
PAPERS  AND  PROCEEDINGS
OF THE

One Hundred Nineteenth Annual Meeting

OF THE

AMERICAN  ECONOMIC  ASSOCIATION

Chicago,  IL,  January  5 – 7,  2007

Program  Arranged  by  Thomas  J.  Sargent

Papers  and  Proceedings  Edited  by  Michelle  DeBlasi  and  Ronald  L. Oaxaca

Managing  Editor,  Jane  Emily Voros

MAY  2007



THE AMERICAN ECONOMIC ASSOCIATION
Founded in 1885

• Typeset by American Economic Association 
Publications, Pittsburgh, Pennsylvania, USA

• Printed at R. R. Donnelly Company, Menasha, 
Wisconsin, USA

• Copyright © 1998, 1999, 2000, 2001, 2002, 2003, 
2004, 2005, 2006, 2007 by the American Eco­
nomic Association. Permission to make digital or 
hard copies of part or all of American Economic 
Association publications for personal or classroom 
use is granted without fee provided that copies 
are not distributed for profit or direct commercial 
advantage and that copies show this notice on the 
first page or initial screen of a display along with 
the full citation, including the name of the author. 
Copyrights for components of this work owned by 
others than AEA must be honored. Abstracting 
with credit is permitted. The author has the right to 
republish, post on servers, redistribute to lists and 
use any component of this work in other works. For 
others to do so requires prior specific permission 
and/or a fee. Permissions may be requested from the 
American Economic Association, 2014 Broadway, 
Suite 305, Nashville, TN 37203.

• No responsibility for the views expressed by authors 
in this Review is assumed by the editors or the pub­
lishers, The American Economic Association.

Correspondence relating to advertising, business 
matters, permissions to quote, back issues, subscrip­
tions, and changes of address, should be sent to the 
American Economic Association, 2014 Broadway, 
Suite 305, Nashville, TN 37203. Change of address 
notice must be received at least six (6) weeks prior 
to the publication month. A membership or sub­
scription paid twice is automatically extended for 
an additional year unless otherwise requested.

THE AMERICAN ECONOMIC REVIEW (ISSN 
0002-8282), May 2007, Vol. 97, No. 2. The AER 
is published five times a year (March, May, June, 
September, December) by the American Economic 
Association, 2014 Broadway, Suite 305, Nashville, 
TN 37203. Annual fees for regular membership, of 
which 30 percent is for a year’s subscription to this 
journal, are: $64.00, $77.00, or $90.00, depending 
on income. A membership also includes subscrip­
tions to The Journal of Economic Literature and 
The Journal of Economic Perspectives. In countries 
other than the U.S.A., add $30.00 for extra post­
age. Periodical postage paid at Nashville, TN and 
at additional mailing offices. POSTMASTER: Send 
address changes to The American Economic Review, 
2014 Broadway, Suite 305, Nashville, TN 37203.

EXECUTIVE COMMITTEE
Elected Officers and Members
President
THOMAS J. SARGENT

New York University
President-elect
AVINASH K. DIXIT

Princeton University
Vice Presidents
REBECCA M. BLANK

University of Michigan
KENNETH S. ROGOFF

Harvard University
Members
JUDITH A. CHEVALIER

Yale University
ALAN B. KRUEGER

Princeton University
SUSAN M. COLLINS

Georgetown University and The Brookings Institution
LAWRENCE F. KATZ

Harvard University
ANNE C. CASE

Princeton University
DAVID H. ROMER

University of California at Berkeley
Ex Officio Members
GEORGE A. AKERLOF

University of California at Berkeley
DANIEL McFADDEN

University of California at Berkeley

Appointed Members
Editor, The American Economic Review
ROBERT A. MOFFITT

Johns Hopkins University
Editor, The Journal of Economic Literature
ROGER H. GORDON

University of California at San Diego
Editor, The Journal of Economic Perspectives
ANDREI SHLEIFER

Harvard University
Secretary-Treasurer
JOHN J. SIEGFRIED

Vanderbilt University

OTHER OFFICERS
Editor, Resources for Economists
WILLLIAM GOFFE

State University of New York at Oswego
Director of AEA Publication Services and Managing Director 
  of EconLit Production and Marketing, Pittsburgh
DRUCILLA EKWURZEL
Managing Director of EconLit Product Design and Content
STEVEN L. HUSTED

University of Pittsburgh
Executive Director
WILLIAM W. DAMON

Vanderbilt University
Counsel
TERRY CALVANI

Freshfields Bruckhaus Deringer LLP, Washington, DC

ADMINISTRATORS
Administrative Director
EDDA R. LEITHNER
Convention Manager
MARLENE HIGHT



THE AMERICAN ECONOMIC REVIEW

vol. 97 no. 2	 May 2007

PAPERS AND PROCEEDINGS

OF THE

One Hundred Nineteenth Annual Meeting

OF THE

AMERICAN ECONOMIC ASSOCIATION

Chicago, IL

January 5–7, 2007

Program Arranged by Thomas J. Sargent

Papers and Proceedings Edited by Michelle DeBlasi and Ronald L. Oaxaca

Managing Editor, Jane Emily Voros

Copyright © American Economic Association, 2007



ii

THE purpose of the American Economic Association, 
according to its charter, is the encouragement of eco-

nomic research, the issue of publications on economic 
subjects, and the encouragement of perfect freedom of  
economic discussion. The Association as such takes no 
partisan attitude, nor does it commit its members to any  
position on practical economic questions. It is the organ of 
no party, sect, or institution. People of all shades of eco- 
nomic opinion are found among its members, and widely 
different issues are given a hearing in its annual meetings  
and through its publications. The Association, therefore, 
assumes no responsibility for the opinions expressed by  
those who participate in its meetings. Moreover, the papers 
presented are the personal opinions of the authors and do not 
commit the organizations or institutions with which they are 
associated.



iii

Contents

Editors’ Introduction .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Michelle DeBlasi and Ronald L. Oaxaca	 viii

Foreword  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Thomas J. Sargent	 ix

PAPERS

Richard T. Ely Lecture
Beliefs, Doubts and Learning: Valuing Macroeconomic Risk .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Lars Peter Hansen	 1

The Economics of Human Development
The Technology of Skill Formation . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Flavio Cunha and James Heckman	 31

Model Validation and Model Comparison 
Ex Ante Policy Evaluation, Structural Estimation, and Model Selection . .  .  .  .  .  .  .  .  Kenneth I. Wolpin	 48
Testing the Mechanisms of Structural Models: The Case of the Mickey Mantle Effect  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  . Hanming Fang, Michael Keane, Ahmed Khwaja, Martin Salm, and Dan Silverman	 53
Bayesian Model Comparison and Validation  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  John Geweke	 60

Risk Sharing and Cooperation in Social Networks
Reciprocity in Groups and the Limits to Social Capital .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Francis Bloch, Garance Genicot, and Debraj Ray	 65
Risk Sharing across Communities .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Yann Bramoullé and Rachel Kranton	 70
Risk Sharing and Network Formation .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Marcel Fafchamps and Flore Gubert	 75
Community Size and Network Closure .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  Hunt Allcott, Dean Karlan, Markus M. Möbius, Tanya S. Rosenblat, and Adam Szeidl	 80

Networked Interactions
Communication Networks: Knowledge and Decisions .  .  . Antoni Calvó-Armengol and Joan de Martí	 86
Diffusion of Behavior and Equilibrium Properties in Network Games .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Matthew O. Jackson and Leeat Yariv	 92
Financial Networks  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Douglas M. Gale and Shachar Kariv	 99

Social Insurance Programs: Good for Workers? Good for the Labor Market?
Evaluating the Worker Profiling and Reemployment Services System Using a Regression Discontinuity 

Approach .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Dan A. Black, Jose Galdo, and Jeffrey A. Smith	 104
Unemployment Benefits, Unemployment Duration, and Post-Unemployment Jobs: A Regression

Discontinuity Approach . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Rafael Lalive	 108
The Spike at Benefit Exhaustion: Leaving the Unemployment System or Starting a New Job?  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  David Card, Raj Chetty, and Andrea Weber	 113
Distinguishing Income from Substitution Effects in Disability Insurance . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . David H. Autor and Mark G. Duggan	 119

Developments in Dynamic Mechanism Design 
An Ascending Auctions for Independent Values: Uniqueness and Robustness to Strategic Uncertainty	
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Dirk Bergemann and Stephen Morris	 125
Designing Efficient Mechanisms for Dynamic Bilateral Trading Games  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Susan Athey and Ilya Segal	 131
On Quitting Rights in Mechanism Design  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Olivier Compte and Philippe Jehiel	 137



MAY 2007iv AEA PAPERS AND PROCEEDINGS

Decision Theory: New Methods, New Insights
Neuroeconomic Studies of Impulsivity: Now or Just as Soon as Possible?  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Paul William Glimcher, Joseph Kable, and Kenway Louie	 142
The Neuroeconomic Theory of Learning .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Andrew Caplin and Mark Dean	 148
Revealing Preferences Graphically: An Old Method Gets a New Tool Kit  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Syngjoo Choi, Raymond Fisman, Douglas M. Gale, and Shachar Kariv	 153

Beliefs in the Utility Function
Optimal Beliefs, Asset Prices, and the Preference for Skewed Returns .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Markus K. Brunnermeier, Christian Gollier and Jonathan A. Parker	 159
Experimental Testing of Intrinsic Preferences for NonInstrumental Information .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Kfir Eliaz and Andrew Schotter	 166
Guilt in Games .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  Pierpaolo Battigalli and Martin Dufwenberg	 170

Contracts and Fairness
Adding a Stick to the Carrot? The Interaction of Bonuses and Fines .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  
 .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Ernst Fehr and Klaus M. Schmidt	 177
Incomplete Contracts and Ownership: Some New Thoughts .  .  .  .  .  .  .  .  .  . Oliver Hart and John Moore	 182
Can Contract Theory Explain Social Preferences? .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  W. Bentley MacLeod	 187

Search-and-Matching Financial Markets
Liquidity and Risk Management .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Nicolae Gârleanu and Lasse Heje Pedersen	 193
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This volume contains the Papers and Pro­ceed­
ings of the one hundred and nineteenth annual 
meeting of the American Economic Association. 
The Proceedings record the business activities 
of the Association in 2006, the annual mem-
bership meetings, and the April (2006) and 
January (2007) meetings of the Association’s 
officers and committees. The Papers constitute 
the greater part of the volume. They comprise 
contributions that fill roughly the same number 
of pages as one and a half regular issues of the 
American Economic Review. We will take this 
opportunity to answer a number of commonly 
asked questions about the Papers. 

Who chooses the authors? About a year in 
advance, the Association’s President-elect, acting 
as program chairman, decides on the topics for 
which sessions will be organized. This is done 
after consultation and comment, both volunteered 
and solicited, from a wide range of individuals. (A 
Call for Papers appears in the summer and fall 
issues of the Journal of Economic Perspectives.) 

The President-elect invites some sessions and, 
with the help of a Program Committee, selects 
most of the sessions from the proposals received. 
Each session organizer in turn invites several 
persons (usually three or four) to give papers on 
the theme of the session and asks others to give 
comments on the papers. The program chairman 
decides at the time of organization which ses-
sions will be included in this volume. Space lim-
itations restrict the number of printed sessions. 
This year we are printing 28 sessions, although 
a total of 180 sessions were sponsored, either 
solely by the American Economic Association 
or jointly with allied societies.

Are discussants’ comments published? 
Comments and discussions usually are not pub-
lished. For all sessions, names and affiliations 
of commentators are printed at the start of each 
session, permitting readers especially interested 
in particular comments to write to the commen-
tator for a copy of the discussion.

What standards must the papers meet? The 
American Economic Review’s policy regarding 
availability of data also applies to the Papers 
and Proceedings. Papers are published only 
if the data used in the analysis are clearly and 

Editors’ Introduction

precisely documented and are readily available 
to any researcher for purposes of replication. 
Otherwise, the guidelines under which papers 
are published in the Papers and Proceedings 
differ considerably from those governing regu-
lar issues of the Review. First, the length of 
papers is strictly controlled. Second, papers are 
not subjected to a formal refereeing process.  
However, a paper can be rejected if, after reading  
it, we conclude that it is without merit. Third, 
the content and range of subject matter reflect 
the wishes of the President-elect to investigate  
and expose the current state of economic re- 
search and thinking. In most cases, therefore, 
the papers are exploratory and discursive, rather 
than formal presentations of original research. 

Acknowledgments. The extremely tight pro-
duction schedule for this issue requires a great 
deal of coordination and teamwork. And, so, 
we would like to thank a number of people for 
making production of this issue possible. For the 
first time, Papers and Proceedings was produced 
entirely in-house. In order for this to happen, a  
production staff had to be assembled, new com-
puters and publishing software had to be pur-
chased, and a great deal of training and testing 
had to be done. The process of developing the 
production/prepress department and team began 
in the fall of 2006 and involved many hours 
of development, training, testing, and review. 
We would very much like to thank Manager 
of Prepress Denise Maiden and prepress staff 
Rebecca Fatalsky and Russell Salminen whose 
efforts, experience, and hard work were essen-
tial to producing the journal.  They developed 
a workflow and typeset (and on many occa-
sions reset) 118 papers and proceedings, all 
while maintaining a sense of humor. We would 
like to thank Jane Voros, managing editor of 
the American Economic Review for taking on 
additional duties during the production period 
of Papers and Proceedings. Finally, we thank 
Kathy Holewinski and the Banta Company for 
their dependable work in printing and distribut-
ing this issue.

Michelle  DeBlasi
Ronald L. Oaxaca
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The papers contained in these proceedings 
were selected by the following committee: 
Andrew Atkeson (University of California, Los 
Angeles), David Autor (Massachusetts Institute 
of Technology), Patrick Bajari (University of  
Minnesota), Douglas Bernheim (Stanford Uni­
versity), Andrew Caplin (New York University), 
Darrell Duffie (Stanford University), William 
Easterly (New York University), Janice Eberly  
(Northwestern University), Martin Eichenbaum 
(Northwestern University), Oliver Hart (Harvard  
University), Matthew Jackson (Stanford Univer- 
sity), Michael Keane (Arizona State University), 
Antonio Merlo (University of Pennsylvania), 
Stephen Morris (Princeton University), Steph 
anie Schmidt-Grohe (Duke University), Robert 
Topel (University of Chicago), and François 
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Velde (Federal Reserve Bank of Chicago). I was  
responsible for selecting the Ely lecture by Lars 
Peter Hansen and the special lecture on the 
economics of human development by James J. 
Heckman.

Several people at American Economic 
Association headquarters in Nashville arranged 
the meetings and helped the program committee. 
I thank Violet Sykes, Edda Leithner, Marlene 
Hight, John Siegfried and especially Susan B. 
Houston for their help. I thank Michelle DeBlasi 
and Ronald Oaxaca for editing this volume. I 
would also like to thank George Akerlof for tak­
ing the time to give me some very good advice 
about how to arrange the meetings.

Thomas J. Sargent
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