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Insurance vs. Redistribution in an Age of Inequality (Job Market Paper) Provided that 
individual labor income reflects both idiosyncratic shocks and permanent heterogeneity, what is 
the value of insurance to a utilitarian social planner, and what is the value of redistribution? To 
address these questions, I use longitudinal earnings data from the PSID to calibrate a 
parsimonious earnings process which matches both idiosyncratic volatility (risk) and the 
dispersion of individual fixed effects (inequality) in the data. I then embed this process in a 
canonical heterogeneous agent incomplete markets model and use it as a laboratory for steady-
state counterfactual analysis and policy experiments. There are two main takeaways: (1) The 
utilitarian planner overestimates the welfare gains (in terms of consumption-equivalent variation) 
from public insurance by about 40\% when he incorrectly attributes all cross-sectional earnings 
dispersion to risk. (2) After accounting for inequality, redistribution strictly dominates insurance, 
and is itself strictly dominated by a third policy which elicits redistribution under the guise of 
insurance. Relating these results to real-world programs, such as unemployment insurance, Head 
Start, and the Earned Income Tax Credit, suggests directions of prioritization for policymakers.  
 
 
 


