenous fertil-
ity, and human capital investments in children. While US programs such as the Aid
to Families with Dependent Children (AFDC) penalize women for marriage and
rewarded them for out of wedlock fertility, Canadian welfare programs were more
generous and less biased. Guner and Knowles (2009) show that these differences in
policies could (at least partly) explain a higher single-parenthood and marital
instability in the USA compared to Canada.

In 1996, the AFDC program in the USA was substituted by the Temporary
Assistance to Needy Families (TANF) program which restricted public transfers
for families to a maximum of 5 years. This reform impaired mainly single mothers
with low earnings potential who had no support from a husband. Low et al. (2020)
document that welfare utilization declined dramatically for this group, although
immediate eligibility hardly changed. While benefits were being “banked,” the
employment of single women increased and the divorce rate fell. Simulating this
reform in a structural life-cycle model with endogenous marriage and divorce, they
find that the anticipation of benefit exhaustion led to higher martial stability and
raised the employment rate of single mothers. The simulations also show that the
decline in welfare use of single mothers would have been significantly more severe,
if there was no possibility of marriage, and vice versa for married women. This
highlights the importance of family insurance as a substitute for public insurance in
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the USA. Overall, however, it is not clear, whether the current US tax and transfer
system impedes or encourages marriage. A recent study by Ortigueira and Siassi
(2021) argues that some antipoverty provisions still induce single mothers to cohabit
rather than to marry their partner.

Outside of the USA, Persson (2020) analyzes the elimination of survivor insur-
ance from future marriage contracts in Sweden in 1989. As in Guner and Knowles
(2009) and Low et al. (2020), she highlights the role of expectations of future
benefits for the marriage decision. Since the reform introduced special transitory
provisions for nonmarried couples, Persson (2020) identifies a marriage boom right
after the reform, which resulted in a lower match quality and finally increased the
divorce rate. In a long-run perspective, the reform affected marriage formation
decades before expected payouts and raised the degree of assortative mating in the
marriage market.

Finally, Schulz and Siuda (2020) exploit a reform of the German unemployment
insurance in 2003 to document the role of within-household insurance for marital
behavior. With this reform, Germany tightened the means testing of unemployment
assistance against a partner’s income. Consequently, new marriages with a partner
who has a high unemployment risk became less attractive. Schulz and Siuda (2020)
first document a positive correlation between foreign nationality and unemployment
risk. They then show that the reform resulted in fewer but more stable inter-ethnic
marriages. The latter effect is due to positive selection.

Summing up, there is clear evidence that tying social insurance provision to
marriage — either directly or indirectly — can have unintended but far-reaching
economic consequences through behavioral changes in the marriage market. Welfare
reforms that reduce marriage rates and/or increase divorce probabilities may ulti-
mately result in lower welfare owing to the counteracting effects on family insurance
provision.

Alternative View: Families as a Source of Risk

The previous sections pointed to the family as provider of insurance against various
sources of risk. However, the formation and dissolution of a family can be
interpreted as a source of risk as well. When a suitable partner arrives, the resources
of two singles suddenly need to be shared. On the contrary, divorce leads to a
division of formerly joint wealth and potentially of claims to social insurance
systems. In reality, of course, changes in marital status are not entirely exogenous
but result from individual choices. However, for a single to find a suitable partner or
for married persons to experience new outside options still entails a serious amount
of exogeneity. Hence, as a first-order approximation, treating family formation and
dissolution as shocks can deliver valuable insights.

Cubeddu and Rios-Rull (2003) were among the first to model changes in family
status as a stochastic process. Their work focuses on the impact of changes in
household structure on aggregate savings in different settings. They find that marital
risk has a significant impact on household savings. However, the exact direction and
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quantity fundamentally depend on the decision process within the household,
divorce rules, and (re-)marriage patterns after divorce. Table 1 derived from Fehr
et al. (2017) showed that incorporating marital risk into the household decision
framework does not necessarily alter the insurance value of families. This might in
part be owing to the fact that family members take such risks into account and self-
insure using reallocations of labor supply and savings.

Low marriage rates and unstable family structures are a phenomenon of modern
times. Between the 1970s and the 2000s, there has been a significant decline of crude
marriage rates and a rise in divorce rates in almost all European countries; see Fehr
et al. (2016). Stevenson and Wolfers (2007) provide a discussion of the driving
forces of this development especially in the USA. At the same time, female labor
supply strongly increased and particularly so for married women. Driven by this
observation, Fernandez and Wong (2014) compare the behavior of two US cohorts
born in 1935 and 1955 using a dynamic life-cycle model with labor market,
longevity, and marital risk (in the spirit of Cubeddu and Rios-Rull 2003) under
incomplete markets. Their model accounts for the changes in assortative mating, in
the age at first marriage, in fertility patterns, in marriage and divorce probabilities,
and for the decline in the gender wage gap. They find the increase in divorce risk to
have the largest impact on married women’s labor force participation. Fehr et al.
(2016) come to a slightly different conclusion. They simulate a rich overlapping
generations model calibrated to match the changes in household structures in
Germany. When the probability of marriage declines, singles build up more precau-
tionary savings and increase their labor supply especially early in life. A higher
divorce risk has a similar effect for married couples, but at a much lower scale. As a
result and similar to Heathcote et al. (2010), the decline in the gender wage gap plays
a more important role than in Fernandez and Wong (2014).

Of course, the divorce risk of married women can be insured at a much earlier
stage. Since divorced women are typically worse off than their spouses owing to a
lower earnings capacity, they may self-insure by investing in their human capital
early on. Guvenen and Rendall (2015) study the interplay between education
decisions early in economic life, marriage, and divorce decisions throughout the
life cycle as well as the time allocation between market work and home work in an
overlapping generation economy. They start from a situation in which a consent
divorce law regime determines education, marital, and labor supply behavior. They
then show that the expectation of a reform toward unilateral divorce (and the
corresponding increase in divorce probabilities) induces currently unmarried
women to invest more in their education. Changes in divorce law and their impact
on self-insurance and family insurance are also at the heart of Voena (2015). In
addition to consensual and unilateral divorce decisions, she also considers different
rules for the division of property after divorce. Not surprisingly, she confirms that
changes in divorce risk affect a couples’ savings and labor supply behavior. In
addition, she shows that risk-sharing in the family is higher under mutual consent
divorce law as compared to unilateral divorce law (because of a higher divorce risk).
Alternative financial arrangements after divorce hardly affect risk-sharing under
mutual consent but may play a role under unilateral law.
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Summary

This chapter pointed to the various dimensions of individual and aggregate risk that
can be insured through the family. Family insurance arrangements are of course
imperfect. Still, they may be preferred by individuals to avoid information barriers or
high loading factors in private insurance markets or the redistributive features
embedded in some social insurance schemes. In turn, the expansion of social
insurance through fiscal systems has eroded some of the gains of marriage. The
data support the idea that individuals understand and value the insurance provision
of the family, and that family insurance influences martial decisions at least to some
degree. The transition in family structures from early and stable marriages toward
less family stability over the course of the last century, on the other hand, clearly
affected economic behavior by inducing individuals to seek other options for self-
insurance.

Despite these valuable insights from the studies cited in this survey, there are still
many issues in the context of family insurance that are not yet fully understood.
What is an optimal design of social insurance policies when martial decisions
endogenously respond to fiscal policy design? How much redistribution does social
insurance imply between singles and married couples when the latter can provide
partial insurance by themselves? And is this redistribution intended? Should insur-
ance policies (be they private or public) differentiate much more across family types?
Are information problems really small in couples, and if not, how do they impede
family risk sharing? What are means for partners to commit to future risk-sharing
options in a world where family structures are less stable? Do social norms against
female employment hold back family insurance in some countries? And how does
family insurance (or the lack thereof) impact the business cycle in the future? Does
the ongoing emancipation in the modern family lead to different aggregate outcomes
when men and women form expectations differently? These and many more ques-
tions could and should be addressed in future research.

Of course, there are various other aspects related to family decision-making that
were not captured in this chapter, but that are of equal importance for economists.
Doepke et al. (2022) provide an extensive survey of current research on fertility
decisions in the modern family. Inspired by the “career and family” view of Goldin
(2020), they show that a balance of power and an equal sharing of the cost of having
children between partners are prerequisites for high fertility rates in modern econ-
omies. Bau and Fernandez (2022) point to the role of culture in shaping family
structures and family institutions all across the world. Baudin et al. (2021) argue that
economists mostly study the so-called “nuclear family,” but that other types of
family arrangements exist, and that they may deliver different economic outcomes.
Studying different family types and their economic behavior might therefore be
important for understanding development processes or public policies. The mere fact
that all of these recent surveys pay so much attention to the various roles of the
family and to the economics of intrafamily decision-making demonstrates the
importance of this topic in modern economics and should encourage researchers to
study the economics of the family.
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