Generous unemployment benefits reduce entrepreneurial activity
Economists Philipp Koellinger (Erasmus University) and Maria Minniti (Southern Methodist University) discovered a new indirect cost of unemployment benefits. According to their study, raising unemployment benefits reduces entrepreneurial activity. Since entrepreneurs have a multiplier effect on the economy by creating jobs for others, more generous unemployment benefits lead to a loss of jobs.
Insurance against unemployment is an important achievement. It protects people at least partially against the financial consequences of unintentional job loss. It gives unemployed people a time buffer that allows them to search for a new job for which they are qualified and motivated. It also helps to dampen inequality in a society by establishing a minimum level of wealth. These are all valuable and comforting aspects, especially in times of an economic crisis. However, recent research pointed out that these benefits come at a cost that has up to now been underestimated.

The total costs for unemployment benefits exceed the sum of money that is redistributed from tax or social security payers to the unemployed for a number of reasons. One well-known reason is that generous unemployment benefits reduce the incentive of people to work in low wage jobs. In a way, the government is competing against firms to “hire” people for a low wage – and often succeeds. However, in opposite to firms, the government often does not require these people to do anything productive. This loss of productive output adds to the social costs of unemployment benefits. 
In addition to this, economists Maria Minniti and Philipp Koellinger have recently discovered another important mechanism: Increasing unemployment benefits also reduces the incentive of people to start a new business. In fact, their study reveals that unemployment benefits reduce start-ups not only from people that lack other employment options (often called necessity-entrepreneurs), but also from people who plan to start innovative ventures with high growth potential for the future. This is particularly worrysome given the “multiplier effect” high potential start ups have on the economy. 
To illustrate the magnitude of the effect, consider the following thought experiment: Koellinger and Minniti’s analysis showed that increasing unemployment benefits by 0.1 percent of GDP reduces the share of entrepreneurs in the population by roughly 3%. The Netherlands currently spends about 2% of GDP on unemployment benefits and 2.6% of the adult population are currently in the process of starting a new business. If the government were to decide raising unemployment benefits by 5%, that is to 2.1% of GDP, the rate of entrepreneurs would decrease from roughly 2.6% to 2.5%. Although that may not sound like a big number, given a population of 11 million, it would mean a loss of 11,000 start-ups. On average, every new entrepreneur employs 2 other people
. Hence, an additional 22,000 jobs would be lost – which is roughly the number of all adults in the city of Wageningen. These are lower bound estimates that do not take other indirect effects of unemployment benefits on the number of jobs into account, such as established firms hiring less because of decreased sales or higher social security costs.

So what do we learn from this? Are unemployment benefits bad? Koellinger and Minniti’s position is that unemployment benefits are important, but governments and voters should take the indirect costs of these benefits into account when deciding how generous they want their unemployment benefits to be.

� Philipp Koellinger and Maria Minniti (2009): “Unemployment benefits crowd out entrepreneurial activity”, forthcoming in Economics Letters.


� The median number of employees among nascent entrepreneurs is 2 according to the Global Entrepreneurship Monitor. Malchow-Møller et al. (2009) estimate that entrepreneurs in Denmark create on average 2.9 new jobs.





1
PAGE  
2

