European Unemployment:
L essons for the United States

by William B. Conerly, Ph.D.

Europe is a great place to visit — but don't try to
find ajob there. Unemployment averaged 8.8 percent
in Europe last year, compared to 6.1 percent in the
United States. [See Figurel.] Americans have been
disappointed with aweak labor market in the last few
years, but put this
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More Generous Benefits. First, unemployment
insurance benefits are more generous in Europe than
in the United States. The “replacement rate,” the
portion of previousincomereplaced by unemployment
insurance benefits, is generally much higher there.
According to a study by the Organization for Eco-
nomic Cooperation and Development (OECD):
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The impetus to
find another job
falls as replacement

strivefor, itisbetter
than Europe’ sby acountry kilometer. Figurell shows
how long people spent looking for work in different
countriesin 2002, the most recent year for which data
isavailablefor all of them. (Theduration of unemploy-
ment wasgenerally higher in 2003, when, for example,
the U.S. average duration roseto 4.4 months.) What' s
wrongwith Europe? Why shouldit takesolongtofind
work in such developed countries as France or Swit-
zerland? There are anumber of reasons for Europe’'s
disappointing performance.

rates rise.

More Months of Benefits. A second factor in
Europe’ shighunemployment ratesisthelong period of
time for which benefits are paid. Unemployment
insurance benefits in the United States typically are
exhausted after six months. However, a number of
European countries pay over 40 percent of previous
wages in the second and third year of unemployment.
A few countries keep the benefits flowing even into
the fourth and fifth years of unemployment.
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Longeligibility periodsencourageworkersto delay
their job search effortsuntil their unemployment ben-
efits are about to run out. Note also the one country
with ashorter duration of unemployment than ours: In
Mexico, dismissed workersareentitled to alump-sum
payment from their former employer, but the worker
does not have to remain unemployed to receive this
benefit.

Wage I nflexibility. A third factor hurting Euro-
pean workers is
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their work forces. If the expansion doesn’t work out,
employees are let go. It sounds ruthless, but it has
resulted in stronger employment growth in the United
States than in Europe.

Whichisquantitatively thegreatest factor? Econo-
mist Stephen Nickell surveyed the research on Euro-
pean unemployment. He concluded that the greatest
effects on unemployment come from *“...generous
unemployment benefits that are allowed to run on

indefinitely, com-
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Conclusion.
America can take
some lessons from
the European expe-
rience. Unemploy-
ment insuranceben-
efits must be ac-
companied by a
strong work-search
expectation. Rapid
reemployment is
best for the unem-
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nally, no discussion

of European unemployment iscompl ete without men-
tioning employment protection. Europeans dislike
layoffs, and they makeit very costly for companiesto
dismissworkers. Theresult isactually harmful to the
unemployed.  Because it is so expensive for a
company to terminate an employee, firms are very
hesitant to hireworkersin thefirst place. In contrast,
American companies test the market by expanding

ployed person, and
best for the economy as a whole. The worst case
scenario would be for states to increase unemploy-
ment benefits — or Congress to extend them once
again— whilereducing the expectationthat recipients
go out and find work.
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