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1 Introduction

This paper surveys some of the main contributions to the research on labour
market institutions and unemployment in Europe and the OECD countries
since the 1960s. The demand for policy advice on this topic is high, our
knowledge, however, is still limited. The paper focuses on OECD countries
with an emphasis on Western Europe.1.

There are many descriptions of how unemployment in Europe and other
OECD countries evolved over time (see for example Blanchard (2005) for an
overview). In this respect, Europe has been a puzzling case with high and
persistent unemployment rates. In short: Unemployment in Europe was low
in the 1960s and it increased in the 1970s and 80s. Since then, unemployment
has become highly heterogeneous across Europe. Some countries managed
to reduce their unemployment rate to lower levels, others remained on a high
plateau.

Over the last decades, the US has had relatively low and constant unem-
ployment rates and it has often been asked why the labour market experi-
ence in Europe has been so different to the US. Earlier research relies heavily
on exogenous economic changes as an explanation for high unemployment.
However, this approach cannot fully explain the experienced unemployment

1The new Eastern European member states will not be discussed. In the following
Europe or European countries is used synonym to the Western European countries which
are also part of the OECD
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movements. In particular, shocks like the two major oil crisis2, changes in
technology or productivity and the increased global trade were experienced
in all OECD countries, however, unemployment after these events differed
significantly across countries.

Siebert (1997) argues that rigid labour market institutions were the key
to unemployment in Europe. This has become a widespread view in the pol-
icy debate. He argues that changes in labour market institutions between
the 70s and 90s were the primary reason for high unemployment in Europe.
Furthermore, the different set of labour market institutions in the US com-
pared to Europe, explain their better labour market performance. In turn,
the abolition of rigid labour market institutions is seen as the key to cure
the unemployment problem in Europe. Countries that have recently followed
this advice, according to the argument, have already experienced significant
improvements in their labour markets.

Even on a descriptive level, such arguments raise serious questions. For
example, some labour market institutions only change slowly and some in-
stitutions have remained fairly constant over the last four decades. But
unemployment in Europe in the 1960s was much lower than in the US. For
example, Chen et al (2001) argue that job security legislation has tradition-
ally been higher in Europe. But in the 1950s and 60s the US unemployment
rate was twice as high as in Europe. Hence, a simple positive correlation
between rigid labour market institutions and unemployment seems unlikely.

Economic research over the past decade has looked more carefully at
the effect of labour market institutions on unemployment in the OECD and
OECD-Europe. Institutions affect economic incentives and hence it is likely
that labour market institutions do alter labour market outcomes. However,
the extent and the mechanism of this relationship is still far from being un-
derstood.

This paper will point out the main routes research has taken in the past
and critically comment on some of the developments. Recent research has
either looked at the direct effect of labour market institutions on unemploy-
ment(section 2) or on how such institutions interact with macroeconomic
shocks and hence jointly influence unemployment (section 3). Section 4 looks
at two areas which are likely to influence the effect of labour market insti-

2This was the Arab Oil Embargo in 1973/74 and the Iranian revolution and the Iran-
Iraq war in 1979/1980
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tutions on unemployment but have not been included in the analysis: (a)
Political economy has argued that labour market institutions are likely to be
endogenous and first attempts to model such endogeneity have already been
made. Furthermore (b) the argument of a non-vertical long run Phillips
curve is followed and the potential effect on the research on labour market
institutions and unemployment is pointed out. Section 5 concludes.

2 The Direct Effect of Labour Market Insti-

tutions

The literature on the direct effect of labour market institutions explains un-
employment either by the level of institutions or by institutional changes
over time. Furthermore, past research increasingly focuses on the interac-
tion among labour market institutions and their joint influence on unemploy-
ment. Freeman (1998) points out that certain institutional features perform
differently depending on the country’s overall institutional settings. This is
because institutions interact with each other. Most authors account for at
least some interaction between labour market institutions in their analysis
(see e.g. Nickel, 2005). Belot and van Ours (2001 and 2004) however, focus
more extensively on such interactions.

2.1 The Levels of Labour Market Institutions

Layard and Nickel (1999) consider whether the level of labour market in-
stitutions have a significant effect on economic performance in 20 OECD
countries. They focus on unemployment as one determinant of economic
performance and look at the following institutions: labour taxes, laws and
regulations covering the employees’ rights, the bargaining/union structure,
the unemployment security system, the system of education and training
and barriers to regional mobility. The authors give descriptive background
information for each of these variables across countries and point out some
caveats when using these aggregated data.

In their analysis they derive a simple theoretical model which can be
used to evaluate the effect of labour market institutions on unemployment:
A large number of identical firms maximise profits and individual workers
maximise their employment prospects Ni and the excess of their net wages
over their outside opportunities wi(1 − τ) − A. Here, w is the labour cost
per employee, τ the sum of payroll and income tax rates and A are the
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outside opportunities. These outside opportunities are determined as wage
income and unemployment benefit income, weighted with the probability of
being employed or unemployed. The probability of being employed is an
increasing function of aggregate employment and the separation rate out of
unemployment. This probability is decreasing in search effectiveness. The
rationale for this is that - aggregate employment being constant - an increase
in search efficiency will make it harder for other unemployed individuals to
find a job. Wages emerge through collective bargaining as a solution to

max[Nγ
i (wi(1− τ)− A)]βΠi (1)

Here, γ captures the extent to which workers take the overall employment
effect of the wage bargaining outcome into account and β accounts for the
worker’s power in the bargaining process.

In the following they derive an equation for equilibrium unemployment:

u∗ = f(s, c, b, β, ε, γ) (2)

Equilibrium unemployment increases in the separation rate (s), the bene-
fit replacement ratio (b), the strength of the workers in the bargaining process
(β) and decreases in the search effectiveness (c), the elasticity of product de-
mand (ε) and the degree to which workers take the overall employment effect
of the bargaining process into account (γ).

The effect of labour taxes and the effect of coordination in the bargaining
process is not captured within this simple model.

They perform cross country GLS regressions using two time periods3.
Having the NAIRU framework in mind, they include changes in inflation to
their regressions of labour market institutions on log unemployment for 20
OECD countries4.

Their results are as follows. Labour taxes affect unemployment in the
short run and possibly in the long run; labour standards and employment
protection do not seem to have produced high unemployment in some OECD
countries. They argue however that employment protection increases long
term unemployment and reduces short term unemployment. Strong unions

3To be more precise, they use 6 year averages for 1983 - 1988 and 1989 - 1994. In their
analysis only the findings for 1989 - 1994 are reported

4In their analysis they also look at each variable in more detail with additional data
descriptions and regression
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increase unemployment, but the effect can be offset if wage bargaining is co-
ordinated on a centralised level. Minimum wages had no effect on unemploy-
ment in the sample period - with the exception of France, where minimum
wages have not been adjusted for younger workers. Unemployment benefits
turn out to have a significant effect on unemployment5 both in their size and
in their duration paid. But, the effect of the benefit system can for example
be offset by active labour market policies. Finally, the skill and education
system have no strong impact on unemployment for the period of interest.

The authors conclude that policy actions should be focused mainly on
unions and the social benefit system and that the effort spent on reforming
other institutions may not pay out. Hence, this view creates ”good” and
”bad” institutions, or those which are harmful to unemployment and those
which do not really matter.

Nicoletti and Scarpetta (2002)6 use non agricultural employment rates as
dependent variable to analyse the effect of labour market institutions. This
employment measure has been attacked by Baker et al. (2004) as unjustified
and too narrow. They find significant and sizable relationships for the tax
wedge, union density and employment protection legislation and comment
that their results are only partly consistent with similar cross country stud-
ies.

2.2 Changes in Labour Market Institutions

Nickel et al. (2005)7 evaluate whether the evolution of unemployment can
be explained by changes in labour market institution in OECD countries be-
tween the 1960s and 1990s. They mainly follow Nickel and Layard (1999) in
their choice of labour market institutions of interest.

They use the level of benefits and the duration of entitlement to cal-
culate the replacement ratio and a duration index. From the 1960s to the
1980s benefits increased in most countries except Germany, Japan and New
Zealand. However from the 1980s onwards countries experienced different
movements. They note, however, that the strictness of the benefit conditions
is unavailable in time series data. This variable captures the rules related to
the type of jobs the unemployed has to accept. It is shown that these rules

5in particular long term unemployment
6For a short review of this study see Baker et al. (2004)
7see also Nickel et al. 2002 for a very similar excercise

5



vary significantly across countries.

To characterise wage bargaining, union density is used. Another variable
which would be of interest is union coverage, which for some countries de-
viates dramatically from the actual density. For example, France with the
lowest union density (10%) has one of the highest coverage rates (about 95%)
(see e.g. OECD, 2004) . However, coverage rates are not available for the
time series Nickel at al. (2005) look at. In addition they use coordination
which, if it is high, may offset negative effects of unionisation8.

They include indexes for employment protection, total labour tax rate
and finally as suggested by Oswald (1997) owner occupation rate, which is
likely to influence regional mobility.

Econometric exercises heavily rely on the quality of institutional data. In
particular the question arises how comparable data like those that are used
in the literature are. For variables like union density, comparability may be
easy, but as for example benefit legislation is very complex in some countries,
it may be at least challenging to come up with a comparable data set. In
addition it has been argued that many data are ex-post measures. The fact
that we actually knew about high unemployment in some major countries
when constructing the indices, may involuntarily bias the construction of the
data. This is particular true if laws have to be translated into numerical
measures.

Nickel et al. (2005) control for the following macroeconomic forces which,
in the short run, let unemployment deviate from its equilibrium level9: (1)
money supply shocks, (2) productivity shocks, (3) labour demand shocks,
(4) real import price shocks and (5) the real interest rate. Note, that after
transformation, (1) - (4) are shocks which are mean reverting (stationary),
whereas (5) may have persistent impact over time. They also include lagged
unemployment in their regression to account for unemployment persistence.
However the non-stationarity of unemployment as dependent variable may
still be a problem of and econometric exercise like the one performed in the
paper.

The results indicate that unemployment is highly persistent and/or that

8see e.g. Calmfors and Driffill (1988), Calmfors (1993) or Driffill (2005)
9this list goes back to Phelps contribution on Structural Slumps in 1994 and Hoon and

Phelps (1992)
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their specification may not fully capture the determination of unemployment.
They argue on the basis of dynamic simulations that institutions do matter
and that if one excluded the labour market institutions in the regression (and
hence only have the macroeconomic shocks, country and time dummies in
it) the goodness of fit would reduced by 50%. However, for some countries,
the unemployment specification seem not be able to explain what has been
going on10.

In their GLS panel regressions they establish the following effect for in-
stitutions: Employment protection and employment taxes have a positive
effect on unemployment. The impact of taxes, however, is fairly small11 and
countries with high bargaining coordination, reverse this positive effect. Em-
ployment protection primarily has an impact on unemployment persistence.
The benefit replacement rate has an important positive effect on unemploy-
ment and magnifies through the interaction with benefit duration. There is
no significant influence of union density on unemployment, however, positive
changes in union density are associated with higher unemployment. One in-
terpretation is that increasing union pressure drives up wages and has hence
negative effects on employment. When union density stabilises, this effect
seems to die away. Finally they find a positive effect of owner occupation on
unemployment, however this effect is not very significant.

They also use a dynamic simulation with institutions fixed from its ini-
tial levels. They argue that in some countries institutional shifts successfully
explain the unemployment experience. However in many countries such as
Finland, Germany or New Zealand, institutions account only little for unem-
ployment over time.

Dynamic simulations that keep only institutions constant can only be
seen as a very indicative calculation excercise. A Lucas-type argument (see
Lucas critique, 1976) would point out that policy changes (here, a different
institutional setting) alter the economic structure of the system (here, be-
havioural equations and shocks). Hence if institutions had remained constant
over the past decades the system underlying the analysis would have been
different too. Furthermore, a least square regression, as the one performed
in the paper, will find the best fit for the given independent variables. If we

10for example, the dynamic simulation cannot explain unemployment in Portugal and
Japan and has trouble to explain certain periods for Germany (from 1980s) and Finland
(1980-1990)

11In particular, a 10 percentage point increase in total employment tax rate translates to
a one percentage point increase in long run unemployment, assuming average coordination
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omit certain of these variables in a simulation, it is not surprising to find
a poor fit. One may argue that if instead of keeping institutions constant,
shocks would have been left out of the simulation, one would have found a
similar poor fit and could have argued that unemployment in Europe is due
to shocks. It would be interesting to perform such a simulation. What one
should have done is simulating the evolution of unemployment on the basis
of shocks only and compare such a simulation with the one reproduced in
the paper.

Overall, Nickel et al. (2005) argue that changes in institutions can ex-
plain a fair amount of unemployment shifts in OECD countries and Europe
and argue that with better data it is likely to achieve an even better fit. In
the light of the above paragraph, some of their results may be vulnerable to
criticism.

A similar framework to the one used in Nickel et al. (2005) is proposed
by the IMF (2003). The IMF argues that substantial labour market reforms
would significantly benefit the employment picture in Europe. In comparison
to Nickel et al. (2005), they add country specific inflation-unemployment
trade-offs, indicating that the Phillips curve relationship may be different
across countries. In addition they use central bank independency as fur-
ther control variables and interactions with lagged employment as a measure
of persistence. They do not include benefit duration, however, they add a
quadratic term for bargaining coordination. This goes back to Calmfors and
Driffill (1988), Calmfors (1993) and others who argue that there may be
a hump-shaped relationship between coordination and unemployment, indi-
cating that high and low levels of coordination produce lower unemployment
than medium coordinated countries.

Baker et al. (2004) critically review the IMF study indicating that the ar-
gument against strong labour market institutions cannot be read out of their
regression results. In particular, the coefficients greatly vary in size and lead
to inconclusive effects on unemployment. In addition they argue that annual
data for institutions, which have not only been used in the IMF study, are
constructed by interpolation and may hence not represent the true values.
Finally, re-regression shows that coefficients for the time trends are unreliable
for some countries. Baker et al. (2004) conclude that the study may not add
reliable evidence to the existing literature. This is particular striking as the
work of multinational organisations like the IMF seriously influence policy
decisions.
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In their own analysis Baker et al (2004) argue that there is no relationship
between the amount of reforms implemented and changes in unemployment
in the OECD. With a view to the Netherlands and Ireland as two examples
for labour market success stories, they argue that informal changes especially
in the bargaining process have significantly improved the state of the labour
markets.

In an earlier paper, Baker et al. (2002) point out that simple correlations
between rigid labour market institutions and unemployment often show no
relationship. They produce various scatterplots between OECD indicators
for labour market institution and the unemployment rate. For example, they
cannot establish a significant positive correlation between the unemployment
benefit replacement rate and unemployment in 20 OECD countries from 1980
to 1999. Also, the relationship between benefit duration and unemployment,
bargaining coordination and unemployment, union density and unemploy-
ment or labour taxes and unemployment for the same sample is ambiguous.
In addition there is no evidence that countries which have managed to dereg-
ulate their labour markets in the 1990s have experienced a lower NAIRU.

2.3 Interactions among Labour Market Institutions

The work discussed so far mostly accounts for at least some interaction be-
tween labour market institutions. Though, the choice of included variables
is rather ad hoc. One strand of the literature focuses primarily on comple-
mentarities between labour market institutions and their joint effect on un-
employment. Some examples of recent research are discussed in the following.

The main idea is that the effect of institutions on unemployment can-
not be viewed independently of the overall institutional framework. This is
because labour market institutions work together and in turn have a joint
effect on employment outcomes. A specific institutional feature is likely to
perform differently depending on the other institutions in the country. If
labour market institutions interact, so do policy changes and hence chang-
ing one institutional feature will have different effects in different countries
depending on the overall state of the labour market.

Coe and Snower (1996) argue that partial labour market reforms which
have been widely adopted in many European countries are unlikely to have
significant effects on high unemployment. They theoretically model com-
plementarities between various labour market institutions in a search and
matching framework. If institutional complementarities are present, insti-
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tutional changes have different effects depending on the overall institutional
setting in the country. In this case, institutions with a negative effect on
unemployment can stop beneficial institutional changes from working.

In particular they examine the interaction between job creation measures
(e.g. tax reforms or relaxation of exit entry for firms), job security legislation
(with respect to firing costs), search promoting measures (search costs, mo-
bility measures), unemployment benefit system and the bargaining system.
They find theoretical support for the hypothesis that many of the above mea-
sures work together and hence complement their effects.

Daveri and Tabellini (2000) analyse the effect of labour taxes on unem-
ployment and find strong correlations. In particular, in countries with high
unionisation, the effect of higher labour taxes on labour costs and hence on
unemployment is stronger.

Belot and van Ours (2001) present a stylised model of how interactions
affect unemployment. They consider two sets of labour market institutions,
those who affect the incentive structure in the labour market (labour taxes,
unemployment benefits) and those which are structural (union bargaining,
union density, bargaining and employment protection). Interaction is possi-
ble within the group and between the groups and means that one institutional
parameter may be effected by the value of another institutional parameter.

They estimate the effect of labour market institutions on unemployment
in the following equation:

uit = αi + αt + βZi,t + γδ2pi,t + εi,t (3)

where the unemployment rate is a function of country fixed effects αi

and time fixed effects αt, of labour market institutions Zi,t, which may be
interacted, the change in inflation δ2pi,t and an i.i.d. error εi,t. In a first
step they do not use interactions between labour market institutions and
omit both country and time fixed effects. They find significant effects for
many labour market institutions. However, the results seem to be driven by
fixed differences between countries and time periods as the significant effect
of labour market institutions on unemployment diminishes when introduc-
ing αi and αt. If they account for the interaction between labour market
institutions12 they find a significant impact of interacting labour market in-

12In particular they introduce an interaction term between the tax rate and the replace-
ment rate and analyse the effect of employment protection and union density for different
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stitutions on unemployment. In particular, interactions between the tax rate
and the replacement rate are significantly positive if one controls for fixed
effects, suggesting that if taxes are high, the effect of a high replacement
rate increases and vice versa. In addition, only in decentralised bargaining
regimes, union density and employment protection seem to have a significant
effect. In a decentralised bargaining situation, higher employment protection
decreases unemployment, whereas higher union density seems to increase un-
employment.

In a later paper, Belot and van Ours (2004) extend their formal frame-
work. They make the theoretical argument that an increase in the replace-
ment rate will have an ambiguous effect on unemployment, depending on the
labour tax system. They further argue that an increase in union density has
stronger effects in a decentralised framework, as the labour demand curve is
likely to be relatively flatter than in a centralised environment due to a lower
level of monopoly power. Finally they point out that changes in employment
protection are abiguous. However, in decentralised bargaining systems the
effects on employment will be most pronounced.

As in Belot and van Ours (2001), the authors point out that the signifi-
cant effects from recent research may in reality be driven by fixed differences
between countries and time periods. They interact the replacement rate with
taxes, employment protection with centralisation and union density with cen-
tralisation and find support for their theory that employment protection and
union density only have strong effects if bargaining is decentralised. They
also test for the non employment rate as dependent variable and find ro-
bust results. In particular the interaction between employment protection
and centralisation is negative, between union density and centralisation is
positive and the interaction between taxes and the replacement rate has a
positive effect on non-employment.

3 Labour Market Institutions and Macroeco-

nomic shocks

So far, this paper has looked at the direct effect of labour market institutions
(either in a pure or interacted form) on unemployment. This section deals
with a literature which focuses on the interaction of macroeconomic shocks

bargaining regimes (in terms of centralisation)
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and labour market institutions.

Macroeconomic shocks are likely to affect employment and for a long time,
they were the primary explanation for unemployment in Europe. However,
it is questionable if they can persist over decades and hence explain unem-
ployment in European countries since the 1960s. In addition, shocks do a
weak job in explaining the heterogeneity in the labour market as many of
them hit the whole economy and not just one particular country (Blanchard
and Wolfers, 2000). With respect to institutions as the primary cause of
unemployment, the authors argue that labour market institutions would be
successful in explaining heterogeneity between countries but as institutions
are by definition fairly stable, they cannot explain the evolution of unemploy-
ment over time. However, macroeconomic shocks may have different effects
depending on the overall institutional setting.

Blanchard and Wolfers (2000) analyse an OECD panel from the 1960s
onwards. The shocks they see as likely candidates for shaping the European
unemployment experience are (1) the decline in total factor productivity
growth, (2) the real interest rate and (3) and shifts in labour demand. First,
they treat shocks as unobservable but common to all countries and institu-
tions as time invariant. Then they use actual time series for the three shocks
experienced in the countries of interest and treat institutions once time in-
variant and once time variant.

They conclude that, if one allows for the effect of shocks, institutions and
their interaction both the rise and the heterogeneity of unemployment in Eu-
rope can be explained much better. Their results are fairly robust, however,
they establish weaker results when letting institutions vary over time. This is
somewhat puzzling, however, time-series for the evolution of labour market
institutions are rare and often not very good. It might be that the indicators
are only a weak representation of actual changes.

Nunziata (2002) uses an improved set of institutional time series provided
by the OECD. First, the direct effect of institutions on the time pattern of
unemployment is assessed. In a second step, he interacts institutions with
macroeconomic shocks to understand the additional explanatory power on
unemployment. The paper finds some evidence for the interaction of insti-
tutions with adverse shocks. Though the results lack robustness. He argues
that even without the interaction of shocks and institutions, a significant
amount of unemployment can be explained by the direct effect of changes in
labour market institutions.
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The empirical strategy is to estimate the following equation

Uit = β0 + β1Uit−1 + γ′ ¯zw,it + λ′hit + φ′sit + Φiti + µi + εit (4)

where the unemployment rate in percentage points in country i at time t
(Uit) is a function of a vector of labour market institutions ( ¯zw,it), a vector
hit of interacted labour market institutions and a vector sit of controls for
macroeconomic shocks. In addition he includes a time trend for each country
ti, a fixed country effect µi, a year dummy λt and an error term εit.

The vector of labour market institutions consists of employment protec-
tion EPit, Unemployment benefit replacement rate BRRit, unemployment
benefit duration BDit, the union density UDit, the bargaining coordination
COit and the tax wedge (direct, indirect and labour tax rate) TWit. Hence,
one can write:

γ′ ¯zw,it = γ1EPit + γ2BBRit + γ3BDit + γ4δUDit + γ5COit + γ6TXit (5)

Note that changes in union density are used as union levels are not signif-
icant. To account for complementarities between institutions they interact
the benefit replacement rate with the benefit duration, union density and the
tax wedge both with coordination in the following way:

λ′hit = λ1BRRBDit + λ2UDCOit + λ3TWCOit (6)

Finally, the vector of macroeconomic controls consists of a labour demand
shock (LDSit), a total factor productivity shock (TFPSit), a money supply
shock (D2JSit), the long term real interest rate (RIRLit) and a terms of
trade shock TTSit

13.

θ′sit = Θ1LDSit +Θ2TFPSit +Θ3D2MSit +Theta4RIRLit +Θ5TTSit (7)

Note that the shocks above are all mean reverting (except of the real in-
terest rate). To account for interaction between macroeconomic shocks and
institutions, he models shocks via a time effect assuming that they are com-
mon to each country but unobservable and interact this time effect with the
vector of labour market institutions. To understand wether institutions af-
fect the persistence of unemployment he also interacts lagged unemployment

13for definitions of the above variables see Nunziata (2002)
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with the institutional vector.

Empirically, he points out, macroeconomic control variables seem to be
important and omitting them leads to inconsistent results for the institu-
tional variables. Second, he cannot rule out a significant effect of labour
market institutions in their interaction with macroeconomic shocks. But the
regression results are not robust.

Similar to Nickel et al. (2005), Nunziata (2002) performs country specific
dynamic simulations via a recursive method using the baseline model. They
compare the baseline simulation with a simulation keeping shocks at their
average level, they find that shocks can explain a fair amount for countries
like New Zealand and Portugal, in the 1980s and for Austria, Canada and
the Netherlands and for the 1990s in Norway. Apart from this, they argue,
they cannot explain much. For example for Germany, shocks are unable to
explain unemployment. In the same paper, they argue however on the base of
a dynamic simulation keeping institutions constant at their 1960s level, that
for Germany, institutions are unable to explain the evolution of unemploy-
ment either. Dynamic simulations of this kind are vulnerable to criticism, as
it has been argued in this paper.

Nickel et al. (2005), also confront the direct effect of institutions with
the interaction hypothesis to see which fits the data better. In a first step,
similar to Blanchard an Wolfers (2000) they regress unemployment on time
dummies interacted with sample averages of the institutional variables. They
get, similar to Blanchard and Wolfers, significant time effects. By using time
effects they treat shocks as unobservable but common in all OECD countries.
They then add the interaction terms to the model they used to evaluate the
direct effect of institutions and regress it by nonlinear least squares. They
cannot establish significant effects for the interaction terms and conclude that
interactions of institutions and shocks do not add to the explanatory power
of the model which is only based on direct effects of institutions.

Chen, Snower and Zoega (2001) analyse the effect of firing cost on un-
employment in a dynamic setting. They show in their theoretical model
that the effect of firing costs on unemployment depends on the economic
environment. Firing cost may only have negative effects under weak general
economic circumstances such as slow productivity grows and a high proba-
bility of recessions. In a more favourable economic environment, firing costs
can even boost employment.
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The latter might have been experienced in the 1950s and 1960s. However,
in the 1970s and 1980s productivity growth slowed down and the likelihood
of recessions due to oil price shocks and raw material price shocks increased.
Under these circumstances, firing costs may have led to high unemployment.
They can significantly verify these effects for a sample of OECD countries.
This leads to the general conclusion that the presence of a certain degree of
firing costs may have positive effects in one country or epoch but negative
effects in the other.

Blanchard (2005) suggests that the initial rise of unemployment were
due to the macroeconomic shocks mentioned above and indeed the US have
seen similar movements to their unemployment rate as Europe, however,
unemployment has been much more persistence in Europe and this, may be
due to labour market institutions which alter the effect of the experienced
macroeconomic shocks.

4 Two neglected areas

Evidence for the effect of labour market institutions on unemployment are
very mixed. Research so far has not been able to find a consistent framework
to analyse the relationship between these two variables. In particular, in the
empirical analysis, the coefficients for labour market institutions vary signif-
icantly in its size leading to an inconclusive pictures.

There are two research areas which have not been included in the frame-
work of labour market institutions and unemployment: First, endogeneous
institutions and second, a potential long-term trade off between monetary
shocks and unemployment.

4.1 Endogeneity of Labour Market Institutions

In the analysis so far labour market institutions are seen as exogenously
given. A recent strand in the literature, however argues that this assumption
is too strong. Instead, labour market institutions are likely to be an outcome
of a political process dependent on the status quo of the economy. Saint-Paul
(1999, 2000) models the evolution of labour market institutions in a politi-
cal economy framework. He argues that if labour market institutions were
harmful for the whole society, they would be unlikely to exist. Hence, they
only arise if there is political support for such institutions. He introduces
the idea or rents. Rents are defined as the difference between the welfare of
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an employee to the welfare he/she could achieve if unemployed (the outside
option). He argues that labour market institutions give rise to rents if the
once benefiting from them are politically powerful.

In an economy with many skill levels rigid labour market institutions will
mainly be supported by the employed middle class with intermediate skills.
More skilled workers may also support rigid institutions as this resolves a
fiscal redistribution conflict between the skilled and unskilled. Such rent-
creating institutions will be opposed by the unemployed, the most skilled
and the very low skilled. The latter groups however are often less powerful
in the political process and hence, rigidities arise.

Saint-Paul (1999) points out that support for high rents is higher if ex-
posure is low, as the employed harm the unemployed in the absence of the
expectation to be unemployed soon. With a high elasticity of labour demand
for the group with insider power, wages increase only marginally if more un-
skilled workers are employed. In turn, there is only limited support for higher
rents. Greater inequality will trigger stronger support for high rents as the
internal conflict within the middle class would otherwise increase.

Note the bi-directional relationship between rents and labour market in-
stitutions. A certain set of labour market institutions creates a certain degree
of rents and at the same time, the degree of rents influences the evolution
of labour market institutions. Take employment protection as an example:
Becoming unemployed results in a welfare loss which has precisely the size of
the rent. If this rent is positive (e.g. due to a set of rigid labour market insti-
tutions), the demand for increasing employment protection laws rises. This
is because the likelihood of becoming unemployed and hence the likelihood
of experience the welfare loss, is reduced. Employment protection lowers the
exposure to unemployment and as stated above, the lower the exposure to
unemployment, the higher the demand for rent-creating institutions. There
is hence a complementary effect of rent-creating and rent-protecting institu-
tions.

One may argue that if unemployment is high due to rigid labour market
institutions which produce high rents, the demand for rent-preserving insti-
tutions is higher. If bargaining insiders are successful and increase rigidities,
this would induces further unemployment. Here, unemployment increases
the demand for labour market institutions which may further increase un-
employment. However, at the same time, when unemployment rises due to
macroeconomic shocks, the exposure to unemployment increases and hence
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the demand for rent-creating institutions decreases. Whether unemployment
increases or decreases the political demand for more rigid institutions de-
pends on the source of unemployment.

The literature on the effect of labour market institutions on unemploy-
ment does not model this endogeneity. However, by taking institutions as
exogenously given, the effect on unemployment can be misstated. Further-
more, if institutions are endogenous they potentially bias regression results
in empirical work.

Baker et al (2002), point out a two-way causation between unemployment
and labour market institutions. In particular they argue that, if unemploy-
ment is high, governments are likely to respond with higher benefits. In
the light of the analysis above, this may be true if unemployment is due to
rigidities and if political insiders can successfully assert their demands for
rent creating institutions.

Nickel et al. (2002) mention the potential endogeneity of labour market
institutions, however they do not worry about strong distorting effects. This
statement, though, is not based on computations. Also, they argue that in
the absence of suitable instruments one will not be able to tackle the poten-
tial problem anyway.

4.2 Reflections on the NAIRU

Most research on labour market institutions and unemployment assumes that
there is no long-run trade off between unemployment and inflation. Hence
the long run Phillips curve is assumed to be vertical. In turn, shifts in long
run unemployment are explained by shifts in the natural rate of unemploy-
ment, possibly due to changes in labour market institutions. There is some
evidence for a long run trade-off between monetary shocks and unemploy-
ment for European countries - especially for low levels of inflation. Hence,
not only institutions may be important in explaining unemployment, but also
the monetary tightening of the past decades.

Karanassou et al. (2003) provide a theoretical model where monetary
shocks permanently effect real variables. In their empirical part they derive
a long-term inflation-unemployment trade off for European countries. They
find support for a non-vertical relationship. In particular they argue that a
10 percent increase in long-run money growth translates in a 3.14 percent-
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age point fall in European unemployment. The convergence to this long-run
relationship is slow and in the short and medium run the trade-off seems to
be even bigger.

Arestis and Sawyer (2005) question the NAIRU framework. In an struc-
turalist view of inflation, they argue that inflationary pressure stems from the
conflict over income shares and from cost elements, oil being very important.

Stockhammer (2004) confronts a similar Keynesian approach with the
labour market institutions story. He uses time series data from the mid
1960s to the mid 1990s for Germany, France, Italy, K and USA and looks
at unemployment benefits, union density, and the tax wedge to evaluate the
NAIRU story. In his Keynesian approach unemployment is primarily due to
the slowdown in capital accumulation. The Keynesian specification does a
much better job, whereas in the institutions framework only the tax wedge
has a positive effect of unemployment. However, they rely on time series data
of institutions which are limited. That is why they only look at a limited
number of labour market institutions. Furthermore, time series rely on in-
terpolation which may not represent the reality. Still the presented evidence
suggests that a focus solely on labour market institutions as cause of unem-
ployment is too shortsighted.

Gottschalk and Fritsche (2005) estimate a long-run Phillips curve for Ger-
many. Their findings cannot support the natural rate hypothesis and suggest
a New Keynesian model which allows for hysteresis effects. Franz (2005) notes
that the NAIRU is very hard to determine and the idea of a time varying
NAIRU difficult to support. Coenen (2003) derives a long run Phillips curve
under downward nominal wage rigidity. In his simulation for the Euro area,
he finds a non-vertical long run relationship between inflation and unemploy-
ment, however, the non-verticality is only noticeble at inflation levels below
one percentage point and even then, the effect is fairly small.

5 Concluding Remarks

This paper has pointed out some caveats about a simple relationship between
rigid labour market institutions and unemployment. There has been a vast
amount of literature on the direct effect of labour market institutions and on
potential interaction with macroeconomic shocks. Some main contributions
have been reviewed in the sections above. A framework of how labour market
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institutions affect unemployment is still missing. What is, however known
is that the view that rigid labour market institutions are the main reason
for unemployment is insufficient. The economic profession has increasingly
accepted the difficulties in understanding how unemployment is influenced
by labour market institutions and tries to go new ways.

It seems that some institutions matter more than others in producing
unemployment. In addition, several institutions are likely to interact with
each other. It has been suggested that changes in one institutions are likely
to have different effects in different countries and time periods depending on
the overall setting of labour market institutions. A simple adoption of mea-
sures to reduce unemployment which have worked in one country is likely to
fail. Instead an overall institutional framework has to be designed for each
country and introduced as a set. This also suggests that it is likely that there
are more than one set of institutions which can lead to low unemployment.

The research on interacting labour market institutions is still in progress.
Most research only looks at pairs of institutions which interact. Empirical
research agrees that interactions matter but have a lesser idea about how
these work. There seems to be some consensus that unions and employment
protection have stronger effects in decentralised countries and that there is
some trade off between labour taxes and the replacement rate. An advanced
theoretical framework about the interaction of institutions is still missing.

In addition, macroeconomic shocks are important in explaining unem-
ployment in European countries and their effect may be magnified in their
interaction with institutions. However, there is no unambiguous account for
the precise effect of this interaction and a theoretical foundation is not fully
available.

This paper has pointed out that empirical work may still suffer from data
limitations. In particular, institutional indicators are created on an ex-post
basis which gives rise to potential bias. Furthermore, most time series data
rely on interpolation which may not represent the reality.

The limitations in our understanding can be due to the fact that impor-
tant areas have not been sufficiently applied to this area: (1) So far labour
market institutions have been modeled as exogenous. Theoretically, the case
has been made that political insider power can affect the evolution of insti-
tutions. Also, labour market institutions do not only interact in terms of
their effect on unemployment (as e.g. in Belot and van Ours, 2004), they
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may also be complementary in a political economy framework. In particular,
the increase in one institutions may alter the insider power and hence effect
the demand for other institutions. The dimension to which endogeneity does
matter is a question for future research. In the light of the inconclusive find-
ings on labour market institutions on unemployment this is a line of research
worth pursuing.(2)There may be a long-term trade off between monetary
shocks and unemployment which would question the idea of a NAIRU. In
the light of this research, the exact effect of labour market institutions would
have to be reconsidered. Even if the long run trade-off between inflation and
unemployment is non-vertical, labour market institutions can shift the non-
vertical Phillips curve, however, variables which capture such a long-term
trade-off should be included in models and regressions.

Even though the profession increasingly accepts the limited knowledge
in this area, simplified arguments such as that rigid labour markets are the
main reason for the different labour market experience between the US and
Europe are still widespread at multinational organisations and in the policy
debate. However, reforms are likely to fail or to be counterproductive if
the complex interrelation between the variables of interest are not taken
into account. This highlights the importance of further research on the link
between labour market institutions and unemployment.
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