A Common European Unemployment
Insurance — A Much Debated Route toward

European Fiscal Union

The crisis has reignited a debate on deeper fiscal integration in the euro area. The goal is to
improve the capability of the currency union to cope with asymmetric shocks. One instrument
in this context is the implementation of a European unemployment insurance (EUI) scheme
aiming at automatic stabilization of income and aggregate output in countries affected by
adverse macroeconomic shocks and rising unemployment. Recently, a number of proposals
and estimates of the economic effects of such a scheme have been published. The empirical
analyses indicate a non-negligible stabilization effect of an EUI. However, an EUI is likely to
face several problems originating, among other things, from structural differences in labor
markets and potential moral hazard by Member States. An EUI therefore does not appear to
be the most appropriate approach to increasing common risk sharing.
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While the financial crisis had origi-
nated in the United States, it acquired
a truly European nature in 2010, when
observers started to question the
survival of the euro, blaming, inter
alia, shortcomings in the design of
European Economic and Monetary
Union (EMU) for the crisis. This expe-
rience led to a renewed debate on
deeper fiscal integration so that the
euro area could cope better with asym-
metric demand shocks. Toward the end
of 2012, the “four presidents’ report”
(Van Rompuy, 2012) and the “blueprint
for a deep and genuine Economic and
Monetary Union” (European Commis-
sion, 2012a) proposed to introduce a
“fiscal capacity” at the central level of
the monetary union, provided that this
does not lead to permanent unidirec-
tional transfers between Member States
and that moral hazard of Member States
is ruled out.

One instrument for heading toward
a fiscal union is the implementation of
a European unemployment insurance
(EUI) aimed at automatic stabilization

of income and aggregate output in
countries affected by adverse macro-
economic shocks and rising unemploy-
ment. Recent publications on an EUI
comprise proposals and estimates of
the economic effects of such a scheme.
We provide an overview of this
literature and assess the ongoing dis-
cussion,

The article is structured as follows:
Section 1 summarizes the main points
of the debate on closer fiscal integration
in the euro area. In section 2, we
discuss some aspects of centralized risk
sharing. In section 3, we characterize
current national unemployment insur-
ance (UI) systems in euro area Member
States to gain a better grasp on
proposals for an EUI. In section 4, we
review design aspects of an EUI and
discuss its likely stabilization proper-
ties. Section 5 sheds light on the ques-
tion whether the requirements set out
for introducing a fiscal capacity are
likely to be fulfilled. Section 6 summa-
rizes and concludes.
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1 A Fiscal Union for the Euro
Area - The Renewed Official
Debate

1.1 European Monetary Union -

An “Unfinished” Project

Before the start of European monetary

union, many economists had argued that

the currency union would not survive
unless it was complemented by a fiscal
or even by a political union.’ The need
for some type of (joint) macroeconomic
stabilization or — in today’s terminol-
ogy — a risk-sharing mechanism within
the monetary union had also been
voiced repeatedly in influential EU
reports.3

Optimum Ccurrency area theory

states that country-specific shocks to
aggregate demand would — due to
sticky domestic prices and limited labor
mobility across euro area countries —
translate into lengthy and painful
internal devaluation, which the com-
mon monetary policy cannot address
(De Grauwe, 2012). In contrast, euro
area-wide automatic fiscal stabilizers
would allow re-establishing equilibrium,
while limiting the necessary reduction
in domestic prices and wages in a coun-
try affected by adverse asymmetric
demand shocks. A shared fiscal policy
would above all benefit a currency
union with relatively weak cross-country
labor mobility, limited wage and price
flexibility, differing labor market insti-
tutions and different degrees of trade
openness — patterns which are charac-
teristic for the euro area.

In the euro area, the precrisis norm
for budgetary behavior was to let auto-
matic stabilizers operate freely, with
discretionary policy being the excep-
tion rather than the rule. Policy makers
in the euro area countries agreed to
coordinate national fiscal policies
through the Stability and Growth Pact.
This set of rules was meant to provide
national fiscal policies with enough room
for letting the automatic stabilizers do
their work as well as for taking neces-
sary discretionary measures in case of
periods of slow or negative growth.
However, when the crisis hit, it became
clear that fiscal positions in many euro
area countries allowed very little leeway
for discretionary anticyclical measures.
Moreover, in particular the sovereign
debt crisis showed that the scope of
national fiscal policies to act countercy-
clically will disappear if credit markets
freeze up. No longer able to borrow,
countries fail to smooth aggregate
income and consumption. Hence, the
incomplete design of the European
monetary union was once again criti-
cized (O’Rourke and Taylor, 2012;
Krugman, 2013; De Grauwe, 2013).

1.2 A “Fiscal Capacity” for the Euro
Area - A First Step Toward a
Fiscal Union

The official debate on a fiscal union* for
the euro area’ started at the June 2012
European Council, when the presidents
of the European Council, the Commis-
sion, the Eurogroup and the ECB were

See European Commission (2013a) for references to this older discussion.

The MacDougall Report (Commission of the European Committees, 1977), the Delors Report (European

Community, 1989) and the “One Market One Money” Report (Commission of the European Communities, 1990).
For instance, one of the conclusions of the MacDougall Report was that public finance in economic unions plays
a major role in cushioning short-term and cyclical fluctuations.

The term “ fiscal union” is used to mean very different things. We use it to refer to the creation of a significant tax

and transfer system at the central level of monetary union capable of cushioning asymmetric shocks.

* We do not discuss fiscal risk sharing at the level of the EU as a whole because the issue of fiscal risk sharing is only
critical in a currency union where national monetary and/or exchange rate policy instruments are no ]onger

available.
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commissioned with coming up with a
specific road map “towards a genuine
Economic and Monetary Union.” The
final report of the four presidents (Van
Rompuy, 2012) proposed “a timeframe
and a stage-based process towards the
completion of Economic and Monetary
Union.” The first stage was ensuring
fiscal sustainability (e.g. the “six-pack”
and “two-pack” legislations) and break-
ing the link between banks and sover-
eigns (above all, by establishing the
Single Supervisory Mechanism (SSM)
and the European Stability Mechanism
(ESM)). Stage two includes the comple-
tion of the integrated financial frame-
work and “setting up a mechanism for
stronger coordination, convergence and
enforcement of structural policies.” The
final, post-2014 third stage suggests
“improving the resilience of EMU
through the creation of a shock-absorp-
tion function at the central level” by
establishing a “well-defined and limited
fiscal capacity.”

With regard to putting the concept
of a fiscal capacity into practice, the
four presidents’ report suggests two
broad options: the first is following
a “macroeconomic approach,” under
which contributions and disbursements
would be
cyclical revenue and expenditure items,
or on measures of aggregate economic
activity. The alternative would be a
“microeconomic approach,” under which
transfer payments would depend on a
“specific public function sensitive to the
business cycle, such as unemployment
insurance.” The fiscal capacity would
then work as a complement or partial
substitute to national Ul systems. The
report suggests that transfers could be
limited to cyclical unemployment by
covering only short-term unemploy-

based on fluctuations in
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ment. It states principles of a fiscal
capacity, but does not define a specific
plan in more detail.

In parallel to the four presidents’
report, the European Commission
submitted “A blueprint for a deep and
genuine Economic and Monetary Union
— launching a European debate” (Euro-
pean Commission, 2012a). This report
likewise proposes a three-stage process,
starting with the establishment of a
“convergence and competitiveness in-
strument” within the EU budget to
support rebalancing, adjustment and
growth. In the second stage, a proper
fiscal capacity for EMU should be
established to support the implementa-
tion of the policy choices resulting from
deeper policy coordination, in particular
in the field of taxation and employ-
ment. The long-run solution would be
to establish “an autonomous euro area
budget” (European Commission, 2012a,
p- 12). The European Commission, too,
considers both a “macro” and a “micro”
approach; like the four presidents’
report, it does not propose a detailed
scheme for a fiscal capacity, either.

Moreover, the issue was also ad-
dressed in an IMF staff discussion note
(see Allard et al., 2013). The authors
suggest several instruments for the
further development of EMU, such as:
(1) a “rainy-day fund,” which would
accumulate contributions from Member
States and redistribute them to specific
countries when they are hit by an
idiosyncratic shock; (2) an EUI accom-
panied by efforts to enhance and
harmonize labor market arrangements
across euro area countries; and (3) a
fully-fledged euro area budget with
centralized provision of public goods,
such as infrastructure, which could be
used as a countercyclical tool.

® This instrument is also discussed by the European Commission (2012a and 2013a).
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1.3 Guiding Principles for a
Common Risk-Sharing
Mechanism in the Euro Area

Both the four presidents’ report and the
blueprint by the European Commission
clearly stress that a common fiscal risk-
sharing instrument can only be imple-
mented if it satisfies specific require-
ments, formulated as guiding principles
in the four presidents’ report: It should
not undermine incentives for sound
economic policy, and it should limit
moral hazard and foster structural re-
forms. The fiscal capacity should not
lead to unidirectional and permanent
transfers between countries, nor should
it be conceived as an income equaliza-
tion instrument. Moreover, it should
not result in an increase in expenditure
or taxation levels.

In a similar vein, the Commission
blueprint calls for a mechanism specifi-
cally designed to address short-term
asymmetric cyclical developments, in
order to avoid permanent transfers and
to support structural reforms. Finally,
such a mechanism needs to be subject
to strict political conditionality to avoid
moral hazard.

2 Is Centralized Public Risk
Sharing Always Desirable?

In this section, we discuss two aspects
that could affect the assessment of the
usefulness of an EUI. First, we attempt
to identify circumstances under which
centralized automatic stabilizers are
superior to Member States’ automatic
stabilizers. Second, we consider poten-
tial private alternatives to public risk
sharing. At this point, it is appropriate
to issue a caveat as it is far from obvious
that fiscal stabilization at the central

level of monetary union is always
desirable. When a member country of a
currency union is hit by an asymmetric
shock, public insurance at the central
level may indeed cushion such a shock.
However, automatic stabilizers are no
panacea — in the case of a supply shock
and/or a permanent shock, they tend to
delay necessary adjustment processes.

2.1 Centralized versus National
Automatic Fiscal Stabilization

A partial centralization of automatic
fiscal stabilization might be desirable
because of coordination failures. In a
currency union of small open and heavily
interdependent economies, the individ-
ual member states do not provide
enough automatic stabilization because
their fiscal multipliers at the country
level are small due to high marginal
propensities to import. Thus, member
states do not take the external stabiliza-
tion effect into account (see Oates,
1999).

Furthermore, centralized fiscal shock
absorption is preferable when individual
countries face credit constraints. The
crisis revealed that the scope of national
fiscal policies to act countercyclically
may become very restricted or may
even disappear completely if credit
markets freeze up. Consequently, such
countries can no longer borrow and
hence no longer smooth aggregate
income and consumption. Similarly, a
fiscal capacity could prevent countries
which are restricted in making deficits
by EU regulations, such as the Stability
and Growth Pact, from being forced to
undertake procyclical measures (see
also von Hagen and Wyplosz, 2008).”
However, the effect of an EUI hinges

7 Although the EU Economic Governance Reform 2011 increased the flexibility of the Stability and Growth Pact
insofar that a “waiver” from any (procyclical) fiscal adjustment is provided in the event of an extremely severe
crisis (see European Commission, 2013c), jbr less severe circumstances the von Ha(qen/WypIosz argument is still

valid. See also De Grauwe (2013).
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also on how Member States use the
funds that are freed up by an EUI (e.g.
Enderlein et al., 2014).

2.2 Private Alternatives to Fiscal
Risk Sharing

There are two key market-based means
to smooth country-level consumption
and stabilize demand within a currency
union: private insurance via interna-
tional capital markets and cross-border
saving and borrowing.8 The insurance
tool of choice in international capital
markets is portfolio diversification.
Yet, as stated by Allard et al. (2013),
cross-border ownership of assets within
the euro area remains more limited
than in the U.S.A. or across the federal
states in Germany. This behavior might
have become even more pronounced
with the recent crisis.

In Europe, however, private risk
sharing is not only low, but also exhibits
inherent problems. For example, Furceri
and Zdzienicka (2013) estimate that the
share of unsmoothed shocks is particu-
larly high in recessionary periods (76%
in 2008-2010), i.e. when it would, in
fact, be badly needed. International
credit markets appear reluctant and are
quite unwilling to grant cross-country
loans particularly in severe downturns.”
Moreover, according to Fahri and
Werning (2012), even with perfect
financial markets, economic agents tend
to underinsure as they do not take into
account the aggregate demand exter-
nalities inherent in their choices. This
argument is similar to the one of

A Common European Unemployment Insurance —
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underprovision of automatic stabilization
by individual states in currency unions.

3 National Unemployment
Insurance Systems in the Euro
Area

Some knowledge of existing Ul systems
is indispensable for the evaluation of
any EUI proposals. In particular, the
stabilization impact of an EUI depends
crucially on its interaction with national
Ul schemes. The main characteristics
of national Ul systems are compiled by
several institutions, for example by the
OECD and the Swedish Institute for
Social Research in its Social Policy
Indicator Database (SPIN)."

3.1 Main Characteristics of National
Ul Systems in the Euro Area

National Ul systems in the euro area
are complex and heterogenecous. There
are differences along three dimensions:
(1) the unemployment replacement rate,
(2) unemployment benefit duration and
(3) eligibility. The unemployment re-
placement rate is indicated in the litera-
ture mostly as a percentage of previous
net earnings (net replacement rate —
NRR). Because of earnings thresholds
and supplements to benefits (e.g. when
the unemployed person has children),
NRRs depend on previous pay and the
family situation of the unemployed.
The NRRs as published by the OECD
for the euro area countries are shown
in the left panel of chart 1. The numbers
refer to a single unemployed person
whose wage equals the average wage in

¥ Allard et al. (2013), Asdrubali et al. (1996) as well as Sorensen and Yosha (1998) estimate that, in the U.S.A.,
about 80% of income shocks are smoothed out, with the largest smoothing impact coming from capital markets
(45%), followed by credit markets (about 20%). Risk sharing via private and public mechanisms in EMU is
roughly half as effective, as only about 40% of income shocks are smoothed.

In this respect, banking union aims at further financial integration, the reduction of financial fragmentation as
well as the alleviation of the bank-sovereign debt nexus.

!9 Other sources are the Mutual Information System on Social Protection and Social Security (MISSOC) by the
European Commission and “Social Security Programs Throughout the World” published by the U.S. Social

Security Administration.
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the respective economy. It is patently
evident from this chart that replacement
rates vary substantially, namely from
37% in Greece to 87% in Belgium.
Unemployment benefit duration,
likewise, varies greatly across the euro
area countries, ranging from 26 weeks
in a number of them, including Austria,
to indefinite (Belgium). The right panel
of chart 1 shows benefit duration as
provided by the SPIN database for the
year 2010. Benefit duration is often
extended for specific vulnerable groups
(e.g. young or elderly unemployed),
and unemployed persons may requalify
for unemployment benefit when they
attend vocational training. Also, looking
only at benefit duration could be
misleading for countries that provide
unemployment assistance payments (or
social assistance)'' for unemployed
persons not entitled to unemployment

benefits or whose benefits have expired.
In contrast to Ul benefits, unemploy-
ment assistance payments are means
tested in most countries (i.e. family in-
come and assets are taken into account).

The third dimension of UI systems,
individual eligibility, typically depends
on a qualifying period (i.e. the mini-
mum number of weeks an unemployed
person must have worked) within a
certain reference period. Most coun-
tries have a qualifying period of
52 weeks; Slovakia has the longest such
period (156 weeks), and France the
shortest (17 weeks)."”

It follows from such eligibility
criteria that not all unemployed persons
are covered by Ul. Coverage, which is
defined as the number of insured per-
sons relative to the total labor force,
may be low if some groups are excluded
from the UI system altogether. For

Chart 1

Unemployment Benefit Replacement Rate and Benefit Duration in Euro Area Countries
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" See Esser et al. (2013) for different systems of unemployment assistance or social assistance that is available to
unemployed persons whose benefits have expired. Italy appears to be the only country where there is no such income

SUPPOI‘L

2 In Austria, the rgference period is two years; the qua]jfj/ing period is 52 weeks.
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Chart 2

Unemployment Insurance Coverage Rates (2010)
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example, in many countries, self-
employed persons are not included in
the Ul system. Chart 2 shows Ul cover-
age rates for the euro area countries.
Whereas coverage is 100% in Finland,
Ireland and Greece, it is less than 60%
in Spain, Slovakia and Italy.

A further important aspect of UI
systems are job search (and job take-up)

conditions that the unemployed per-
sons have to fulfill in order to receive
benefits (see Stovicek and Turrini, 2012).

To give an idea of the overall income
support provided by national Ul systems,
chart 3 presents the ratio of unemploy-
ment benefits per unemployed person
(Eurostat/ILO definition)"’ relative to
average wages and salaries per em-

Chart 3
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is definition of unemployment does not necessarily correspond to the entitlement to unemployment benefits
3 This definit ployment d t Iy pond to the entitl tt ployment benefit

(see section 5.3).
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ployee. This chart once again reveals
huge differences' among the euro area
countries: With the exception of the
Netherlands and Austria, the ratio is
40% or less throughout the euro area.
It is very low in Greece (13%) and be-
low 10% in Latvia and Slovakia. In
most countries, the levels of the
depicted ratio remained relatively stable
during the observation period, with the
exception of some crisis-ridden coun-
tries like Spain, where this ratio
decreased over time.

4 Design of an EUI and Its
Potential Stabilization Effect

Let us now turn to the design options
for an EUI with regard to benefits,
financing and eligibility. We also pres-
ent some simulation results found in
the literature to give an idea of the
potential stabilizing effect of an EUIL.
The simulation methods used and the
time periods underlying the estimates
are very different, however. Thus,
the estimates offered are hardly compa-
rable.

Given the large number of pertinent
contributions published over the last
few years," we have to restrict ourselves
to a select few. We include Dullien
(2013), as this author is probably the
best-known advocate of an EUI. We
consider contributions from an official
European institution, i.e. the European
Commission (2013a), and by Dullien
et al. (2014) — the latter was commis-
sioned by the Austrian Federal Ministry
of Labour, Social Affairs and Consumer
Protection. Attention is also given to

Dolls et al. (2014) and Jara and Suther-
land (2013) since they deliver — like
Dullien et al. (2014) — a thorough
impact assessment based on micro-
simulation models rather than the crude

mechanical simulations offered by Dul-
lien (2013).

4.1 Designing an EUIl - An Overview
of the Discussion

A EUI scheme may interact with the
national Ul systems in different ways.
Most proposals envisage a basic Ul at
the European level that substitutes the
national Ul for a certain period of time
(e.g. one year) and can be topped up by
national benefits. An EUI could aim at
stabilization across countries, i.e. at
alleviating cross-country business cycle
differences. Stabilizing the euro area
business cycle, i.e. intertemporal stabi-
lization, might be an additional objec-
tive. Intertemporal stabilization implies
that the EUI would be allowed to run
surpluses and deficits in order to be
effective in the case of common shocks.
Accordingly, one would have to decide
on the horizon over which the system
has to be balanced and on how to
balance it. In contrast, a system that
merely aims at cross-country stabiliza-
tion would have to distribute contribu-
tions contemporanecously as benefits.
This complicates implementation as
contribution rates or benefits would
have to be adjusted regularly. Most of
the discussion and also the simulation
results discussed below are based on
the assumption that an EUI will allow
for intertemporal stabilization. Dullien

'* See Boeri and van Ours (2014) for a different approach to providing an overall measure of income support
provided by unemployment benefit systems. According to their measure, Austria has the highest fraction of income

stabilization among the countries surveyed (44.8%). The ratios are lowest in Portugal, Spain, Italy and Greece

(15.3%, 14.9%, 5.8% and 2.4%, respectively). Boeri and van Ours argue strongly against simplistic comparisons

of Ul systems by using only benefit replacement rates and benefit duration, which has been quite common in the

literature.

"* For an overview, see European Commission (2013a) and Claeys et al. (2014a), which also review different types of

schemes (e.g. catastrophic insurance) which we do not take into account.
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(2013) notes that this is — at least in the
present economic situation where the
effectiveness of monetary policy for
business cycle stabilization is limited —
the preferred approach.

Concerning the replacement rate,
the proposals at hand assume that
benefits depend on previous monthly
wages and mostly amount to about half
of that income. Maximum benefit
duration is, as a rule, one year or less
(see also section 5.1). Most studies
assume that an EUI is financed by social
contributions levied on labor income.
The European Commission (2013a)
departs from other papers in this respect
by suggesting the system be financed
not only by social contributions but also
by a different tax base in order to shift
part of the burden from labor income
to other sources.'® A specific contribu-
tion rate is not indicated. In Dullien
(2013, 2014) and Dolls et al. (2014),
the level of contributions is set in a way
that the common EUI is balanced over
the respective observation period. See
table 1 for an overview of the specific
proposals for the replacement rate,
benefit duration and financing,

4.2 Assessment of the Economic
Effects of an EUI"

Dullien et al. (2014) examine various
schemes that differ in generosity: the
most restrictive scheme provides un-
employment benefits corresponding to
30% of the previous monthly net wage
for a period of 6 months; in the most
generous scheme, 70% of the previous
income is paid out over 12 months. In
the simulations, annual contributions
and benefits amount on average to

A Common European Unemployment Insurance —
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about EUR 40 billion in the most
generous scheme. High net benefits (as
a share of GDP) accrue to Spain, Greece,
and France. Dullien et al. (2014) note
that the net benefits to Spain and
Greece are to a substantial extent a
result of the crisis. These countries
would have seen the highest transfers in
2012, namely in the amount of 0.9%
and 1.0% of GDP, respectively. France,
by contrast, permanently receives net
benefits.

Dullien et al. (2014) measure mac-
roeconomic stabilization as the impact
of the EUI system on GDP growth
rates and present results for selected
countries. For the euro area as a whole,
an EUI would have led to some stabili-
zation during the crisis, with an increase
in the euro area growth rate — relative
to the baseline — of up to 0.13 percent-
age points in 2009. Stabilization is more
pronounced in Spain, a country that
was above average affected by the crisis.
In the most generous model, GDP
growth in Spain would have been
higher in all years from 2007 to 2012
(except 2010) compared with the base-
line. In 2009, in particular, the growth
rate would have stood at —3.1% instead
of —3.8%. For Austria, such an EUI
would have mostly had a negative (but
small) impact on growth.

Dolls et al. (2014) show that an EUI
without national top-ups would have
stabilized income in all Member States
in 2009. On average, 42.5% of the
shock on gross household income would
have been absorbed by an EUL. In other
years, the stabilizing effect would have
been more modest, however. Over the
whole period, countries with the worst

1 In this regard, the impact of taxation on the level of contributions and benefits and thus on stabilization
should also be taken into account (see e.g. Box 5 in European Commission, 2013a). Currently, the financing of
unemployment insurance differs from country to country: in most cases Ul is financed by payroll taxes as paid by

employers and workers (see Esser et al., 2013).

"7 In addition, Claeys et al. (2014b) offer the possibility of calculating online the effects of an EUI for different

PGI‘HIHEEEI“S.
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Table 1

Overview of EUIl Proposals and Effects

Dullien (2013)

Dullien et al.
(2014). The
authors analyze
six schemes but
focus on the
two schemes
presented in
the table.

European
Commission
(2013a). “Most
proposed
option” in
table 11

Dolls et al.
(2014)

Jara and
Sutherland
(2013)

70/12 variant

30/6 variant

flat rate
variant

proportional
variant

Source: Authors’ compilation.

Benefit
replacement
rate (%)

50% of the
insured
earnings

70% of
previous
net
earnings

30% of
previous
net
earnings

409%-50%
of previous
earnings

50% of
previous
gross
earnings

33% of

average
national
earnings

50% of
previous
gross
earnings

" Years/countries with most pronounced impact.

Contribu-
tion rate
(%)

depending
on the
assump-
tions on
STU:
0.65% /
1.66%
payroll tax

1.33% of
previous
gross

earnings

0.39% of
previous
gross

earnings

financing
mix
proposed

1.98%
payroll tax

n. a.

Period
under
investiga-
tion

1995—
2011

1999—
2012

1999—
2012

2008—
2013

Maximum
benefit
duration
(months)

9 (months
410 12)

9 (months
410 12)

Average
annual
payouts/
contribu-
tions (EUR
billion)

50

41

12

60

n.a.

n.a.

Income stabilization

no specific numbers
provided

no specific numbers
provided

income stabilization
coefficient 42.5%
(2009)" for the
€euro area; precrisis
calculations in Dolls
et al. (2012) for the
stabilization impact
of national Ul
suggest a
stabilization
coefficient for
unemployment
shocks of national
Ul systems in the
euro area of 20.2%.

19 percentage points
(LV)" of additional
income stabilization
(coefficient of
income stabilization).

24 percentage points
(GR, LV, AT)" of
additional income
stabilization
(coefficient of
income stabilization).

GDP stabilization

0.2% (GR, 2001/02)
to 55.8% (AT
2001/02)" measured
as percentage of the
deterioration in the
output gap
prevented by an EUI.
The author shows
only numbers for
selected countries
and periods.

0.13 percentage
points (2009) to
—0.12 percentage
points (2010)'
impact on euro
area growth rate.

0.05 percentage
points (2009, 2012)
to —0.08 percentage
points (2010)" impact
on euro area growth
rate.

n. a.

. @l

Mm.a.
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labor market outcomes would have
received the most support — as intended
by an EUL Dolls et al. (2014) compare
EUl-induced income stabilization with
the stabilization offered by national UI
schemes (see also Dolls et al., 2012).
They conclude that the differences
would be most pronounced in Estonia,
Greece, Italy and Slovenia, and still
above average also in Ireland and Spain.
All of these countries have precrisis
unemployment schemes in place that
absorb only a fraction of unemploy-
ment shocks. Since the eligibility rules
of the national unemployment systems
are stricter than those of the EUI, low
coverage ensues.

Jara and Sutherland (2013) consider
the effect of an EUI that supplements
national systems on disposable house-
hold income in selected euro area
Member States (Germany, Estonia,
Greece, Spain, France, Italy, Latvia,
Austria, Portugal and Finland). They
do not focus on a specific time period
and assume that everybody has the same
probability of becoming unemployed.
The results of Jara and Sutherland
(2013) show that an EUI would have
positive effects on income stabilization
but the impact on individual countries
would be quite heterogeneous. The
largest additional (i.e. relative to national
Ul systems) stabilization impact is ob-
served for Greece, Latvia and Austria
(23 to 24 percentage points in each
case) under the proportional EUI
scheme (i.e. benefits depend on previous
income). The authors attribute these
results mainly to differences in the
design of national UI systems and in
labor force characteristics (mainly the
proportion of self-employed persons as
they are not covered in many national
UI schemes). The result for Austria is
attributed to benefit ceilings in the
national UI as well as to the fact that
the earnings base is measured net of
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taxes and contributions (Jara and Suther-
land, 2013, p. 24).

To summarize, the simulations show
that an EUI may have a non-negligible
effect. However, the impact depends
on the precise design of the scheme and
its interaction with national unemploy-
ment schemes. In particular, differences
in the generosity of the European and
the respective national unemployment
scheme affect the country-specific
impact of an EUL.

5 Are the Requirements for an
EUI Likely To Be Fulfilled?

Let us recall, from section 1, the guiding
principles of a fiscal capacity. First, the
fiscal capacity should not lead to unidi-
rectional and permanent transfers be-
tween countries. Second, it should limit
moral hazard of Member States and it
should not impede structural reforms.
In the following section, we deal with
these questions and briefly discuss some
practical aspects of the implementation

of an EUI.

5.1 Structural Differences between
Labor Markets Make Unilateral
Permanent Transfers Likely

The empirical papers reviewed suggest
that, when we take a look at the period
from the introduction of the euro until
the more recent past, “core countries”
like Germany, the Netherlands and
Austria would have paid more into the
scheme than they would have received
in transfers. Countries in the southern
rim, such as Spain, Portugal, Italy and
Greece, that experience high unemploy-
ment rates, by contrast, are net recipi-
ents. This result is primarily due to the
specific course of events and the deep
structural crises in these countries on
the periphery and need not be an argu-
ment against EUI per se. In contrast,
here we discuss factors that are inde-
pendent of the size of macroeconomic
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shocks and which might suggest that
there are winners and losers from such
a scheme because of structural factors.
Such factors are related to structural
differences in the levels of unemploy-
ment and in the reaction of labor
markets to aggregate shocks.

Given the significant differences in
the unemployment rates of the euro
area countries and the fact that the
differences are at least partly due to
different  structural =~ unemployment
rates,” an EUI scheme covering total
unemployment appears not to be politi-
cally feasible because the potential gains
tend to be unevenly distributed (see
also Keuschnigg, 2012). To avoid this
obvious difficulty, the four presidents’
report (Van Rompuy, 2012) and sub-
sequent proposals suggest that an EUI
should cover only cyclical unemploy-
ment, which, for practical reasons,
could be approximated by short-term
unemployment (STU, usually defined as
the labor force share of the unemployed
with unemployment duration of up to
12 months). STU has the advantage in
this context that it is readily observable
from unemployment statistics. Thus,
there would be no need to estimate
the cyclical position of an economy as
it is required for “macroeconomic
approaches” to stabilization. These esti-
mates are sometimes controversial and
lack robustness over time (European
Commission, 2013a). However, the
conceptual advantage of an EUI over
stabilizers that are based on econometric
estimates may be questioned."”

Even if an EUl is restricted to cyclical
or short-term unemployment, there is
another aspect of unemployment in
which countries differ: euro area labor
markets show heterogeneous reactions
to aggregate shocks of a given size. The
relationship between the deviation of the
unemployment rate from its long-run
equilibrium and the deviation of real out-
put from its equilibrium value is known
as Okun’s law. In a recent review, Ball
et al. (2013) find that the Okun coeffi-
cient varies substantially across coun-
tries. Table 2 contains their results for a
number of euro area countries.

The absolute value of the coefficient
for 19802011 is by far the highest in
Spain (—0.85); it even seems to have
risen in absolute terms since the
mid-1990s. This is probably attributable
to reforms in the 1980s which made it
casier for firms to employ leased staff
(who are also much easier to lay off

Table 2

Estimates of the Okun Coefficient
(1980-2011; annual data)

Whole Until 1995 | As of 1996

period
Austria -0.14 -0.13 -0.14
Belgium -0.51 -0.63 —0.31
Finland -0.50 -0.61 -0.30
France -0.37 -040 -0.34
Germany -0.37 -043 -0.27
Ireland 041 -046 -0.38
Italy -0.25 -0.14 -0.36
Netherlands -0.51 -0.71 -0.34
Portugal -0.27 -0.22 -046
Spain -0.85 -0.79 -092

Source: Ball et al. (2013).

I8 There is a wide consensus that cross-country differences in unemployment rates are strongly driven by differences
in structural unemployment rates (European Central Bank, 2012; European Commission, 2013b). However, the

extent to which unemployment is structural or cyclical is subject to an intensive debate (see Arpaia et al., 2014,

and Diamond, 2013).

" It is not obvious that STU is indeed a good proxy for cyclical unemployment: In quarterly data (from the first
quarter of 1999 to the first quarter of 2014) for the whole euro area (EA-18), the correlation coefficient between
the short-term unemployment rate and the cyclical component of the unemployment rate (obtained with an HP

filter, parameter A=1600) is merely 0.41.
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when demand goes down).”” At an
Okun coefficient of a mere —0.14, which
seems to have been quite stable over
time, Austria, on the other hand, is
shown to record the weakest unemploy-
ment reaction to output fluctuations.
The reaction of unemployment to macro-
economic shocks depends on many
structural factors. They include the
degree of employment protection, labor

A Common European Unemployment Insurance —
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to shield workers against demand distur-
bances (the role of “implicit contracts”
and the extent to which employment
adjustment occurs through the intensive
rather than on the extensive margin,
i.e. through the adjustment of working
time rather than headcount employ-
ment) but also the role of active labor
market policies (ALMP), to which we
will turn below. Box 1 provides further

relations (e.g. the system of collective evidence on structural differences
bargaining) and the readiness of firms between labor markets.

Box 1

Structural Differences between Labor Markets: Evidence from Flow Data

By definition, the equilibrium unemployment rate (provided that the labor force is constant) is
given by u* = (s/(s+tf)) where s is the separation rate (flows from employment to unemployment)
and f'is the job-finding rate (flows from unemployment to employment). Equilibrium unemploy-
ment is thus determined by both s and f; which depend on structural characteristics of labor
markets. s is influenced by the degree of employment protection, the degree of labor hoarding
and the extent to which labor is adjusted on the intensive or extensive margin, respectively,
while f might depend on the generosity of unemployment benefits, the strictness of job search
requirements or the role of active labor market policies.

Annual Labor Market Transition Rates in Euro Area Countries

From Employment into Unemployment

From Unemployment to Employment
% of employment % of unemployment
8
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9 60
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Source: European Commission (2012b); for Austria: authors’ calculations.

Note: The transition rate for a particular year (t) is the share of transitions from year (t) to year (t+1).

20 Spain has been a country with high employment protection for permanent contracts, but it also had the highest
share of leased workers before the crisis (28% of the total workforce). It can thus be regarded as a country with a
high degree of “dualism” in its labor market (Boeri, 2011).
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The chart above shows annual labor market transition rates for ten euro area countries'
from 2006 to 2010, as presented in a survey published by the European Commission (2012b).
We calculated the values for Austria ourselves, drawing on Austrian Labour Force Survey (LFS)
data. The left panel of the chart displays employment to unemployment transitions and the
right panel shows unemployment to employment flows.

Different patterns emerge (see European Commission, 2012b) which suggest structural
differences in labor market reactions®: One group of countries posts relatively high transition
rates from unemployment to employment and moderate inflows into unemployment (Austria,
the Netherlands, Finland, and to a certain extent also France and Cyprus) both before and
during the crisis. Another group of countries, e.g. Italy, records low overall labor market
dynamics before and during the crisis (low flows out of unemployment into employment, but
also in the opposite direction). Finally, there are countries with generally high dynamics and a
significant deterioration in both rates (such as Spain) or countries with generally low dynamics

(like Greece).

! Results for Greece are available for 2008—2010 only.

2 More evidence on labor market flows and cross-country differences is provided in two reports by the European Central

Bank (2012 and 2014).

Given the way labor markets are
currently structured, unidirectional
permanent transfers are likely to result
from an EUI. To address this issue, it is
often suggested (e.g. by the European
Commission, 2013a, and Andor, 2014)
that contribution parameters of an EUI
scheme be regularly adjusted to bring
the system closer to ex ante balance
over the medium term.”" An alternative
are “clawbacks,” which would neutralize
net transfers ex post. Such mechanisms
would resolve the problem of perma-
nent transfers but make an EUI scheme
more complex and reduce its stabiliza-
tion impact.

5.2 Potential Moral Hazard
Problems

Moral hazard problems are intrinsic to
any form of insurance. In case of an
EUI, moral hazard could potentially
arise for a number of aspects. One is
the extent to which structural factors
that are under the control of the govern-
ment influence the level of unemploy-

ment. Under an EUI scheme, govern-
ments might be less willing to pursue
policies which reduce unemployment
risks if such policies go along with
considerable political costs. Claeys et al.
(2014a) observe that there is a tradeoff
between the stabilization properties of
an EUI and design features aimed at
limiting moral hazard. For example,
stabilization would be larger if income
support were very long lasting. But this
would presumably lead to moral hazard
at the level of the individual countries.
Thus, it is essential that the income
support provided by an EUI is only
temporary and rather short term (see
also Dolls et al., 2014). Moral hazard
can also be avoided if there is ex ante or
ex post adjustment of Ul parameters
but the presence of such adjustments
limits the stabilization effects of an
EUL.

A more relevant problem with an
EUI could be that such a scheme
provides adverse incentives to absorb
shocks at the intensive margin of

' A similar mechanism is present in the U.S. system. The European Commission (2013a) recommends establishing
Member State accounts. As in the U.S. unemployment system, these accounts would have to be balanced over a

specified time period (e.g. by — automatically — adjusting contribution rates).
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employment rather than at the exten-
sive margin because some of the costs
of such employment adjustment would
be borne by national governments
(ALMP measures like expenses for
short-time work benefits), whereas
unemployment benefits are financed by
the common pool (Dolls et al., 2014).
This constitutes an argument for a
greater harmonization of national labor
market policies.

5.3 Is there a Need for More
Harmonization of National Ul
Systems?

EUI proponents regularly stress that an
EUI could easily complement the
diverse national UI systems and that
there is no need to harmonize these
systems (e.g. Dullien, 2014). An EUI
would replace national Ul temporarily.
However, in national systems, there are
clear provisions as regards Ul contribu-
tions and eligibility to benefits. The
harmonized data of the European
Labour Force Survey (EU-LFS) that
Dullien (2014) refers to are not relevant
for an EUIl: Unemployment in the
EU-LES is merely weakly related to
unemployment benefit eligibility,*” and
being classified as “employed” in the
EU-LFS does not necessarily mean that
such persons have to contribute to
unemployment insurance. For an EUI,
common standards concerning eligibil-
ity would have to be established and
monitored because otherwise countries
could claim higher than justified un-
employment benefits or they could try
to reduce the contributions to the com-
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mon UI scheme (see Enderlein et al.,
2014).

Further aspects are the relationship
between unemployment benefits and
job search requirements on the one
hand and the relationship between
unemployment benefits and ALMP
measures (such as educational training)
on the other. They imply great variance
among countries because there are very
diverse ways to organize public em-
ployment and training schemes for the
unemployed.

Thus, it seems quite obvious that
eligibility ~ criteria and regulations
concerning Ul contributions should be
harmonized across countries at least for
the time span EUI is granted to indi-
viduals. The European Commission
(2013a) suggests introducing common
eligibility standards (for a qualifying
period, a reference period, and the
types of labor contract covered).”’
Moreover, an EUI and national schemes
should likewise be harmonized with a
view to avoiding difficulties when an
unemployed person’s eligibility to EUI
benefits expires. Such a harmonization
of national social systems would be an
ambitious task.

6 Summary and Conclusions

The recent financial and economic
crisis has revealed that more central
risk sharing — e.g. in the form of a EUI
— might be beneficial for the euro area.
Several proposals for the design of an
EUI have been discussed widely, and
empirical analyses indicate that such a
scheme would have a non-negligible

?? Many of those classified as “unemployed” are not recipients of unemployment benefits because they are not eligible.
Indeed, this fraction of the unemployed also differs widely among EU Member States (see Dullien, 2013). Moreover,
some recipients of unemployment benefits are not classified as unemployed (e.g. because they had worked a few

hours in the reference week of the survey).

 According to Dolls et al. (2014) as well as Jara and Sutherland (2013), all new unemployed, including former
self-employed persons, should be eligible given a certain period of previous contributions. Dullien et al. (2014),
on the other hand, propose that EUI eligibility should be connected to e]i(qibi]it)/jbr national unemployment

benefits. As eligibility varies substantially, this would put countries with tight eligibility criteria at a disadvantage.
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stabilization effect, in particular in
countries where the income stabilization
provided by national Ul systems is low.
Moreover, an EUI is believed to be es-
pecially helpful for Member States that
have lost access to capital markets or
that are restricted from borrowing for
other reasons.

Nevertheless, any practical imple-
mentation of an EUI is likely to suffer
from shortcomings for various reasons:
Structural differences in labor markets

(i.e. different reactions of unemployment
to shocks and different magnitudes of
labor market flows) imply that costs
and unemployment benefits tend to be
distributed unevenly. Additionally, moral
hazard by Member States cannot be
ruled out. Apart from that, there are
numerous practical difficulties associated
with the implementation of an EUI.
Finally, the costs and benefits of an EUI
should be compared with those of other
instruments to establish a fiscal capacity.

References

Allard, C., P. Koeva Brooks, J.C. Bluedorn, F. Bornhorst, K. Christopherson,
F. Ohnsorge, T. Poghosyan and IMF Staff Team. 2013. Towards a Fiscal Union for the
Euro Area. IMF Staff Discussion Note. September.

Andor, L. 2014. Basic European Unemployment Insurance — the Best Way Forward in Strength-
ening the EMU’s Resilience and Europe’s Recovery. In: Intereconomics. No. 4. Leibnitz Infor-
mation Centre for Economics. July.

Arpaia, A., A. Kiss and A. Turrini. 2014. |s unemployment structural or cyclical? European
Commission. DG ECFIN. Economic Paper 527. August.

Asdrubali, P., B. E. Sgrensen and O. Yosha. 1996. Channels for Interstate Risk Sharing:
United States 1963—1990. In: Quarterly Journal of Economics 111(4). 1081-1110.

Ball, L. M., D. Leigh and P. Loungani 2013. Okun’s Law: Fit at Fifty? NBER Working Paper
18668. January.

Boeri, T. 2011. Institutional Reforms and Dualism in European Labor Markets. In: Ashenfelter,
O. and D. Card (eds.): Handbook of Labor Economics. Volume 4B. 1173-1236.

Boeri, T. and J. van Ours. 2014. The Economics of Imperfect Labor Markets. 2™ edition. Princeton
University Press.

Claeys, G., Z. Darvas and G. B. Wolff. 2014a. Benefits and Drawbacks of European
Unemployment Insurance. Bruegel Policy Brief 06. September.

Claeys, G., S. Ganem, P. Hiittl and T. Walsh. 2014b. Do it yourself European Unemployment
Insurance. Bruegel analyses. http://www.bruegel.org/nc/blog/detail/article/1434-do-it-yourself-
european-unemployment-insurance/ (retrieved on November 26, 2014).

Commission of the European Committees. 1977. Report of the study group on the role of
public finance in European Integration. Volume | General Report. Brussels.

Commiission of the European Communities. 1990. One market, one money. An evaluation
of the potential benefits and costs of forming an economic and monetary union. DG ECFIN.
Brussels. April.

De Grauwe, P. 2012. Economics of Monetary Union. Ninth edition. Oxford University Press.

De Grauwe, P. 2013. Design Failures in the Eurozone: Can they be fixed? LSE Europe in Question
Discussion Paper 57.

Diamond, P. 2013. Cyclical Unemployment, Structural Unemployment. NBER Working Paper
18761.

Dolls, M., C. Fuest and A. Peichl. 2012. Automatic stabilizers and economic crisis: U.S. vs.
Europe. In: Journal of Public Economics. 270-294.

50 OESTERREICHISCHE NATIONALBANK



A Common European Unemployment Insurance —
A Much Debated Route toward European Fiscal Union

Dolls, M., C. Fuest, D. Neumann and A. Peichl. 2014. An Unemployment Insurance
Scheme for the Euro Area: Evidence at the Micro Level. Work in progress. Version dated May
2014.

Dullien, S. 2013. A Euro-Area Wide Unemployment Insurance as an Automatic Stabilizer: Who
Benefits und Who Pays! Paper prepared for the European Commission. DG Employment,
Social Affairs and Inclusion. Corrected version dated December 2013 (based on earlier version
from January 2013).

Dullien, S. 2014. The Macroeconomic Stabilisation Impact of a European Basic Unemployment
Insurance Scheme. In: Intereconomics 4. Leibnitz Information Centre for Economics. July.

Dullien, S. and F. Fichtner. 2013. A Common Unemployment Insurance System for the Euro
Area. In: DIW Economic Bulletin 1. 9-14.

Dullien, S., F. Fichtner, P. Haan, L. Jaeger, M. Jansen, R. Ochmann and E. Tomasch.
2014. Eine Arbeitslosenversicherung fir den Euroraum als automatischer Stabilisator — Grenzen
und Méoglichkeiten. DIW Berlin. Gutachten im Auftrag des Bundesministeriums fiir Arbeit,
Soziales und Konsumentenschutz der Republik Osterreich. Endbericht. Vorgelegt am 22. April
2014.

Enderlein, H, L. Guttenberg and J. Spiess. 2013. Blueprint for a cyclical shock insurance in
the euro area. Notre Europe — Studies and Reports. September.

Esser, ., T. Ferrarini, K. Nelson, J. Palme and O. Sjéberg. 2013. Unemployment Benefits
in EU Member States. Paper prepared for the European Commission. DG Employment, Social
Affairs and Inclusion. Brussels. July.

European Central Bank. 2012. Euro Area Labour Markets and the Crisis. Structural Issues
Report. October.

European Central Bank. 2014. Comparisons and Contrasts of the Impact of the Crisis on Euro
Area Labour Markets. Draft Report. August.

European Commission. 2012a. A blueprint for a deep and genuine economic and monetary
union: Launching a European Debate. COM(2012) 777 final/2. November 30.

European Commission. 2012b. The dynamics of long-term unemployment. In: Employment
and Social Developments 2012. DG Employment, Social Affairs and Inclusion. 65—142.

European Commission. 2013a. Paper on Automatic Stabilizers. Report of a Working Group
Chaired by Robert Strauss. DG Employment, Social Affairs and Inclusion. 4 October.

European Commission. 2013b. Cyclical and Structural Unemployment in the EU. In: Labour
Market Developments in Europe 2013. DG ECFIN. 62-101.

European Commission. 2013c. Vade mecum on the Stability and Growth Pact. Occasional
Papers 151. May 2013.

European Community. 1989. Report of the Committee for the Study of Economic and
Monetary Union. Luxembourg. April.

Fahri, E. and I. Werning. 2012. Fiscal Unions. NBER Working Paper 18280.

Furceri, D. and A. Zdzienicka. 2013. The Euro Area Crisis: Need for a Supranational Fiscal
Risk Sharing Mechanism? IMF Working Paper WP/13/198. September 2013.

Hagen, J. v. and C. Wyplosz. 2008. EMU's decentralized system of fiscal policy. European
Economy. Economic papers 306. European Commission.

Hoffmann, M. and B. E. Sgrensen. 2012. Don't expect too much from EZ fiscal union — and
complete the unfinished integration of European capital markets! VOX. CEPR’s Policy Portal.
November 9.

Jara, H. X. and H. Sutherland. 2013. The implications of an EMU unemployment insurance
scheme for supporting incomes. Research Note 3/2013. European Commission. DG Employment,
Social Affairs and Inclusion.

MONETARY POLICY & THE ECONOMY Q4/14 51



A Common European Unemployment Insurance —
A Much Debated Route toward European Fiscal Union

Keuschnigg, C. 2012. Should Europe Become a Fiscal Union? CESifo Forum 1. 35—43.

Krugman, P. 2013. Revenge of the Optimum Currency Area. In: Acemoglu, D., J. Parker and
M. Woodford (eds.). NBER Macroeconomics Annual 2012. University of Chicago Press.

Oates, W. E. 1999. An Essay on Fiscal Federalism. In: Journal of Economic Literature XXXVII.
September. 1120—1149.

Obstfeld, M and G. Peri. 1999. Regional Non-Adjustment and Fiscal Policy: Lessons for EMU.
NBER Working Paper 6431.

O’Rourke, K. H. and A. M. Taylor. 2012. Cross of Euros. In: Journal of Economic Perspectives
27(3). 167-192.

Sgrensen, B. E. and O. Yosha. 1998. International Risk Sharing and European Monetary
Unification. In: Journal of International Economics 45(2). 211-238.

Stovicek, K. and A. Turrini. 2012. Benchmarking Unemployment Benefits in the EU. [ZA
Policy Paper 43. June.

Van Rompuy, H. 2012. Towards a Genuine Economic and Monetary Union. Report to the Euro-
pean Council. In collaboration with Barroso, J. M., J.-C. Juncker and M. Draghi. December 5.

52

OESTERREICHISCHE NATIONALBANK



