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Summary and main findings

SUMMARY AND MAIN FINDINGS

This report analyses labour market and wage developments in the European Union in 2007 from a
macroeconomic perspective, looking at the main geographical aggregations.! The macroeconomic
focus has been adopted in order to shed light on the interaction of employment trends with
developments of key macroeconomic variables such as productivity and GDP. This report is a
contribution to the overall efforts to upgrade the monitoring of macroeconomic developments in the
EU and the euro area within the framework of the revamped Lisbon strategy for “Growth and Jobs”
and the EMU@10 Communication. ? To this end, it presents an analytical interpretation of the most
recent trends and prospects on both the quantity side (participation, unemployment and employment
rates) and the labour cost side (wage and unit labour cost developments). The report includes a
statistical annex that provides data on key labour market aggregates for each Member States.

Employment and unemployment developments

2007 was a year of relatively strong growth in the EU economy, notwithstanding the significant
uncertainties all industrialised countries faced in the second half of the year amid global financial
turmoil. The dynamism that had characterised the EU labour market from the mid 1990s also
continued in 2007. EU employment grew at the highest rate since 2000 (1.8%) and almost 4 million
jobs were created. In 2007, the ratio of employment to working age population rose to a peak of
65.4%. Net job creation was particularly robust in Poland, the Netherlands, Slovenia and Germany.

Employment developments can usually be expected to weaken with a lag compared to GDP growth.
In light of the downward revisions to the growth projection and of the uncertainty created by the
recent financial shakeout, the outlook for the employment situation has turned less favourable. For
the near term, this view is supported by the recent marked deterioration in the survey data concerning
employment expectations of businesses and households.

The expansion of the workforce involved all segments of the labour force in 2007. Female and older
workers” employment continued to grow at a sustained pace (+2.2% and 4.7%). The large increase
in the employment of older and female workers has been one of the most remarkable developments
of the last decade. A salient feature of 2007 was the vigorous acceleration of male employment (1.6%
against an average of 0.7 over the 2000-2006 period). For the second year in a row, youth employment
saw a significant increase, shared equally between men and women (about 1.5%).

The strong gains in employment mainly reflected the creation of more stable payrolls, with permanent
employment accounting for about 80% of total employment growth. The share of employees in
temporary contracts reached 14.5% in the EU, 2.3 pp higher than in the year 2000. This proportion
does not generally reflect a voluntary choice by workers, as about 60% of those in temporary positions
declared that they would have liked to have a permanent job but were not able to find one. The
evidence suggests that the proportion of those that find themselves in less stable jobs by force of
circumstances is correlated with the strictness of the employment protection legislation. The

1 An exhaustive panorama of recent developments in European labour markets is provided by the annual Employment in
Europe report published by the European Commission (DG Employment) downloadable at http://ec.europa.cu/
employment_social/employment_analysis/employ_en.htm. More detailed analysis on reforms of labour market institutions
can be found in reports related to the Lisbon strategy and the Integrated Guidelines, which encompass the Broad Economic
Policy Guidelines (BEPGs) and the European Employment Guidelines. The recent assessment of the national reform
programmes, along with a detailed analysis of the employment aspects of the programmes at national level can be found in
the Communication from the Commission to the Spring European Council, “4 year of delivery” The European
Commission’s 2006 Annual Progress Report on Growth and Jobs” at http://ec.europa.eu/growthandjobs/annual-
report-1206_en.htm. The most recent Joint Employment Report evaluating labour market reforms in 2006/2007 undertaken
in response to the Employment Guidelines, within the framework of the Integrated Guidelines for Growth and Jobs
(2005-2008), can be found at http://europa.eu.int/comm/employment_social/employment_strategy/employ en.htm and
http://ec.europa.eu/growthandjobs/annual- report_en.htm.

2 See Integrated Guidelines for Growth and Jobs (2005-2008).
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proportion of those who declare themselves to involuntarily be in temporary employment is
characterised by a strong cyclical pattern, fairly closely reflecting different consumers’ and employers’
perception of future labour market developments.

The imbalance between labour demand and supply is reflected in the unemployment rate, which in
July 2008 reached the historically low rate of 6.8 percent (7.3% for the euro area). This improvement
was fairly uniform across different age groups. The decline in the unemployment rate has been
associated with a reduction in the rate of long-term unemployment and a shortening in the average
duration of unemployment spells. Yet the long-term unemployment and the average unemployment
duration picked up in the recently acceded Member States (RAMS), a development which calls for
a careful monitoring over the medium-term. In 2007, about 55% of all job seckers in the RAMS were
unemployed for 12 months or more, much higher than the average long-term unemployment of the
remaining member states (about 40%).

The strong growth of employment has been associated with an increase in labour supply, which, in
turns, reflects an increase in the participation rate - to 70.5% — as well as in the working age
population, the latter mainly driven by the remarkable expansion of non-nationals. The inactive
proportion of the total population aged 15-64 decreased almost everywhere. Although it is too early
to consider the development in these two countries as a new trend, it should be monitored carefully,
as it could signal potential inflationary pressures owing to a binding labour supply. There is a labour
supply potential that needs to be activated in view also of the ageing of the population, to mitigate
possible pressures on wages arising from buoyant demand for labour.

Although the good macroeconomic fundamentals may have played a role, the labour market
improvements observed so far are also a sign that structural reforms have started to pay-off. In
addition to an, although imperfect, liberalisation of the labour market, the reduction of disincentives
to work and to hire, especially for the low-skilled, embedded in tax and benefit systems, a greater
link with activation policies and a stronger reliance on preventive and targeted ALMPs, and a
widespread wage moderation are all factors that have contributed to the structural improvement in
the functioning of labour markets. The Commission has stressed the importance of labour market
reforms that shift the focus from protection on the job to insurance in the market.? These reforms
would enable workers to move smoothly from declining to expanding activities, thus easing tensions
in the adjustment process, while ensuring adequate income support and responding to anxiety of
European citizens.

Recent trends in wages and labour cost
Wage continued moderation in the euro area during 2007.

Wage growth has surprised on the downside in recent years, especially in the light of the buoyancy
of the euro-area labour market. Overall, aggregate wage increases in the euro area over the past years
have been moderate, thus contributing to job creation. Nominal unit labour costs have also been
supportive of the goal of price stability. However, there are important differences between Member
States. Much of the overall benign wage developments in recent years can be attributed to significant
wage moderation in Germany where nominal unit labour costs stagnated over the period 2002 to
2007, thereby helping to correct the accumulated loss in competitiveness in the aftermath of
reunification. In other countries, however, developments of nominal unit labour costs have not always
contributed to moderate inflation. Should wage behaviour in Germany return to more standard growth
patterns, while remaining unchanged in other countries, price pressures as a whole would rise.

Signs of wage acceleration emerged in 2007g4 and continued over the first half of 2008. The risk is
that the last hikes in energy prices, although partially reverted in recent weeks, will trigger a wage-

3 European Commission Communication “Towards Common Principles of Flexicurity”, COM(2007) 359 final. Flexicurity
involves the combination of flexible and reliable contractual arrangements, comprehensive lifelong learning strategies,
effective active labour market policies, and modern, adequate and sustainable social protection systems.
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price spiral, which could potentially be fed by imitation effects between different national jurisdictions
or sectors.

While evidence of second-round effects is scant, there is concern that they could materialise and
become entrenched in wage bargaining behaviour. The greatest upside risks stem from concerns about
workers’ declining purchasing power after a prolonged period of wage compression and, despite the
recent decrease, of still high consumer inflation perceptions and expectations. Wage growth can be
fuelled by past inflation and have an effect on future inflation if employers can pass additional costs
to their costumers via higher prices. If such increases are entrenched in private inflation expectations,
the risk of a price-wage spiral via second-round effects will be higher. Short-term inflation expectations
based on the EU’s consumer survey have been increasing in the euro area until June 2008, softening
in July and decreasing significantly in August and September. High profit margins and increased
competition in some countries and sectors, together with a lower projected demand, should put a lid
on further price increases.

However, wage claims are likely to be dampened by the sharper-than-expected weakening in
economic activity. Although unemployment has remained at low levels and employment growth has
been buoyant so far, the economic slowdown is set to affect the labour market, albeit with some lags.
DG ECFIN business surveys for 2008 suggest weaker employment growth and higher unemployment
compared to the recent past. Looking forward, the Commission’s Spring September Interim forecasts
expect labour market pressures to ease over 2008-09. The unemployment gap (i.e. the gap between
the observed and the equilibrium unemployment rate given by the NAWRU) should widen somewhat,
dampening wage pressures.

When a supply shock occur, it is difficult to predict whether higher inflation expectations would
persist or even increase further. On the one hand, if the increases in wage and price inflation persist,
the ECB will be forced to tighten its monetary policy beyond what the effective inflation figures and
real economic developments would imply, just to curb inflation expectations. This might increase the
cost of inflation in terms of potential output losses, though the increased flexibility of the labour
market might partially offset the medium-term consequences of a restrictive monetary policy causing
a larger but faster adjustment of the unemployment rate. On the other hand, if moderation in wage
claims were to continue this might soften the adjustment burden, which would otherwise fall mainly
on monetary policy and on real economic activity.

Price stability is put under strain by substantial changes in relative prices due to more limited supply
of natural resources and changes in the composition of consumption patterns at the global level.
Social partners can play an active role in ensuring a smooth adjustment to the deterioration in the
terms of trade. At the aggregate euro-area level, this smooth adjustment may require nominal wages
developments not to exceed the sum of trend productivity* plus the price stability target of the ECB
of close to but below 2%. This would suggest an increase of wages not higher than about 3% on
average, though a country’s competitive position must be taken at the national level. Similarly,
national authorities may take into account the inflationary consequences of excessive increases in
indirect taxes and public wages.

In the short term, if the impact of reforms is limited, wage earners will likely have to help absorb the
supply shock by further moderation in their nominal wages. Labour cost moderation will be
particularly needed in those countries that have seen competitiveness losses in the past. The impact
of wage indexation should be strictly monitored, to avoid fuelling a wage-price spiral.

The burden of adjustment cannot fall wholly on wages. In the medium term, policy measures should
also aim to increase competition. Enhanced competition and continued increases in productivity will
be key to accommodate the deterioration in the terms of trade. High energy prices are likely to prevail

4 The average trend productivity growth, measured in terms of real GDP per hour worked, has been 1.2% in the euro area
(EA12) over the period 1996-2007, with marked differences cross member states, ranging from 0.4% in Italy and Spain to
5.3% in Ireland.
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in the medium and long term in the face of continued strong demand from emerging economies and
supply constraints. Actions should also be undertaken to improve substitution between the various
energy resources and facilitate the structural shift to more sustainable patterns of production, transport
and consumption, as proposed by the Commission in its Climate and Energy policy. In this regard,
it is important to ensure consistency between short term and long term measures as well as between
policies at both national and EU level. Finally, the significant changes in relative prices in the
economy and the ensuing reallocation of resources strongly point to the need to ensure flexible
product and labour markets.

Fiscal instruments (e.g. reduction of taxation on labour) could be used to support the poorer segments
of the population and preserve their purchasing power, although how any tax reductions might be
financed would need to be considered very carefully. These policies would contribute to offset the
effects of the downward adjustment of real wages which would be required in the case of a permanent
supply shock.

The EMU@10 Communication® stress deeper fiscal policy coordination and surveillance, the
broadening of macroeconomic surveillance beyond fiscal policy and the better integration of structural
reform in overall policy-coordination within EMU. Increased policy coordination and adequate policy
surveillance need to comprise a wider set of economic and fiscal policies, structural policies, policies
that may help to address the impact of idiosyncratic shocks faced by individual countries within the
monetary union, as well as all policies that are particularly likely to generate spill-over effects to
other euro-area countries.

While structural reforms are no short-term panacea, ambitious agendas could make macroeconomic
policies more credible and could bolster investor and consumer confidence, enhancing the economy’s
resilience in face of sectoral or country specific shocks. A smooth adjustment to these shocks may
require restructuring of the euro-area economy, which means the necessity of moving factors from
one type of output to another. Where factor mobility is low, the misallocation and loss in output and
welfare, respectively, are likely to be significant. Reforms that reduce rigidities and provide support
to those undergoing transitions across different occupations and sectors may therefore be crucial also
in the short-term.

The economic impact of migration in receiving countries

Few issues seem to be as controversial as international migration. For many countries immigration
has been an important component of economic development, yet in recent years there has been a
backlash against it. It has been argued that further inflows of immigrants will have a negative impact
on labour market opportunities for native workers. Many consider that more job seekers from abroad
means fewer jobs, or lower wages, for native workers, especially for those at the bottom end of the
wage distribution. The costs of integration and the higher claims by immigrants of welfare benefits
are often considered to put a strain on the financing of the welfare state.

Unsurprisingly, it is not easy to reach a consensus view. Different people weigh differently the well-
being of natives, of new and old migrants as well as that of different groups of natives. Who gains
and who loses from immigration has become a hotly debated issue.

Few economists would however dispute the positive contribution that immigration can make to total
output. Immigration brings in more workers and yields more output. It creates opportunities for
growth and jobs and, in an economy rapidly adapting to change, should not raise unemployment.
More foreign workers does not imply fewer natives in employment or lower wages, for the same
reason that more natives in the labour market does not imply a higher unemployment rate. An increase
in the foreign labour supply will trigger an adjustment process that ultimately “shifts the labour

5 European Commission (2008) “EMU@ 10 Successes and challenges after 10 years of Economic and Monetary Union”,
European Economy, 2, 2008.
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demand out”. When more people enter the labour market, the amount of capital each worker is
endowed with falls, making it profitable for firms to invest in physical capital. Foreign workers also
produce and consume new goods and services. By virtue of their links with the country of origin,
migrants promote trade between the home and the host countries. Being more mobile than natives,
foreign workers tend to cluster in areas where they are most needed, i.e. where wages are the highest
for the type of skills they offer.

Where regional differences persist (i.e. labour shortages are geographically concentrated), immigration
flows into high wage regions speed up the process of matching of people with jobs, thereby helping
to equalise the value of the marginal product across different geographical areas. Spatial arbitrage by
foreign workers thus “greases the wheels” of the labour market.

The adjustment mechanisms caused by immigration may take time to have an effect on the rest of
the economy. In the short-term, an increase in foreign labour may reduce the wages of those native-
born workers that are more in competition with immigrants. Thus, immigrants hurt the labour market
outcomes of the workers they compete with. Conversely, an increase in foreign labour raises the
wages of those natives who complement immigrant labour in production. This implies that a rise in
employment of foreigners also increases employment of complementary native workers. When wages
cannot be adjusted in response to a change in the labour supply, an increase in foreign workers leads
to higher unemployment and/or inactivity of the affected groups. Conversely, policies that make real
wages more flexible may reduce the effects on unemployment.

As the European population becomes more educated and older, less educated immigrants supply a
skill level which is much in demand. Low-skilled immigrants work in domestic services and nursing,
providing childcare or elderly care. This has a particularly positive impact in labour terms if it allows
another adult (often skilled) in the household to work, especially in countries where the public
provision of care is less developed. But the complementarity of skills also plays a role in the case of
better-educated immigrants. The native workers who gain most are those whose skills differ most
from that of the immigrants.

Immigration of skilled workers not only can help alleviate labour shortages, but the increased return
of capital resulting from the immigration of talented people tends to create investment opportunities,
especially in knowledge intensive sectors. Skilled immigrants may also have a favourable effect on
income distribution. More skilled immigrant implies more competition for highly educated natives.
Skilled immigrants also earn more, pay higher taxes, and require fewer social services than the less-
skilled. A balanced inflow of high- and low-skilled immigrants would lead to a better match between
jobs and qualifications and would improve productivity.

The main uncertainty is about who are the gainers and losers from the distributive effects of migration.
It is clear that immigrants gain in one way, since in the host country they are likely to be paid much
more than what they could get in similar occupations in their home countries. A large majority of
Europeans also benefit from immigration, especially if their skills and educational background are
different from the immigrants’. The empirical evidence reviewed suggests that the effect of
immigration on the labour market, if there is one, is very small, with the possible exception of the
least skilled domestic workers.

11






PART I

Employment and wage developments
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1 o GENERAL DEVELOPMENTS IN 2007

1.1. EMPLOYMENT AND EMPLOYMENT RATES

Overall employment performance: robust
growth in 2007

In 2007 the economic activity of the EU
expanded at a healthy pace (2.9%), although
signs of moderation occurred in the fourth
quarter. Aided by resilient economic growth,
employment (based on National Accounts)
continued to expand at about the same rate as in
2006, 1.8% on a yearly basis for both the EU and
the euro area, the largest increase since 2000.
However, employment growth decelerated in
12 Member States, among these Spain, Ireland,
Italy, and Romania (Graph 1 and Statistical
Annex). The strong pick up in employment
recorded in 2006 continued in 2007, especially
in Germany (1.7%), where employment was for
the first time above the 2001 level, France (1.3%)
and Poland (4.5%) - Graph 2.

According to Labour Force Statistics, the number
of persons employed in the EU increased in 2007
by about 3.9 millions (1.8%), of which
2.8 millions in the euro area (2.7%) - Table 2.6
The population aged between 55 and 64 (the
older workers) increased by 1.2 million, those
aged between 25 and 54 (the prime age workers)
and between 15 and 24 (the young workers)
contributed respectively 2.4 millions and 323000
to the overall increase in employment. For older
workers, employment expanded at the same rate
experienced during 2001-2006, while young
workers saw the strongest gains since 2001. Both
male and female employment witnessed high
growth compared to the 2001-2006 average.
Employment was particularly dynamic for the

6 These figures are based on labour force surveys (LFS) and
refer to the age group 15-64. In some countries (notably
Spain, Italy and the UK, but also Germany and Sweden),
some labour market data have been revised over the most
recent years, following revisions in the structure of the
labour force survey and updating in the official estimates of
population. This may have created some breaks in the
series, making the comparison with past years more
difficult. The differences between the National Accounts
(henceforth NA) and LFS concept are discussed in the box
“The Measure of employment in National Accounts and in
the Labour Force Survey”. Data on employment by gender
and age group exist only from the LFS.

high-skilled, while growth was negative for less
educated persons.

At the national level, significant positive
contributions were recorded in those countries
which exepreinced a relatively modest
employment performance in 2000-2006, i.e.
Poland, Germany, the Netherlands and Finland
(Graph 2). The increase in employment growth
was largely the result of the increase in the
number of women in France, of men in Austria.
Consistently with the NA figures, employment
growth based on Labour Force Survey (LFS)
decelerated in Italy (by 0.8pp from the 1.8% in
2006), Spain (down from 4.1% to 3.1% in 20006),
Ireland (down by 1pp to 3.4%) and the UK
(down by 0.1pp. to 0.3%). Employment losses
were registered for both men and women in
Denmark and, only for women, in Hungary.

The breakdown of employment growth by age
groups reveals a more dynamic employment
compared to the 2000-2006 average for young
workers, especially in Germany (+3.8%
compared to 2% of one year earlier), the
Netherlands (up to 4.2% from 2.1%), Finland
(6.7%), and Sweden (8%). Conversely, in 2007
employment of young people fell in Portugal
(-5.1%), Greece (-4.3%), Hungary (-3.7%), Italy
(-3.2%), Spain (-1.9%) and the UK (-0.6%). The
number of prime-age male workers increased
everywhere but Denmark, where it dropped by
0.2% year over year, owing to the decline in the
male component (-0.6%).

Foreign population is the main contributor
to overall population growth in the EU

In 2007, the working age population increased at
the same rate as 2006, namely 0.4% or about
1.2 millions, below the peak achieved in 2005
(2.2 millions). This increase was mainly due to
the expansion of the resident foreign population
(+1.5 million). From the EU perspective, it is
appropriate to distinguish nationals from other
EU Member States, for whom free movement
within the EU generally applies, from third
country nationals, which are subject to the
immigration and asylum legislation of each
country. In 2007, both components grew, with
the citizens from countries outside EU27
accounting for more than 75% (80%) of the

15
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increase in the EU (euro area) population aged
between 15 and 64’. Thus, both the intra-EU
mobility and migration from the non-EU
countries increased.

Stronger increase in the overall and the youth
employment rates in 2007

In 2007, the employment rate rose in the EU and
in the Euro area by almost 1 pp. (respectively up
to 65.4 and to 65.7%), more than the 1996-2005
average (0.6 pp). Yet the employment rate
remains about 4 pp below the Lisbon target of
70%. The increase of the employment rate was
sizeable in Bulgaria (3.1 pp), Poland (2.6 pp),
Germany (1.8 pp), the Netherlands (1.6 pp) and
the Baltic countries (by about 1.5pp on average).
Conversely, the employment rate declined in
Denmark (-0.2 pp), the UK (-0.2 pp) and Portugal
(by 0.1 pp to 67.8%).

7 In the LFS employed are all residents in a country, either
nationals or foreigners, A further distinction is made
between non-nationals but citizens of other EU27 countries
and citizens of countries outside the EU27. Thus, an
increase in the number of foreigners with nationality from
one EU country employed in another country of the Union
implies higher intra-EU mobility. Conversely, an increase
in the number of those with nationality from non-EU
country implies higher international migration.

The employment rate of foreigners, both from
the EU and from non-EU countries, increased by
about 0.8 pp to respectively 69.5 and 78% of the
relevant population. The decline in the working
age population of the young observed in 2006
continued in 2007 at the about the same pace
(-0.6%). Owing to this fall and dynamic job
creation, the employment rate of the young rose
by 0.8 pp., to stand 37.2%.

The labour market recovery of 2007 strengthened
the gains in the employment rate registered in
recent years. After the modest improvements
observed during the period 2001-2004, the
overall employment rate increased significantly
between 2005 and 2007 both in the EU (by 2.6 pp
up to 65.4%) and the Euro area (by 2.9 p.p. from
62.8% up to 65.7%). All countries except Greece
and Italy performed better in the second period
compared to the first. For the EU as a whole, the
pick up was stronger for countries with relatively
low rates, implying cross-countries convergence
in employment rates. Even so, convergence was
driven by the EU Member States that do not
participate in the EMU.
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Table 1 - Key Labour market indicators in the EU27 - 2007

Structure of employment - EU27 — 2007

Thousand of persons Percentage change Percentage change
or % 2006-2007 2001-2007

Total employment 214673 1.80% 7.10%

Men 118665 1.60% 5.00%

Women 96009 2.20% 9.80%
Employees 180196 2.10% 8.60%
Self-employed 21387 1.00% 12.50%
Employers 9547 1.20% -4.30%
Family workers 3477 -4.60% -35.00%
Permanent Employment 188670 1.70% 4.90%
Fixed-term and temporary employment 26003 2.70% 26.50%
Full-time employment 176261 2.50% 4.80%
Part-time employment 37616 2.80% 19.70%
High-skilled 55993 3.70% 27.20%
Medium-skilled 106417 2.00% 11.10%
Low-skilled 51804 -0.60% -8.90%
Unemployed 16694 -12.10% -12.50%
women 8449 -12.70% -12.30%
men 8246 -11.50% -12.70%
Labour force 231368 0.70% 5.40%
women 127113 0.50% 3.70%
men 104254 0.90% 7.60%
Participation rate (ages 15-64) 70.5 0.2 2
women 63.3 0.3 32
men 77.6 0.1 0.8
Employment rate (ages 15-64) 65.4 0.9 2.9
women 58.3 1 4
men 72.5 0.9 1.7
older workers (55-64) 44.7 1.2 7.2
Unemployment rate 7.1 -1 -1.4
women 7.8 -1.1 -1.6
men 6.6 -1 -1.1
Long-term unemployment rate 42.8 -2.8 -4
women 42.5 -2.8 -5.4
men 43.1 -2.8 -2.7
Youth unemployment rate (ages 15-24) 15.5 -1.8 -1.8
women 15.8 -1.9 -2.1
men 15.2 -1.8 -1.7

Source: Eurostat (LFS);1 Data do not add up fo fotal employment due to non responses.
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Graph 1 - Employment growth in the European Union
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Table 2 - Employment growth - Confribution by gender and age groups (in %)
2006 - 2007 2000 - 2006
EU27 Euro area EU1S5 EU27 Euro area EU15
Growth  Contri- Growth  Contri- Growth Contri- Growth Contri- Growth Contri- Growth Contri-
rate bution rate bution rate bution rate bution rate bution rate bution
Er‘::’v‘t"hy_me“‘ 18 (100%) 2.7  (100%) 1.7 (100%) 1.0  (100%) 1.9  (100%) 12  (100%)
Young (15-24) 1.5 8% 2.2 8% 1.2 8% -0.4 -4% 0.6 3% 0.3 3%
Prime age (25-54) 1.4 61% 22 66% 1.3 60% 0.8 64% 1.8 72% 1.0 61%
Older (55-64) 4.7 30% 6.2 26% 4.5 32% 4.2 41% 5.0 24% 4.4 36%
MALE: 1.6 48% 22 46% 1.3 44% 0.7 37% 1.4 42% 0.8 35%
Young (15-24) 1.4 5% 1.8 4% 0.9 3% -0.2 -1% 0.7 2% 0.3 1%
Prime age (25-54) 1.1 27% 1.8 29% 1.0 24% 0.4 19% 1.2 28% 0.4 16%
Older (55-64) 4.4 17% 53 13% 39 16% 34 20% 3.8 12% 34 17%
FEMALE: 22 52% 22 54% 2.1 56% 1.5 62% 1.7 57% 1.9 64%
Young (15-24) 1.5 4% 2.7 5% 1.5 4% -0.5 -3% 0.5 1% 0.3 1%
Prime age (25-54) 44 35% 2.8 37% 1.7 36% 34 44% 25 44% 1.6 44%
Older (55-64) 52 14% 7.4 13% 53 16% 5.5 20% 6.9 12% 6.1 19%

Source: Commission services based on LFS, Eurostat.
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Graph 2 — Average employment growth by age groups
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Box 1: THE MEASUREMENT OF EMPLOYMENT IN NATIONAL ACCOUNTS AND IN THE LABOUR FORCE SURVEY

LFS and National Accounts (NA) are the two main sources of employment statistics.! The National
Accounts estimate of employment identifies the input of labour that has contributed to the production
of domestic output. LFS registers the employment status and labour market participation of the resident
population in the reference week of the survey. In some countries, NA employment estimates draw on
the LFS and a combination of other sources (e.g. depending on the country: social security records,
household surveys, business surveys, tax records, population census etc.). Adjustments are done to
ensure comprehensiveness and to avoid double counting and to ensure consistency with other NA
estimates (e.g. output and wage and salaries). Thus, national accounts and LFS employment levels and
growth rates may differ substantially (Table 3). This difference is also not stable over time. The growth
of employment based on NA is higher than the growth rate based on LFS in some years but not in
others.

Table 3 — Comparison of employment level and growth in 2007 according to the data source

2000 2007
Employment (Total) Employment (15-max) Employment (Total) Employment (15-max)
National accounts LFS National accounts LFS
Country Level growth level growth level growth level growth

BE 4142 2 4093 2.1 4408 1.7 4380 2.7
DK 2760 0.4 2713 0.5 2831 1.4 2804 -0.1
DE 39038 1.8 36324 0.7 39687 1.7 38210 2.2
GR 4255 -0.2 4088 1.4 4705 1.2 4510 1.3
ES 16399 5 15506 5.6 20580 3.1 20356 3.1
FR 24332 2.7 23123 2.7 25696 1.3 25642 1.9
1IE 1696 4.6 1692 3.6 2116 3.6 2112 3.6
IT 22498 1.9 21080 1.9 24929 0.9 23222 1

LU 185 2.8 181 2.7 207 1.9 203 3.9
NL 8108 2.2 7870 3.5 8566 2.4 8464 2.5
AT 3766 1.1 3713 0.6 3988 1.9 4028 2.5
PT 5030 2.1 5021 23 5121 0 5170 0.2
FI 2302 2.2 2335 1.7 2492 1.9 2492 2

SE 4291 2.5 4125 1.8 4516 22 4541 2.5
UK 27477 1.2 27185 0.9 29219 0.7 28441 0.4
CcYy 315 1.7 294 5.2 385 3.2 378 5.8
(074 4825 -0.1 4681 -0.7 4987 1.8 4922 1.9
EE 575 -1.3 572 -1.3 657 1.4 655 1.4
HU 3844 1.3 3829 1 3899 -0.1 3926 -0.1
LT 1399 -4 1398 -4 1515 1.9 1534 2.3
LV 944 -2.9 941 -2.8 1111 3.5 1118 2.8
MT 146 2.3 143 : 158 2.7 156 2.1
PL 14526 -1.6 14526 -2.8 15240 4.5 15240 4.4
SK 2102 -1.4 2102 -1.4 2357 2.4 2358 2.4
SI 905 1.3 901 2 960 2.7 985 2.5
BG 3239 49 2795 : 3714 2.8 3253 4.6
RO 9919 2.5 10653 0 9645 1.3 9353 0.7

Source: Commission services.

The main differences between National Accounts and LFS concern the geographical coverage, age
boundary, population covered, definition of employment/self-employment.

Geographical coverage
National Accounts recognise two employment concepts: resident persons employed (i.e. the national

concept) and employment in resident production units irrespective of the place of residence of the
employed (i.e. domestic concept). LFS is a survey based on resident households. As such it gives

1 For the pros and cons of LFS as source for the National Accounts estimates see de la Fuente, A. and Lequiller, F.
(2006) “Measuring employment in National Accounts” Eighth Meeting of the Group of experts on National
Accounts http://www.unece.org/stats/documents/2006.04.sna.htm .
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information on the major part of the national concept, but national households abroad are not covered
(e.g. staff of national embassies working abroad and/or crews in national fishing boats). The National
Accounts employment measure is based on the domestic concept which is a more appropriate measure
of the labour input for gross domestic product. This means that LFS data must be adjusted, mainly for
cross-border workers, to be consistent with the NA concept of employment. LFS gives information on
the national concept (i.e. resident workers). To change over from the resident concept to the domestic
concept, non-residents working in the country are added and residents working abroad are subtracted.

Age boundary

LFS usually excludes from the definition of employment those persons of age below 15 (in some
countries below 16) and above 75, while National Accounts register all persons engaged in some
productive activity irrespective of age.

Employment definition

There are two ways of looking at employment: the number of people with jobs, or the number of jobs.
The two concepts are not the same because some employed may hold more than one job. The NA
concept of employment is based on persons engaged in economic activity, which includes all persons
engaged in some production activity, hence more than one job is registered. This means that persons
performing several jobs at the same time are covered many times in National Accounts but only once
in the LFS, namely according to their main job. Thus, the average annual number of jobs exceeds the
annual number of person employed by the average annual number of second, third etc. jobs. There is
one minor difference between a job as defined in NA and the category of persons “with a job but not at
work” who are considered as employed according to the LFS (ILO definition), which usually is adopted
by the LFS. In the ILO definition, the employed may include persons who are not being paid but have
a “formal attachment to their job” in the form of “an assurance of return to work ... or an agreement as
to the date of return”. Such an understanding between an employer and a person on layoff or away on
training is not counted as a job in the NA. This difference seems to be relevant in some countries such
as Denmark.

The number of people with jobs is measured by the LFS and includes people aged 15 or over who do
paid work (as an employee or self-employed), those who have a job but are temporarily away from,
those on government-supported training and employment programmes, and those doing unpaid family
work. To be counted as employed in the LFS one person should

» have worked at least one hour in exchange of some monetary or in kind compensation;
» have worked at least one hour with no compensation for one member of the family;

* be absent from work for holidays or sickness (for not more than three months) or receive, while not
working, at least 50% of the salary;

« self-employed persons absent from work are regarded as in employment only if they can be said to
have a business, farm or professional practice.

In many countries, the LFS does not inquire persons living in institutional collective households (e.g.
members of the armed forces living in military quarters, detainees in prisons, religious in monasteries
etc.). In LFS, conscripts, unpaid apprentices and trainees, and persons in extended parental leave are
not included in employment, while they are in National Accounts. The difference between the level of
employment based on NA and that based on the LFS accounted by conscripts and people living in
institutional households is of second order. Contrary to the NA, no adjustment is done in LFS for the
underground economy. Finally, there are other differences that affect the borderline between employees
and self-employed, while not influencing the total employment levels. For instance, sometimes owners
of quasi-corporations are re-allocated from self-employed (in LFS) to employees (in National
Accounts).

21



European Economy No 5/2008
Labour market and wage developments in 2007

22

Business surveys as source of employment data

Finally, employment figures produced by business surveys and used sometime in NA may differ from
the LFS for a series of reasons. Business surveys (BS) gather information on production units operating
in the territory whereas LFS gathers information on people living in the country. Cross-border workers,
or seasonal workers, are correspondingly recorded in different countries. LFS does not cover people
living in collective households. BS typically do not gather information on certain economic activities,
like agriculture or some services. Business surveys estimate the number of jobs whereas LFS counts
jobholders. BS are based on business registers that may not include small enterprises below a certain
threshold. As business surveys inquire employment simultaneously to other variables like turnover or
profits, they are more exposed to underreporting of employment than household surveys. In addition,
employment not included in the payroll or in the accounting books, like trainees or family aids, could
be left out.

All in all, National Accounts are judged more suitable to measure employment levels, employment
growth and industry breakdowns. LFS is more adequate to measure participation in the labour market
(i.e. employment rates, activity rates, flows between employment and unemployment, etc.), demographic

or social breakdowns (e.g. by age, gender or educational level).

As expected when the economic recovery is at
an advanced stage of the economic cycle, the
bulk of employment growth in 2007 was
accounted for by full-time positions (about 80%
of total growth in employment), especially of
males (Graph 3). Part-time work, accounting for
18.2% of total employment in the EU27 (19.6%
in the euro area), is largely dominated by women
(accounting for more than 30% of total female
employment in the EU and about 35% in the
euro area ) and people with upper secondary
education (about 55% of employees with part-
time contracts).

The share of temporary contracts went further
up, reaching 14.5% of overall employment in the
EU27 and almost 17% in the euro areca. People
of age below 39 are overrepresented in the group
of those employed with a temporary contract
(3 out of 4 employed with a temporary contract
are aged below 39). But the strong momentum in
the labour market gave also impulse to the
creation of more stable jobs. Permanent
employment picked up sharply in 2005 and 2006
and continued at about that brisk pace also in
2007. Yet, the number of persons that declared
themselves involuntarily employed with a
temporary contract increased significantly.
Among those working with temporary contracts,
there is a rising number of persons who would
like a permanent position but could not find one
(about 60% in both the EU and the Euro area in
2007, against an average of 52.5% in 2005).
A cross-country comparison showhs that this
percentage tends to be higher in the countries

with more regulated labour markets (Graph 4).
Almost one quarter of the cross-country
variability in the share of people with involuntary
temporary contracts is accounted for by
differences in the tightness of employment
protection regulation.® Thus, the dual character
of the labour market appears more prevalent with
more regulated labour markets.

However, involuntarily temporary employment
is not only the result of a dual labour market with
an inner core of permanent workers and an
external group of peripheral work. Indeed, there
is a distinctive pro-cyclical pattern in the
proportion of those declaring themselves
involuntarily in temporary payrolls (Graph 4),
which appears to be inversely related to the
deviations of consumers’ from employers’
expectations on the short-term labour market
developments.

At the member state level, the highest share of
temporary positions is observed in Spain (32%),
below the decade-peak of 34% reached in 2006
(Graph 5). While largely below the EU average,
the share of temporary jobs more than doubled
in Ireland to reach 7.3%, reversing the falling
trend of the previous years. Conversely, it
increased further in Portugal (to 22.4%, the
highest share since 1986), Slovenia and Poland,

8 For the sample of euro-area countries, differences in the
tightness of the employment protection legislation account
for about 2/5th of the differences in the share of
involuntary temporary contracts.



were about 30% of the payroll employment in
2007 was made of temporary contracts.

Perceived labour market developments
and involuntary temporary employment

In adjusting their workforce, employers must
decide how many workers to hire relative to
changes in production. When uncertainties about
the strength and duration of the expansion
prevail, the use of less stable employment to
save on hiring and firing costs would prevail on
the demand side. Thus, temporary employment
would pick up at the early stages of the
recovery

Following this hiring strategy, firms would save
the hiring and firing costs that they would incur
if a permanent job had been instead offered. On
the supply side, in an environment of expanding
economic activity, workers may expect a
permanent rather than a temporary job offer.
Thus, a cyclical pattern in those declaring to be
involuntarily in a temporary job may reflect a
mismatch between job seekers’ and employers’
perceptions about the state of the economy,
which arise as the expansion reaches its mature
expansion stage.

To test the role played by the consumers’ and
employers’ perceptions, the proportion of those
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involuntarily in temporary employment is
regressed on a variable measuring the divergence
between consumers and employers’ expectations
on labour market developments (Mismatch). An
increase in Mismatch means that consumers
expect a deterioration of the labour market
conditions relative to the employers’. The result
in Table 4 suggests that, indeed, households’
assessment of their position in temporary
payrolls as involuntary is partly explained by the
mismatch between employers and households’
expectations about the labour market
conditions.

Table 4 — Determinants of involuntary temporary
employment: the role of consumers’ and employers

expectations
Mismatch between consumers’ and employers’ -0,07**
expectations about labour market status (2.29)
Involuntary t 1 t(-1) 046
n ary temporary employment (-
voluntary temporary employ: (2.40)
0.91
MA(1)
-26.6
. 0.15
2.8

Heteroskedasticity-consistent standard errors

B

The Mismatch variable is the difference between the consumers
unemployment expectations over the next 12 months and the
employment expectations on the months ahead in industry.
Variables are standardised to have zero mean and variance 1

Source: Commission services.

Graph 3 - Contribution of full-time and permanent employment to total employment growth — EU27
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Graph 4 - Involuntary temporary confracts
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Graph 5 - Temporary employment

Temporary employment in the EU in 2007 (as % of total employment)
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Graph 6 — Convergence between the employment rates: 2004-2007
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Still significant increases in the female and
older workers employment rate in 2007

The large increase in the employment of older and
female workers has been one of the most
remarkable developments of the last decade. The
job creation for older workers (both men and
women) accounted for more than three fifth of the
EU27 total employment growth during the period
2000-2007. The female component accounted for
about the same proportion (73%) of total
employment growth. With rates hovering around
45 and 58% for the EU as a whole, the female and
the older workers employment remained the most
dynamic components also in 2007.

A closer look at the developments at national
level reveals sizeable differences in the
employment rates in some countries in 2007 both
with respect to 2006 and the 2000-2006 average
(Graph 7). The overall employment rate has
dropped in Denmark and the UK by 0.2pp and in
Portugal by 0.1pp. In Denmark, this fall was
driven by a drop in the employment rate of those
aged between 49 and 64 (down in 2007 by about
1.9 pp, to 95 percent),’ due to both an increase in
the population and a decline in employment. This
decline might be a symptom of a “Nordic
disease”, a referring to the weak incentives for

9 For those at the higher end of the age distribution, namely
between 60 and 64 one should go back to 1991 to find a
drop in employment rate of the same size (-2.7pp).
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workers to remain in the labour market because
of the generosity of the welfare system, e.g.
sickness and disability benefits being an
alternative pathway to early retirement.'” In
contrast, the decline of employment in the UK
reflects both a fall in the employment of the
young - that may have decided to pursue further
education in a period of cyclical uncertainties -
and an increase below that of population of
employment of individuals aged between 45 and
49. Finally, the decline in the Portuguese
employment rate derives from a fall in
employment higher than that in population for
the young and from an increase in employment
insufficient to offset the increase in population
for all other age classes except the 40-44 group.
A significant drop in the older workers’
employment rate was also observed in Hungary,
where the female employment rate fell by 0.9 pp
to 26.2%, and Spain, where the male employment
rate fell by -0.4 pp to 60% whereas the female
rate went up by 1.4 pp to 30%. In countries such
as Finland, France, and the Czech Republic the
increase in the older workers’ employment rate
remained below the 2000-2006 average. Both the

10 For Denmark, Larsen and Pedersen (2005) show that the
availability and/or generosity of retirement programs
explain the access to early retirement through employment
and unemployment insurance benefits, while individual
characteristics are of minor importance. This result applies
in particular to women. Conversely, the probability of early
retirement achieved through social welfare a benefit (i.e.
not work-related benefits) is explained by both individual
characteristics and the access to retirement programs.



female and the older workers’ employment rates
accelerated remarkably in Poland, the
Netherlands, Germany and Rumania. In other
countries the pick up in employment rate was
limited either to women (e.g. Bulgaria and
Sweden) or to the older workers (e.g. Austria,
Belgium, Lithuania and Italy).

As far as the employment rate by nationality is
concerned, no clear pattern can be identified
(Graph 8). For the recently acceded Member
States, the employment rate of nationals rises
with that of the foreign population. In the
Southern countries the proportion of foreigners
in employment is higher than that in the national
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population. The opposite is observed in the
Nordic countries while less clear is the pattern for
the other continental European countries. This
difference across countries in the employment
rates of non-natives might be related to the
qualifications of foreign workers, to different
legal settings and requirements for the asylum
seekers'' and to the generosity of the welfare
state. For example, in countries where there is a
large flux of refugees, labour market participation
may be initially limited by their status.

11 Asylum seekers are usually not allowed to work while
their application is processed.

Graph 7 - Changes in the employment rate relative to the average changes in 2000-2006 (in p.p.)
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Graph 8 - Employment rates of nationals and foreigners
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The impact of population and participationrate
effects on the dynamic of employment
rates

The contribution of different gender and age
groups to the changes in the employment rates
and the participation rates is shown in Table 5,
along with the contribution provided by the
demographic component (for detailed country
figures see Annex 1). Between 2000 and 2006,
the older and the prime age female workers were
the main sources of increases in the employment
and the participation rates. After being negative
for the all period, the contribution of the young
and the prime aged male population turned out
positive in 2007, mirroring a period of very
strong labour demand. The contribution of female
employment rate to the overall employment

28

0
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m Non adjusted Adjusted by population

of national

growth increased by 0.2pp, while that of the
older workers remained the same as the 2000-
2006 period. The impact of the demographic
effect (that is the shift in the relative share of
different age and gender groups) on the overall
employment can be relevant and will be discussed
in a next section. Between 2000 and 2006 more
than half of the improvement in the EU
employment and participation rates were due to
older workers. In 2007 this contribution was
relatively muted.



Table 5 - Employment rate and participation rate contribution to changes by gender and age groups
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Employment rate

EU27 Euro area
Rate in: 2007 2006 2007 2006
65.4 64.5 65.7 64.8
p.p- change in p.p. change in
2006-2007 2000-2006 2006-2007 2000-2006
0.5 0.9 100% 0.4 100% 1.0 100% 0.6 1.0
due to shifts in employment rates of:
Young 0.1 15.0% 0.0 -5% 0.1 13.7% 0.0 0.0
Prime age 0.6 66.0% 0.2 61% 0.6 61.2% 0.3 0.5
Older 0.2 21.5% 0.2 47% 0.3 26.4% 0.2 0.4
MALE: 0.4 46.5% 0.1 22% 0.4 38.2% 0.1 0.2
Young 0.1 7.9% 0.0 -3% 0.1 5.4% 0.0 0.0
Prime age 0.3 27.2% 0.0 6% 0.2 20.5% 0.0 0.0
Older 0.1 11.3% 0.1 20% 0.1 12.3% 0.1 0.2
FEMALE: 0.5 56.0% 0.3 80% 0.1 0.6 63.0% 0.4 0.8
Young 0.1 7.0% 0.0 -2% 0.1 8.2% 0.0 0.0
Prime age 0.4 38.8% 0.2 55% 0.4 40.6% 0.3 0.5
Older 0.1 10.3% 0.1 27% 0.1 14.1% 0.1 0.2
due to demographic effect:
TOTAL: 0.0 -2.6% 0.0 -6% 0.0 -1.4% 0.0 0.0
Young -0.1 -7.0% 0.0 -9% -0.1 -6.9% 0.0 -0.1
Prime age -0.1 -8.9% 0.0 -11% 0.0 -4.8% 0.0 0.1
Older 0.1 13.3% 0.1 14% 0.1 10.3% 0.0 0.0
due to interaction effect:
0.0 0.1% 0.0 0.0 0.0 0.1% 0.0 0.0
Participation rate
EU27 Euro area
Rate in: 2007 2006 2007 2006
70.5 70.3 71.1 70.7
p-p. change in p-p- change in
2006-2007 2000 - 2006 2006-2007 2000 - 2006
0.2 100% 0.3 100% 0.1 0.4 100% 0.5 100%
due to shifts in participation rates of:
Young 0.0 -5% 0.0 -13% 0.0 0.0 6% 0.0 0%
Prime age 0.1 47% 0.2 57% 0.0 0.2 47% 0.3 53%
Older 0.2 74% 0.2 63% 0.0 0.2 52% 0.2 44%
MALE: 0.1 25% 0.1 18% 0.01 0.1 15% 0.1 19%
Young 0.0 -4% 0.0 -1% 0.0 0.0 -2% 0.0 0%
Prime age 0.0 -7% 0.0 0% 0.0 0.0 -4% 0.0 2%
Older 0.1 36% 0.1 26% 0.0 0.1 21% 0.1 18%
FEMALE: 0.2 91% 0.3 88% 0.1 0.3 90% 0.4 76%
Young 0.00 -2% 0.0 -7% 0.00 0.0 8% 0.0 -1%
Prime age 0.11 54% 0.2 57% 0.04 0.2 51% 0.3 51%
Older 0.08 38% 0.1 37% 0.03 0.1 31% 0.1 26%
due to demographic effect:
TOTAL: 0.0 -17% 0.0 -10% 0.0 0.0 -6% 0.0 3%
Young -0.1 -37% 0.0 -15% 0.0 -0.1 -20% 0.0 -9%
Prime age -0.1 -42% 0.0 -16% 0.0 -0.1 -14% 0.0 8%
Older 0.1 63% 0.1 21% 0.0 0.1 28% 0.0 4%
due to interaction effect:
0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Source: Commission services.
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1.2. UNEMPLOYMENT AND LABOUR SUPPLY

Should one lose his or her job, (s)he may either
actively seek work, and be ready to accept one if
it is offered, or give up search and leave the
labour force. Thus, the unemployment rate falls
if either joblessness falls or if the labour supply
gets smaller. During the 80s and 90s reductions
in the labour supply were advocated by many as
a way to solve the unemployment problem. This
was based on the assumption that the number of
jobs is fixed - the so-called lump-of-labour
fallacy - so that a reduction in the competition
among job seekers, e.g. through early retirement
of aged workers, would have been sufficient to
improve the functioning of the labour market.'?
Yet, the empirical evidence does not support the
view that unemployment can be reduced through
early retirement or that natives perform better in
countries that allow fewer immigrants. In
addition, countries that attempted to reduce
unemployment via early labour market exit
experienced the highest natural rate of
unemployment. For these reasons, developments
in the unemployment rate should be analysed
jointly with the changes in the labour supply, an
approach followed in this section.

In the EU, the labour force expanded by almost
1.8 millions or 0.8% compared to 2006
(+1.6 millions of additional persons or 1.1% in
the euro area), of which almost 1/4 were non-
nationals but citizen of other EU countries and
40% citizen of countries outside the EU (for the
euro area the figures are respectively 14% and
40%). For both the EU and the euro area, the
increase in the labour supply was mainly due to
the increase in the resident population
(respectively by 1.2 millions and 950 thousands)
and in the overall participation rate, by 0.2 pp to
70.5% (for the euro area by 0.4 pp to 71.1). The
female participation rate continued to be the
most dynamic component, especially for women
aged between 55 and 64 (+0.9 pp and +1.3 for
the EU and Euro area). On the contrary, the male

12 The lump-of-labour thesis is a false assumption that takes
no account of the dynamics of the labour market. For
example, an influx of immigrants may force down the level
of wages employers are willing to pay which in turn may
make many employers demand more labour or workers at
that price. The lump-of-labour theory also overlooks the facts
that some people wish to work longer hours, that older
workers may be more productive and that migrants are also
consumers, supporting the creation of new jobs. For its
endogeneity, the unemployment rate per se is not an adequate
stand alone indicator of the state of the labour market.

participation rate remained mainly flat, owing to
the declining rate of the young and to the
unchanged rate of prime-age workers.

Taking advantage of the positive growth
momentum in 2007, the number of people
economically inactive aged between 15 and 64
(i.e. those not in employment and unemployed
according to the ILO definition) continued to fall
(-0.3pp) but less than in 2006 (-0.5%). In 2007,
about 30% of the working age population was
inactive, almost all nationals (95%). Individuals
with less than secondary education and with
secondary education account for respectively 50%
and about 38% of all inactive. Noticeable is the
difference between the two sexes. The number of
inactive women dropped for all age groups other
than the women aged between 55 and 64, for
which the number of inactive increased by about
0.6%. In contrast, the number of men out of the
labour force remained unchanged, owing to a
decline of inactivity for the young and older
individuals and to an increase for those aged
between 25 and 54. According to the LFS, about
50% of the inactive declare to be in education,
training or retirement, while 18% is out of the
labour force, either because looking after children,
because of incapacitated adults or because
involved in other family responsibilities.

Table 6 — Main reasons for not seeking employment

Inactive population - Main reasons for not seeking
employment (as % of total inactive)

EU Euro
area

Other reasons 12.2 13.4
Awaiting recall to work (on 03 04
lay-off)
Own illness or disability 12.3 10.2
cher family or personal responsibili- 97 116
ties
Looking after children or 81 8.8
incapacitated adults ) )
In education or training 325 30.2
Retired 20.6 21.2
Think no work is available 43 4.2

100 100

* Source: Eurostat (LFS); preliminary figures 2006



Unemployment edged downward in 2007,
continuing the pattern of improvement exhibited
in the previous years. The number of job-seekers
fell respectively by 2.3 millions in the EU, or
12%, to 16.7 millions. The unemployment rate
dropped by 1.1 pp to the historically low level of
7.2% - down by about 1 pp in the euro area to
7.5% - with no difference by gender or
nationality. Most age groups reflected the overall
pattern, although the largest drop was that of the
young (-1.8 pp to 15.5%).

In 2007, the decline in the unemployment rate
involved all Member States except Ireland (+0.2
to 4.6%) and Portugal (+0.3 to 8%) - Graph 9.
The largest reduction was observed in the RAMS,
especially Poland (down by 4.3 pp to 9.7%),
Slovakia (down by 2.2 pp to 11.2), Bulgaria
(down by 2.1 pp 6.9%) and Germany (down by
1.6 pp to 8.7%, the third largest rate after Slovakia
and Poland). As a consequence of these patterns,
the cross-country dispersion of the unemployment
rates continued to narrow, especially for the non-
EMU countries (Graph 10). The dispersion went
up slightly in the first three months of 2008,
owing to the increase in the unemployment rate at
the higher end of the cross-country distribution -
namely in Spain. Even so, there is a remarkable
convergence of the EU Member States
unemployment rates to a lower average.

The length of time persons remain unemployed
and the reasons for their unemployment are

Graph 9 — Unemployment rates
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important variables in assessing the functioning
of the job market. The proportion of unemployed
persons who remained jobless for more than
12 months (the long term unemployed) edged
down both in the EU and the Euro area,
respectively to 42.8 and 43.5% from more than
45% in 2006 (Graph 9 right panel). In line with
this decline, the mean duration of unemployment
- at 11.6 months both for the EU and the euro
area - was slightly below the figure for 2006. The
recent decline in the mean duration follows a
much larger decrease since the late 1990s and
early 2000s — from 12.8 months for the EU in
1998 (13.2 for the euro-area) to 11 month, both
for the EU and the euro area.'® In contrast, in the
RAMS the long-term unemployment picked up
until 2005. Afterwards, it started to decline, to
reach in 2007 a rate that is still well above the
one prevailing in 2000, an indication of the
difficulties faced by the job seckers in these
countries.

13 The mean unemployment duration is calculated as the
weighted average of the central values of the intervals of
unemployment spells (i.e. the classes “less than 1 month”;
“between 1 and 2”;”between 3 and 5”;”between 6 and
11;”between 12 and 17;”between 18 and 23”; “between 24
and 47”; “48 months or more”) with weights the number of
unemployed in each class. For the central value of the last
open class it is assumed that the class is closed and of the
same width as the previous one (i.e. “between 24 and 477).
Excluding unemployed with a duration of more than 48
months shifts mean duration downward, but does not
change its time evolution.

Long term unemployment,
(as % of total unemployment)
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1 Unemployment rate 2006  m Unemployment rate 2007

Source: Commission services.
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Graph 10 - Dispersion of unemployment rates in the EU27 and in the Euro area
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1.2.1. Why unemployment has tfrended
downwards?

Three explanations have been given for the fall
in the unemployment rate in the EU. Firstly, the
drop reflects a decline of the equilibrium rate of
unemployment (see box 2 Structural rate,
equilibrium rate of unemployment and NAIRU).
This has made the fall in the actual unemployment
rate possible without significant inflationary
pressures. A second reason for the declining
unemployment rate is the increase in the “grey
area” consisting of jobless people not classified
as active in the LFS (and therefore not
unemployed), while actually searching for a job
in a way not dissimilar from that of the
unemployed. Finally, a third explanation relates
the fall in the unemployment rate due to changes
in the composition of the labour force. This
section reviews these three explanations of the
recent decline in the unemployment rate.

Reforms have started to pay off

The labour market has been improving
significantly since the mid-1990s. After having
reached a peak in 1994, the unemployment rate
started to decline gradually. In all countries the
decline in the overall unemployment rate was
achieved through a joint increase in employment
and participation rates. In cross-countries
comparisons, the positive and high correlation

between employment and participation rates
(both levels and changes), implying that countries
with low inactivity rates also have high
employment rates, challenges the view that
labour market problems can be solved through
early labour market exit (the so-called lump-of-
labour fallacy).

The perception that labour market problems
could be cured through early exits led to a loose
access to early retirement and other welfare
benefits in the 1980s. The transfers from those at
work to those out of the labour force distorted
the balance between social assistance (i.e. the
assistance toward those at high risks of poverty
and social exclusion) and social security
(unemployment and welfare related benefits),
blurring their relative different roles. In some
countries, government intervention played an
important role in the regulation of economic
interactions. The trade-off between the generosity
(levels and coverage) of unemployment insurance
and the stringency of employment protection
legislation (EPL) is a well-known example (e.g.
Boeri et al, Buti et al.).!

14 Some countries relied on work sharing and reduction of
effective labour supply as a way to deal with adverse
shocks (Kramarz et al.). This strategy was accompanied by
exogenous hourly wage increases, which ultimately
worsened the effect of the shocks.



As governments became progressively more
aware of the weaknesses of the lump of labour
fallacy, they increasingly made efforts to develop
activation policies explicitly designed to
influence job-search and strengthen the incentive
structure of the tax and benefit systems. The
experience of Nordic countries drew attention as
it entailed flexible hiring and firing rules that
improve the adjustments to sector or country
specific shocks, and generous welfare institutions
that lessen the opposition to this adjustment by
reducing individual labour market risks through
forms of collective risk sharing (Andersen,
2007). If agents are risk adverse, both risk-
pooling and risk- taking improve welfare and
incentives enhancing efficiency. Thus, one would
expect more flexibility in countries with more
efficient redistributive welfare state policies.
This is shown in Graph 11 (left panel), which
displays on the horizontal axis the reduction in
the Gini index for market income due to
redistribution through tax and benefits and on the

Graph 11 - Job protection, job security and redistribution
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vertical axis the EPL index. The graph suggests
that tight employment legislation is associated
with low reduction in income inequality through
the tax and benefit system. As suggested by
Graph 11 (right panel), EPL is also not a very
effective way to improve perceived job security.
The role of incentives - particularly in delaying
early retirement decisions and welfare benefits
dependency - and individualised active labour
market policies, preventing that short-term
unemployment spells are transformed in long-
term non-employment status, have been
highlighted in countries where reforms appear to
have led to improved labour market performance
(OECD 2006).'5

15 Yet, the experience of the wage formation in Scandinavian
countries has been less stresed in the debate about the reform
of the welfare state. Contrary to the experience of some
continental countries, a coordinated wage restraint turned out
to be a successful response with little attempt to reduce the
labour supply (Faggio and Nickell, 2007).

Redistributive effects of the tax and benefits system and EPL
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The introduction of more flexible working
arrangements, mainly achieved by easing access
to part-time and/or temporary work, has been
the main feature of partial labour market
reforms, especially in the euro-area. Table 7
reports for EMU and non EMU countries the
contribution of temporary and permanent
contracts to total employment growth. The table
suggests that the introduction of the common
currency may have changed significantly the
pattern of job-creation in participating countries
compared to non-participating countries. Before
EMU, the contribution of temporary employment
to total employment growth was higher in
countries that would have shared the common
currencies than in the rest of the EU15. After
1998, the difference between the contribution of
EMU and non-EMU countries became three
times as much. Reforms of EPL have rarely
addressed the whole set of provisions and mainly
aimed at activating groups with low labour
market attachment. Partial labour market
reforms have been paying out in terms of faster
employment growth and better employability of
these groups, according to a recent DG ECFIN
research!®. Even so, piecemeal reforms have
increased the duality of the labour market.
Because of the rigid wages of the insiders, the
burden of the non-adjustment of government-
mandated employment protection has been
transferred onto the outsiders, which ended up

16 For econometric evidence see “Recent Labour Market
Reforms in the Euro-area: characteristics and estimated
impact” in “Quarterly Report of the euro area Vol 7 N°1
(2008)” Directorate General for Economic and Financial
Affairs; http://ec.europa.cu/economy_finance/publications/
publication12331_en.pdf. For the euro area as a whole, the
reform process in the early years of the euro was
characterised by a sequence of gradual reforms rather than
by a few radical changes. However, data also shows an
encouraging shift in the pattern of reforms in the Member
State in the early years of the euro with more reforms being
introduced by those countries that need them most. For a
discussion of the effects of euro-area participation on the
reform path see “Labour Market Reforms in the euro-area”
in “Quarterly Report of the euro area Vol 6 N°4 (2007)”
Directorate General for Economic and Financial Affairs
http://ec.europa.ecu/economy_finance/publications/
publication10549 en.pdf. The effect of reforms improving
the employability of groups with low labour market
attachment on the employment and productivity trade-off is
discussed and assessed in “The EU Economy 2007
Review” Moving Europe’s productivity frontier http://ec.
europa.cu/economy_finance/publications/
publication10130_en.pdf .

Table 7 — Contribution of temporary and permanent
employment to total employment growth

1991- 1999-
1998 2006
M @
Temporary employment
EMU 4.07 3.27
Non-EMU 2.93 -0.37
z-test : same mean changes SNTPEES 26.19%**
Permanent employment
EMU 4.72 7.21
Non-EMU 10.8 5.44
z-test : same mean changes -12.2%%% 6.42%%*

Source : Author’s calculation on LFS; non-EMU includes
Denmark Sweden and the UK. Columns (1) and (1) reports
for the EMU and non-EMU countries the contribution of
temporary and permanent contracts tot total employment
growth. The z-test is the statistics for the comparing to
average changes. The sum of the contributions of temporary
and permanent employment for respectively EMU and
non-EMU group gives the cumulated average employment
growth over each sub-period based on LFS. This can differ
from the growth rate based on National Accounts.

Source: Commission services based on LFS, Eurostat.

to be less protected and with lower entry
wages.!”

In addition to an admittedly imperfect
liberalisation of the labour market, other factors
have contributed to the structural improvement
in the functioning of the labour market: the
reduction of disincentives to work and to hire
(especially for the low-skilled) embedded in tax
and benefit systems, a greater link with activation
policies, the stronger reliance on preventive and
targeted active labour market policies (ALMPs)
as well as widespread wage moderation.

The last decade also witnessed important changes
in the pension system. Up to 1995 only few
countries implemented pension reforms. By
2006 almost every European country reformed
the pension system. Reforms in pension systems
that have postponed the statutory retirement age
and cut incentives for early retirement have
reversed the structural decrease in participation
and employment rates of older workers in many

17 In the case of Italy, Rosolia and Torrini (2006) found
that the wage gap between old and young workers went up
from 20 percent in the late 80s to 35 percent in the early
2000s... this decay is not accounted for by developments in
relative supplies of skill-age groups overtime and reflects
almost entirely falling entry wages.” Rosolia, A. and R.
Torrini (2006), The generation gap: an analysis of the
decline in the relative earnings of young male workers in
Italy, mimeo, Bank of Italy.



Member States. The measures adopted involved
stronger actuarial links between contributions
and pension benefits, the possibility for workers
to retire later while incentives to early-retire
were discontinued and the eligibility conditions
tightened. The retirement age was increased in
Germany, Austria, and Finland. Some countries
increased the statutory retirement age for female
or both male and females. Others have changed
only some provisions of social security
programmes (and sometimes of other transfer
programmes used as alternative early retirement
paths) that provided strong incentives to leave
the labour force at an early age. Recent analysis
by DG ECFIN concluded that the participation
behaviour of those that are approaching the
retirement age changes after the reforms are
enacted'®. As shown by the analysis of the labour
market flows (see Box 3 on Labour market flows
and transitions rates), the labour market
improvements of the late 1990s were mainly due

18 European Economy 2/2008 “EMU@ 10 Successes and
Challenges after 10 years of Economic and Monetary
Union”, European Commission.
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to increases in the flows from inactivity to
employment, especially for women, and to strong
increases in the flows from unemployment to
employment for prime age workers.

All things considered, the labour market
improvements cannot be considered as just an
aspect of the movement of the economy from
recession to boom. The remarkable thing is that
the fall in unemployment was not accompanied
by any notable acceleration in inflation, implying
that the level of unemployment at which labour
shortages start to emerge along with rising
inflation has declined. According to estimates,
the NAIRU declined from 8.8% in 1997 to
below 8% in 2007 (for the euro area from 9.2 to
7.7). However, these structural rates are still
high, and without further reduction they
represent a serious limitation to the speed of
recovery. Indeed, for several countries most of
the remaining unemployment appears to be
structural in nature already at this juncture
(Graph 13). For 2007, the comparison between
the equilibrium and the actual unemployment
(7.1% for the EU and 7.4 for the euro-area)
implies a tight labour market.

unemployment become more complex'.

BoX 2 : STRUCTURAL RATE, EQUILIBRIUM RATE OF UNEMPLOYMENT AND NAIRU

In the economic literature, structural unemployment is usually analysed in terms of equilibrium rate of
unemployment. As such, it is a concept which is not tied to short-term economic fluctuations and,
therefore, does not disappear in cyclical booms. Rather, it results from the institutional set up of the
economy, the structure of markets, demography, laws and regulations. These elements shape the
relationships between wage and price setters, affect the interplay of demand and supply of labour and
involve the efficiency of the search and matching process in the labour market. When unemployment
is determined by mechanisms that lead to persistency, the distinction between cyclical and structural

In any case the identification of structural unemployment with the concept of equilibrium is not clear
cut. Indeed, it may refer either to a situation where for some reason the economy does not clear existing
excess of labour supply, or to a state of excess supply which tends to perpetuate over time regardless of
the market clearing properties. Two different, but not independent, concepts of equilibrium are identified
in economic literature: a stock and a flow equilibrium. Stock approaches focus on the difference at a
given point in time between the workforce desired by firms (aggregate stock demand for labour) and
the number of workers willing to work (aggregate stock supply of labour). Flow approaches deal with
the difference between the flows in and out of the unemployment pool during a certain period.

The NAIRU is a stock equilibrium concept defined as the level of unemployment rate compatible with
a stable inflation rate in the absence of shocks, (i.e. when current and expected inflation coincide). It is
based on an expectations-augmented Phillips curve which can be derived from models of wage and price
setting in monopolistic product and labour markets (Layard et al. (1991)). It is a structural concept in
the sense that economic agents have no incentives to change prices and wages when the economy is

1 A. Lindbeck (2001), Unemployment Structural, in N. J. Smelser and P. B. Baltes eds., International
Encyclopedia of the Social and Behavioral Sciences Oxford: Pergamon.
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stuck at its level (i.e. the level of unemployment required to hold inflation in check). The NAIRU is an
equilibrium concept based on supply-side considerations and on the assumptions that expectations are
fulfilled and wages rise in line with prices after taking account for productivity changes.

Theoretical models of flow unemployment focus on the flow of workers in and out of unemployment
(Phelps et al. 1970, Hall 1979, Diamond 1982). These models emphasise the heterogeneity of jobs and
workers and, as a consequence, explain structural unemployment in connection with job search and
matching. The equilibrium rate of unemployment emerges when the number of individuals finding a job
equals the number of individuals who are separated from a job, and it is related to the efficiency of the
search and matching process. The Beveridge curve depicts the combinations of vacancies and
unemployment coherent with equilibrium in the labour market. Along the curve unemployment is stable
as inflows into unemployment equal outflows out of it. Therefore, movements along the Beveridge curve
reflect transitory shocks while shifts in the curve mirror structural demand shifts or reduction in the
efficiency of job matching activities. The stock and the flow concepts of structural unemployment are
related. Indeed, when the match between vacancies and unemployed is far from being perfect, firms
may offer higher wages than otherwise to hire workers. By contrast, improvements in the efficiency of
matching and increases in the search effort may induce an inward shift of the Beveridge curve (the
relationship between vacancies and unemployment) and reduce the equilibrium unemployment rate.

The NAIRU may not be constant over time. Indeed, there are good reasons for the estimates of the
NAIRU to follow actual unemployment. This occurs, for example, when there is hysteresis in
unemployment, i.e. when the path of unemployment influences the position of the equilibrium
unemployment rate, and so unemployment has persistent effects. This may happen for example when
the duration of unemployment reduces the probability of a worker of finding a new job via its effects

on job search; workers’ skill; motivation and morale; job screening and employer perceptions.

Further evidence of these improvements is
provided by the Beveridge curve (Graph 12).
Shifts along the curve represent cyclical changes
in the excess demand for labour, whereas shifts
of the curve are indicative of long-run changes.
Graph 6 reports the Beveridge curve! for the
period 1993q1 2008q2. Over time the curve has
shifted inwards, suggesting an improvement in
the process of job reallocation, i.e. a lower
unemployment rate associated to a given rate of
vacancies. Although it is too early to dub a
further shift of the curve as structural, data for
2008 point towards a gradual improvement in
the matching of unemployed workers and job
vacancies.

Evidence of structural improvements in the
labour market is also provided by the relation
between the employers’ perceptions of the limits
to production due to insufficient demand and the
unemployment rate. Over the cycle one should
expect a positive relationship between these two

19 Data on job vacancies and occupied posts area available
only for some countries and starting form 2000. The graph
is based on the information from DG ECFIN Business and
Consumers’ Survey which asks about various factors
including labour shortages that limit production. Data used
are balances of respondents giving positive and negative
answers.

variables. As the economy improves, both the
unemployment rate and the perceived constraints
to production from insufficient demand should
decline. Since the mid-1990s, the curve has
shifted downward suggesting a structural
improvement in the labour market as any given
perceptions of constraints on the demand side
occurs at a lower unemployment rate.

The continuous improvements in the older
workers’ employment rates, and, if confirmed the
pick up in young employment are an indication
of an improved functioning of the labour market.
Even so, they warrant further analysis, especially
as regards the sustainability of high employment
rates for the older workers, without changes in
early retirement or disability and sickness
schemes, in the pension systems or in the deep-
rooted attitudes of enterprises towards older
workers. Indeed, the low increase, in some
countries even declines, of female older workers’
participation rates should warn against the risks
of falling female labour force.



Graph 12 - Beveridge curve and aggregate demand constraints in the euro area
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Graph 13 - Estimates of structural and cyclical unemployment rates in 2007
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* Structural unemployment is referred to the NAWRU estimated by DG ECFIN (Source: Ameco database).
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The borderline between inactivity and
unemployment

According to the LFS, the vast majority of
persons out of the labour force (about 80% of the
inactive) declare that they do not want to work.
However, while some of them want a job, they
do not actually seek for it due to a number of
reasons, including health problems, family
responsibilities, and school enrolment. Thus, the
decline in unemployment may partly reflect an
increase in the population registered as inactive
that, in practice behaves like unemployed, and
thus are “potentially” in the labour force.? If the
potential labour force and the unemployment are
behaviourally two indistinct labour market states,

20 Brandolini et al (2004) have shown that the transition
rates for the potential labour force are different from those
observed for other inactive and to some extent similar to
those of the unemployed. This implies that the labour
market would be better described by four distinct states
(employed, unemployed, potential labour force and other
inactive population) rather than by the ILO categories of
employed, unemployed and inactive. Thus, the distinction
between those “really” wanting a job and those who would
like a job but are searching less intensively or not at all
does not characterise the observed dynamics. Brandolini, P.
Cipollone and A. E. Viviano (2006), “Does the ILO
definition captures all unemployment?”” Journal of the
European Economic Association , 4,1, pp.153-179.

then the level and the dynamics of the
unemployment rate should be modified to
account for patterns in the potential labour
force.

Another group of inactive persons are those
ready to work but do not look for a job because
they think they cannot find one. Such persons are
typically referred to as “discouraged workers”
and have been continuously rising since 2000, to
reach 15% of the total inactive population in
2007. While not included among the unemployed
because they are not actively seeking work, these
persons provide an indication of labour market
difficulty. Graph 14 (left panel) shows the
inactivity rate for selected countries. There is a
clear downward trend in all of them but Italy, the
country with the highest inactivity rate in 2007
(37.5% of working age population or about 8 pp
above the EU average). The right panel focuses
only on that part of the inactive population at the
boundary between inactivity and unemployment
(the potential labour supply). In this case, the
potential labour force, and in particular the
female component, is rising in all countries but
the UK. The two panels suggest that among a
falling number of inactive, there is a rising
proportion of the population which could
potentially be in the labour supply.

Graph 14 - Inactivity rate and the borderline between inactivity and unemployed
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The impact of demographic changes on
employment, unemployment and
participation rates

Demographic changes can play an important role
in explaining labour market developments.
Changes in the composition of the labour force
and working age population combined with slow
changing rates for specific groups may have

influenced the overall aggregate patterns, in
particular driving the observed fall in the
equilibrium rate of unemployment. As different
age groups have different age-specific
unemployment rates, demographic shifts towards
an older and more experienced workforce affect
both their overall level and the time evolution of
the overall unemployment rate. Ageing may,
therefore, be an “automatic’ but transitory source

39



European Economy No 5/2008
Labour market and wage developments in 2007

40

of labour markets improvements even when the
age specific rates are changing slowly, the only
conditions being that more numerous groups
have also the highest employment, participation
or unemployment rates and their distribution by
age does not change overtime.?' Thus, these
improvements would be only temporary and the
evaluation of the sustainability of the recent good
performance potentially distorted by such
exogenous shifts. Thus, the shift of the age
distribution in the population may change the
expectation of what constitutes a low
unemployment rate.

The effect of demographic changes is more than
a theoretical possibility as it is suggested by
Graph 15, showing for the last 20 years the
evolution over time of relevant labour market
variables by age groups with their age profile.
Three features of this graph are important. First,
the employment and the participation rates went
up for prime age workers while they declined for
young people and started to go up, but only
recently, for the older workers. Second, despite
the recent increase of young workers’ employment
rate, it never went back to the level prevailing
before the 1993 recession, while their participation
rate declined steadily over time. Third, this pattern
of participation implied a fall in the unemployment
rate of young individuals greater than that
observed for other age groups. The aggregate
evidence hides important gender specific
heterogeneities (Graph 15). For both men and
women the employment and participation rates
decline with age. Yet, during the last two decades
the age profile for women changes dramatically,
especially for the oldest. In 2007, the age profile
of the employment and participation rates is
higher at any age and start to decline at age
between 50 and 54. Twenty years earlier the age
profile of the female rates implied that the
likelihood of labour market participation declined
already age within the 45-49 age bracket.

21 In the case of the US, R. Murphy (1999) finds that in
1998 the unemployment rate was 0.6 percentage points
lower than it would have been if the age structure had
remained unchanged. However, most of this
demographically induced decline already occurred in 1989;
about only 0.2 percentage points of the decline occurred in
the 1990s. Katz and Krueger show that change in the age
composition of the labour force explains about 0.4
percentage points of the decline in the unemployment rate
since 1980s. Finally, Shimer (1998) finds that changes in
the US age structure account for a substantial part of lower
unemployment in the 1990s more than in the 1980s.

Together with the changes occurred in the
composition of the workforce, the significant
changes in the distribution of employment,
participation and unemployment rates by age
groups rises the question of the contribution of
demographic shifts to the resurgence of the labour
market of the late 1990s-early 2000s. The
potential relevance of the demographic effect is
illustrated by the movements in the age
composition of both the labour force and the
working age population. Due to a declining birth
rate, the share of young people (15-24) in the
working age population (15-64) fell from about
23% in 1987 to about 18% in 2007 in the EU15.
The share of those aged 25-54 went up from 60%
to slightly above 65%, while the population in the
age bracket 55-64 rose from 17% to 18%.%
Similar developments can be observed for the
labour force, which is also influenced by the
increased participation of young people in
education and of women in the labour market.

To identify the role of changes in the structure of
the population, the employment rate is calculated
assuming that the composition of the working age
population by age groups is invariant over time.
The comparison between the actual and the
simulated rates provides indirect evidence of the
role played by exogenous demographic shifts.”
Graph 16 shows the path of the age constant
employment, participation and unemployment
rates. They track all the actual rates quite closely
until the early 1990s. Thereafter, however, the
actual rates deviate from the age constant rates,
making larger the fall in employment and
participation (and the increase in unemployment)

22 Due to data limitation, the 2007 figures cover only the
15 countries of the European Union; 1987 data excludes
Austria, Finland and Sweden.

23 The calculations are based on Shimer (1998) “Why is the
U.S. Unemployment Rate So Much Lower”, which makes
the counterfactual exercise of simulating the unemployment
rate assuming that the unemployment rate for each age
group is unaffected by demographics. This assumption is
theoretically sounded if the age-specific unemployment rates
do not depend on the age distribution, which requires that
changes in the labour supply are accommodated by changes
in the labour demand. The employment rate is a weighted
average of the employment rates for each age group. Then it
can be corrected for changes in the age structure of the
working population by keeping constant the weights. In
symbols et=2ot(i)*et(i) where t(i) is the fraction of the
working age population in group i and et(i) the employment
rate of the i-th age group. The demographic adjusted
employment rate is calculated under the assumption that
ot(i) is kept constant at 1987 value. The 15-64 working age
population is divided in 10 age groups of 5 years each. The
group specific employment rates are computed before the
aggregation with unchanged population structure.



that followed the slump of the early 1990s and
smaller the improvements observed ever since.
Without changes in the composition of the
workforce, the employment and participation
rates would have been in 2007 about 2 percentage
points below the actual rates, while the
unemployment rate about 1 pp larger. Thus, the
ageing of the population contributed for about
10% to the increase of the employment rate
between 1994 and 2007. A similar conclusion
holds for the participation rate.

The role played by ageing in the increase of EU
employment and participation rates varies across
countries. Graph 17 shows for selected countries
the age adjusted employment and participation
rates. Clearly, ageing has positively contributed
to the increase in the employment and participation
rates in Italy, France and Spain while more muted
is the role of demographics in Germany, the
Netherlands or the UK.

Nevertheless, the evidence provided so far
suggests that the improvements in labour market

PART | — Employment and wage developments

indicators of the 1995-2004 period do not
disappear when data are depurated from pure
demographic factors. The ageing of the population
contributed to the increase in the employment and
participation rates and to the decline in the
unemployment rate. Without further improvements
in the long-term growth prospects, ageing will
become the main drivers of employment and
participation rate trends. With unchanged age-
specific employment and participation rates, the
positive drifts deriving from ageing will soon turn
into a negative trend. The improvements of the
2nd half of the 1990s would be partly a statistical
artefact and not entirely the outcome of a change
in the labour market functioning. Indeed, unless
the employment rates for the older worker keep
rising, the ageing of the population will depress
the overall employment rate. Increasing the
employment rates for the older workers remains
therefore a significant challenge.

Graph 15 - Age specifics employment, participation and unemployment rates in the EU
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Graph 17 — The effect of demographic changes on labour market outcomes: Selected countries
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1.2.2. Driving forces of unemployment
developments

In Table 8, changes in the unemployment rates
are disaggregated into changes in the working-
age population, participation rate and employment
growth?*. This decomposition shows that the
reduction of the EU27 unemployment rate to
7.1%% in 2007 was due to the increase in
employment (1.8%), more than offsetting the
increase in labour supply, that is the combined
increase in both the size of the working-age

24 The following calculation has been used: U=(Popwa *
Pr) — E, where U: unemployed persons, Popwa: working
age population (15-64); Pr: participation rate; UR:
unemployment rate; E: employment. This can be
re-arranged as U/ (Popwa * Pr)=1-E/(Popwa * Pr) and
(1-UR) = E /(Popwa * Pr). Thus, by taking the logarithm of
the expression and differentiating, it gives a decomposition
that approximates the changes in the unemployment rate
(in percentage point ) as : dUR= dPopwa/Popwa + dPr/Pr

- dE/E, that is as the sum of the % change in the working
age population and the participation rate minus the %
change in employment.

25 Calculations are based on LES. The aggregate
unemployment from LFS differs from the harmonised
unemployment rate in table 1 due to the different nature of
the two data sets, but some of the differences occur just
because the transition period that uses the most recent
quarterly data is not yet completed. For a summary of the
methodology http://europa.eu.int/estatref/info/sdds/en/une/
une_sm.htm

population (+0.4%) and the participation rate
(+0.3%).

The overall positive trend observed at the
aggregate EU level masks quite diverging
developments across Member States. The decline
in the unemployment reflects generally an
increase in employment growth, especially in
Poland, Germany and Lithuania. However, for
some countries it is also explained by a fall in
labour supply (Denmark, UK, Italy, and Poland),
or by the decline in the working age population
(e.g. as in Germany, Bulgaria, Latvia, and
Estonia). In Ireland and Portugal the increase in
employment did not keep pace with the
increasing number of people respectively in the
labour force and in the working age population.

The contrasting trends as regards developments
in employment and unemployment rates in the
euro area between 2000 and 2007 are shown in
Graph 18. As a consequence of the 2001-2003
economic downturn, the number of unemployed
increased until 2004 (about 20 millions). The
parallel increase in employment and
unemployment occurred because the of the
structural increase in the female labour supply
was faster than the creation of additional jobs.
Since 2004 the fall in unemployment was
associated with an increase in the number of
employed.

Table 8 - Decomposing changes in the EU unemployment rate in 2007

Unemployment rate (age 15-64)

Change since

is~ equal to

(age 15-64) _ % Change in working % Change in % Change in
Level in 2007 2006 a age population participation rate employment

BE 7.5 -0.8 1 0.9 2.7
DK 3.8 -0.1 0.1 -0.4 -0.2
DE 8.7 -1.6 -0.6 0.9 2.1
GR 8.4 -0.6 0.7 -0.1 1.3
ES 8.3 -0.2 1.8 1 3.1
FR 8 -0.9 0.6 0.2 1.8
IE 4.6 0.2 2.7 0.9 34
IT 6.2 -0.7 0.6 -0.3 1

LU 4.1 -0.7 2.9 0.3 3.9
NL 32 -0.7 0.2 1.4 2.4
AT 4.5 -0.3 0.3 1.4 2.1
PT 8.5 0.3 0.3 0.2 0.1
FI 6.9 -0.9 0.4 0.5 1.8
SE 6.2 -0.9 0.9 0.5 2.3
UK 53 -0.1 0.6 -0.3 0.3
EA 7.5 -0.9 1.1 0.5 2.7
EUI5 7.1 -0.7 0.5 0.4 1.7
CY 4 -0.6 3.6 1.3 5.6
Ccz 5.4 -1.8 0.5 -0.7 1.8
EE 4.8 -1.2 -0.4 0.6 1.6
HU 7.4 -0.1 -0.2 -0.1 -0.2
LT 4.4 -1.3 -0.1 0.7 2
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v 6.1 -0.8 -0.4 22 2.7
MT 6.5 -0.8 0.6 0.6 2.1
PL 9.7 -4.3 -0.1 -0.3 4.6
SK 11.2 2.2 0.3 -0.5 24
SI 5 -1.1 0.4 0.6 22
EU25 7.2 -1 0.4 0.3 1.9
BG 6.9 -2.1 -0.8 29 4.5
RO 6.8 -0.9 0.1 -0.9 0.1
EU27 7.1 -1.1 0.4 0.3 1.8
Source: Commission services, based on Eurostat LFS data.

Graph 18 — Employed and unemployed persons (age 15-64), Euro area
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Box 3 : LABOUR MARKET FLOWS AND TRANSITION RATES

Flows between different labour market states provide valuable information about labour market
dynamics therefore enriching the standard analysis of stock variables such as employment and
unemployment. The analysis of flows in Europe indicates that they have considerably changed the
composition of working age population over the past 25 years. The changing role of women in society,
ageing populations, pension reforms and labour market reforms, including targeting of marginally-
attached groups, have shaped overall unemployment rate and participation rates. The following analysis
based on the Labour Force Survey (LFS) focuses on structural features of the labour market, by gender
and age; however it also comments some basic business cycle properties of labour market variables.'

In order to disentangle structural trends from cyclical movements, this analysis uses annual data (as they
are available for a longer time span) for a sample of 9 EU countries.? The annual series suffer from the

1 The LFS was launched in 12 countries in 1983 and provides data on an annual (since 1983) and quarterly basis
(for most countries since 1998). For several countries and until 2005, annual series are based on the spring sample,
in particular on data collected in the second quarter, due to the limited availability of the quarterly data. From
2005, data are constructed as annual averages of quarterly data. This transition from the spring sample to an
annual sample introduces a break in 2006. http://circa.europa.eu/irc/dsis/employment/info/data/eu_lfs/index.htm).
2 The following country are excluded due to missing observations: Italy (from 1984-1991), Ireland (1998-2006)
and the Netherlands (2000-2006).
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so called “time-aggregation error” since they capture only year-to-year persons’ flows and they do not
account for flows that occurred within a year between two subsequent surveys.? Therefore, annual series
underestimate the flows between different labour market states (and derived transition rates). For this
reason, the following analysis does not attempt to interpret the absolute size of flows and transition rates;
it rather tries to inspect some trends and basic business cycle features, as well as to provide some broad
comparisons across gender and age. The section analyses firstly the flows between different labour
market states and secondly the transition rates between different labour market states.

Labour Market flows

Labour market is described by stocks (employment - E, unemployment - U and inactive population - I)
and flows between different labour market states that could be denoted by EU (from employment to
unemployment), UE (from unemployment to employment), EI (from employment to inactivity), IE
(from inactivity to employment), UI (from unemployment to inactivity) and IU (from inactivity to
unemployment). Graph 19 to Graph 23 provide the basic description of stocks and flows between
different labour market states in the last 24 years divided into four six-year periods (1983-88, 1989-94,
1995-2000 and 2001-2006). Furthermore, Graph 24 to Graph 27 display yearly flows between different
labour market states by each age group, Graph 28 to Graph 31 display the 6-year averages of these
labour market flows while Graph 32 to Graph 35 present their net contributions to stocks (unemployment,
employment and inactivity).

The flows between employment and inactivity are the largest followed by the flows between
employment and unemployment and between unemployment and inactivity. The size of labour
market flows, however, depends also on gender. For males, the flows between employment and inactivity
are of similar size to flows between employment and unemployment, with a considerably lower importance
of flows between unemployment and inactivity. On the contrary, for females, the flows between
employment and inactivity are by far the most important flows, which may reflect their more irregular
work pattern and their increasing labour market participation. Furthermore, females’ flows between
employment and unemployment and between unemployment and inactivity were of similar size before
90s, with a somewhat greater importance of flows between employment and unemployment since then.

The importance of labour market flows was different across different periods, in line with business
cycle conditions and structural shifts. The largest changes in yearly average labour market flows
occurred in the periods 1989-1994 and 1995-2000 (Graph 19 to Graph 23). The period 1989-1994
around the recession saw a large increase in average yearly EU flows coupled with the increased average
yearly EI and UI flows, thus indicating an increased withdrawal from the labour market. The subsequent
period 1995-2000, however, conveys an improved labour market performance, in particular a large
increase into employment from both unemployment and inactivity. Besides cyclical fluctuations, labour
market flows suggest also some structural changes, in particular the IE flows (indicating a higher
participation on the labour market), UE flows (suggesting a beneficial impact of structural reforms) and
UI flows (of relative importance in particular for older persons that were withdrawing from the labour
market using early retirement schemes).

A strong increase in flows from inactivity to employment is in line with a higher participation and
provides the largest positive contribution to employment. For total working age population the IE
flows tended to increase over the whole period (Graph 24 to Graph 27). A structural component in these
flows reflects a higher participation, in particular of females. Over the business cycle, however, these
flows tend to move pro-cyclically, declining in a recession (indicating lower job opportunities faced by
new entrants — in particular of young persons — and potential re-entrants) and rebounding in an expansion
(indicating greater job opportunities for new entrants as well as potential re-entrants enabling them to
join the labour market directly from inactivity to employment). On the other hand, EI flows do not
display any clear trend but they rather appear to be dominated by counter-cyclical movements, regardless
of the age group and gender. A large increase in EI flows occurred in the recession at the beginning of
the 90s and was driven by both prime-age and older persons. This increase has been exceptional and
very persistent in particular for older persons that used early retirement on a large scale to avoid
unemployment. Overall, for total working age population flows between inactivity and employment
provided the largest positive boost to employment (Graph 32 to Graph 35).

3 See Fujita, Ramey, 2006 to correct for the “time aggregation error”.
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Average 1983-2006 yearly gross flows and stocks in the Labour Force Survey, EU?, age group: 15+, in Millions
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Flows between different labour market states, by age group, in Millions
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Flows between unemployment and employment were the main source of the decline in
unemployment since the mid-90s, thus contributing positively also to higher employment.
Following the recession of the early 1990s, the EU flows increased substantially and prevailed over the
UE flows until the mid-1990s Graph 24 to Graph 27).* However, the EU flows declined substantially
after the mid 1990s, while the UE flows remained relatively high (mainly owing to the prima age group
and female component), which contributed to a large extent to the large decline in unemployment, in
particular in the second half of the 90s. For young persons, EU and UE flows decreased over the period,
though UE flows kept above EU flow implying a decline in the youth unemployment, with an exception
in the period of recession in the beginning of the 90s Graph 33). On the contrary, older persons had EU
flows always above UE flows, though the later have been increasing (Graph 34).

Since 2000 a decline in unemployment was supported also by flows between unemployment and
inactivity. A steady increase in UI flows was driven by both older and prime-age persons, though they
were of greater relative importance for older persons (Graph 24 to Graph 27). On the contrary, IU flows
displayed counter-cyclical movements increasing in recession (indicating lower job opportunities faced
by new entrants and re-entrants in the labour force that are unsuccessful at their job search) and
decreasing in expansion (indicating the bypassing of IU flows by IE flows since new entrants and
re-entrants can find a job immediately). However, counter-cyclical features of IU flows were possibly
dampened to the extent that a larger fraction of inactive persons may decide to search for a job in an
expansion but may not find a job immediately (thereby boosting IU flows) while in a recession a smaller
fraction of people may decide to search actively for a job (e.g. due to belief of scarce job opportunities).
For older persons, Ul flows were always above IU flows (Graph 34). For them a decline in their
unemployment was driven in particular by withdrawing from the labour market using retirement
schemes.

Transition rates

Besides observing data on flows, it is of policy interest to look at average individual probabilities of
moving from one labour market state (pool) to another. These probabilities can be described by transition
(or hazard) rates® that provide additional information to the data on flows. Namely, besides considering
data on flows they take into account also changes in the stock variables which are shaped (directly) by
different (four) labour market flows. Therefore, labour market properties of flows and transition rates may
differ. Furthermore, transition rates enable a comparison of cyclical and structural labour market properties
across different groups, e.g. by gender, age, country etc. The following analysis focuses on transition rates
from and to unemployment, from and to employment (or separation rate and hiring rate, respectively) as
well as from and to inactive population, that are calculated in the following way:

. oo BUHIU, UE, +UI,
ransition rate “to U7 = ——————— Transition rate “out of U” =
(E + ])1—1 Ul—l
s E Ut %9 - UEI
Transition rate “EU” = —— Transition rate “UE” = U
-1 t=1
1U, Ul

Transition rate “IU” =

Transition rate “UI” =
t—1

icin rage o U5t L Seoaration rate = ZUL L
iring rate = eparation rate= ———————
g U+, ¥ E.
. Ul, + EI, 1U, + IE,
Transition rate “to I” = —————— Transition rate “out of I’ = ———————
(U+E),, I,

4 The counter-cyclical feature of the Unemployment-Employment flows that appears to be counter-intuitive has
been discussed in the literature. See e.g. Fujita and Ramey, 2006; Burda and Wyplosz, 1994.

S Transition rate is a probability that a person is in a certain labour market state (unemployed, employed or
inactive) at the end of a period t given that he/she was in other than initial labour market state at the beginning of a
period t. It is calculated as a ratio of a flow(s) in a period t over the relevant population in period t-1.
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The analysis of transition rates from and to unemployment is pivotal for the analysis of the unemployment
rate Graph 36 to Graph 39). Their comparison across age groups presents also structural differences in the
behaviour of labour market participants (Graph 40 to Graph 45). Furthermore, the analysis of hiring rate
and separation rate provides an insightful view into different (though converging) labour market behaviour
by gender over time Graph 46 to Graph 50) that is complemented by the analysis of transition rates to and
out of inactivity Graph 51 to Graph 55).

Transition rates to and out of unemployment, by gender
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Transition rates to unemployment display a cyclical pattern over the period (Graph 36 to Graph
39). They tend to behave counter-cyclically, picking up strongly in the period of economic contraction
at the beginning of the 90s, afterwards steadily decreasing for almost a decade of economic expansion
before moderately increasing again during a period of economic weakness at the beginning of 2000. A
more detailed look at transition rates to unemployment from employment (EU) and from inactivity (IU)
reveals that both series tend to display counter-cyclical movements with no visible structural trend.
Older persons face the lowest transition rates to unemployment, both from employment and from
inactivity; therefore a demographic effect (via ageing populations) has possibly exerted a downward
pressure on transition rates to unemployment.

Transition rates out of unemployment display a strong, possibly structural increase in particular
since 1997 (Graph 36 to Graph 39). The transition rates out of unemployment are characterized by two
distinct periods. Before 1997 they tended to fluctuate within a narrow band for almost 15 years. After
1997 they increased sharply until 2002 with a slight reverse afterwards in line with a weaker economic
activity. This pattern was driven by both transition rates UE and UI indicating a greater employability
of unemployed persons, however, also a lower participation of unemployed older persons, including
unemployed prime-age persons since 2000.

Both, transition rates to unemployment and out of unemployment shape the unemployment rate
over time® However, transition rates out of unemployment seemed to be a driving force behind a
decline in the structural unemployment rate over time. The unemployment rate in EU127 strongly
decreased in the period since the mid-90s until 2001. It reversed somewhat from 2001 to 2004 before
declining again since then. A decrease in the unemployment rate in the second half of the 90s was driven
by both, a decline in transition rates to unemployment and an increase in transition rates out of
unemployment (see Graph 36). However, while cyclical properties of transition rates to and out of
unemployment were driving cyclical movements in the unemployment rate, a sharp increase in transition
rates out of unemployment since the mid-90s and its persistence at a relatively high level in the first half
of 2000 suggests a structural decline in the unemployment rate. Indeed, estimates of the NAIRU for the
euro area suggest a decline in the NAIRU from a peak of 9.2% in 1997 to 7.7% in 2007. Furthermore,
an inward shift of the Beveridge curve occurred largely over the period from 1997 to beginning of 2000
suggesting that a decline in unemployment rate may to some extent be structural (Graph 13). Finally,
this timing coincides with an introduction of reforms in several countries targeting labour demand (e.g.
via reducing employment protection and easing the access to part-time and temporary contracts,
decreasing the tax burden on labour, in particular of low-skilled labour) and labour supply (e.g. via
increasing financial and non-financial incentives to work to combat the unemployment (and inactivity
trap), therefore raising the employability of unemployed (and inactive) persons and the incentives to
take up work.

6 The contemporaneous correlation between the transition rate to unemployment and the unemployment rate is
80% while between the transition rate out of unemployment and the unemployment rate is -76%.
7 EU12 captures Italy, Ireland, the Netherlands and EU9 countries that are subject of this analysis.
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Transition rates to and out of unemployment, by age group
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Unemployed older persons face considerably higher probabilities to withdraw from the labour
market than to get employed (Graph 40 to Graph 45). Older persons display the lowest transition rates
EU. Moreover, those older workers that in fact get unemployed encounter difficulties to get employed
again and, therefore, tend to withdraw from the labour market. This follows from the observation that
older persons face the lowest transition rates UE and the highest transition rates Ul as compared to
young and prime-age persons. A low employability of unemployed older persons may hint on their
problem of structural unemployment that has been often tackled with early retirement.

Young persons face the highest transition rates from employment to unemployment which is in line
with their search for a preferable job and with firms’ adjustments of labour, in particular of young
persons, to negative shocks. Firms tend to adjust labour input of young persons to smoothen their
production to negative shocks due to several reasons. Young persons tend to be the least experienced and
with fixed-term contracts (the proportion of young persons in overall temporary contracts was about 35%
in 2007). Therefore, they are the first to be dismissed or their contracts are not extended. Furthermore,
young persons tend to be less costly to dismiss, in particular if severance pay increases with tenure. Finally,
young persons may themselves quit since they tend to change many jobs before finding the preferable one.
All these factors contribute to their relatively high transition rates EU, which account for a large proportion
of the gap between the unemployment rates of the young and prime-age individuals. Nevertheless, young
persons have considerably reduced their unemployment rate, in particular over the period since the mid-
90s to 2001 when they also greatly reduced their gap with respect to the overall unemployment rate.

Separation rate and hiring rate, by gender and age group
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Source: Commission services.
The gap between hiring rate and separation rate tended to increase since 1983. An increase in hiring
rate (driven by females) has more than offset a downward pressure on hiring rate due to ageing
populations (as older persons face the lowest hiring rates) and a greater labour market attachment of
females. On the contrary, a demographic effect due to ageing populations has possibly exerted an upward
pressure on the separation rate, however decreasingly so since the separation rate of older workers has
steadily declined since the beginning of the 90s.3
8 Note that the separation rate of older persons is the highest due to their retirement.
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Males perform better on the labour market: they face a higher hiring rate and a lower separation
rate. This applies for all age groups. A breakdown of separation rate shows that for both genders, older
persons have the highest separation rate followed by young and prime-age persons. However, a
breakdown of hiring rate reveals that while prime-age men face the highest hiring rate, prime-age
women face a lower hiring rate than young women.

However, females improved their labour market performance considerably over the period, in
particular prime-age females. Their hiring and separation rate almost completely converged to
the levels observed by males. Females’ hiring rate almost doubled (it almost tripled for prime-age
females) while males’ hiring rate displayed only cyclical movements around a constant value. Females
also reduced their separation rate to the level slightly above the level observed by males. Overall, the
widening gap between the hiring and separation rate indicates better labour market performance for
females, in particular an increase in their participation and employment rate.

Recent reforms in pensions reduced the separation rate from employment to inactivity of older
persons. Older persons have the highest separation rate from employment to inactivity (due to
retirement) that peaked in the recession period at the beginning of the 90s and declined afterwards, in
particular in the first half of 2000. This timing is consistent with the introduction of pension reforms in
several EU countries that have postponed the statutory retirement age and cut incentives for early
retirement.

Transition rates to and out of inactivity, by gender and age group
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Graph 54
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Source: Commission services.
A driving force behind an increased hiring rate of females is a steady increase in their transition
rates from inactivity to employment. Increased participation rate of females, in particular of
prime-age females, contributed to females’ widening gap between the transition rates to and out
of inactivity. At the beginning of the period females faced considerably lower transition rates out of
inactivity than males. However, over time females have steadily increased their transition rates out of
inactivity and at the end of the period have almost entirely converged to the males’ transition rates out
of inactivity. On the contrary, females’ transition rates to inactivity remained fairly unchanged and
considerably above males’ transition rates to inactivity.
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1.3. MONITORING THE GAP WITH THE LISBON
EMPLOYMENT TARGETS

Because of the weakness in employment growth
over the first half of this decade, reaching the
Lisbon employment targets for the EU27 would
require an acceleration of employment in the few
remaining years up to 2010. Progress towards
the Lisbon employment rate targets since 2001
is shown in Table 9.

The overall EU employment rate has risen since
2001 by about 3 percentage points to reach
65.4% in 2007. Reaching the 70% employment
rate target by 2010 would require almost
doubling the increase in the rate observed
between 2006 and 2007 over the next 3 years.
This, in turn, implies that about 20 millions
additional jobs would need to be created —
equivalent to an employment growth between
2008-2010 of 3% per year, far above the growth
of both the most recent period and the historical
average.

The contribution provided by each Member State
to the fulfilment of the Lisbon targets (which are
targets set for the overall EU economy) varies
substantially (Graph 9 and Graph 10). There are
only three countries (Denmark, Sweden and
United Kingdom) which already exceed all three
targets (for the overall, female and older workers
employment rate of respectively 70%, 60% and
50%), while five countries stand out as being
particularly far from the three targets (Hungary,
Italy, Greece, Poland and Malta).

Table 9 - Lisbon employment targets: required job performance

LISBON PROJECTIONS 2001 2007 2010 Required Pro memoria
2008-2010 Annual Employment growth

Total (15-64) New Jobs E“;pr';’zi'l‘f“t 1998-2000  2001-2007

Employees (15-64) (000) 200385 214673 234491 19818 3.0% 1.4% 1.2%

Employment rate (%) 62.5 65.4 70

Population (15-64) (000) 320435 328307 334987

Older workers (55-64) 2001 2007 2010  New Jobs Emgpr];"mem

Employees (55-64) 000) 19597 25795 30375 4580 5.6% 1.8% 53%

Employment rate (%) 37.5 44.7 50

Population (55-64) 000) 52312 57721 60750

Female 2001 2007 2010 New Jobs Emg";ﬁmm

Employees (15-64) (000) 87407 96009 100294 4285 1.5% 2.2% 1.6%

Employment rate (%) 54.3 58.3 60

Population (15-64) (000) 160935 164596 167157

Source: Commission services, DG ECFIN calculation using Eurostat figures (Europop2004 demographic projections).



Looking at the employment target for specific
groups, the most feasible seems to be the one set
for females (60%). Women from younger
generations show higher participation than
women from older generations. This cohort
effect, fostered by changes in cultural attitudes
and the increasing average level of female
education, is bringing female employment closer
to the Lisbon target. Since 2001, the employment
rate of women has increased by 4 percentage
points in the EU27 (and almost 6 percentage
points in the euro area) to reach 58.3% in 2006.
In order to fulfil the target, an average annual
growth of 1.5% in 2007-2010 compared with an
average rate of 2.2% over the period 1998-2000
and about the same order of that recorded
between 2001 and 2007 is required. The female
target is already achieved by fourteen Member
States (Denmark, Germany Ireland, the
Netherlands, Austria, Portugal, Finland, Sweden,
United Kingdom, Cyprus, Estonia, Lithuania,
Latvia and Slovenia). Among the countries with
low female employment rates, Italy and Poland
strongly impinges upon the achievement of the
target.

Despite considerable recent improvements, the
older workers’ employment rate (44.7% in 2007)
is far from the 50% target established by the
Stockholm European Council in 2001. To achieve
this target by 2010, almost 4.6 million additional
jobs should be created. This would require an
annual growth rate of employment of about 5.6%
per year, slightly higher than the exceptional
average registered the period 2001-2006. The
older workers’ target is already exceeded by
12 Member States (Denmark, Germany Ireland,
the Netherlands, Portugal, Finland, Sweden, the
United Kingdom, Cyprus, Estonia, Lithuania and
Latvia).

The road ahead to reach national
employment rate targets for 2010

In order to identify what could be feasible national
targets for the year 2010 under different

PART | — Employment and wage developments

employment performances, and to see whether
and how these national targets would lead to the
fulfilment of the overall EU27 targets, a set of
simulations is run taking into account the most
recent Eurostat demographic projections for the
year 2010. For each Member State, Table 11
reports the national employment rates under the
hypothesis of job creation rates over the remaining
3 years (2008-2010) as those observed under four
different scenarios (Table 10):

1) the employment growth scored in 2007.
2) the years since the 2001 slowdown;

3) the period of buoyant economic growth
(1997-2000),

4) the overall period 1997-2007;

In the best possible scenario, the EU employment
rate would still stay below the 70% target. Thus,
if the overall target is to be achieved, some of the
laggard countries should contribute substantially
more than what has been done so far. For the
female target, the situation is less challenging, as
the 60% target could be hit with an employment
growth close to that recorded for 2007. The result
for the older workers deserves attention. If the
strong acceleration in the employment growth of
older workers over the most recent period were
maintained over the remaining 3 years, the older
workers’ employment rate would be just below the
50% target. To sum up, the Lisbon employment
targets remain very ambitious, especially in view
of the fact that achieving the Lisbon strategy
involves efforts both to improve labour market
performance and to raise growth. This implies a
need for a substantial acceleration in the medium-
term labour productivity growth.?

26 For a detailed analysis of the linkages between
employment and productivity growth see European
Commission (2007) “Moving Europe’s productivity
frontier” The EU economy: 2007 review; “Is there a
trade-off between productivity and employment.
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Graph 56 — Progress towards the Lisbon targets: total and female employment rate, 2007
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Graph 57 — Progress towards the Lisbon targets: total and older workers employment rate, 2007
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Table 11 — Employment rates in 2010, alternative simulation

EMPLOYMENT RATE in 2010

Alternative country-targets

Target: Overall Employment rate in 2010
Rates in 2010 using employment growth rate in: Empt);fl;::l;;zel:est;rtists set
Country 2007 2006 - 2007 2001 - 2007 1997 - 2000 1997 - 2007 (from NRPs)
BE 63.0 66.2 63.4 65.1 63.5 70
DK 76.8 75.9 77.1 77.6 77.2 52?(??;?28?0
DE 63.8 68.8 65.9 66.5 66.1
GR 59.2 60.9 61.6 62.8 61.7 64.1 (projections)
ES 67.1 69.5 71.2 73.7 72.0 66
FR 62.1 66.2 65.4 66.3 65.8
1E 71.8 72.9 72.4 81.5 75.0
1T 58.8 59.8 60.2 60.4 60.4
LU 58.8 62.4 58.1 59.5 58.8
NL 75.7 80.8 76.9 82.6 78.9
AT 70.9 74.4 72.3 71.9 72.0
PT 68.0 67.7 67.7 75.0 70.1 70
FI 70.1 73.1 71.0 76.5 72.7 75 "(2011)
SE 75.2 78.5 75.0 76.9 76.5 80 (age 20-64)
UK 69.5 68.3 68.7 68.7 68.8 80 d(:g:i‘t’i';ﬂ)
EU15 65.3 67.8 67.0 68.4 67.5
CY 69.0 75.1 70.5 71.3* 71
CZ 66.6 69.9 67.9 63.4 66.3 66.4
EE 68.8 72.9 73.9 65.5 71.1 67.2 (projections)
HU 56.2 56.3 57.0 60.6 58.3 63
LT 64.9 69.2 69.5 66.5% 68.8
LV 68.0 75.0 74.3 73* 67
MT 553 57.3 55.3 55.7*% 57
PL 55.8 63.0 57.3 533 55.5
SK 60.9 64.4 63.2 62.2% Ji’feriie 12 pp
SI 68.0 72.1 70.0 68.3 69.6 67 "(2008)
EU25 64.3 67.2 66.0 66.1*
BG 60.1 70.0 67.3 65.4%
RO 58.7 59.3 57.1 55.8 56.8
EU27 64.7 67.7 66.3 66.3*
Target: Employment rate of female in 2010
Rates in 2010 using employment growth rate in: Empt’;"ﬁ:ﬂz;xﬂest;ﬁ:ts set
Country 2007 2006 - 2007 2001 - 2007 1997 - 2000 1997 - 2007 (from NRPs)
BE 56.1 60.4 57.9 60.1 58.1 60 asap
DK 73.0 72.3 73.4 75.2 74.0
DE 58.3 63.3 61.2 62.1 61.5
GR 46.7 48.1 49.8 49.9 49.5 51
ES 55.9 60.5 62.5 64.3 63.0 57
FR 58.0 63.4 62.4 623 62.4
1E 63.0 66.6 65.1 74.7 67.8
IT 46.8 47.9 49.3 49.7 49.6
LU 48.7 54.4 50.4 51.6 50.9
NL 69.6 75.9 722 784 745 65 ~12 hours
week
AT 64.3 66.9 66.5 65.5 66.2
PT 62.0 61.9 62.5 68.3 64.4 63 (2008)
FI 68.7 72.2 70.0 74.8 71.6
SE 72.8 76.0 72.3 74.5 73.8
UK 64.7 63.4 64.3 65.6 64.7
EU15 58.2 61.3 61.0 62.4 61.5
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CY 61.8 70.7 64.2 66.2*% 63

CZ 57.6 59.7 58.3 55.0 57.2 57.6 (2008)

EE 65.4 67.2 70.8 62.5 67.9 65

HU 50.2 49.8 51.2 55.5 52.7 57

LT 62.1 65.6 65.7 63.4* 61

LV 64.0 70.5 69.5 69.2% 62

MT 36.9 432 38.9 38.5% 41

PL 49.8 57.1 50.9 48.1 49.6

SK 53.2 56.3 53.9 53.8%

SI 62.6 65.3 64.9 63.3 64.4 2pp >EUI15 (2008)

EU25 57.3 60.6 59.9 60*

BG 56.1 65.2 62.4 61.2%

RO 52.7 523 50.5 50.1 50.6

EU27 58.0 61.2 60.2 60.2%

Target: Employment rate of older workers in 2010

Rates in 2010 using employment growth rate in: Empll;)}):n]\l/le:ntl;z;:est;r;%:ts set

Country 2007 2006 - 2007 2001 - 2007 1997 - 2000 1997 - 2007 (from NRPs)

BE 29.6 27.4 26.2 26.9 26.2 50 asap

DK 60.6 55.3 63.3 72.4 67.0

DE 43.5 53.8 48.3 433 46.0

GR 43.5 43.4 43.0 33.6 39.4

ES 49.0 46.8 48.8 45.7 48.2

FR 42.9 39.9 45.0 35.6 41.6

IE 60.4 56.9 59.7 63.0 60.9

1T 342 37.5 36.5 31.9 34.7

LU 30.0 22.0 30.3 29.5 28.7

NL 55.4 633 61.6 64.0 61.8 40 ~12 hours
week

AT 36.7 47.1 44.1 40.6 42.3

PT 54.5 56.2 522 48.5 50.8 50

FI 61.4 57.4 63.8 63.6 65.1

SE 74.0 73.1 78.3 83.8 81.5

UK 60.8 59.2 63.9 62.9 63.8

EU15 46.9 49.1 49.6 452 47.8

CY 64.1 72.6 56.5 56.5 61.2% 53

CZ 51.1 50.9 559 46.2 52.6 47.5 (2008)

EE 59.4 58.7 60.4 47.7 56.5 54.8 (2008)

HU 33.9 29.5 37.5 37.2 37.7 37

LT 53.5 65.3 58.6 59.5 56.7* 50

LV 55.5 69.1 66.0 64.1 63.8% 50

MT 247 16.9 24.5 21.2 20.8%* 35

PL 352 36.1 30.5 19.6 26.0

SK 39.4 41.6 34.7 33.8 39.9%

SI 37.4 39.5 38.4 32.4 36.9 35 (2008)

EU25 459 47.6 47.8 42.8 46.8*

BG 43.0 50.0 53.0 55.4%

RO 44.7 40.2 36.1 31.4 342

EU27 473 48.8 48.7 48.2%

*1997-2007

Source: Commission services, DG ECFIN.
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1.4. THE CONTRIBUTION OF EMPLOYMENT
AND LABOUR PRODUCTIVITY TO GDP
GROWTH

The relative contribution to GDP growth of labour
productivity and labour utilisation, can be assessed
using the standard accounting decomposition

GDP = Labour productivity x Labour utilisation

or GDP= GDP x (Hours x Employment x Working AgePop.)xF
Hours ~ Employment  Wo rking Age Pop. Population

Table 12 and Table 13 reproduce this
decomposition for 2007 and the decade 1997-
2007. In 2007 the labour input made an average
contribution of 1.8% against a contribution of
hourly productivity growth of about 1.1% (Table
12), with this larger contribution of the labour
input suggesting that the expansion cycle achieved
in 2007 a mature stage. A similar pattern was
observed in the US, where the strong productivity
growth in 2003 and 2004 (3.0%) was followed in
2005 and 2006 by a decline in hourly productivity
growth (1.8%) and an increase in the rate of
labour utilisation (at about 1.5%).

When looked over a longer period (Table 13),
hourly productivity provides the highest
contribution (1.4% against 0.8%).?” This
difference is partly due to the increase in the
employment rate and to the more moderate

27 In 2007 the total factor productivity and the hourly labour
productivity in the EU aggregate for which TFP data are
available, increased by 1.0% and 1.6%, compared with an
average change of 1.0% and 1.5% between 2001 and 2006.

decline in total hours worked. In addition, the
productive population continued to fall at the
same rate as that of the 1997-2007 average,
implying that its contribution did not change
between the two periods. Demographic trends
have been an important factor in the differing
relative performance of the EU versus the US
over the last decade, and are projected to be even
more relevant in the coming decades given the
faster pace of ageing in Europe. In 2007, the
positive contribution of the demographic effect
was in the US twice as much as in the EU.

With few relevant exceptions, labour productivity
was the major contribution to GDP growth in the
RAMS but also in countries such as Denmark
Portugal and Finland. The increase in the labour
input is mainly driven by the new jobs created
(the so-called extensive margin), while the
contribution of the intensive margin is negative
in Malta, Denmark, Cyprus, Spain, Ireland,
Finland and the UK. For Denmark and Cyprus
the decline in the total hours worked per
employee gave a positive impulse to growth of
productivity. The combined effect of changes at
the intensive and extensive margins is a positive
contribution to the increase in the labour input in
all countries but Cyprus, Malta and Hungary. For
the first two, the input of labour grows only
because of demographic components.



Table 12 - GDP growth and its sources in 2007
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GDP Due to growth in: GDP per
growth in Productivity Labour Share of capita
2007 (GDP/hour) utilisation Hours worked  Employment Working Population ~ growth in
“Fwhich per employee rate age population 2007
1=2+3 2 3 =4+5+6+7 4 5 6 7 8=1-7
BE 2.8 1.0 1.7 0.0 0.9 0.6 0.2 2.6
CZ 6.5 4.7 1.7 -0.1 12 0.1 0.5 6.0
DK 1.8 1.4 0.4 -1.4 1.5 -0.1 0.4 1.4
DE 2.5 0.8 1.7 0.0 23 -0.5 -0.1 2.6
EE 7.1 6.4 0.6 -0.1 1.1 -0.2 -0.2 7.3
EL 4.0 1.6 2.3 1.1 1.3 -0.2 0.1 39
ES 3.8 1.1 2.7 -0.4 1.3 0.0 1.8 2.0
FR 22 1.0 1.2 -0.1 0.7 0.1 0.6 1.6
1E 53 1.9 32 -0.3 1.0 0.5 2.1 32
IT 1.5 -0.2 1.7 0.5 1.0 -0.2 0.4 1.0
CY 4.4 2.4 1.9 -1.3 1.2 0.1 1.9 24
LV 10.3 6.4 3.7 0.2 4.0 0.0 -0.5 10.8
LT 8.8 5.6 3.0 1.1 2.0 0.5 -0.5 9.3
LU 4.5 -0.5 5.0 0.8 32 0.0 1.0 3.5
HU 1.3 1.6 -0.3 -0.1 -0.1 0.1 -0.2 1.5
MT 3.8 2.9 0.9 -1.7 0.7 1.3 0.6 3.1
NL 35 1.1 2.4 0.0 2.3 -0.2 0.2 33
AT 34 1.6 1.8 -0.2 1.6 -0.1 0.4 3.0
PL 6.5 2.0 44 -0.1 4.1 0.4 -0.1 6.6
PT 1.9 1.4 0.5 0.3 -0.1 0.0 0.3 1.6
SI 6.1 33 2.7 0.0 2.1 0.2 0.4 5.7
SK 10.4 6.4 3.7 1.6 1.6 0.5 0.1 10.3
FI 4.4 3.1 1.3 -0.9 1.9 -0.1 0.4 4.0
SE 2.6 -0.6 3.1 0.9 0.9 0.2 1.2 1.4
UK 3.0 3.0 0.1 -0.6 0.0 0.3 0.4 2.6
Uus 22 0.2 0.0 1.0 1.2
JP 2.1 0.0 -0.1 0.0 2.1
Euroarea 2.6 0.8 1.8 0.0 1.4 -0.1 0.5 2.1
EU-25 2.9 1.1 1.8 0.0 1.4 0.0 0.4 2.4
EUR-15 2.7 1.1 1.5 -0.1 1.2 -0.1 0.5 22
EU10 6.1 3.0 3.0 0.1 2.6 0.3 0.0 6.1

Source: Commission services.
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Table 13 — GDP growth and its sources 1997-2007

GDP Due to growth in: GDP per
growth  Productivity Labour capita
in2007  (GDP/our) utilisation o oncd  Employment Share of A growth

Working Population in

of which per employee rate age population 1999-
2007
1=2+3 2 3 =445+6+7 4 5 6 7 8=1-7

BE 23 13 1.0 0.0 0.6 0.1 0.4 1.9
CZ 4.1 43 -0.2 -0.3 -0.3 0.3 0.0 4.0
DK 2.0 1.4 0.6 0.0 0.4 -0.2 0.3 1.7
DE 1.5 1.5 0.0 -0.5 0.9 -0.3 0.0 1.5
EE 7.7 0.0 0.7 0.3 -0.4 8.0
EL 42 2.7 1.5 0.4 0.9 -0.1 0.3 3.9
ES 3.8 0.6 3.1 -0.5 22 0.1 1.4 24
FR 22 1.8 0.4 -0.7 0.5 0.0 0.6 1.6
1IE 6.5 3.1 32 -0.5 1.5 0.4 1.8 4.7
IT 1.4 0.4 1.0 -0.3 1.3 -0.3 0.4 1.0
CY 3.8 1.5 23 -0.3 0.2 0.7 1.7 22
LV 8.2 7.1 1.1 -0.2 1.5 0.4 -0.6 8.8
LT 6.5 5.7 0.8 0.6 0.3 0.5 -0.6 7.0
LU 5.1 1.7 34 -0.4 2.4 0.1 1.3 3.8
HU 4.0 3.7 0.3 -0.4 0.8 0.2 -0.2 4.2
MT 2.4 0.0 -0.3 0.5 0.9 1.5
NL 2.4 1.6 0.8 -0.4 0.8 -0.1 0.5 1.9
AT 2.3 1.5 0.7 -0.2 0.4 0.1 0.5 1.8
PL 4.1 0.0 -0.4 0.6 -0.2 43
PT 1.7 1.3 0.5 -0.3 0.3 -0.1 0.5 1.2
SI 4.4 34 0.9 0.0 0.7 0.1 0.2 4.2
SK 5.0 4.9 0.2 -0.2 -0.4 0.7 0.0 5.0
FI 34 2.4 1.0 -0.4 1.2 0.0 0.3 3.1
SE 32 2.4 0.8 -0.3 0.4 0.3 0.4 2.7
UK 2.8 23 0.5 -0.5 0.2 0.3 0.4 2.3
Us 2.8 0.0 -0.1 0.2 1.0 1.7
JP 1.5 0.0 0.0 -0.5 0.1 1.4
Euro area 22 1.2 0.9 -0.4 1.0 -0.1 0.5 1.7
EU 25 24 0.0 0.7 0.0 0.4 2.0
EU15 23 1.4 0.8 -0.4 0.8 -0.1 0.5 1.8

Source: Commission services.

1.5. EMPLOYMENT PROSPECTS IN COMING
YEARS

Looking forward, business and consumer
expectations and DG ECFIN Spring forecasts
(Table 14) point to job creation slowing down.
After the trough in 2003, survey measures of
employment intentions and household
perceptions of labour market conditions
improved significantly. According to the Business
and Consumer Survey, in May 2007, the overall
“economic sentiment” index reached the highest
level since early 2001, while both employers and
consumers were optimistic about the future
labour market prospects (Graph 15). One year
later, the economic sentiment, indicator has

plummeted to the level of July 2005%. While it
is difficult to infer from this pattern a clear
response of the labour market, the reforms
enacted so far should have made the European
labour markets more prepared to cope with
cyclical shocks. At the same time, the increase in
the inactivity rate in some countries and the
rising size of the inactive which would potentially

28 http://ec.europa.ecu/economy _finance/indicators/
business_consumer_surveys/2008/bcs_2008 05 en.pdf
For a detailed analysis of future growth developments see
DG ECFIN-Economic Forecasts-Spring 2008.
http://ec.europa.cu/economy_finance/publications/
european_economy/2007/ee207en.pdf



be in the labour force should warn against the
risks of a falling labour supply.

Looking forward, the Spring 2008 Commission’s
forecasts (Table 11) suggest a deceleration of job
creation in 2008 and 2009 in response to the
foreseen economic slowdown?’. However, the
European economy has been so far relatively

29 According to the flash estimate for the first quarter of
2007 (see Eurostat Press release, 15 May 2007), compared
to the first quarter of 2007, GDP grew by as much as the
average of the previous three quarters, respectively 3.1%
for the euro area and by 3.2 for the EU27 (+0.6 over the
previous quarter for both the aggregates).

PART | — Employment and wage developments

resilient to the economic contraction in the US
and major industrialised economies. In the first
quarter of 2008 GDP growth was unexpectedly
revised upward (0.8% q-o-q or 2.2 y-0-y). Even
so, business and consumers’ surveys suggest a
more moderate economic activity in 2008.

According to DG ECFIN Spring forecasts, the EU
as a whole is expected to create about 3 millions
of jobs over the period 2007-2009 (of which
2 millions in the euro area). Total employment will
grow at 0.8% in 2008 and at 0.5% in 2009 (in the
Euro area at 0.8% and 0.5%). In 2008-2009 the
unemployment rate is projected to hover around
6.8% in the EU and at 7.2% in the Euro area.

Graph 58 - Employment and unemployment expectations: business and consumers survey

Balances

2000mO01 2001m03 2002m05 2003m07

—— Unemployment expectations over the next 12 months

2004m09 2005m11 2007m01 2008m03

——=-Evolution of employment expected in the months ahead: Services

Source: Commission services.
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Table 14 — Commission’s forecasts (Autumn 2007 and Spring 2008)

Total employment (percentage change on Number of unemployed (as a percentage of
preceding year) civilian labour force) *
Year 2008 2009 2008 2009

(Forecast in:) X-2007  TV-2008 X-2007  TV-2008 X-2007  1V-2008 X-2007  1V-2008
Belgium 1.0 0.9 0.9 0.4 7.2 7.3 6.9 7.5
Germany 0.5 1.0 0.4 0.3 7.7 7.3 7.6 7.1
Ireland 1.3 0.7 1.5 1.6 5.3 5.6 5.5 5.8
Greece 1.4 1.1 1.4 1.1 7.9 8.3 7.5 8
Spain 2.1 1.3 1.7 0.7 8.5 9.3 9.1 10.6
France 0.9 0.6 0.7 0.3 8.2 8 8.1 8.1
Italy 0.6 0.4 0.6 0.5 5.7 6 5.5 5.9
Cyprus 1.5 1.5 1.5 1.5 4.1 3.7 3.9 3.5
Luxembourg 3.6 4.0 32 33 4.5 4.5 42 4.4
Malta 1.2 1.3 1.1 1.3 6.6 6.3 6.5 6.2
Netherlands 1.6 1.3 1.3 0.7 2.7 2.9 2.4 2.8
Austria 0.9 0.9 0.6 0.5 4.2 4.2 4.2 43
Portugal 0.6 0.7 0.9 0.5 8 7.9 7.7 7.9
Slovenia 0.9 0.9 0.5 0.5 4.7 4.7 4.6 4.7
Finland 0.8 1.2 0.3 0.6 6.4 6.3 6.3 6.1
Euro area 1.0 0.9 0.8 0.5 7.1 7.2 7.1 7.3
Bulgaria 1.2 1.6 1.0 1.2 6.8 6 6 5.4
Czech
Republic 1.5 1.1 1.6 0.5 5.4 4.5 5 4.4
Denmark 0.1 0.2 -0.3 -0.4 2.7 3.1 2.7 32
Estonia 0.2 -1.0 0.0 0.0 4.8 6 49 6
Latvia 0.8 -0.4 0.4 -1.2 5.5 6.4 5.6 6.9
Lithuania 0.2 0.1 -0.1 -0.1 4.2 4.5 4.4 4.8
Hungary 0.1 -1.1 0.2 0.6 7 8.3 6.9 7.8
Poland 1.7 2.6 1.3 1.3 7.3 7.1 6.4 6.1
Romania 1.0 0.9 0.8 0.8 7 6.1 6.9 5.9
Slovakia 1.5 1.5 1.0 0.9 9.7 9.8 9 98
Sweden 1.0 0.8 0.3 0.2 5.8 6.2 5.7 6.5
Ig':g‘fi‘(’)m 0.4 01 0.6 0.0 54 54 53 57
EU27 0.9 0.8 0.8 0.5 6.8 6.8 6.6 6.8
USA 0.0 -0.2 0.7 -0.3 5.3 5.4 5.4 6.2
Japan 0.1 0.2 0.2 0.2 4 4 4 4.2

Source: Commission’s forecast.
" Unemployment rate: series following Eurostat definition, based on the labour force survey

70



PART | — Employment and wage developments

2 « WAGE AND LABOUR COST DEVELOPMENTS

Focusing on EMU members the analysis shows
that contained labour cost developments have
supported moderate inflation in the euro area in
recent years. Notwithstanding this overall
assessment of subdued labour cost pressures,
some signs of strong acceleration in wages are
emerging since the last quarter of 2007.
Moreover, the pick-up in wage growth is
expected to continue in 2008, with wage demands
being fuelled against a background of public
concern about workers’ declining purchasing
power and increasing consumer inflation
perceptions. Over the medium term, price
stability will therefore require wage agreements
at the national level that take into account
underlying trend productivity developments, the
cyclical situation of labour markets and the
underlying position in relative price
competitiveness within the euro area.

The current round of energy price rises, if it
persists, may require either a renewed downward
adjustment of real wages relative to productivity
or a reduction in profit margins in order to avoid
a negative impact on inflation and, ultimately,
on growth and employment. However, after
years of wage moderation, employees may
resist further downward adjustment of real
wages in several countries (e.g. in Germany
where real wages have been almost flat for a
number of years). There are indeed clear signs
of increasing wage demands in euro-area
economies, often linked to the observation that
labour shares have generally been declining in
recent times. Nevertheless, it is shown that,
beyond wage moderation, the decline in labour
shares stems also form compositional effects.
Thus, wage-setting policies alone will not be
sufficient to reverse the current trend in labour
shares. More emphasis should be put on whether
technological and structural conditions in the
economy favour significant and widespread
productivity gains, necessary for real production
wages to increase with no detriment for cost
competitiveness.

Overall moderate wage developments in the euro
area conceal marked differences across countries
regarding the contribution of nominal unit labour
costs to the GDP and the final demand deflators.
The historical low levels in nominal and real unit
labour costs registered in recent years are mostly

attributable to Germany. Among the three sources
of movements in post-tax real consumption
wages (i.e., wages received by workers relative
to the price of goods and services they purchase),
increases in real production wages are the most
dominant, while the contribution of the domestic
terms of trade to the purchasing power of workers
has remained limited. In most euro-area
countries, growth in post-tax real consumption
wages has outpaced that of gross real
consumption wages, this implying a favourable
contribution of changes in social security
contributions and personal income taxes to the
purchasing power of workers.

Developments in public wages could, directly
and indirectly, be an important source of inflation
and competitiveness dynamics of individual
countries. Recent trends show that growth in
nominal compensation per employee in the
government sector has outpaced that of
compensation per employee in the private sector
in several euro area countries. The available data
hints at a relatively high share of skilled workers
as well as at a relatively low level of compensation
per employee in the government sector. Even so,
excessive growth of wages in the government
sector could worsen underlying budgetary
conditions while exacerbating inflationary
pressures both directly and indirectly through
their signalling role to private sector
negotiations.

Developments in nominal compensation per
employee in several countries relative to the
remaining euro-area economies are not
necessarily in line with what one would expect
in view of their relative cyclical positions,
thereby raising concerns about the adjustment
capacity of labour markets (measured by
movements in relative nominal unit labour costs)
to asymmetric cyclical patters. More precisely,
the weak responsiveness of nominal
compensation per employee to asymmetric
cyclical shocks across euro-area members seems
to have precluded a smooth adjustment of the
ULC-based Real Effective Exchange Rates
(REERs) in EMU.

Regarding non euro-area countries the analysis
suggests that in 2007, wage growth stabilised in
Denmark, strongly accelerated in Sweden but
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abated in the UK, in spite of the labour market
tightening in the latter country. Coupled with a
sharp slowdown in productivity, nominal unit
labour costs have picked up in Denmark and
Sweden whereas more dynamic productivity
behaviour has contributed to the moderation of
nominal unit labour costs in the United Kingdom.
The study of labour cost developments in the
Recently-Acceded Member States (RAMS)
requires a separate section on account of their
condition of catching-up countries, with the
ongoing convergence process triggering higher-
than-EU average wage growth while in turn
benefiting from higher-than-EU average
productivity growth. Recent data on nominal
labour costs point to mounting inflationary
pressures, in line with tightened labour market
conditions and relatively stable productivity
gains. After the culmination of overheating in the
labour market in 2007, nominal unit labour costs
are expected to decelerate significantly over the
period 2008-2009. The deterioration in the
international economic outlook is expected to
lead to some slowdown in the economic activity.
From a supply-side perspective, signs of
deteriorating competitiveness in labour-intensive
sectors suggest that the sustainability of the
catching-up process depends on labour costs
remaining in line with productivity, particularly
in a context characterised by increasing
inflationary expectations. The removal of any
shortages of skilled workers will be crucial in
this regard, insofar it can facilitate enhanced
external competitiveness and a higher
contribution of net exports to GDP growth in a
less favourable euro-area environment.

2.1. WAGE AND LABOUR COST
DEVELOPMENTS AND MACROECONOMIC
STABILITY IN THE EURO AREA

This section assesses to what extent the
functioning of euro-area labour markets have
facilitated and can be expected to facilitate sound
internal and external macroeconomic conditions,
namely aggregate price stability and sustainable
competitive positions at individual country
level.

2.1.1. Recent past developments in wage
and labour costs in the euro area

This section presents recent evidence on the
indicators that provide a measure of the growth in
nominal labour costs in the euro area, i.e.,
negotiated wages, the Labour Cost Index, and

compensation per employee®. The assessment of
inflationary pressures stemming from the labour
market focuses on nominal unit labour costs,
which reflect the developments of compensation
per employee and labour productivity. This is
done by quantifying the contribution of nominal
unit labour costs to the increase in the final
demand deflator. Inflationary pressures as
measured by the final demand deflator have two
sources: 1) factors arising from abroad, whose
influence on prices is channelled through the
import deflator, and ii) domestic factors, whose
influence on prices is channelled through the GDP
deflator and its income (i.e., cost) components:
nominal unit labour costs, gross operating surplus
and net indirect taxes per unit of output.

The inspection of nominal unit labour costs
growth relative to that of the GDP deflator is a
starting point of the assessment of inflationary
pressures arising from the labour market. The
requirement for wage developments to contribute
to price stability translates into the condition that
nominal increases in compensation per employee
should not exceed the sum of productivity and
the inflation target of the ECB of close but below
2%. However, when applying this simple “rule
of thumb” due attention should be given to the
distinction between actual and long-term
productivity and the influence on wage growth
of the cyclical situation of the labour market. A
benchmark against which to gauge labour cost
developments should rather compare cyclical
unemployment with a measure of real
compensation per employee adjusted for
productivity trend.

Contained labour cost developments have
supported moderate inflation in the euro
area in recent years, although signs of
strong acceleration in wages are emerging
since the last quarter of 2007

30 Compensation per employee includes gross wages and
salaries (i.e., wages plus employees’ social security
contributions) and employers’ social security contributions.
This indicator covers the total economy, which gives an
indication of whether labour cost developments are broadly
based across sectors or whether labour cost pressures
significantly comes from a particular sector (public/private
sectors, industry/services, etc.). The Labour Cost Index
captures the evolution of hourly labour costs, correcting for
distorting compositional effects of hours worked (namely,
the changes in overtime hours and the developments of
part-time employment). The Labour Cost Index does not
cover non-market activities.



Information on nominal labour costs available
up to the fourth quarter of 2007 point to a
continuation of subdued wage developments
(Graph 59 and Table 15). The annual growth
rates of negotiated wages and compensation per
employee in 2007 was around the corresponding
average growth rates over 1999-2006, while the
annual increase in the Labour Cost Index
(measuring hourly labour costs) stayed well
below the average level registered since the
creation of EMU. The overall picture of moderate
labour costs is partly clouded by some noticeable
acceleration in the last quarter of 2007 and the
first quarter of 2008, as indicated by the upward
movement in the annual rate of change of all
indicators of labour cost growth. In the first
quarter of 2008, the annual growth rate of
negotiated wages rose to 2.8%, compared with

Graph 59 - Nominal wage and labour cost indicators, EA13
Year-on-year % change, 2000Q1-2008Q1
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an average of 2.2% in 2007. The Labour Cost
Index has also recorded further acceleration from
2.9% in the last quarter of 2007 to 3.1% in the
first quarter of 2008. Compensation per employee
grew at 3% in the first quarter of 2008, compared
with an average of 2.4% in 2007.

As illustrated by Graph 60, wages have been
driving the increases in the Labour Cost Index in
the recent past, while the contribution of non-
wage costs (mainly represented by employers
social contributions and, to a lesser extent,
vocational training costs, as well as taxes and
subsidies) has remained relatively smaller,
particularly as of 2006, following the dampening
effects of cuts in social security contributions
implemented in some euro-area economies.
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Graph 60 — Contribution of wage and non-wage costs to overall growth in LCI, EA13
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Graph 61 presents an estimate of the euro-area
wage drift’!. As wage increases are bargained for
a given period of time, the wage drift is likely to
capture the effect of unexpected changes in
economic conditions in the short term, through
flexible pay elements, such as performance-
based bonuses or compensation for overtime,
that companies use to respond to fluctuations in
activity and labour market conditions. The wage
drift, therefore, provides some information about
the cyclical profile of compensation per
employee, following cyclical developments in
the economy. In recent years, the wage drift has
generally been negative and thus should have
contributed to moderate nominal wage
developments in a period of relatively weak
economic activity.

On the basis of the information available?®,
the latest rounds of wage negotiation in
euro area Member States have resulted in
somewhat higher increases than in previous
years, albeit with much differentiation
across Member States

Agreed pay settlements foresee substantial
compensation growth in countries such as
Belgium, Germany, the Netherlands, Finland and
Italy. In Belgium, the sharp price increase will
have a lagged impact on nominal wages as these
are automatically adapted to a measure of past
inflation. Although the indexation excludes a
number of goods, such as motor fuels, for which
inflation has been particularly high in recent
months, wages are projected to increase more
than in the neighbouring countries in 2008. Wage
developments in 2009 will depend on the
outcome of the upcoming bargaining rounds, but
are forecast to be largely in line with those in
France, Germany and the Netherlands. In the
case of Germany, a number of years of almost
flat real wages (and improving competitiveness)
appear to be the main justification for recently
higher wage demands, rather than the recent rise
in inflation. In the Netherlands, wage demands
are expected to rise in response to both the still

31 An estimate of the annual growth in the euro-area wage
drift is constructed as a residual component of annual
growth in compensation per employee, after subtracting the
increase in negotiated wages and the increase in
employees’ and employers’ social security contributions
weighted by their share in overall compensation per
employee. For a detailed description of the methodology
see Box 2 entitled “Recent developments in euro-area wage
drift” in the October 2006 issue of the Monthly Bulletin.

32 See “Spring economic forecasts 2008 — 2009”.
European Economy, No. 3, 2008.

tight labour market and increasing inflation. In
Finland, the current multi-annual wage
agreements provide for 5% % wage growth in
2008 and slightly less in 2009. This is 1%
percentage points higher than the average over
the recent years. In Italy, the wage agreements
signed in late 2007 and those scheduled for 2008
in many sectors of the economy, both private and
public, are likely to bring about an appreciable
acceleration in compensation per employee. In
Austria, Luxemburg and Spain, wage
negotiations resulted in relatively moderate wage
settlements. In Austria, the increase in wages is
projected to be slightly lower than the euro-area
average. In Luxembourg wages should
decelerate in 2008 and 2009 but not dramatically,
as the rise in employment is projected to remain
rather robust and inflation to be quite strong.
Finally, wage moderation is expected to continue
over the forecast horizon in France owing to a
still high unemployment rate (around 1 pp above
the euro-area average) and the projected
slowdown in employment growth. Whereas the
risk of second-round effects on wages from the
flare-up in prices cannot be excluded, it
nevertheless seems relatively limited.

In order to assess inflationary pressures
coming from the labour market,
developments in labour cost growth should
be viewed in conjunction with
developments in productivity and the
contribution of nominal unit labour cost to
the growth in GDP deflator should be
closely monitored

From a medium-term standpoint (Graph 62), the
assessment of mild inflationary pressures
stemming from the labour market is largely
explained by a slowdown in compensation per
employee, while productivity gains have
generally been weak. Notwithstanding this
positive medium-term assessment, nominal unit
labour costs increased by 2.3% and 2.4%
respectively in the fourth quarter of 2007 and the
first quarter of 2008, almost one percentage point
above the average rate of change over the period
1999-2006. This is due to a marked slowdown in
productivity coupled with a strong acceleration
in nominal wages. Taking a longer-term
perspective, there is evidence® that trend
productivity growth in the euro area registered a
fairly sustained decline since the mid-1990s.

33 See, for instance, “Moving Europe’s productive frontier.
The EU 2007 Review”. European Economy, No 8/2007.



This is a common feature across sectors and
Member States, although developments in
manufacturing and trade services, from a sector
perspective, and in Germany and Italy, from a
country perspective, seem to have dominated the
overall picture. Nevertheless, actual data suggests
a significant pick-up in labour productivity
growth since mid-2005, although further data is
needed to assess whether this pick-up reflects a
change in the underlying trend.

The GDP deflator can be broken down into three
income components, namely, nominal unit labour
costs, gross operating surplus per unit of output
and net indirect taxes (i.e., taxes on production
and imports less subsidies) per unit of output.
Graph 63 illustrates the dampening effect of
nominal unit labour costs on euro area inflation
in recent years. The domestic price pressures,
reflected in the annual rate of change of the GDP
deflator, have been contained, standing at around
1.9% since 2004, after having been as high as
2.6% in 2002. The contribution of nominal unit
labour cost decreased significantly in 2004 and
remained at moderate levels thereof. The
contribution of net indirect taxes per unit of
output has generally increased over time, while
that of the gross operating surplus per unit of
output has remained broadly stable.

The resilience of profits is particularly evident
considering developments in the industrial sector
(excluding construction). Graph 64 illustrates
developments in industrial producer prices and in
the industrial value added deflator and its
breakdown into nominal unit labour costs and
nominal unit profit margins®**. Producer prices
measure gross output prices, whereas the value
added deflator measures the price of value added
(i.e., the difference between gross output and
intermediate inputs). Barring 2001 and 2002, the
significant gap between producer price
developments and the value added deflator is due
to marked increases in intermediate input costs.
Whenever the increase in producer prices were
not accompanied by a commensurate increase in
the value added deflator, labour costs have been
declining, thus enabling firms to maintain profit
rates and to offset the upward pressures on prices
from intermediate inputs.

34 Owing to the lack of information at the sectoral level on
taxes less subsidies on production, nominal unit profit
margins are calculated as the gap between the rates of
change in the gross value added deflator at basic prices and
nominal unit labour costs.
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Graph 61 — Compensation per employee and the wage
drift, EA13
Year-on-year % change, 2000-2007

2000 2001 2002 2003 2004 2005 2006 2007
Bl Social security contributions
I Wage drift

Negotiated wages

Compensation per employee

-~ Output gap

Data source: Own calculations on the basis of Eurostat
and AMECO data.

Note: the annual growth in the wage dirift is estimated
as aresidual component of the annual growth in
compensation per employee, after subtracting the
increase in negotiated wages and the increase in
employees’ and employers’ social security contributions,
weighted by their share in compensation per employee.

Graph 62 - Compensation per employee, labour
productivity and nominal unit labour costs, EA13
Year-on-year % change, 1999-2007

Fn

1999 2000 2001 2002 2003 2004 2005 2006 2007

Bl Compensation per employee
I Labour productivity (inverted)

Nominal unit labour costs

Data source: Eurostat.

Note: Compensation per employee, labour productivity
and nominal unit labour costs are based on
headcounts.
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Graph 63 - Income decomposition of GDP deflator, EA133

P.p. contributions to year-on-year GDP deflator % growth,
2000-2007
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I Netindirect taxes per unit of output

[ Gross operating surplus per unit of output

Data source: Own calculations on the basis of Eurostat
data.

Graph 64 — Industrial production prices and the
breakdown of industrial value added deflator, EA13
Year-on-year % change, 1999-2007
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Industrial producer prices

Data source: Commission services on the basis of
Eurostat data.

Table 15 - Nominal wage and labour cost indicators, labour productivity and nominal unit labour costs, EA13
Year-on-year %change

2005 2006 2007 9‘9*3 o 2007Q1  2007Q2  2007Q3  2007Q4  2008Q1

Negociated wages 2.1 2.3 22 24 2.1 23 22 2.1 2.8
Labour Cost 2.7 25 2.6 3.0 23 25 2.8 29 3.1
Index
(COLTTTE BT 7 1.8 29 24 23 25 Y 22 27 3.0
employee
Labour 07 12 0.9 0.8 14 0.9 0.8 0.4 0.6
productivity
Nominal unit

11 1.0 15 1.5 11 1.3 1.5 23 24

labour costs

Data source: Negotiated wages: ECB. LCI, Compensation per employee, labour productivity and nominal unit

labour costs: Eurostat.

Note: Compensation per employee, labour productivity and nominal unit labour costs are based on headcounts.

Overall moderate labour cost growth in the
euro area conceals different patterns
across sectors. It is still early to say whether
recent labour cost pressures in market
services and the construction sector will
persist and thus spill over across the
remaining economic sectors

In recent quarters, the annual growth rate o

f

compensation per employee has been highest in
the construction sector (Graph 65). The growth
rate in compensation per employee has been
higher in the industry than in the market services.
In terms of the Labour Cost Index (Graph 66),

there was a clear moderation of the annual
growth rate of hourly labour costs in industry
throughout 2007 and a marked acceleration in
construction. Hourly labour costs growth in
market services increased somewhat in 2007
compared with the previous year.



PART | — Employment and wage developments

Graph 65 — Sectoral compensation per employee, EA13
Year-on-year % change, 2000Q1-2007Q3
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Data source: ECB. Statistical Data Warehouse.

Note: Compensation per employee is based on headcounts. NACE G-I corresponds to the following groupings: frade
and repairs, hotels and restaurants and transport and communication. NACE J-K covers financial intermediation, and
real estate, renting and business activities.

Graph 66 — Sectoral Labour Cost Index, EA13
Year-on-year % change, 2000Q1-2007Q4
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Data source: ECB. Statistical Data Warehouse.
Note: NACE G-I corresponds to the following groupings: trade and repairs, hotels and restaurants and transport and
communication. NACE J-K covers financial intermediation, and real estate, renting and business activities.
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Sectoral nominal unit labour costs are examined
in Graph 67, where compensation per employee
is seen in conjunction with sectoral productivity
developments. The pattern across sectors appears
to differ substantially not only in terms of growth
in compensation per employee, but also in terms
of productivity, and, therefore, of nominal unit
labour costs. Nominal unit labour costs have
edged up in the construction sector in the last
quarters of 2007, due to a combination of labour
cost pressures and a slowdown in labour
productivity. Growth in nominal unit labour
costs remained negative in the industry, owing to
sustained increases in productivity. While the
weakening of household spending on residential
construction should contribute to moderating
wage pressures in the construction sector, careful
surveillance in the months to come may be
warranted in order to detect whether mounting
labour cost pressures in this sector persist and

Graph 67 — Sectoral nominal unit labour costs, EA13
Year-on-year % change, 2000Q1-2007Q3

eventually spill-over across the remaining
economic sectors.

Graph 68 shows the sectoral gross value added
deflator (at basic prices) as the sum of nominal
unit labour costs and a mark-up of profits over
labour costs. The industrial sector is characterised
by a decline in nominal unit labour costs over the
period 1999-2007. Judging by the resilience of
profit margins (see Graph 64), this sector seems to
have withstood the pressures from rises in non-
labour input costs and international competition.
In market services, the increases in value added
inflation has been driven by the rise in labour costs
(together with profit margins, especially in
financial intermediation, real estate, renting and
business activities). Finally, the construction sector
differs somewhat as it has exhibited higher
mark-up growth than industry, while sharing a
pattern of high labour costs growth with services.
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Market services (NACE J-K)

Source: Commission services on the basis of Eurostat data. Nominal unit labour costs are based on headcounts.

Note: NACE G-I corresponds to the following groupings: frade and repairs, hotels and restaurants and transport and

communication. NACE J-K covers financial intermediation, and real estate, renting and business activities.



Graph 68 — Income decomposition of the sectoral gross
value added deflator, EA13
P.p. contribution to y-on-y GVA deflator % growth, 1999-2007
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Graph 69 — GDP-deflated compensation per employee,
labour productivity and real unit labour costs, EA13
Annual average % change over selected periods
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Source: Commission services on the basis of Eurostat
data. Nominal unit labour costs are based on
headcounts.

Note: NACE G-I corresponds to the following groupings:
frade and repairs, hotels and restaurants and transport
and communication. NACE J-K covers financial
intermediation, and real estate, renting and business
activities.

Judging by the negative growth rate
registered in real unit labour costs, euro-
area labour cost dynamics were quite
moderate in recent years...

When assessing inflationary pressures coming
from the labour market, it is standard practice to
focus on real unit labour costs, i.e., compare
GDP-deflated compensation per employee with
labour productivity. On this basis, euro-area
labour cost dynamics have been quite benign in
recent years (Graph 69), as GDP-deflated
compensation per employee did not increase
sufficiently to compensate for the increase in
productivity gains, implying falling real unit
labour costs or declining labour shares (for a
detailed description of the underlying drivers of
declining labour shares, see Box 5).

...though not for all countries consistent with
cyclical labour market conditions since the
creation of EMU

However, such a positive assessment of labour
cost pressures needs to be qualified in two

Hl Labour productivity (inverted)
I GDP deflated compensation per employee

Real unit labour costs

Data source: Eurostat.

Note: GDP-deflated compensation per employee,
labour productivity and real unit labour costs are based
on headcounts.

regards. First, it must be acknowledged that this
overall positive assessment changes its character
when broken down to the individual country
level (see Section 3.2.2). Second, the practice of
focusing on yearly real unit labour costs to assess
inflationary pressures ignores the distinction
between actual and long-term productivity and
the influence of labour market cyclical conditions
on wage growth. A better benchmark against
which to assess actual labour cost developments
can be obtained by comparing the cyclical
unemployment (i.e. the gap between the observed
rate of unemployment and its long-term
component) with a measure of the cyclical
component of real compensation per employee.
The latter can be obtained by subtracting from
the actual growth rate in real wages its long-term
component. Such long-term component of real
wages is, in turn, consistent with a stable labour
share and long-run labour productivity
developments (Box 4 “A benchmark measure for
real wage growth in the long run” discusses the
long-term component of real wages that would
be consistent with a technology of the Cobb-
Douglas type).
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The cyclical real wages and cyclical
unemployment are plotted together in Graph 70
for euro-area members (excluding Slovenia)
over the period 1981-2007, as well as the forecast
period 2008-2009. Over the cycle, one would
expect a negative relationship between the
growth of the cyclical component of real wages
and the change in the unemployment gap. Put
differently, when the increase in unemployment
is higher than the increase in the NAIRU, the
actual growth of real wages should fall below the
growth of its long-term component. However,
Graph 70 illustrates that this negative relationship
is not detected for all euro-area economies over
the EMU years. In countries such as Austria,
Spain, France, Italy and the Netherlands there
seems to be a positive relationship between the
cyclical components of unemployment and real
wages, usually with a lagged response of real
wages to cyclical unemployment. On the basis of
these indicators, movements in real wages in the
short run have not adequately reflected the
cyclical situation in the labour market in many
euro-area members.

Taking a look at the expected developments over
2008-2009%, the distance between the observed
unemployment rate and the NAIRU is likely to
remain the same in Belgium and Austria (after
two years the overall change in the unemployment
gap is estimated respectively at 0.08 and 0.07).

35 See “Spring economic forecasts 2008 — 2009”.
European Economy, No. 3, 2008.

Significant reductions in the unemployment gap
are expected to occur in Germany (-0.91),
Portugal (-0.72) and, to a lesser extent,
Luxembourg (-0.57). The gap between the
observed unemployment rate and its long-term
component is assumed to increase substantially
in Spain (1.84), followed by Ireland (0.58) and
Italy (0.49). The remaining countries occupy
intermediate positions (Greece and France with
positive variations of respectively 0.25 and 0.21,
and the Netherlands and Finland with negative
variations of respectively -0.20 and -0.18). In
many euro-area countries, the cyclical component
of real wages is expected to decrease during the
forecast period, reinforcing their contribution to
subdued inflation and employment growth. This
is particularly the case in Belgium, Luxembourg,
the Netherlands, Portugal, and Finland, where
the unemployment gap is expected either to
stabilise (Belgium) or even narrow (the
remaining countries), yet cyclical real wages
should further decrease. Cyclical real wages are
estimated to accelerate slightly in Germany, in
line with tightening labour market conditions.
By contrast, the situation in the labour market is
projected to deteriorate in Spain and Greece,
which casts some doubts on the adjustment
capacity of real wages, which are expected to
accelerate over the forecast period. Finally, in
Ireland and Italy some moderation is foreseen in
cyclical real wages in line with easing labour
market conditions.
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Box 4 : A BENCHMARK MEASURE FOR REAL WAGE GROWTH IN THE LONG RUN

Let us define the long-run as a situation where the real unit labour costs (the labour share in national
income) remain roughly constant. In the long-run, with product and labour markets operating under
perfect competition, the rate of unemployment will be given by the natural rate of unemployment, i.e.,
there is no involuntary unemployment and the economy will experience no inflationary pressures. The
internal macroeconomic equilibrium can be defined in terms of the steady-state solution provided by
the neoclassical growth model. Let us define the labour share as:

L*w

(1) RULC=LS =

where RULC, w, L and Y respectively denote real unit labour costs, real wages (GDP deflated
compensation per employee), total employment and GDP at constant market prices. Consider the Cobb-
Douglas specification for the production function:

()Y = AK“ L'

where 4 and K respectively stand for TFP and the capital input. As is well-known, the labour share in
value added consistent with the production function defined in (2) is equal to , both along the balanced-
growth path and the transitional dynamics. With this in mind, (1) becomes:

(3) RULC' =LS =(1-a)
where the symbol * denotes the value of the variable under balanced-growth conditions. Expression (3)
then implies that:

<[}

where the symbol ”* denotes the growth rate of the variable. Expression (4) tells us that, in the long run,
the growth rate of real wages must be equal to the growth rate of the average productivity of labour. In
turn, the average productivity of labour consistent with the production function defined in (2) is:
a/(l-a
Y K
5) —= Al/(l-ﬂ) =
1/ Y

One feature that characterizes the balanced-growth path in the neoclassical growth model is the
constancy of the capital-output ratio, which implies that:

*

©) w*=(Y) Ly

IL l-a

Expression (6) implies that, for wages to contribute to the internal macroeconomic balance in the long
run, their growth rate should equate the growth of the long-run component of TFP divided by the labour
share. The long-run rate of productivity growth determines how rapidly real wages can rise without
undermining employment performance .

Expression (6) is a steady-state condition and, as such, it does not allow for increases in real wages
arising from increases in the capital-output ratio, which is stable in the long run. In turn, it can be shown
that, in the context of the neoclassical growth model, changes in the capital-output ratio reflect changes
in the capital-labour ratio, with labour measured in efficiency units. Expression (6) therefore implies
that, from a long-term perspective, an increase in the capital-labour ratio measured in efficiency units
does not generate margin for higher real wages. This is one fundamental difference between the
benchmark given by (6) and the most commonly used yardstick which identifies wage pressures with
the excess of real wage growth compared to the growth of observed labour productivity. This criterion

1 For empirical applications, the labour share entering expression (6) can be downloaded from the AMECO
databank. The level of potential TFP growth is consistent with potential GDP growth, as estimated by DG ECFIN
services within the Working Group on Output Gaps attached to the EPC.
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is vulnerable to the critique that changes in real wages affect (given the price of capital) the capital
intensity and hence the labour productivity. Intuitively, an increase in the relative price of labour that
generates a higher capital-labour ratio will result in higher labour productivity (see expression (5)). Yet,
this increase in measured labour productivity should not generate margins for higher real wages if seen
from a long-term angle, as real wage growth in excess of TFP productivity will induce capital-labour
substitution, thereby creating a vicious circle of “higher relative price of labour — substitution of capital
for labour — higher capital-labour ratio— increase in labour productivity — increase in real wages...”.
This mechanism is considered to have been at work in the period since the 1970s and may have
contributed to high wage growth and a subsequent increase in unemployment in some European
countries ( Blanchard 1997).

Graph 70 - Cyclical unemployment and annual growth in cyclical real wages, EA12 MS
1996-2009
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4 Source: Commission services.
2Note: Cyclical unemployment is given by the gap
34 between the actual rate of unemployment and its
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equilibrium value as measured by the NAWRU (both series
downloaded from AMECO). Annual growth in cyclical
real wages is calculated by subtracting from the actual
growth rate in real wages (GDP deflated compensation

ﬁ per employee) its long-term component. Such long-term
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0 component of real wages is, in turn, calculated by dividing
the long-term component of TFP growth of each year by
-1 the labour share. The long-term component of TFP growth

is consistent with potential GDP growth, as estimated by
DG ECFIN services within the Working Group on Output
Gaps attached to the EPC. The labour share can be
downloaded from the AMECO database. The two
variables are normalised, i.e. they are transformed fo
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have zero mean and unit standard deviation. For Italy the
1998 data are not corrected for the introduction of the
Cyclical unemployment IRAP, which replaced some social security contributions

Growth in cyclical real wages (adjusted by permanent with a tax on value added.
component of TFP growth)
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2.1.2. Prospects in wage and labour cost
developments in the euro area

Two different shocks pushing in different
directions add to the uncertainty surrounding the
outlook for inflation over the medium term.

As regards the medium-term inflation outlook,
there is an unusual combination of significant
downside and upside risks. The upside risks stem
from the rise in commodity prices. The question
is whether inflationary pressures will remain just
temporary, or whether they will feed into
medium-term expectations of inflation, and so
become reflected in wages and prices going
forward and, thus, in domestically-generated
inflation. These upside inflationary risks from oil
and other commodity prices need to be weighed
in the balance against the risks to inflation from
the recent financial turmoil. On the one hand,
financial distress may keep inflationary pressured
down because of economic slack. On the other
hand, policy response to difficulties in the global
financial markets may turn out to be inflationary.
In any event, sustained appreciation of the euro
exchange rate has helped to mitigate external
inflationary impulses and aggregate demand is
expected to slow. There is, in consequence, a
downwards threat to inflation over the medium
term as well.

Regarding the situation in the labour market, the
Commission’s Spring economic forecasts 2008-
2009 expects labour market tensions to ease. The
unemployment gap (i.e., the gap between the
observed unemployment rate and the equilibrium
unemployment rate given by the NAWRU)
should widen somewhat, pointing to a certain
casing in the labour market situation. This would
contribute to attenuate the risk from wage
pressures associated with positive cyclical labour
market conditions (Graph 71).

With the HIPC inflation well above 2%, an
important concern at this juncture is whether
households expect higher inflation to persist, and
the extent to which those expectations are built
into wages. It is essential for the effectiveness of
the monetary policy that inflation expectations
remain well-anchored. Recent survey data
indicate that inflation expectations have picked
up a little over the past few months, influenced
by the rises in fu