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Abstract

New Member States (NMS) coming from central planning are often advised against
early Euro adoption because of their rigid labour markets. But are labour markets so
rigid in these countries? We argue in this paper thet this is not the case. Labour
market institutions are no more “rigid” than among current EMU Members whilst
wage bargaining ingtitutions are actually better equipped for microeconomic wage
flexibility than in the EU-15. NMS also achieved substantial reallocation of jobs and
workers in the transition to markets, display relatively large job turnover rates and are
reducing their regional mismatch. The view that NMS have rigid labour markets is
fuelled by the low job content of growth in the region. But there is evidence that the
latter is related to productivity enhancing job destruction in the aftermath of
prolonged labour hoarding. Reduced-form employment equatiors estimated in this
paper also suggest that tight fiscal policies, rather than being harmful to job creation,
may actually improve the employment performance of the region. Our interpretation
of this result is that loose fiscal policies weaken the confidence of investors and
crowd-out private employment growth through generous pay rises to civil servants.
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I ntroduction

Formerly planned economies of Central and Eastern Europe entered the EU
under rather critical labour market conditions. low employment to population ratios,
high unemployment, involving long spells of joblessness, and a flourishing informal
sector trapping many workers in low-productivity jobs. Economic recovery from the
so-caled “transitional recession” is having a low employment content, as
paradoxicaly high rates of output growth generate far less jobs than stagnation
elsawhere in the EU.

Against this background, the potential entry of New Member States (NMS) in
the monetary union is often perceived as a devil rather thean as an opportunity. The
disappointing employment performance in the region is taken as evidence that |abour
markets in the NM S are not equipped to deal with the loss of exchange rate flexibility
involved by participation in a monetary union. Moreover, fiscal consolidation
required for EMU convergence s deemed to increase rigidities of labour markets.
This is because raising taxes on a narrow tax base reduces labour supply incentives
while cuts to public expenditure are likely to involve many infrastructural projects,
which could enhance regional labour mobility in response to shocks hitting specific
industries and regions. As NMS are small geographically, significant regional
mobility can be achieved via commuting, without internal migration. This explains
the importance of infrastructural projects for labour market adjustment.

In light of these problems and structura rigidities of labour markets in the
NMS, nominal convergence to EMU is deemed to delay real convergence, the
accomplishment of the Maastricht criteria is likely to come at high costs in terms of
foregone output growth. The position of the European Central Bank is in line with
this sentiment. The ECB (2004) calls for a “broader assessment” of the readiness of
NMS to Euro adoption, arguing that Euro membership should not be based merely on
nominal convergence to the Maastricht criteria.  Such a broader assessment is
consistent with the Maastricht Treaty, since the latter states that Euro membership is
not granted just on the basis of nominal convergence, but should take into account
“other factors’ such as “the integration of markets, the situations and developments of
the balance of payments and an examination of unit labour costs.” The rationale for

this “broader assessment” is provided by the theory of optimal currency areas. The



textbook case for entry in a monetary union involves strong business cycle
syncronization with respect to the other members of the union. As asymmetric shocks
in a union cannot be ruled out even when markets are highly integrated, it is also
important to make sure that factor markets are sufficiently flexible to absorb shocks
occurring without exchange rate adjustment. Trade turnover between the NMS and
the current members of the monetary union is sizeable, often larger than trade among
current EMU members. Thus, the cautious approach advocated by the ECB likely
draws on considerations related to the capacity of labour markets in NMS to absorb
asymmetric shocks.

In this paper we document that NMS display a fairly high degree of
macroeconomic wage flexibility and proved capable of accommodating sizeable job
reallocation rates in the last decade. How can this flexibility be reconciled with alow
employment content of growth? Rather than being a by-product of structural
rigidities, jobless growth in these countries is related to productivity enhancing job
destruction in the aftermath of prolonged labour hoarding. Reduced-form
employment equatiors estimated in this paper also suggest that tight fiscal policies,
rather than being harmful to job creation, may actually improve the employment
performance of the region.  Our interpretation of this result is that loose fisca
policies weaken the confidence of investors and crowd-out private employment
growth through generous pay rises to civil servants.

The remainder of this paper is organised as follows. Section Il reviews labour
market institutions comparing the “rigidities’ of NMS with those of current EMU
members. Section 111 dwells on outcomes, namely indicators of wage and employment
responsiveness to shocks. Section IV provides an interpretation of jobless growth
different than the one implicitly provided by the ECB. Finally, Section V summarises
the main policy implications of the paper.



[I. AreLabour Market Institutionstoo Rigid?

Labour market institutions in the transition to a market economy have been
assessed in details elsewhere (Boeri and Terrell, 2002). In this section we review the
relevant institutional features of NMS on the eve of he Eastern Enlargement, by
drawing on several indicators, such as the strictness of the employment protection
legidation in place, the level of minimum wages, the coverage and centralisation of
wage bargaining, the generosity of unemployment benefit systems, and the profile and
incidence of labour taxation.

Employment protection legidations (EPL), imposing costs on employers
reducing their workforce, are less restrictive in NMS than in a typical EMU country.
Slovakia, the NMS with the strictest legislation has recently increased flexibility by
expanding the scope of temporary (mainly fixed-term) contracts. The cross-sectional
variation and evolution over time of EPL is depicted in Figure 1, plotting an OECD
index increasing in the strictness of these regulations (OECD, 2004) for the countries
where such data are available. Countries located at the North East of the diagram are
the most rigid; those located above (below) the bisecting line through the origin
increased (reduced) rigidity over time. Only Ireland is more flexible than the NMSin
terms of this indicator and there has not been convergence to the legislations of EMU
countries in the accession process.

Throughout the transition to a market economy, statutory minimum wages
were kept at very low levels, with partial and lagged adjustment to inflation. They
were not binding in wage setting and used mainly to index some cash transfers. More
recently, minimum wages have been increased and indexed to the cost-of-living. Yet
the Kaitz index (the ratio of the minimum wage to the average wage) is of the order of
30 per cent, well below the 50 per cent attained by an average EMU country (Table 1)
and the 60-70 per cent of an average OECD country (Dolado et a., 1996). In absolute
terms, minimum wages are about one fifth than in the EMU area. Only in Slovenia
are minimum wages comparable to those at the lower end of the EMU distribution.

Wage floors in the NMS are often not binding also because they are rarely
enforced in the private sector, notably in the flourishing small business segment,
where unions are rather weak and rarely represented at the workplace. Union density

rates of NMS are comparable to those observed in the EMU area but the coverage of



collective agreementsis not. While in atypical EMU country the influence of unions
gpans much beyond unions presence, in the NMS there is low, if any, “excess
coverage” of collective agreements. the workers who are not members of a trade
union are unlikely to be covered by wages negotiated in collective agreements
between unions and employer organisations (see the last two columns on the right-
hand-side of Table 1).

Collective bargaining in the NMS aso takes place mostly at the company
level. Although many current members of the monetary union used centralised
bargaining structures (Social Pacts implementing income policies) in their
convergence to EMU, centralised bargaining structures may turn out to be ill-suited
after membership of a monetary unior. The issue is that, once in the monetary
union, it is difficult to define an appropriate warranted rate of wage increase,
supposedly to be respected uniformly across the board, in the context of income
policies. Especiadly in fast growing economies like the NMS, there is a risk that
centralised wage negotiations in the monetary union could be based on the
expectation of continued above-EMU average inflation, which may be very damaging
for competitiveness. After EMU, nationspecific shocks are likely to have only a
policy-based character, while other macro shocks will be more regiona or sectoral in
nature. Thus, centralised systems of industrial relations may not be adequate to
address new demands for microeconomic adaptability.

In an environment characterised by low coverage and decentralisation of
collective bargaining, it has been mainly unemployment benefits which have
constrained downward wage flexibility, acting de-facto as a wage floor. The level of
unemployment benefits as measured by the replacement rate (i.e., benefit over
previous earned income) in the first month of joblessness is relatively modest in the
Baltics, but more generous in Hungary, Slovenia and Slovakia (Table 2). However,

unemployment benefits are offered in the NMS for shorter durations than in a typical

2 The Irish case is particularly instructive in this respect, as Ireland experienced strong growth and
diverging inflation rates in EMU (Onohan and Lane, 2003), a scenario likely to materialise in NMS.

Interestingly, inflation in Ireland had been persistently under 2% in the five years prior to EMU
membership and rose to 45% (with peaks of 7 per cent) in the aftermath of EMU membership.

Although generally considered as home grown, inflationary pressures were also associated with the
devaluation of the Euro vis-a-vis the USD. The fact of being a small open economy is indeed another
feature in common between Ireland and many NMS. Another factor leading to the inflationary surgein
Ireland was the low nomina and real interest rates in the EMU. The jury is still out as to the
effectiveness of the Irish Social Pacts in repressing inflationary pressures. Wage restraint was strong



EMU country (as revealed by the replacement rate five years after the beginning of an
unemployment spell, in the second column of Table 2) in spite of the longer duration
of unemployment in Centra and Eastern Europe. Unemployment benefits are also
less progressive in the NMS than in EMU countries (the replacement rate does not
decline steeply moving from 67% to 130 per cent of the average wage), being more
neutral with respect to the underlying wage structure.

Unemployment benefits are indexed in most NMS to the net wage rather than
to pretax earnings. This reduces the effects of labour taxation on the
employment/non-employment income relativities, hence taxes have milder effects on
employment and unemployment than in many EMU countries. Marginal effective tax
rates (including socia security contributions, income taxes and potential withdrawal
of cash transfers) are displayed in the last three columns on the right-hand-side of
Table 2. They are broadly comparable to those of an average EMU country. With the
exception of Hungary, they are only mildly progressive, which reduces the risk of
|ow-income traps.

Finally, in spite of their lower income per capita levels, NMS spend a
significant portion of ther labour market policy budget in active policies and
activation measures (financial incentives and benefit sanctions) promoting the
transition from welfare to work. The Czech Public Employment Service was taken as
an example of an effective use of the interactions between active and passive policies
in stimulating outflows from unemployment (Boeri and Burda, 1996). Overall,
judging from the institutional features of NMS, the risk of unemployment traps does

not seem to be more serious than in countries current belonging to EMU.

before EMU membership and less afterwards, but it likely was the depreciation of the Euro with
respect to the USD to make room for wage increases in the industries exporting to the US.



[11. Job Turnover and Wage Outcomes

The fact that institutions are not less rigid than in the EMU area does not
necessarily imply that labour markets are sufficiently flexible for participation in a
monetary union. The same institutional features may have much different effects in
different environments and there is little doubt that NMS are till significantly
different (at least judging on the basis of differences in incomes per capita) from a
typical EMU country.

Which type of labour market flexibility is required for Euro adoption?
According to the theory of optimal currency areas, the need for nominal exchange rate
adjustments is lower the more prices and wages are flexible, particularly downwards,
and the more production factors are mobile across regions. Adjustment of quantities,
via factor mobility, is all the more important the less wages are responsive to shocks.

Wage growth in the NMS is strictly associated with productivity gains. Thisis
important as a country lacking nominal exchange rate flexibility and experiencing
over the cycle wage dynamics out-pacing productivity growth, hence a negative shock
to foreign demand, may be forced to a painful adjustment via job destruction and
unemployment. Figure 2 plots labour productivity growth against wage growth (in
manufacturing) in the period 1992-2002. Importantly, nmost observations fall in the
second quadrant, where real wage growth is associated with productivity gains, and
many lie above the bisecting line through the origin, denoting stronger productivity
than wage growth. An argument often used against early euro adoption by NMS is
that stronger economic integration with EMU countries may involve upward resl
wage pressures -- as aresult of catching-up in wage setting -- potentially outpacing
productivity growth. However, in the five years prior to May 1% 2004, wages
increased less than labour productivity in the NMS. Although EMU countries were
characterised in this period by remarkable wage moderation, they nevertheless
exhibited a cumulative growth of compensation per employees in the business sector
in excess of labour productivity growth

When wage setting mechanisms are not capable of transmitting productivity
shocks into labour market changes, mobility of factors is required. Is there evidence
of constraints to labour reallocation in NMS? Mobility across jobs and the creation of

new jobs, can be measured by the job turnover (JT) rate, adding up plant-level job



creation and destruction. Available data (Table 3) suggest that JT in NMS is as high
as 20 percent, the same level registered in EMU countries. There is, however, less
excess job reallocation, the difference between JT and net employment change, in
these formerly planned economies than in the EMU area. At the same time, NMS are
achieving a substantial degree of sectoral reallocation, as revealed by higher valuesin
these countries of the Lilien index, measuring reallocation of jobs across broad sectors
of the economy. Furthermore, workersin NMS remain on average a shorter time in
their jobs compared to workers in the OECD countries. This is true even in those
countries which display the largest shares of long-term unemployment, e.g., Czech
Republic and Poland.

Labour markets in NMS suffer from regional mismatch in the alocation of
vacancies and unemployment, which may indicate strong barriers to regional labour
mobility. While regional mismatch is certainly sizeable, its importance is diminishing
over time. Table 4 displays estimates of a popular index of regional mismatch
proposed by the literature (Jackman and Roper, 1987) capturing the fraction of
unemployment due to mis-alocation of jobs and workers.® Under plausible
assumptions, the index (bounded between 0 and 1) measures the proportion by which
aggregate unemployment could be reduced if vacancies and jobseekers could be
reallocated across regions so as to equate unemployment and vacancy rates in all
regions. The vaue of the index are not lower than those that can be computed for
EMU countries, such Germany, ltay and Spain (Padoa-Schioppa, 1991) and is
declining over time. As there are no comparable data on interregional |abour mobility
in these countries, it is impossible to ascertain whether the reduction on regional
mismatch is due to labour (including immigration from other, nonEU, countries of
the former Soviet bloc) or to capital mobility.

Overdl, wage setting in the New Members is responsive to productivity
developments and there is no evidence that barriers to labour mobility are stronger in
NMS than in EMU countries. The other side of the coin of these wage and
productivity developments is a low job content of growth whose determinants

deserve to be analysed in some detail. Thisisthe task set out for the next section.

3 M2 measures the contribution of structural imbalances to overall unemployment, and it is given by
M2=1-S; (U v;)¥? where ui and vi are respectively the unemployment and vacancy ratein region i.



V. L abour Hoarding and the Employment Content of Growth

If labour market ingtitutions are no more “rigid” than in EMU countries and
outcomes in terms of job turnover and unit labour costs denote a substantial degree of
flexibility in NMS labour markets, then the issue arises as to why unemployment is so
high and persistent in the region and the recovery from the transitional recession has
so far delivered afew jobs.

Albeit cross-country differences in the NMS group are not of second-order,
unemployment rates in the New Members are high and rising, the share of long-term
unemployment is substantial, and the employment rate is stable at levels well below
the EMU average. While the increase in non-employment may be attributed to
structural change associated with the completion of the transition to a market
economy, the persistence of unemployment points to structura rigidities in the labour
market. This diagnosis is confirmed by the relatively high incidence of long-term
unemployment in the region. In most NMS, the share of those who have been
unemployed for more than a year in the total number of jobseekers is not only higher
than in a typica EU-15 country, but has also been increasing in recent years, in
contrast with the experience elsewhere in the EU. In Czech Republic and Poland, in
particular, one unemployed out of two has been on the dole for more than 12 months
compared with about one out of three in the EU-15.

Since the late nineties, in the aftermath of the large transitional recession,
NMS are experiencing sustained output growth with modest employment gains. The
average NMS apparent elasticity of employment with respect to GDP growth never
exceeded 0,1 in this period, just while in the EMU area the ratio of the employment to
the GDP growth rates was reaching unprecedented high levels (e.g., 0,8 in 2001).

A plausible explanation for the low employment content of growth in NMS is
that it is the by-product of rigid ingtitutions. Understanding the nature of the low
employment content of growth is therefore crucial in assessing readiness for EMU
membership. But another equally plausible explanation is that, rather than being
linked to structural rigidities, the low employment content growth in NMS is the
result of productivity enhancing job destruction. The situation in formerly planned

economies is indeed much different from that of EU countries & the large scale



restructuring necessary to complete the transition from central planning to market
requires sizeable job destruction and employment losses during recessiors. Severa
authors argued [e.g., Boeri, 2000; Svejnar, 1999] that labour hoarding at early stages
of the transition prevented sizeable and widespread restructuring to take place.

In order to evaluate the empirical relevance of the labour hoarding hypothesis,
it is ingtructive to investigate the employment gains in periods of GDP expansion and
GDP contraction. We are particularly interested in understanding what happens to
employment growth during periods of output contraction, since labour hoarding
typically implies job preservation during recessions.

Table 5 display results obtained by running the following regression:

(1) DIne, =a, +bqDIn yi’tf +b 5ln Y +oX, +e,

where the |eft-hand-side ?Ine;; is employment growth in country i between time t and
timet-1, ?Iny+;; is GDP growth during expansions and ?Iny-i; is GDP growth during
aggregate contractions. The vector X; denotes the primary budget surplus, a key
indicator of the stance of fiscal policy. The country specific institutions are captured
by the fixed effect term @* The equation was estimated over a panel covering the
CEE-10 in the period 1990-2002. Due to missing observations in some countries and
time-periods, the total number of observationsis 89.

The regressions are potentially difficult to interpret, since it is clear that output and
employment, in a general equilibrium framework, are jointly determined endogenous
variables. Just as employment demand is a function of the demand for output, output
isin turn afunction of factor (including employment) inputs. In some estimates (those
displayed in the third and fourth column of Table 5), we attempt to reduce the
resulting bias by using the distance-weighted output growth rate of each country’s EU
trading partners as an instrument for domestic output growth. That is, we run first

stage regressions for domestic output growth as

K
0
D)Ii,t =a aiDyk,t Ut

ki

4 Available indicators of labour market institutions are, for the most, time invariant and are thus
captured by the fixed effect term.
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where k=1...K are i’s trading partners, and each growth rate is weighted by the
distance between the capital in country k and the capital in country i. These first stage
regressions have high R coefficients for most countries. This approach assumes that
the only way in which the trading partners output growth affects domestic
employment growth is through the domestic output growth rate, as captured by the
first stage regression. This may be reasonable for small countries, although it might be
argued that supply-side/productivity effects could be highly correlated across
countries. Finally we alow the intercept and the relevant elasticity terms to vary
across the two sub-periods 1992-1996 and 1997-2002 as 1996 was the first year in
which most countries exited from the transitional recession.

The results suggest that labour hoarding has been important in the transitional
recession, but it faded away after 1996. Whereas up to the mid-1990s output
contractiors were associated with stable employment, large employment losses during
recessiors took place in the aftermath of 1996. The first column of Table 5 reports the
baseline regression of equation (1), and shows that only the coefficient on the positive
growth variable (%) is significant. This is consistent with labour hoarding. Y et, when
we look a the additiona effect in the aftermath of 1996, we find that output
contractiors are associated to sizeable employment losses. This result confirms the
view that labour market are now destroying jobs during recession, partly reversing the
large labour hoarding observed earlier on. When we instrument output growth with
the two stage procedure outlined above, we find that the GDP contraction coefficient
in the aftermath of 1996 is ill negative and significant (column 3 in Table 5). The
coefficient on expansion is instead no longer significant at conventiona levels,
suggesting that firms are indeed quite reluctant to hire.

The regressions also suggest that an accommodating fiscal policy contributes
to restrain employment: the coefficient for the primary surplus is positive and
significant. Two possible channels which can generate a positive link between fiscal
tightening and employment growth are as follows. The first occurs when fiscal
deficits are associated with relatively large wage rises in the public sector, crowding
out private job creation. The second channel is via credibility effects. A loose fiscal
policy may discourage investors. Quantitative evidence on the first channel, namely
the crowding out effect of public sector wages is presented in Table 6. The first
column, in particular, reports a marked simultaneous correlation between changes in

public sector wages and real wage growth in manufacturing. Thus, despite the strong
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reduction in corporate state ownership, public sector wages till play a pivota role in
determining the wage norm across the board. The second column shows also that
larger primary deficits are associated with stronger growth of public sector wages in
Czech Republic, Estonia and Hungary, while it does not appear to be significant in

other countries, except Latvia where the correlation is positive.
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V. Final Remarks

Euro membership will prominently depend on the NMS satisfying some
“broader criteria’, including the flexibility of labour markets. NMS indeed already
comply numerically with several Maastricht criteria (with the only exception of the
two-years ERM |l participation). Out of the 4 key convergence criteria, 3 were in
most countries aready satisfied in 2004. If one compares the position of the NMS
three years before Euro membership with the position of the current Euro members, it
appears that acceding countries are much closer to nominal convergence than the
current members back in the mid-1990s. The main problems with nominal
convergence rest with the fiscal criterion which has however been substantially
weakened by the reform of the Stability and Growth Pact. Moreover, the criterion
will be assessed in 2007, and countries have some time to adjust their fiscal position.
Thus, as far as the Maastricht convergence criteria are concerned, NMS are likely to
qualify for full membership already in 2007.

In this paper we assessed readiness for membership in terms of the *broader
criteria’ envisaged by the European Central Bank, referring in particular to labour
market institutions and outcomes. We documented that NMS display a fair degree of
wage and employment flexibility, in many dimensions larger than in the EMU area
and there is no indication that closer integration would spur real wage dynamics
outpacing labour productivity growth Our empirical results indicate that the low
employment content of growth has to do with the reduction of labour hoarding
inherited from the certral planning and the early phases of transition. As to the
absorption of unemployment, the dtricter budget discipline required for the
convergence to EMU will force Government to internalise parts of the externalities on
wage setting exerted by public sector pay, that continue to play a pivota role in wage
setting. Thus, rather than making things worse on the labour market side, early Euro
adoption in the NM S may actually contribute to increase job creation

Overdll, even though labour market in NMS have some structural problems,
highlighted by large and stagnant pools of unemployment, they do not seem to work
any worse than the labour markets in many current BMU countries. And the fiscal

consolidation process, necessary for Euro membership, should not be harmful to the
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job generation process. Thus, the conditions of labour markets in the NMS do not

provide a justification for postponing Euro adoption.

14



Refer ences

Blanchard, O. and Giavazzi, F. (2003), "Improving the SGP through a proper
accounting of public investment”, mimeo.

Boeri, T. (2000) Structural Change, Welfare Systems and Labour reallocation,
Oxford: Oxford University Press.

Boeri, T. and M. Burda, (1996) “Active Labour Market Policies, Job Matching and
the Czech Miracle’, European Economic Review, 805-817.

Boeri, T. et a. (2002), “Who's Afraid of the Big Enlargement? Economic and Social
Implications of the European Union’'s Prospective Eastern Expansion, CEPR Policy
Paper No. 7, London.

Boeri, T., and Terrell, K., (2002) "Ingtitutional Determinants of Labor Reallocation in
Trangtion", Journal of Economic Perspectives, val. 16, n.2.

Bratkowski, A. and JRostowski (2001) “Unilateral Adoption of the Euro by EU
applicant countries. the macroeconomic aspects’ pp.125-147, with A.Bratkowski in
Transition and Growth in the Post-Communist Countries. the Ten-year Experience,
ed.L.Orlowski, Edward Elgar, pp.316.

Camsfor and Driffil (1981) Corporatism and Macroeocnomic Performance Economic
Palicy, 1981

Codogno, L., Favero, C. and Missale, A. (2003), “Yiels Spread on EMU Government
Bonds’, Economic Policy, Vol. 37, pp. 503-532.

Coricelli, F. and Ercolani, V. (2003), , Deficits and Fiscal Rules on the Road to an
Enlarged European union®, CEPR WP # 3672.

Dolado, J.,, Kramarz, F., Machin, S., Manning, A.., Margolis, A. and Teulings, C.
(1996) The Economic Impact of Minimum wages in Europe, Economic Policy, 317-
372.

European Commission [2000] “Exchange rate regimes for applicant countries’, Note
for the Economic and Financial Committee, mimeo, August 22, ECFIN/521/2000-
EN, 18pp, Brussels.

European Commission [2002] “Strengthening the Co-ordination of Budgetary
Policies’ Communication from the Commission to the Council and the Parliament,
mimeo, November 27, COM (2002) 668 final, pp.11, Brussels.

European Central Bank (2004) The Acceding Countries strategies towards ERM 11

and the adoption of the Euro: An Analytical Review. Occasional Paper No 10,
February.

15



Falcetti, E. and Lysenko, G. (2004) Aggregate Performance in Eastern Europe, mimeo
European Centra Bank.

Fatas, A., von Hagen, J., Hughes Hallett, A., Strauch, R.R. and Sibert, A. (2003),
“Stability and Growth in Europe: Towards a Better Pact”, Monitoring European
Integration #13.

Funke, M. and Ruhwedd, R. (2003), “Trade, Product Variety and welfare: a
Quantitative Assessment for the Transition Economies in Central and Eastern
Europe’, mimeo.

Gali, J. and Perotti, R. (2003), “Fiscal Policy in EMU”, Economic Policy, 37.

Glick, R. and Rose. A.K., (2002), “Does a Currency Union affect Trade? The Time-
Series Evidence’, European Economic Review.

Haskel, J.,, Pereira, S. and Slaughter, M. (2002), “Does Inward Foreign Direct
Investment Boost the Productivity of Domestic Firms?’, NBER WP Nr. 8724.

Honohan, P. and Lane, P.R. (2003), “Divergency Inflaction in EMU”, Economic
Policy, Vol. 37, pp. 357-39%4.

Layard, R. and Richter, A. (1995) How Much Unemployment is Needed for
Restructuring? The Russian Experience, The Economics of Transition, 3 (1): 39-58.

Markusen, J. and Venables, A. (1999), “Foreign Direct Investment as a Catalyst for
Industrial Development”, European Economic Review, 43, pp.335-356.

Micco, A., E. Stein, and G. Ordonez (2003), "The Currency Union Effect on Trade:
Early Evidence from EMU", Economic Policy (October), pp. 315-56.

OECD (2004) Employment Outlook, Paris, OECD.

Padoa- Schioppa, F. (1991) (ed.), Mismatch and Labour Mobility, Cambridge
University Press.

Rose. A.K., (2002), “Honey, the Currency Union Effect on Trade Hasn't Blown Up”,
The World Economy.

Rose. A.K. and van Wincoop, E., (2001), “Nationa Money as a Barrier to
International Trade: The Rea Case for Currency Union”, American Economic
Review.

Rostowski, J. (2002) “The Eastern Enlargement of the EU and the Case for Unilateral
Euroization” pp.165-191, in Financial Policies in Emerging Markets eds. M.Blgjer
and M.Skreb, MIT Press, pp.259.

Sapir, A. et a. (2003), An Agenda for a Growing Europe — The Sapir Report, Oxford
University Press, Oxford.

16



Schneider, F. (2004) The Size of the Shadow Economies of 145 Countries all over the
World: First Results over the Period 1999 to 2003, IZA DP n. 1431.

Sulling, A., (2002), “Should Estonia euroize?’, Economics of Transition Vol.10,No.2,
pp. 469-490(22).

Svenar, J., (1999), “Labour Markets in the Transitional Central and Eastern European
Economies’, in Handbook for Labour Economics, Volumes 3-4, Orley Ashenfeld and
D. Card (eds.), Amsterdam; New Y ork and Oxford: Elsevier Science, North-Holland,
pp. 2809-2857.

Wyplosz, C. (2002), “Fiscal Disciplinein EMU: Rules or Instituions?’, mimeo.

17



2003

Figure 1. Employment Protection Legidation (EPL)

in NMSand EMU countries

Index of the overall strictness of EPL

& PRT
> & ESP
@ GRC
DEU
FIN € NDL BEL
¢ WSk ® TA
AUT
1 2 3 4
Late 80s

18




Figure 2 Changesin Real Wage and Productivity in Manufacturing Sector
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Table 1. Minimum wages and collective bargaining

Minimun wage Minimum wage Collective bargaining

(Euro p/month) (% of av. wage) Union density Union coverage
Czech Republic 198 34 27 25
Estonia 138 30 - -
Hungary 202 42 20 30
Latvia 112 35 - -
Poland 191 33 15 40
Slovakia 14 32 36 50
Slovenia 448 45 - -
NMSaverage 203 30 25t 36!
Belgium 1175 46 56 0
France 1164 61° 10 90
Greece 605 512 27 -
Ireland 1073 50 38 -
Luxembourg 1369 50 34 60
Netherlands 1257 49 23 80
Portugal 416 43 24 80
Spain 526 36 15 80
EMU average 948 48 29 80

Sources. Minimum wages: Eurostat (2003); Collective bargaining: Oecd

(2003).

Notes:

1) Average of the four countries displayed (Czech Republic, Hungary,
Poland, Slovakia)

2) Datafir France and Greece come from Oecd (2000)
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Table 2. Unemployment benefits and taxation

Unemployment benefits

Marginal Effective Tax Rates

(100% of APW) (Single without children)
first month 60™ month 67% of APW 100% of APW 167% of APW

Czech Republic 50 31 449 48.1 514
Hungary 64 24 55.3 55.3 76.3
Poland 40 30 455 455 455
Slovak Republic 60 42 431 49.4 494
Slovenia 63 0 - - -

Estonia 50 0 - - -

Latvia 50 0 - - -

Lithuania 25° 0 - - -

NMS average 50 16 47.2 49.6 55.7
Belgium 66 55 69.8 66.4 69.8
France 71 41 56.6 525 53.8
Greece 46 0 344 344 541
Germany 61 61 59.7 65.2 67.4
Ireland 29 51 30.0 332 50.0
Italy 52 0 52.7 58.0 66.8
L uxembourg 85 50 36.5 44.4 53.8
Netherlands 71 58 54.3 50.4 52.0
Portugal 78 24 37.8 394 475
Spain 70 27 49.4 455 48.4
EU average 63 37 48.1 48.9 56.4

Sources: Oecd (2004), Taxing Wages 2003-2004; Oecd (2004), Benefits and Wages: OECD
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Table 3. Job Reallocation in selected NM S and EM U countries

Job turnover Excessjob Lilien Index
reallocation

Bulgaria 25.77 30.56 -

Estonia 13.93 15.13 .04
Hungary 23.75 21.55 .02
Latvia 24.74 20.92 .07
Sovenia 19.60 18.16 .06
NMSaverage 21.56 21.26 .05
Belgium 15.2 20.4 .01
Germany 17 21.15 .01
France 245 30.8 .01
Ireland 21.7 41.95 .03
[taly 214 25,51 .01
Netherlands 155 232 .02
Finland 225 29.48 .02
EMU average 19.92 26.72 .01

Sources. Haltiwanger, Scarpetta and V odopivec (2003); Eurostat (2003)

Notes: Job turnover isthe sum of job creation and destruction, Excess Job
Reallocation is the difference between Job turnover and Net Employment
Change, the Lilien Index measures reall ocation of jobs across three broad
sectors.

Table 4. Regional mismatch in selected NM S countriesand years

Y ear Czech Poland Slovakia Slovenia
Republic

1993 0,11 0,20 - 0,29

1996 0,08 0,03 - 0,22

1999 0,05 0,05 0,20 0,21

2002 0,06 0,06 0,07 0,16

Note: The mismatch indicator (M2) is defined in the text.
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Table 5. Employment and output growth during contractions and expansions

(panel regressions)

I Il 11 v
(positive) gdp growth 0.31** 0.35%** - -
0.14 0.15
(negative) gdp growth 0.10 0.04 - -
0.67 0.08
(positive) gdp growth after 1996 - 0.02 - -
0.13
(negative) gdp growth after 1996 - 0.69*** - -
0.20
fitted (positive) gdp growth\1 - - 0.19* 0.11
0.11 0.19
fitted (negative) gdp growth\1 - - 0.07 0.68**
0.10 0.34
fitted (positive) gdp growth after 1996 \1 - - - 0.07
0.16
fitted (negative) gdp growth after 1996 \1 - - - 1.01***
0.37
primary surplus 0.19** 0.11 0.27** 0.21**
0.11 0.10 0.11 0.11
Observations 89 89 89 89
R"2
FIXED Effect Yes Yes Yes Yes
Years 92-02 92-02 92-02 92-02

Notes: See the text for details on the specification and on the estimation method.
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Table6

Fiscal policies and public sector wages
(contemporaneous correlation coefficients)

Correlation between public sector wages and.... Real wage growth Primary surplus
in_ manufacturing

Czech Republic 0,54 -0,82
Estonia 0,55 -0,64
Hungary 0,44 -0,90
Latvia 0,53 0,42
Lithuania 0,53 -0,31
Poland 0,45 0,15
Slovak Republic n.a. -0,05
Slovenia 0,92 0,36

Notes: Bold characters denote coefficients which are significant at 5 per cent significance.
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