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Outline

What is unemployment

Unemployment in the US

Unemployment in Europe

How can we explain unemployment: The Role Shocks and Institutions
by Blanchard and Wolfers
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Why do we care about unemployment?
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Why are the unemployed so unhappy? (Winkelmann and
Winkelmann, 1997)
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Definition of unemployment

unemployed: someone without a job, but looking for employment

population=inactive+ in labor force

in labor force = unemployed+employed

unemployment rate = unemployed / (unemployed+employed)

participation rate = (unemployed+employed) / (inactive+ in labor
force)
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Unemployment over time: US

Average Annual Unemployment Rate in US, 1948 to 2007

0.06

0.08

0.1

0.12

u
n
e
m
p
lo
y
m
e
n
t 
ra
te

0

0.02

0.04

0.06

1
9
4
8

1
9
5
1

1
9
5
4

1
9
5
7

1
9
6
0

1
9
6
3

1
9
6
6

1
9
6
9

1
9
7
2

1
9
7
5

1
9
7
8

1
9
8
1

1
9
8
4

1
9
8
7

1
9
9
0

1
9
9
3

1
9
9
6

1
9
9
9

2
0
0
2

2
0
0
5

year

u
n
e
m
p
lo
y
m
e
n
t 
ra
te

Peter Haan (J. W. Goethe Universität) Europe and the US: Unemployment Summer term, 2010 6 / 36



Short- and long-run unemployment

Phillips Curve: short-term trade-off between inflation and
unemployment

NAIRU: non-accelerating inflation rate of unemployment

the NAIRU measures the long run or equilibrium unemployment or
structural unemployment rate
the NAIRU abstracts from cyclical fluctuations

Cyclical unemployment measures short run fluctuations
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Short- and long-run unemployment: US

Average Annual Unemployment Rate in US, 1948 to 2007
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Decomposition of unemployment

cyclical unemployment

structural unemployment

frictional unemployment

Search and matching models (Mortensen and Pissaridis)
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Long term unemployment

Duration of unemployment

Long term unemployment more than one year

Longer duration of unemployment increases unemployment rate

Strong heterogeneity between short and long term unemployed

Human capital depreciation or selection effects?

Large literature on duration of unemployment (e.g. van den Berg
(1990))

Share of long term unemployed in the US about 11%
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Job separation rate and job arrival rate

Unemployment can be disentangled in probability of finding a job and
risk of getting a separation

Job separation: percentage of employed who loose or quit their job
and enter unemployment in a month. In US about 1%.

Job arrival rate: percentage of unemployed who find a job in a
month. In US about 19%.

The lower the separation rate and the higher the finding rate, the
lower the unemployment rate
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Unemployment in Europe: Structural unemployment?
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Long-term unemployment

Country

Percentage of long-term 

unemployed among unemployed

France 42.5

Germany 54.0Germany 54.0

Italy 52.2

UK 22.4

US 11.8
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Unemployment Rates in Selected Countries, 1960 to 2005
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What causes structural unemployment?

Structural unemployment is everything that affects long-term level of
unemployment (NAIRU).
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What causes structural unemployment? Firms

High minimum wage

affects only certain groups
low skilled and young workers

Unions

wage bargaining
insider-outsider theory

Employment protection

firing costs
increases long-term unemployment but decreases short-term
unemployment
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What causes structural unemployment? Worker

Generous unemployment benefits (replacement ratio, entitlement
period)

raises reservation wages
lowers search intensity

Income taxation

ratio between unemployment benefits and net income in work is
important
in-work tax credits

Flexibility

education
job-migration
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What causes structural unemployment?

Active labor market policy

should increase probability of finding a job for unemployed
mixed evidence

Demographic compositions

unemployment high among young individuals
demographic change
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Blanchard and Wolfers: Shocks and Institutions

Research question: How can we explain structural unemployment?
Adverse economic shocks affect unemployment rate?
Adverse labor market institutions affect unemployment rate?
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Blanchard and Wolfers: Shocks and Institutions

Adverse economic shocks affect unemployment rate

Why is there so much heterogeneity between European countries?

Adverse labor market institutions

Why was unemployment so low in the 1960 when most of the
institutions were already implemented?

Interaction between adverse labor market institutions and economic
shocks

Hypothesis: Some institutions might better cope with adverse
economic shocks.
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Adverse economic shocks: Total factor productivity (TFP)
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Adverse economic shocks: Real interest rate
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Adverse economic shocks: Shifts in labor demand
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Adverse economic institutions

There is no clear theory how labor market rigidities in general increase
unemployment.

BW analyze the following institutions

replacement ratio of unemployment insurance
entitlement period of unemployment insurance
active labor market policy
employment protection
tax wedge
measures of influence of unions

Difficult to get good measures of institutions

Cross sectional variation (OECD and Nickell, 1997)
Time series variation (OECD and Lazear, 1990)
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Average replacement rate over time
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Maximum replacement rate over time
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Interaction between institutions and shocks

Institutions can affect impact on shock

Institutions can affect persistence on shock
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Empirical application

Common unobservable shock and interaction

time dummies capture the shock

Country specific shock and interaction

measure of country and time specific shocks, TFP, interest rate, and
labor demand

Data: EU-15, US, Canada NZ, Japan and Australia

8 five year intervals 1960:1995
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Estimation results I
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Estimation results I: Prediction of the model
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Estimation results I: Checks I
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Estimation results I: Checks II
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Estimation results II: Only Shocks
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Estimation results II: Prediction of the model
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Estimation results II
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Estimation results II: Prediction of the model
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Conclusion

BW show that they can explain variation in unemployment in EU-15
over time by interacting shocks and institutions.

Only first evidence, since there is no clear variation over time

Do they measure a causal effect on unemployment?

What are the policy conclusions?

Reduced form versus structural model
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