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ABSTRACT

Unemployment and Subsequent Employment Stability:
Does Labour Market Policy Matter?

This paper analyses the effect of unemployment insurance generosity and active labour
market policy on reemployment stability in Europe. Using EU-SILC and OECD data, we
conduct discrete time survival analyses with shared frailty specification to identify policy
effects at the micro and macro level. Empirical evidence suggests that unemployment benefit
receipt is associated with longer reemployment duration at the individual level. Furthermore,
countries with more generous unemployment insurance and higher ALMP spending show a
more sustainable reintegration record of previously unemployed workers. These results point
to a policy trade-off between the well-confirmed disincentive and locking-in effect of
unemployment benefits and ALMP programmes on the one hand, and their positive effect on
reemployment stability on the other hand.
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1 Introduction

Faced with the challenge of high and persistent unemployment, European policy-makers have been
searching for labour market policies that promote quicker reintegration of the unemployed. As a
result, two kinds of labour market reforms have been introduced over the last years. On the one
hand, income support for the unemployed has become less generous through lower benefit levels,
shorter benefit durations and stricter eligibility criteria. These policy measures aim at increasing the
exit from unemployment by reducing the well-confirmed disincentive effect of unemployment
benefits (Katz and Meyer 1990; van Ours and Vodopievic 2008; Tatsiramos 2009). On the other hand,
the focus has been shifted towards activating policy instruments which are designed to increase
employment incentives and facilitate quicker matching of supply and demand in the labour market
(Eichhorst 2009). In the public and scientific discourse, the costs and benefits of these reforms have

mainly been judged with regard to their effect on the exit rate from unemployment.

Despite the importance of shortening unemployment duration, this exclusive focus neglects an
essential aspect of the labour market: the sustainability of reintegration, i.e. the post-unemployment
employment stability. In this paper, we argue that labour market policy evaluation requires a more
comprehensive perspective which considers the long-run effect on reemployment stability, since it is
likely to be shaped by passive as well as active labour market policies. In particular, we present
empirical evidence for two hypotheses. First, the design of unemployment insurance is expected to
matter. If generous unemployment benefits are available, the unemployed do not suffer from severe
income losses. While this might lead to longer unemployment duration, it also enables the
unemployed to take more time to search for jobs that better match their personal skills thus
improving post-unemployment job match quality and employment stability (Ehrenberg and Oaxaca
1976; Burdett 1979). Second, active labour market policy (ALMP) programmes intend to foster
reemployment stability. On the one hand, training programmes aim at improving the skill level of the
unemployed with a view to enhancing their chances of finding high quality jobs. On the other hand,
counselling services tackle information deficits in the labour market, which can be assumed to
improve the matching process. Up to now, these effects have been rarely studied at the European
level. Using longitudinal EU-SILC and OECD data, we aim to fill this gap by conducting comparative
micro and multilevel survival analyses in order to test the hypotheses that generous unemployment

benefits and ALMP spending promote reemployment stability.

This paper is organized as follows: In section 2, we elaborate on the theoretically expected effects of

labour market policy and put forward our related hypotheses. Moreover, we summarize the results



of previous microeconometric research in this field. Afterwards, we outline our research design. This
includes a detailed discussion of our variables, model specification and estimation technique. In
section 4, we present the results of our econometric analysis. Finally, we present our theoretical

conclusions and discuss implications for future policy-making.

2 Labour Market Policy & Reemployment Stability

2.1 Theoretical Framework

Both active as well as passive labour market policies can be expected to influence reemployment
stability. While it is the main purpose of the unemployment insurance to compensate income losses
in case of unemployment, it is also likely to affect (post-unemployment) employment outcomes. The
underlying mechanism of this effect lies in the influence unemployment benefits exert on the search
behaviour of the unemployed. In the absence of generous unemployment benefits, the unemployed
suffer from severe income losses. This creates strong incentives to accept any available job offer,
irrespective of its type and quality. To put it the other way around: In presence of generous
unemployment benefits, the unemployed will be more selective with regard to available job offers
(Katz and Meyer 1990). This affects the labour market in two ways. On the one hand, it can be
expected to lead to prolonged unemployment. This is referred to as the disincentive effect of
unemployment benefits and has been well confirmed by a huge body of microeconometric literature
(e.g. van Ours and Vodopievic 2008; Caliendo et al. 2012; Tatsiramos 2009). On the other hand, it has
been argued that this effect on the search behaviour improves post-unemployment job match
quality, e.g. reemployment stability. This argument is based on the idea of Burdett (1979) who
claimed that unemployment benefits provide a search subsidy: Given sufficient income support in
case of unemployment, the unemployed can take more time to search for jobs that match their
personal skill profile. Due to substantial information deficits in the labour market, i.e. incomplete
information about available job offers, it seems to be convincing to argue that longer search times
might be required in order to find the best available job offer. Therefore, it can be expected that
generous unemployment benefits improve reemployment stability. Due to the detrimental effects of
long-term unemployment, it should be considered that this argument rather applies to short- and
medium-term unemployed workers. To sum up, unemployment benefits are expected to increase
unemployment duration and reemployment stability simultaneously due to their effect on the search

behaviour of the unemployed.

While the effect of passive labour market policy on reemployment stability rather is a side effect,

ALMP programmes are directly aimed at fostering employment prospects of the participants. With
3



regard to reemployment stability, there are two kinds of programmes which are of particular
interest. First, training programmes aim at refreshing skills that have become obsolete due to skill-
biased technological innovations and help employees to keep up with the rising skill demands of a
knowledge-based economy (Armingeon 2003: 153). By improving the skill level, they are supposed to
increase the productivity of the unemployed thus leading to higher demand of employers for these
workers. Therefore, training programmes can be expected to improve labour market outcomes. The
second relevant programme type are counselling services provided by the Public Employment
Services (PES). While the theoretical argument with regard to training programmes is very obvious,
the effect of PES is more subtle for two reasons. First of all, PES are a means of tackling information
deficits in the labour market. In presence of more comprehensive information about available jobs
(job candidates), the quality of the job-matching-process can be assumed to be higher thus
improving post-unemployment employment outcomes. Secondly, PES positively affect
reemployment stability via an interaction effect with other programmes. When the consultants of
the work agencies have more intensive contact with the unemployed, they can design suitable and
individualized combinations of different ALMP measures (Card et al. 2010). Therefore, PES also foster

reemployment stability as they increase the effectiveness of ALMP programmes as a whole.

All in all, we argue that generous unemployment benefits and ALMP programmes improve

reemployment stability.

2.2 Previous Research

Up to now, the effect of unemployment insurance generosity on post-unemployment employment
outcomes has mainly been limited to micro data analyses from single countries. In short, previous
studies have examined whether differences in employment outcomes of reemployed workers can be
explained by differences in the income support during their last unemployment spell. In this context,
post-unemployment wages, employment stability and type of contract have been taken into account.
While all quoted studies have detected a negative effect of unemployment benefit generosity on the
exit rate from unemployment, the results concerning post-unemployment employment outcomes
are rather mixed. Due to a lack of sufficient micro data in European countries, the analysis has for a
long time been restricted to U.S. and Canadian data. Among others, Ehrenberg and Oaxaca (1976)
and Belzil (2001) detected a weakly positive effect on wages and employment stability, respectively.
More recently, data improvements in European countries encouraged the extension of the country
sample. While the positive effect has been confirmed by Gangl (2002), Caliendo et al. (2012),
Centeno and Novo (2009), and Lauringson (2012), neither Portugal and Addison (2008), Card et al.

(2007) nor van Ours and Vodopievic (2008) can find a significantly positive effect. Using data from
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the European Community Household Panel (ECPH), Tatsiramos (2009) has analysed the effect of
unemployment benefits in eight European countries. Once again, it is reported that the overall effect
of unemployment benefits is positive. At the same time, the construction of country-specific sub-
samples shows that this effect cannot be found in all countries. Even though eight countries are
included in the sample, the differences between countries are not explicitly tested empirically. In this
regard, this paper is the first attempt to explain post-unemployment employment stability by

national labour market policy indicators.

Similar to the analysis of unemployment benefit generosity, the effect of ALMP programmes has
mainly been tested by microeconometric evaluations. The effect is again measured by post-
unemployment wages, the type of contract and the probability of being employed in the future.
Despite the existence of a huge body of empirical evaluations, it is still difficult to draw a final
conclusion. The results differ with respect to the selected countries, programme types and
subsamples, while there are often no convincing theoretical arguments that explain these
differences. Nevertheless, there are two main conclusions that can be drawn. First of all, training
programmes tend to have a negative effect on the employment probability in the short run, but it
turns out to be positive in the long run. On the one hand, this approves the existence of a locking-in
effect, which causes the negative short-run effect. On the other hand, this evidence confirms that
training programmes indeed lead to better post-unemployment employment stability in the long run.
Secondly, job search assistance has a positive effect, too, which can already be found after a shorter
period of time. Positive long-run effects of ALMP programmes on the employment stability have
(among others) been detected for East Germany (Lechner et al. 2007), West Germany (Lechner et al.
2011), France (Crépon et al. 2012) and Denmark (Munch and Skipper 2008). The results concerning
post-unemployment wages are very similar. In the long run, a positive effect has been found in
Missouri and North Carolina (Dyke et al. 2006), Sweden (Larsson 2003), Norway (Raaum et al. 2002)
and Romania (Rodriguez-Planas and Benus 2010). The type of contract is used comparatively rarely
as dependent variable. Nevertheless, ALMP measures also tend to have a positive effect on the
likelihood to get a regular contract (Caliendo et al. 2008, Cavaco et al. 2004). The validity of this
literature review is confirmed by a meta-analysis provided by Card et al. (2010). Broadly speaking,
they confirm the finding that job search assistance has a positive effect in the short run, while
training programmes only have a positive effect in the long run, which then turns out to be even
stronger than the effect of job search assistance. All in all, these findings support the assumption of a

positive effect of ALMP programmes on post-unemployment employment stability.



3 Research Design & Data

We follow a two-stage research design to study the impacts of labour market policy on post-
unemployment employment stability, using discrete-time multivariate duration models with shared
frailty specification. The first stage focusses on the micro-level and thus investigates the connections
between individual unemployment benefit receipt and the duration of post-unemployment
employment spells. The advantage of this microeconometric approach lies in the high number of
observations and the explicit identification of individuals that are directly affected by the policy
under study. In the second stage, we analyse whether differences in national labour market policies
can explain differences in the post-unemployment employment stability between countries. This
results in a nested data structure as the employment stability continues to be measured at the micro
level. In order to take this data structure into account, we perform multi-level survival analyses. In
particular, we test whether unemployment benefit generosity and the intensity of ALMP are
systematically related to post-unemployment employment stability. This multilevel analysis
complements microeconometric analyses by overcoming two methodological difficulties. On the one
hand, the policy effect indicated by micro variables can result from non-random selection into the
relevant policy measure. On the other hand, positive policy effects at the micro level are
overestimated when higher employment rates are caused by substitution effects rather than real
treatment effects. All in all, this research design allows for a more comprehensive and robust analysis

of the assumed policy effects.

3.1 Data & Descriptive Statistics

Our dataset is characterised by a multi-level structure, merging individual data on employment status
and socioeconomic characteristics of respondents with information on national labour market
policies and macroeconomic conditions at the country level. Table A.1 in the Appendix shows

descriptive statistics for both macro as well as micro level variables.

At the micro-level, we use four waves of the European Survey on Income and Living Conditions (EU-
SILC), covering the years 2005-2008 in a longitudinal survey design. In total, there are observations
from Norway, Iceland and all EU-27 countries except for Germany and Malta. To model the length of
reemployment spells, i.e. our dependent variable, we rely on retrospective monthly information
about the employment status of the respondents.! In order to identify reemployment spells and to
control for the duration of previous unemployment length, we construct an unemployment-inflow-

outflow sample. Furthermore, we exclude all spells that end in inactivity because we do not have

" In this context, it should be noted that we refer to employment stability rather than job stability.



sufficient information about the reason for the exit from the labour force. Hence, we restrict our

sample to spell sequences that can take two forms:

a) Unemployment inflow — employment — unemployment

b) Unemployment inflow — employment (right-censored).

In total, our final sample includes 20,039 reemployment spells, of which (a) 8,315 end in

unemployment and (b) 11,724 are right-censored.

The main independent micro-level variable of interest is a binary indicator on unemployment benefit
receipt during the unemployment spell prior to reemployment. Benefit receipt is given on a yearly
rather than monthly base and we do not have information about the potential expiry date of
benefits. If the information for a spell differs between years, we rely on the data of the last year, as it
should affect the exit to employment the most. Cases with more than one unemployment spell per
year with benefit receipt require more complex decision rules. We exploit information of adjacent
years for overlapping spells where possible while keeping the coding as conservative as possible.
Since eight out of the 27 countries do not offer information on benefit receipt in EU-SILC, we have
information on prior unemployment benefit receipt for 13,448 reemployment spells. As Table 1
shows, the share of respondents that receive unemployment benefits differs strongly between
countries: It ranges between 5.2 % in Bulgaria to 81.2 % in Austria. These cross-national differences
may be due to differences in the composition of the unemployed between countries with regard to
socioeconomic and employment history variables. At the same time, the magnitude of the
differences suggests that labour market policy also plays a major role in the determination of benefit

receipt.

Table 1: Unemployment benefit recipients by country

Country Prior Benefit Receipt Total Country Prior Benefit Receipt Total
N % N N % N
Austria 437 81.2 538 Lithuania 46 11.6 398
Belgium 238 68.2 349 Luxemburg 220 41.1 535
Bulgaria 29 5.2 555 Latvia 105 30.7 421
Cyprus 205 36.0 570 Poland 303 17.0 1781
Czech Republic 610 61.8 987 Portugal 92 22.8 403
Estonia 55 14.9 370 Romania 12 14.6 82
France 601 61.6 975 Slovenia 268 32.9 814
Greece 143 22.2 644 Spain 770 37.5 2053
Ireland 105 30.7 342 Sweden 146 51.2 285
Italy 603 44.8 1346 Total 4988 37,1 13448

Reemployment spells by country and prior benefit receipt. Source: Own calculations from EU-SILC 2004-2008.



Micro-level socioeconomic control variables are age, marital status, educational level, gender and
subjective health. Furthermore, we include two variables that are directly representing previous
employment histories. Firstly, we control for the duration of the previous unemployment spells. As
we limit our sample to post-unemployment-inflow employment spells, we are able to identify the
full-length of the unemployment spell without problems of censoring or truncation. Secondly, we
include the employment ratio to account for the longer-term labour market history of the
respondents. The employment ratio gives the ratio of time in employment as a share of total time

since first entry into employment.

Macro-data was extracted from Eurostat as well as the OECD, depending on data availability in the
respective data source. The main macro-variables of interest are unemployment benefit generosity
as well as intensity of active labour market policy (ALMP). Intensity of ALMP is operationalized by the
spending on ALMP per unemployed as a percentage of GDP per capita. In contrast to most other
studies, we use the indicator per unemployed rather than simply calculating expenditure as a
percentage of GDP. The aggregate spending indicator is strongly influenced by the unemployment
rate, i.e. high (low) aggregate spending often results from high (low) unemployment but does not
necessarily reflect the amount of money that is available per unemployed. Therefore, our procedure
gives a more reliable indicator for the intensity of ALMP. Furthermore, we make use of disaggregated
ALMP spending data since ALMP is a highly aggregated category. As our theoretical argument
explicitly refers to training measures and PES, we calculate corresponding spending indicators for
these two subcategories. To measure unemployment benefit generosity, we rely on benefit
replacement rates as well as benefit duration. In line with most other studies that measure benefit
generosity, average net replacement rates are calculated as the mean of replacement rates for three
income categories and six family types by the OECD. Since the generosity of unemployment benefits
also depends on benefit duration, we weight the net replacement rate by a duration indicator which

ranges from O (no benefits) to 1 (48 months or longer)*:
Unemployment benefit generosity = net replacement rate*duration.

In order to control for the macroeconomic structure of the different countries, we use indicators that
cover both long-term economic development as well as short-term business cycle fluctuations that
are likely to affect employment stability. GDP per capita (in 1000s of US $, constant 2000 prices, ppp)
gives a rough measure for the overall level of economic development. Unemployment rate change is

inserted into the analysis to account for short-term business cycle fluctuations. The effect of

2 Since the duration of benefits can and does vary with the age or employment record of the recipient, the
recipient was assumed to be a 40 year old worker with a long and uninterrupted employment record. This is
based on the practice by the OECD (e.g. 2007: 17-22).
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economic upswings and downturns on the stability of post-unemployment employment is
theoretically ambiguous, though. While the probability of dismissals is higher in downturns, so is the
probability of being hired, resulting in more selective hiring. Therefore, a positive selection bias is
likely to increase the job match quality. Whether this selection effect or the generally adverse
business environment dominates the effect on employment stability therefore remains an empirical
question. Finally, we include the OECD overall employment protection legislation (EPL) indicator in
the analysis to account for policy induced differences in labour market dynamics. Restrictive EPL may

lead to longer unemployment and employment spells due to increased costs of hiring and firing.

3.2 Discrete-time multivariate duration models with shared frailty specification

Due to the nature of our dependent variable, we estimate duration models that deal with censored
data. In specific, we estimate multivariate discrete time models with shared frailty specifications.
Although the underlying process of surviving or exiting out of an employment spell is continuous as
such, we treat time as discrete as the spell length is observed only in monthly intervals. Our choice of
the discrete time model is largely due to the fact that we face a large prevalence of ties and hence a
rather high incidence rate in our data set, which militates against the use of continuous models (see
Jenkins 2005). In general, the discrete hazard function of the interval-censored employment spells,
i.e. the conditional probability of exit into unemployment (y=1) in the interval t given survival until (t-

1), may be written as
hij (1) = Pr( Yy (1) =1] Yy, (t =1 = 0) (1),

where observations belong to spell j of individual j in country k in year /. The discrete time survivor

function for n intervals t follows to be

s =[] (-he,)) (2),

where the monthly intervals refer to analysis time rather than calendar time. To estimate the impact

of bijkl , i.e. the benefit indicator for prior unemployment benefit receipt, and the vector of the micro-

level control covariates X;jj;, one can fit a logistic regression model of the form

hijkl ®

logit[hy (t)] = log) - —~ )

=a(t)+p bijkl + B X (3),



where the vector of micro-level covariates X, is composed of socioeconomic characteristics that

are likely to impact the sustainability of labour market reintegration. «(t) is the function of time and

represents the baseline hazard in case all covariates take on the value zero. In our case, we model
the functional form of the duration dependence by grouping the monthly intervals into 6 larger
intervals D;. Ds, and thus choose a piecewise constant baseline hazard. This model hence treats the
baseline hazard to be rather constant within but differ between the following intervals: 1-3, 4-6, 7-9,
10-12, 13-24 and >24 months. We chose this specification of the duration dependence after
inspecting the coefficients of the 48 monthly intervals. The functional form of the duration

dependence may be written as
6
d=1

As our dataset contains information about the employment records for up to 48 months per
respondent, it contains multiple reemployment spells for many individuals. Being thus a typical case
of a hierarchical data structure, we expect and indeed find unobserved individual-specific factors that
are constant across episodes and may thus affect the hazard of exiting into unemployment in all
employment spells of one person. For reasons that cannot be identified in our dataset, some
individuals are more prone to failure than others and thus frailty to exit into unemployment is not
independent for different spells of the same person. Furthermore, unobserved heterogeneity has
implications for the duration dependence which often faces a severe negativity bias due to a
selection process that excludes high-frailty individuals in an early stage of the data sample. To control
for unobserved heterogeneity, we estimate frailty models that assume shared frailty for spells of the
same respondent in the first stage of our empirical analysis. Thus, we include an individual-specific
random error term uj into the micro models to account for unobserved heterogeneity and extend

equation (3) into
logit [hijkl O]=at)+ B bijkl + B, X i T Ui (5).

This allows a less biased estimation of covariates as well as standard errors than models that treat all
observations as independent. Finally, we include country-specific effects in order to test whether our
micro-level analysis is robust to the inclusion of these country dummies. Moreover, they allow us to
identify country-clusters that offer more sustainable post-unemployment labour market

reintegration that cannot be explained by the composition of individuals under observation.

In the second stage, we investigate whether differences in the generosity and design of labour
market policy between countries are related to the overall stability of reemployment. In addition to

10



the micro-level covariates, the estimation entails the inclusion of the vector of macro-level policy as
well as economic variables Z;, that is shared among all spells within a country in a given year. In these
models, we refrain from inserting country-fixed effects. The restriction to within variance at the
country level would lead to highly inefficient estimation since the variation of our independent
variables over time is limited and our time span is rather short. Instead of using country fixed-effects,
we control for unobserved heterogeneity between individuals of different countries by modelling the
shared frailty specification at the country level. This model thus accounts for a hierarchical data
structure in which the employment spells are nested within countries, so that the error terms of
spells within countries are not treated as being independent. Hence, the estimated logit regression

turns into
logit[hy, ()] = a(t) + B Xy + AZyy +U, (6)

where uyis the random effect at the country level that represents the shared frailty specification.

For the sake of robustness, we double-check our results in a continuous-time framework by
estimating a log-logistic model with gamma-distributed shared frailty specification (see Appendix
Table A.2). We use a log-logistic distribution as the assumption of strictly increasing or declining
hazard rates might fail. In fact, the non-linearity of the time dependence is confirmed in the discrete-
time models. This approves the validity of our argument that parametric models which assume a
strictly increasing/declining hazard are not appropriate in this context. As a further robustness check,
we restrict our sample to the first spell of every individual, in order to avoid overrepresentation of
individuals with rather discontinuous employment histories (see Appendix A.2). Finally, we construct
age and gender-specific subsamples for men and women, young workers, prime age workers and

older workers (see Appendix, Table 3.A)

4 Results and Discussion

The empirical analysis shows that labour market policy exerts a non-negligible influence on the
employment stability of the formerly unemployed. Both differences in employment duration
between individuals within countries as well as differences in the aggregated reintegration
performance between countries are connected to the policy indicators at the respective level. While
section 4.1 focusses on the impact of individual unemployment benefit receipt on differences
between individuals, section 4.2 presents the effects of national labour market policy indicators on
cross-country variation in post-unemployment employment stability. All tables present the results as

odds ratios, i.e. values smaller (bigger) than 1 imply a longer (shorter) employment duration. Further
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robustness checks are shown in Table A.2 in the Appendix. These robustness checks indicate that the

results are not sensitive to the estimation technique or the construction of sub-samples.

4.1 Unemployment benefit receipt and individual reemployment stability

Model 1 in Table 2 presents the results of the microeconometric analysis that concentrates on the
effect of unemployment benefit receipt as well as socioeconomic characteristics on the employment
hazard (exit into unemployment). The empirical results show that benefit receipt turns out to have a
strong and negative effect on the employment hazard in both models, which is significant at the 0.1
% level. This effect proofs to be robust to the change of the estimation technique and the controlling
for country-specific effects (see Model 2 as well as Table A.2 in the Appendix). The substantial
strength of the effect is indicated by the odds ratios of the benefit receipt variable, which is 0.64 in
Model 1 and 0.65 in Model 2. Graph 1 shows the impact of unemployment benefits by simulating the

survivor functions of two representative individuals that merely differ in their benefit receipt.

Graph 1: Prediction Survivor Function Model 1

Survivor function by UE benefit, all other variables at sample median

0 12 24 36 48

Reemployment duration, in months

—— no UE benefits = ———— UE benefits

Simulation for the following characteristics: Age=35; male; medium education; good health; employment
ratio=0.8; not married; 4 months of previous unemployment.

Controlling for other characteristics as well as their employment history, individuals who did not
receive unemployment benefits have a substantially higher risk of exiting into unemployment again,

which endorses the argument that unemployment benefits support the sustainability of labour
12



market reintegration. As can be seen in the graphical illustration, the survival rates diverge strongly
within the first 12 months after re-entry into employment. After 12 months, 33 % of non-recipients
are predicted to have fallen back into unemployment, compared to only 23 % of recipients of
unemployment benefits that have the same characteristics. Although failure rates decelerate
somewhat, the divergence continues within the second year of reemployment. After 24 months, a
substantial difference between the survival rates has been achieved which then remains constant
until the end of the observation period. Thus, unemployment benefit receipt mainly affects the
hazard rates within the first months of reemployment, but has long-term consequences for the

absolute survival rates.

Further socioeconomic control variables tend to confirm the theoretical expectation that individuals
with higher human capital endowments have better chances to stay (re)employed. The reintegration
proofs to be more stable for individuals who have a higher education, are in a better state of health
and have experienced shorter cumulated unemployment duration since their first entry into the
labour market. This positive effect of the employment ratio confirms the scarring effect of
unemployment that has been found in other studies. While the reemployment appears to be less
stable for older workers, gender and marital status do not have a clear linear effect. Furthermore, we
find a positive effect of previous unemployment duration on subsequent employment stability. This
finding is particularly important from a methodological point of view. Previous research (e.g. Belzil
2001) has found that unemployment duration and reemployment stability are negatively correlated
due to unobserved factors which simultaneously reduce unemployment and increase employment
stability. The positive correlation between unemployment stability and employment duration

indicates that these unobserved factors do not play a major role in our sample.

The difference to previous research can be explained by the strong underrepresentation of long-term
unemployed people that can be assumed to be endowed with these unobserved characteristics.
Concerns about the endogeneity of our benefit indicator, i.e. a potential correlation with these
unobserved factors that might lead to biased estimations, are thus weakened by the positive effect
of the previous unemployment duration on employment stability. All in all, these empirical findings
support the argument that the search-subsidy character of unemployment benefits may improve the

post-unemployment employment outcomes.
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Table 2: Determinants of reemployment stability, micro-level

) (2) 3) “)
Micro-Variables:
UE benefits 0.64™  (112) 0.65™  (10.0)
UE length 0.99" (3.0 099"  (2.7) 0.98"" (6.7)
Empl. ratio 038" (13.7) 0367  (144) 036 (17.4)
Female 1.07 (1.9) 1.05 (1.3) 1.09" (2.7)
Education:
medium 0.66"" (8.0 079" (4.3) 0.82"" 4.2)
high 0.50""  (102) 0537 (9.1) 0.53"" (10.7)
Health:
medium 1.19™  (3.7) 1277 (4.9) 1.24™ (5.6)
bad 1.44™  (4.3) 1.58™  (5.4) 1.48™ (5.7)
age 1.01™  (5.2) 1.017 (5.4 1.017 (7.7)
Married 0.93 (1.7) 0.95 (1.3) 0.94 (1.9)
Country (Reference = Portugal):
AU 0.78 (1.7) 1.00 (0.0) 0.85 (1.4)
BE 0.89 (0.7) 1.03 (0.2) 0.74" (2.2)
BG 0.54™ (4.4 0.55"" (4.5) 0.63"" (3.7)
CY 0.88 (0.9) 1.07 (0.6) 0.87 (1.2)
Ccz 037" (1.2 0.40"" (7.4) 0.34™ 9.1)
DK 0.40™" (3.7) 0.34™ (4.5)
EE 059"  (3.4) 0.56"" (3.7) 0.61"" (3.4)
FI 1.35" (2.2) 146~ (3.1)
FR 0.88 (1.1) 0.93 (0.7) 0.77" (2.4)
GR 1.28" (2.0) 156" (3.7) 121 (1.7
HU 1.29" 2.1 0.83 (1.7)
IS 0.71 (1.1) 0.58" (2.3)
IE 0.92 (0.5) 1.09 (0.6) 1.03 (0.2)
IT 0.90 (0.9) 1.24" (2.0 1.15 (1.4)
LV 065"  (2.9) 0.69" (2.7) 0.70" (2.7)
LT 0.76 (1.9) 0.79 (1.7) 0.78 (1.9)
LU 0.76" (2.0) 0.79 (1.9) 0.67" (3.2)
NL 1.11 (0.7) 1.00 (0.0)
NO 0.99 (0.0) 0.71 (2.0)
PL 0.84 (1.6) 0.83 (1.7) 0.79" (2.3)
RO 0.53" (2.4) 0.47" (2.8) 0.55" (2.3)
SK 036" (6.9) 031" (8.7)
SI 052" (3.7) 0.53"" (3.8) 0.55™" (5.0)
ES 1.17 (1.4) 1.32" (2.6) 1.17 (1.6)
SE 1717 (3.4) 1.48" (2.8) 1.39" (2.5)
UK 1.50" (2.3) 0.81 (1.7)
N 131325 131325 177859 201923
N countries 19 19 27 27

Odds ratios; Absolute z statistics in parentheses; discrete time logit model, duration dependence modelled as
piecewise constant, shared frailty at the individual level; " p <0.05, “p<0.01, " p<0.001

14



4.2 National labour market policy and cross-country differences in reemployment

stability

Next to serving as a robustness test for the micro-effects, including country dummies also constitutes
the first step towards the analysis of national differences in employment stability. Model 4 can be
interpreted as a basic descriptive cross-country comparison, which ignores differences in the
socioeconomic composition of the reemployed workers. The inclusion of micro-level variables in
Model 3 controls for compositional effects and can thus be interpreted as real country specific
effects that have to be explained by macro variables. A comparison of both models shows that the
results are rather similar, but differ for some countries. For example, the coefficient of UK changes
from 0.8 (z-value 1.7) in Model 4 to 1.5 (2.3) in Model 3, implying compositional effects. With and
without the inclusion of micro variables, significant country specific effects can be observed.
Surprisingly, countries which are usually found to belong to one cluster in comparative research, e.g.
the Scandinavian, Continental-European or Anglo-Saxon cluster (Esping-Andersen 1990), show very
inconsistent results. For instance, Denmark turns out to reach the most sustainable reintegration of
all countries, while Sweden is one of the countries with the least stable reintegration. While the
familiar country clusters cannot be observed, the analysis reveals that reemployment appears to be
much more sustainable in Central and Eastern European (CEE) countries. Bulgaria, the Czech
Republic, Estonia, Romania, Slovakia and Slovenia have odds ratios lower than 0.6 in both models,
which is not reached by any Western European country except for Denmark. Systematic differences
in the macroeconomic and macropolitical structure of Western and CEE countries remain to
influence the results even after the inclusion of economic indicators. Therefore, we include a dummy
variable for CEE countries in the macro-micro estimations or restrict the analysis to Western

European countries.

The macro-micro models in Table 3 combine the micro variables (except for benefit receipt), macro
level LMP indicators and all macroeconomic control variables. Generally speaking, the macro
variables tend to be less significant than the micro variables, which is mainly due to the far lower
number of observations (21 countries for up to 4 years compared to more than 12,000 individual
spells). With regard to the LMP variables, the direction of the coefficients is consistent with our
theoretical expectations. Model 5 shows that the reemployment duration of previously unemployed
is significantly longer in countries with higher levels of aggregated ALMP spending. The odds ratio is
0.16 and the coefficient is significant at the 0.1 % level. Given the somewhat complex interpretation
of odds ratios in case of variables that are not dichotomous, Graph 2 shows a simulation that predicts
the survival functions of two hypothetical persons with all individual characteristics at the sample

median.
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Table 3: Determinants of reemployment stability, macro and micro level

®) (6) (M ®) )

Micro-Variables:

UE length 098" (7.6) 098 (7.7) 098 (7.1) 098  (7.7) 098 (7.6)
Empl. ratio 044"  (16.1) 0447 (162) 0457 (13.1) 044 (162) 0447 (16.1)
Female L11™ @37 Lt @37 L7t (62 11077 3 1117 3.9)
Education: 086" (3.7) 086" (3.7) 0877 (3.1) 086 (37 086 (3.7
medium

high 06177 (9.5 06177 (9.6) 0.627 (84) 0617 (9.5 0617 (9.6)
Health: 11777 @4 1177 @4 1137 (9 1177 44 1177 (4.4
medium

bad 1347 @7 1347 @7 1267 (29) 1347 @47 1347 49
Age .01 (83) 1.01"7 (82 1.01"7 (65 1.0 (83) 1.0177 (8.2)
Married 097 (1.) 097 (1.0) 098 (0.6 097  (1.) 097 (LD

Macro-Variables:

PLMP 057  (14) 0.0 (3.1)
ALMP 0.16"" (4.0

Training 0.0187 (3.3)
PES 0.0090”  (2.9)

EPL 1.04  (03) 114 (12) 105 (0.8 1.00  (0.0) 1.14  (1.0)
UE rate change  0.95°  (3.6) 096 (2.5 096 (23) 096 (27) 096 (2.9)
GDP/capita 098" (29 0977 (3.9 098 @l 0977 (33) 0977 (3.5
CEE 029" (5.9 0327 (5.5 034" (53) 0307 (5.5
N 143930 143930 95511 143930 143930

N countries 21 21 15 21 21

Odds ratios; Absolute z statistics in parentheses; Discrete time logit model, duration dependence modelled as
piecewise constant, shared frailty at the country level; * p < 0.05, " p<0.01, ™ p < 0.001

While it is assumed that all macro control variables are identical for both individuals, one individual is
assumed to live in a country with high ALMP spending (one standard deviation above the mean)
while the other lives in a country with low ALMP spending (one standard deviation below the mean).
Model 5 predicts that the chances to have re-entered unemployment within the first 12 months after
reemployment are 64 % in the low-ALMP country compared to only 45 % in the high-ALMP country.
As our theoretical argument explicitly refers to the effect of PES and training programmes, we have
estimated the effect of the corresponding subindicators in Models 8 and 9. Both disaggregated ALMP
indicators have a significant negative impact on the employment hazard at the 1 % level, meaning
more stable reemployment. Counselling services and training programmes provided and/or financed
by employment agencies proof to be an effective means of improving post-unemployment
employment stability. This supports the argument that ALMP programmes raise the skill level of the

workforce and tackle information deficits.
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Graph 2: Prediction Survivor Function Model 5

Survivor function by ALMP spending, all other variables at sample median

0 12 24 36 48

Reemployment duration, in months

——4&—— ALMP spending one SD below mean ——®—— ALMP spending one SD above mean

Simulation for the following characteristics: Age=34; male; medium education; good health; employment
ratio=0.8; not married; 4 months of previous unemployment; gdp per capita=24.7 thousand US $; unemployment
rate change= -0.6; EPL=1.96; CEE=0.

The effect of unemployment benefit generosity is estimated in Models 6 and 7. The odds ratio in
Model 6 is 0.57, indicating a negative effect on the employment hazard, while the reported z-value
(1.4) shows that the effect is rather insignificant. As the CEE countries have proven to be structurally
different from Western Europe, Model 7 replicates the analysis for Western European labour
markets only®. The direction of the effect is in line with Model 6, showing more stable reemployment
in countries with more generous unemployment benefits. In Western Europe, this effect is significant
at the 1 % level. The influence of the PLMP variable thus proves somewhat less robust than the
theoretical expectations predict. However, while conventional levels of significance are not met in all
models, the direction of the effect is homogenous across model specifications and in line with our
hypothesis. Summarizing the results from the micro as well as the macro-micro analysis, the evidence
strongly suggests a positive connection between unemployment benefits and subsequent
reemployment duration. The empirical analysis in this paper supports the argument that generous
unemployment benefits may act as a search subsidy that improves the job match quality of the

reemployed.

? The same subsample has also been analysed with respect to ALMP. As shown in the appendix, the effect of
ALMP spending is not sensitive to the country sample.
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Among the macro-level control variables, especially GDP per capita and the CEE variable proof to be
connected to reemployment duration. As expected, the CEE dummy is below 1 and is highly
significant at the 0.1 % level in all models. This confirms our argument that there are genuine
differences between Central Eastern and Western European countries which cannot be captured by
our macro variables. A higher GDP per capita is positively related to the reintegration performance of
countries as well. In contrast, the effect of unemployment rate changes appears to be
countercyclical, suggesting that those people that are actually hired in economic downturns exhibit
better job match quality. Finally, the EPL indicator proves to be insignificant in all models, dismissing

the institutional restrictions as a substantial determinant of reemployment stability in our analysis.

5 Summary/Conclusion

Empirical observations reveal that European labour markets have undergone remarkable structural
changes during the last years. Decreasing tenure rates and growing job insecurity have given rise to a
higher incidence of interrupted employment histories which are characterized by alternating periods
of employment, inactivity and unemployment. Under these circumstances, the importance of stable
labour market reintegration is constantly increasing. This paper shows that reemployment stability is
to a large degree influenced by labour market policy in two ways. On the one hand, generous income
support for the unemployed promotes reemployment stability. Recipients of unemployment benefits
achieve substantially more stable reemployment than their counterparts who do not receive
unemployment benefits. At the same time, countries which are characterized by more generous
unemployment insurance tend to reach more stable reemployment. This confirms the argument that
unemployment benefits act as a search subsidy thus improving job-match quality. On the other hand,
reemployment stability appears to be higher when countries spend more on training programmes
and counselling services provided by the PES. Once again, these results provide an empirical
confirmation for our argument that ALMP programmes foster reemployment stability via skill level
increases and information deficit reductions. Methodologically, the analysis has been based on the
comparison of individuals as well as a comparison of labour market policy indicators at the macro
level. In this regard, this paper makes an innovative contribution to the scientific discussion as it
analyses the effect of labour market policy on reemployment stability at the micro and the macro

level for the first time.

At the same time, this paper reaches beyond the purely academic debate due to its substantial policy
implications. As mentioned in the introduction, recent activating labour market reforms in Europe
have focussed on shortening unemployment duration. Given the high and persistent unemployment

in many European countries, there is no doubt that this has to be a major concern of policy-makers.
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Nevertheless, this exclusive focus turns out to be short-sighted as it ignores the long-run effect of
labour market policy on the stability of labour market reintegration. When the gains of shorter
unemployment duration induced by benefit reductions and workfare policies are paid for by unstable
reemployment and higher risk of future unemployment, labour market reforms can result in an
exhausting zero-sum game. Finding the right balance between policies that shorten unemployment
duration and those that increase reemployment stability as well as searching for policies that
simultaneously fulfil both aims will remain major challenges for European policy makers during the
next years and decades. In this context, future labour market research should support policy makers
in finding efficient and innovative policy tools by addressing open research questions such as the

interplay of active and passive labour market policies.
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6 Appendix: Descriptive Statistics & Robustness Checks

Table A.1: Descriptive statistics

No prior Prior
Total benefits benefits
Standard
Variable N Mean Deviation Mean Mean
Micro-Variables:
Prior unemployment benefit receipt 13,448 0.37
Female 20,055 0.49 0.46 0.52
Married 20,049 043 0.39 0.52
Health: Good 19,168 0.77 0.77 0.79
Fair 19,168 0.19 0.19 0.18
Bad 19,168 0.04 0.05 0.04
Education: Low 19,896 0.11 0.13 0.11
Medium 19,896 0.71 0.68 0.71
High 19,896 0.18 0.19 0.18
Age 20,055 35.43 11.54 33.35 36.91
Employment ratio 17,780 0.72 0.26 0.67 0.78
Unemployment length 20,055 5.18 4.83 5.57 542
Macro-Variables:
PLMP 98 0.24 0.17
ALMP* 99 0.20 0.15
Training* 99 0.06 0.05
PES* 99 0.05 0.04
GDP per capita** 102 24.97 11.47
Unemployment rate 100 6.78 2.64
Unemployment rate change 100 -0.57 1.1
EPL 75 2.08 0.69

* Expenditure per unemployed, % of gdp per capita. **Constant prices in 1000 US $ (2000), ppp; N refers to
the number of nonmissising cases on the respective level. For dummy variables, the mean shows the proportion
of observations in which X=1. Sources: Own calculations from EU-SILC, Eurostat, OECD.
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Table A.2 Robustness checks

(10) (11) (12) (13)

C d d d
Micro-Variables:
UE benefits 159" (13.1)  0.697 (8.0)
UE length 1.00 (0.4) 0.99" (2.8) 0.99"™ (4.5) 0.98™  (7.1)
Empl. ratio 24177 (14.0) 044 (10.1) 044" (14.1) 046  (13.1)
Female 0.93" (2.0 1.06 (1.6)
Education:
medium 135" (6.3) 0.65™" (7.5) 0.84"" (3.5) 087" (3.0
high 1.677°  (8.4) 0.50"" 9.3) 0.60"" (8.3) 0.62"  (8.3)
Health:
medium 085"  (3.9) 1.18" (3.3) 1.20™ (4.4) L.13% (2.9
bad 077" (3.4) 1.48"™ (4.3) 1.417 4.7) 126" (2.9)
Age 0.99"" (3.7 1.01°" 4.7 1.01°" (5.8) 1.01°7"  (6.5)
Married 1.04 (1.1) 0.93 (1.7) 0.96 (1.2) 0.98 (0.6)
Macro-Variables:
ALMP 0.12" (4.0) 0367  (3.2)
EPL 0.95 (0.4) 0.95 (0.8)
UE rate change 0.93™ (3.8) 095"  (3.1)
GDP/capita 0.97" (2.9) 099"  (2.9)
CEE 022" (6.0)
N 12225 112354 117699 95511
N countries 19 19 21 15

Exponentiated coefficients; Absolute z statistics in parentheses; c=continuous, logl, gamma shared frailty, values
above 1 indicate longer employment duration; d=discrete time, duration dependence modeled as piecewise
constant, shared frailty, values above 1 indicate shorter employment duration; In models 11 and 12, we have

sk

excluded multiple spells, in model 13, we have excluded CEE countries, "p<0.05 " p<0.01, " p<0.001

Table A.3: Subsamples by sex and age

(14) (15) (16) (17) (18)

men women Age <25 Age 25-49 Age >50
UE benefits 0577 9.7y 072" (5.9 062" (45 0617 (10.1) 0.80° (2.3)
UE length 0.99 (13) 0997 (2.8) 0.99 (1.1) 098"  (3.2) 1.00 (0.0)
Empl. ratio 036" (10.1) 0417 (92) 0417 (74) 03777 (105 0287 (5.3)
Female 1.19° 2.1) 1.07 (1.5)  0.88 (1.3)
Education:
medium 068" (5.7) 06177 (6.0) 0567 (4.0) 07077  (52) 0.607" (5.1)
high 046"  (7.7) 0497 (72) 036  (54) 0557 (7.0) 0467 (4.0
Health:
medium 128" (3.8)  1.09 (12) 120 (13) 1.16 (2.5 1307 (2.6)
bad 1537 (3.7) 1327 (22) 2247 (@27 143" (32) 139 (2.2)
Age 1.02™°  (62)  1.00 (1.1) 100 02) 1017 (3.5 1.03 (2.2)
Married 0817  (3.5) 1.07 (1.1) 120 (12) 092 (1.7)  0.86 (1.5)
N 68499 62826 28732 85827 16766

Exponentiated coefficients; Absolute z statistics in parentheses = p <0.05,  p<0.01,  p<0.001.
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