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Focus 
Labour market developments in the euro area  

Despite sluggish economic growth, the euro-area economy has created more than five millions jobs in the past five years. This 
remarkable performance by historical standards can be explained by a conjunction of several factors including persistent wage 
moderation, the beneficial effect of structural reforms on labour supply and demand and, to a lesser degree, shifts in the 
economy's sectoral composition. Amid signs of improvement in labour supply, particularly among older workers, econometric 
estimates also point to a structural break in euro-area employment demand since the late 1990s. An increase in the job 
content of growth has since then provided an extra 0.6 percentage points of employment growth per year. Nevertheless, 
notwithstanding recent improvements, there is substantial scope for further progress in the performance of the euro-area labour 
market. In particular, structural and long-term unemployment remain high while employment rates are still well below the 
Lisbon targets. It is important that national governments do not rest on their laurels and take advantage of the job 
opportunities provided by the ongoing cyclical recovery to bring outsiders back into the labour market and lift the remaining 
hindrances to job creation in the euro area.  

The objective of this focus section is to report on 
recent trends in euro-area labour markets, at a 
time when growth is strengthening and 
conditions are set for a cyclical improvement of 
employment in the euro area.17 The focus first 
reviews the latest developments in employment 
and reports evidence of improvements in the 
functioning of the labour market (Section 1). It 
then assesses trends in wages, exploring possible 
reasons for the lasting wage moderation 
observed in the euro area (Section 2). Finally, it 
discusses the reasons behind the resilience of 
employment in the latest cyclical downturn 
(Section 3). 

1.  Recent developments in employment  

Signs of a cyclical recovery in employment… 

The euro-area labour market has been sending 
signs of a gradual recovery in recent quarters, 
with job creation picking up and unemployment 
edging down. Quarter-on-quarter employment 
growth, which had averaged 0.1% since the 
beginning of 2002, has improved gradually since 
the end of 2005, reaching 0.4% in the second 
quarter of 2006 (Graph 19).18 Furthermore, 
                                                      
17  This focus section is based on an in-depth analysis of 

labour markets prepared by DG ECFIN and presented in 
'Labour market and wage development in 2005, with 
special focus on labour market adjustment in the euro 
area', European Economy, Special Report No. 4. 2006.  

18  Employment data presented in this Focus are measured 
in number of jobs rather than hours worked. Quarterly 

employment prospects as reported in business 
surveys suggest that job creation maintained 
robust momentum in the summer. 

Graph 19: Employment growth, euro area  
(in % – 1999Q1 to 2006Q2) 
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(1) National accounts data available to 2006Q1. 
(2) Balance between positive and negative answers in DG ECFIN's 
survey of services.  
Source: Commission services. 

Sectoral data indicate that the pick-up in job 
creation is both broad-based and mostly 
attributable to the private sector (Table 8). Much 
of the acceleration of employment growth 
originates in the market services sector – which 

                                                                              

employment data on hours worked are not yet available 
for the euro area. However, the trend decline in working 
time reported in labour surveys suggests that employment 
growth would likely be somewhat slower if measured in 
hours worked.  



Quarterly Report on the Euro Area III/2006 

 
 
 

- 24 - 

accounts for about 40% of total employment in 
the euro area. However, there were also 
improvements in the manufacturing industry and 
construction. In particular, industry reported its 
first increase in payroll after 19 successive 
quarters of contraction. In contrast, the pick-up 
in employment growth in the non-market 
services sector – a significant source of job 
creation in recent years – has been more modest 
in the last few quarters.19  

Table 8: Sectoral contributions to employment 
growth, euro area (in %)  

Q-o-q changes 
 

Share in 
total 

employment 
(2005) 

2005 
Q3 

2005 
Q4 

2006 
Q1 

Agriculture 4 0.00 -0.01 -0.01 
Industry 18 -0.02 -0.04 0.01 
Construction 8 0.00 0.08 0.03 
Market 
services 40 0.08 0.19 0.18 

Non-market 
services (1) 30 0.08 0.07 0.12 

Total 100 0.14 0.29 0.33 
(1) Non-market services cover government services, education, 
health and social work and also other community and personal 
service activities. 
Source: Commission services. 

 
The unemployment rate has been on a steady 
downward trend since spring 2005. In July 2006, 
unemployment stood at 7.8% of the labour force, 
a full percentage point below the peak level 
registered in 2004 and early 2005. The 
unemployment rate is now back at the level 
reached before the beginning of the latest 
downturn and the ebbing of unemployment has 
picked up speed since the beginning of 2006. It is 
also encouraging to note that, according to the 
latest Labour Force Survey, unemployment has 
improved despite a substantial increase in labour 

                                                      
19  Nevertheless, growth in employment in the private sector 

is due to some extent to special subsidy schemes put in 
place in some Member States (most notably Germany and 
France). When assessing recent employment 
developments, it is difficult to disentangle the respective 
effects of economic recovery from these subsidies. 
However the evidence available suggests that the subsidy 
schemes have only made a limited contribution to job 
creation since the beginning of the year. 

supply and is, therefore, entirely attributable to 
job creation.20  

Finally, the renewed dynamism of the labour 
market is also visible in job vacancy statistics, 
which point to a significant rise in the rate of job 
vacancies in the last quarter of 2005 and the first 
quarter of 2006 (Graph 20).  

Graph 20: Unemployment in the euro area  
(in % of the labour force – Jan 1999 to June 2006) 
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Source: Commission services. 

…amid evidence of better functioning labour 
markets 

Besides the recent cyclical recovery in 
employment, there is also evidence of continued 
structural improvements in euro-area labour 
markets.  

Favourable trends in labour supply. Euro-area 
labour supply has expanded by more than 1% 
annually since the late 1990s. The sustained 
expansion in the labour supply is due both to 
relatively sustained expansion in the working age 

                                                      
20  The latest Labour Force Survey (LFS) data cover 2005. It 

is worth stressing that there is a significant discrepancy in 
employment data between the LFS and National 
Accounts for that year. While national accounts report an 
increase of about 1 million jobs, LFS figures point to an 
increase of more than 2 million jobs. Most of the 
difference is due to a change in methodology in the LFS 
in Germany. More generally, it is worth bearing in mind 
that, in the last few years, employment data in several 
Member States have been affected by country-specific 
methodological changes that complicate their 
interpretation (e.g. better account of immigrant workers 
in Spain and Italy). See ECB Monthly Bulletin January 
2006, Box 5, p 44.  
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population and a steady rise in the participation 
rate (Graph 21). Remarkably, the pace of 
expansion in the participation rate has not been 
affected by the latest cyclical downturn. In other 
words, there is no evidence of any strong flow of 
discouraged job-searchers out of the labour 
market as was generally the case in previous 
downturns.  

Positive developments in the participation rate 
reflect favourable socioeconomic trends – mostly 
women's increasing involvement in the labour 
market. They are also evidence that labour 
market reforms introduced since the 1990s in 
accordance with the Lisbon agenda are 
progressively bringing workers back to the labour 
market. In this regard, a noteworthy recent 
development is the rapid rise of labour supply of 
older workers. Between 2000 and 2005, the 
participation rate of older workers increased 
from 37.5% to 43.7%.  

Graph 21: Annual changes in the labour supply,  
euro area (in % – 1996 to 2005) 
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(1) Population aged 15 to 64.  
(2) Ratio of labour supply to working age population. 
Source: Commission services. 

Table 9 provides an estimation of the 
contributions of various age groups to the recent 
changes in the participation rate. The 
contribution was obtained from a shift-share 
analysis which broke down the total change in 
the participation rate into three effects: 

 changes in the participation rates of each 
individual age group,  

 changes in the weights of the age groups in 
the total active population (the demographic 
effect), 

 an interaction effect which is positive when 
those age cohorts where participation rates 
increase tend to gain in importance in total 
population. This effect is small in the euro 
area.  

These estimates show that, between 2000 and 
2005, increased participation by older workers 
(i.e. those aged 55 to 64) accounted for half of 
the rise in the overall participation rate, a share 
that is well above the weight of older workers in 
the working age population (about 10%). 
Remarkably, the increase in the labour supply of 
older workers has been matched by an even 
larger increase in the employment of older 
workers, making for a slight decline in the 
unemployment rate of older workers in 2005.  

 
Table 9: Contributions of age groups 
to the changes in the participation 

rate, euro area (in %) 
 2000-2004 2004-2005 

 Changes in the total participation rate  
 (in pp) (share)  (in pp) (share) 
 1.53 100% 0.64 100% 

 Due to shifts in the participation rates of 
individual age group: 

Young -0.12 -8% 0.01 2% 
Prime age 0.83 54% 0.24 37% 
Older 0.74 48% 0.34 53% 

Due to demographic effect: 
Young -0.23 -15% 0.01 1% 
Prime age 0.19 12% 0.11 17% 
Older 0.11 7% -0.06 -10% 

Due to interaction effect: 
 0.02 1% 0.00 0% 

Source: Commission services. 

 
Overall, this suggests that recent reforms in 
pension systems that have put back the statutory 
retirement age and cut incentives for early 
retirement have resulted in a reversal of the 
structural decrease of supply and demand for 
older workers in many Member States. 

Favourable trends in labour demand. The 
moderate scale of the deterioration in 
unemployment observed in the latest downturn, 
at a time of both sluggish economic growth and 
expanding labour supply, is suggestive of resilient 
labour demand. Since 2001, the euro-area 
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economy has created more than 5 million jobs, a 
remarkable performance by historical standards. 
Graph 22 displays a comparison of employment 
developments during the 4 major downturns 
registered in the euro area since the 1970s. The 
comparison shows that the current employment 
performance is substantially better than what was 
observed at similar stages of previous business 
cycles. The difference cannot be attributed to 
differences in activity as the latest downturn, 
although initially relatively shallow, has been 
protracted, leading to a cumulative GDP growth 
gap broadly similar to that of its predecessors.21 

Graph 22: Employment after a cyclical peak, euro area 
(index cyclical peak in Q0=100) (1) 
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(1) Employment indices are shown for the 4 major cyclical 
downturns registered since the 1970s. Q0 marks the cyclical peaks. 
The peaks were calculated on the basis of detrended GDP data.  
Source: Commission services. 

Overall, employment demand appears to have 
been remarkably strong in recent years. The likely 
causes of this resilience will be discussed in 
Section 3. 

But further structural progress is still needed  

Nevertheless, despite some improvements in 
recent years, the functioning of the euro-area 
labour market still remains far from being 
satisfying and there is clearly scope for further 
structural progress:  

 Structural unemployment is still high. At 
about 8%, DG ECFIN's estimate of the 

                                                      
21  With the notable exception of the 1973 recession which 

was followed by an earlier and stronger cyclical rebound 
compared to subsequent downturns. 

NAIRU suggests that there is already little 
slack on the labour market at this juncture.  

 Although estimates of the NAIRU generally 
point to a trend decrease in structural 
unemployment since the late 1990s, progress 
remains slow. According to DG ECFIN's 
estimates, the NAIRU has dropped by only 
1 percentage point since 1997.  

 The share of long-term unemployed in total 
unemployment, which had showed a steady 
downward trend between the late 1990s and 
2002, has not given any sign of further 
improvement since. 

 The euro-area labour market is increasingly of 
a dual structure, with job creation mostly 
taking the form of temporary or part-time 
jobs.22 Temporary contracts accounted for 
three quarters of net job creation in 2005. 
After a pause in the early 2000s, the share of 
employees with temporary contracts has once 
again been on a clear upward trend in the past 
two years (Graph 23).  

 Employment rates remain well below the 
Lisbon targets.  

Graph 23: Share of flexible forms of contracts in total 
employment, euro area (in % – 1992 to 2005) 
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(1) Population aged 15 to 64.  
(2) Ratio of labour supply to the working age population. 
Source: Commission services. 

                                                      
22  According to the latest Labour Force Survey, 22% of 

part-time employment was involuntary in 2005. 
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2.  Recent wage developments  

Continued wage moderation  

Wage growth in the euro area, defined in national 
accounts as total compensation of employees 
divided by the total number of persons 
employed, has slightly decelerated over the past 
three years. While it hovered around 2.5 % from 
1999 to 2002, it gradually decelerated to below 
2% in 2005 (Graph 24).  

Recent data point to a modest pick-up of wages 
since the middle of last year. According to 
National Accounts, year-on-year growth in 
compensation per employee increased from 1.5% 
in the second quarter of 2005 to 2.0% in the first 
quarter of 2006. Available indicators for the 
second quarter suggest a continuation of this 
slight upward trend with both the ECB's 
indicator of negotiated wages and Eurostat's 
indicator of hourly labour costs showing a mild 
acceleration that quarter (respectively from 2.1% 
to 2.3% and from 2.2% to 2.4%). The recent 
upward drift in wage growth should not be over-
interpreted. It should be assessed against the low 
wage growth registered during the second half of 
2004 and first half of 2005. Furthermore, 
notwithstanding the recent pick-up, wage growth 
currently remains below its average of the last 5 
years and below productivity gains. Nevertheless, 
in light of possible second-round wage effects of 
pas price increases, wage indicators will need to 
be monitored closely in the coming quarters.  

Graph 24:  Wage growth, euro area (y-o-y in %) 
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Source: Commission services. 

Real wages in the economy, obtained by dividing 
total compensation per employee by the deflator 
of private consumption, have maintained a 
largely flat trajectory over the past few years. In 
2005, they remained stable, as surging energy 
prices weighed on purchasing power.  

As a result of wage moderation, developments in 
households' total labour income have been 
driven by employment growth rather than wages 
in recent years. Owing to robust job creation, 
total labour compensation has been expanding 
annually by about 1 percentage point faster than 
wages since the late 1990s. 

Graph 25: Nominal wage developments after a cyclical 
peak, euro area (index cyclical peak in Q0 = 100) (1) 
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(1) Wages were calculated as the compensation per employee and 
were de-trended using an HP filter. 
Source: Commission services.  

From a historical perspective, the wage 
developments registered in the past few years 
appear quite remarkable. In particular, wages 
have shown little sensitivity to cyclical 
fluctuations: neither the expansion of 1998-2001 
nor the latest slowdown seem to have 
significantly affected the course of wage growth. 
A comparison of developments in de-trended 
wage data after various cyclical peaks reveals that 
wage growth in recent years has been both 
smoother and significantly more moderate than 
in previous cycles (Graph 25).  
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Some statistical considerations related to 
aggregate wage data  

In theory, slow aggregate wage growth in the 
euro area could be partly a statistical artefact 
related to shifts in the economy's sectoral 
structure. Reallocation of jobs away from sectors 
with high and fast growing wages would 
mechanically dampen aggregate wage 
developments.  

In practice, however, available data (broken 
down into 6 sub-sectors) point only to a small 
negative effect of sectoral change on wages in the 
euro area (less than 0.1% per year during the last 
decade). Relative job losses in manufacturing 
have been matched by a rise in employment in 
services, but the wage differentiation between 
sectors is not wide at aggregate level and some 
service sub-sectors have a higher wage growth 
than manufacturing. As a result, the net effect on 
total wage growth of job re-allocation from 
manufacturing to services is rather limited. 23  

Possible causes of wage moderation  

Wage moderation in the euro area can be 
explained by a set of factors, including sluggish 
productivity growth, the increased credibility of 
monetary policy, structural changes on the euro-
area labour market and structural developments 
related to globalisation.24 

Wage moderation is in part the consequence of 
the sluggish productivity performance of the euro area 
in recent years. Since the late 1990s, annual 
growth in labour productivity has averaged a 
meagre 1%, which is close to 1 percentage point 
less than during the period spanning the 1980s 
and the first half of the 1990s. The sharp 
slowdown in labour productivity has virtually 
capped workers' wage claims.  

To some extent, wage moderation can also be 
seen as the by-product of the increased credibility of 

                                                      
23  This result should, however, be interpreted with prudence 

given the low level of disaggregation on which it is based. 
24  An additional factor relates to wage moderation in 

Germany. Wage moderation in Germany, which was 
necessary to regain the competitiveness lost after 
unification, has weighed on average wage growth in the 
euro area. 

monetary policy, which has successfully steered 
economic agents' expectations in the medium 
term towards inflation figures consistent with the 
ECB's objective of price stability. Enhanced 
credibility also means that economic agents have 
a lower propensity to overreact to developments 
which affect headline inflation temporarily, such 
as a rise in energy prices. In line with this 
assessment, the surge in oil prices in 1999-2000 
was associated with contained nominal wage 
pressures and a substantial deceleration of real 
wages. The more recent hike of 2004-05 also 
seems to have been met with a similarly muted 
wage response, although lags in the wage setting 
process call for a cautious assessment. It is not 
unusual for wages to respond with some 
stickiness in the short term to changes in 
economic conditions as wage bargaining rounds 
typically occur at fixed periods and usually cover 
a period of at least one year. Second-round wage 
effects in the coming quarters therefore remain a 
possibility. 

Graph 26: Wage share, euro area and USA 
(% of GDP) 
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Source: Commission services. 

Nevertheless, wage moderation cannot be solely 
explained by sluggish productivity and successful 
monetary policy. This can be seen by examining 
developments in the wage share. The wage share 
is an estimate of the share of income that goes to 
labour, as opposed to that of capital. It is 
measured by dividing total compensation of 
employees (corrected for changes in the share of 
self-employment in total employment) by total 
value added. The wage share decreases when real 
wage growth expands less rapidly than 
productivity. Graph 26 shows that this has been 



 

European Commission 
Directorate General for Economic and Financial Affairs  

 
 
 

- 29 -  

the case in the euro area since the early 1990s. 
Whereas successful monetary policy may have 
contributed to contain rises in the wage share in 
recent years, it cannot explain its gradual 
decrease.  

Trends in the wage share also suggest that wage 
moderation is not a recent feature of the euro-
area economy and is, at least partly, attributable 
to structural factors that had already started to 
exercise an influence before the start of EMU.  

A first set of possible explanatory factors relates 
to structural changes in the euro-area labour market. To 
some extent, wage moderation can be seen as a 
temporary consequence of reforms in the labour 
market that have been gradually put in place in 
most Member States since the 1990s. These 
reforms include, for instance: 

 Measures aimed at bringing the longer-term 
unemployed back into the labour market 
through training programmes to help match 
supply and demand in terms of employment, 
and measures aimed at enhancing the 
participation rate of the labour force 
(development of child care facilities, 
withdrawal of early retirement schemes, 
regularisation programmes of migrant 
workers). As already noted, these measures 
have had a visible effect on participation 
rates in the euro area. 

 Measures designed to make the labour 
market less rigid (development of alternative 
forms of employment and increased 
decentralisation of wage bargaining). 

 Efforts by national governments to reduce 
non-wage labour costs, i.e. to reduce the 'tax 
wedge' between take-home pay and effective 
costs borne by employers, especially for low-
skilled workers. According to OECD 
calculations, the tax wedge decreased by 
1 percentage point of labour costs from 2000 
to 2005 in the euro area. 

A second set of possible explanatory factors 
relates to global structural trends. The decline in the 
wage share is not limited to the euro area and can 
be observed in many industrial countries. It is 
visible in the USA in particular, although it has 
been much less marked there, the steady erosion 
of wages and salaries being partially counteracted 

by the rise in non-wage labour costs, such as 
health care provided by companies to their 
employees. A possible global structural factor 
that may have weighed on wages in industrialised 
countries is the emergence of developing 
countries as major trading partners and the 
attendant increase in the world pool of labour, 
especially for low-skilled workers. The fact that, 
since the mid-1990s, the wage share has dropped 
more significantly in industry (directly exposed to 
competition from emerging markets) than in 
services (which are still somewhat more sheltered 
from this competition) lends some support to 
this hypothesis (Graph 27). 

Graph 27: Wage share in industry and services,  
euro area ( % of value added) 
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Source: Commission services. 

In an environment of monopolistic competition, 
wage developments can be interpreted as the 
result of a bargaining process between firms and 
their workers. In this setting, the structural 
factors listed above, whether euro-area specific 
or global, can be interpreted as having tipped the 
balance of the process in favour of firms. In 
theory, this effect should however be of a short-
term nature. In the long term, higher profits 
should induce more firms to enter the market, 
pushing profits down and restoring the wage 
share to its previous level. For such a balancing 
mechanism to work, though, product market 
reforms and reforms aimed at improving the 
contestability of markets should go hand-in-hand 
with labour market reforms by way of an 
integrated approach.25 The comparatively larger 

                                                      
25 See Blanchard and Giavazzi (2003), 'Macroeconomic 

effects of regulation and deregulation in goods and labour 
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decrease of the wage share in the euro area than 
in the USA could be a symptom of a lack of 
competition on product markets. 

3.  Explaining the resilience of 
employment in the latest downturn 

Some evidence of labour hoarding…  

Several factors may have contributed to boost 
the euro-area's employment performance in 
recent years. At cyclical level, labour hoarding 
may have played a role in the early stages of the 
latest downturn. More flexible working time 
arrangements and the rising importance of part-
time jobs allow companies to respond to a 
temporary softening in output growth by making 
less intensive use of the existing workforce. 

Graph 28: Cyclical component of average annual hours 
worked, euro area (% of trend) (1) 
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Source: Commission services. 

Graph 28 highlights some evidence of labour 
hoarding in 2002-03. A substantial cyclical cut in 
the average annual hours worked per person was 
in fact registered in those two years.26 The 
cyclical adjustment in working time appears to be 
of a similar order of magnitude to that recorded 
during the recession of the 1970s and much 

                                                                              

markets', Quarterly Journal of Economics, August, 
Vol. 118/No. 3. 

26  This cyclical reduction comes on top of a trend reduction 
of hours worked of 0.5%. 

sharper than during the recessions of the 1980s 
and the 1990s. However, the adjustment was 
short-lived and offset by a cyclical increase in 
working time in 2004-2005.  

… but the resilience of employment is more 
structural than cyclical  

Graph 28 suggests that labour hoarding and 
cyclical factors only provide a partial explanation 
of employment resilience in recent years, 
indicating that structural factors have also been at 
play.  

To test for the possibility of a structural change 
in the behaviour of employment, an employment 
demand equation was estimated (see Box 2).27 
The equation relates employment to its 
traditional determinants, namely activity, real 
wages and technical progress (captured by a time 
trend). Regression results suggest that there has 
been a structural upward shift in employment 
demand since 1997. The structural shift – 
captured by a break in the equation intercept – 
corresponds to a permanent increase in the long-
term level of employment. In other words, since 
1997, economic activity has become more 
intensive in labour. Given that labour demand 
only adjusts slowly, a structural shift in the 
employment level entails higher employment 
growth during a transitory period to reach the 
new employment-richer regime. The resulting 
boost to annual employment growth is estimated 
at 0.6 percentage points over the period 1997-
2005.  

Overall, the equation indicates that the resilience 
of employment during the latest downturn is 
mainly accounted for by the job-richer economic 
growth already recorded between 1997 and 2001 
(long-term employment pattern) rather than a 
change in the cyclical response of employment 
(short-term employment behaviour). 

Finally, it is worth stressing that, in addition to a 
structural shift in labour demand, employment 
growth in recent years has also benefited from 
persistent wage moderation. It follows from the  

                                                      
27  This part of the analysis is based on Mourre, G. (2006), 

'Did the pattern of aggregate employment growth change 
in the euro area in the late 1990s?', Applied Economics, 
38(15), pp. 1783-1807. 
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Box 2: An econometric estimation of employment demand in the euro area 
 

This box presents an update of an employment demand equation estimated by Mourre (2006)..The equation is based 
on a CES specification of the production function and relates total employment (E) to real GDP (Y), real wages 
(w/p) and a time trend aimed at capturing the effect of technical progress. The model is estimated in an error 
correction form over the 1970-2005 period. The table below shows that adding a break in the intercept from 1997 
onwards improves significantly the fit of the equation which otherwise only explains part of employment 
developments seen in recent years (1997-2005). The structural break, which is equivalent to a shift in the level of 
employment demand, is very significant from a statistical standpoint (at below 1%).  
 

OLS Estimates of employment equations with and without break (1970Q1-2005Q4) (1) 

 Equation without break Equation with 
break 

Short-term dynamics (endogenous variable: ∆ ln E t) 
∆ lnE t-1 

0.604*** 
(8.76) 

0.545*** 
(6.89) 

∆ ln Y t-1 
0.062* 
(1.75) 

0.064*** 
(2.71) 

∆ ln Y t-2 
0.061*** 

(2.65) 
0.063* 
(1.85) 

∆ ln (w/p) t-5 
-0.013 
(-0.57) 

-0.012 
(-0.54) 

Error Correction Mechanism (2) -0.014** 
(-2.11) 

-0.025*** 
(-3.25) 

   
Long-term relationship (endogenous variable: ln E t – ln Y t ) 

Ln(w/p) t-1  
-0.608* 
(-1.62) 

-0.389*** 
(-3.25) 

Time trend t-1 
0.0023 
(-1.47) 

0.00351* 
(-1.90) 

   

Intercept -0.016* 
(1.77) 

-0.036*** 
(-6.92) 

Break=Dummy (year>1996)  0.0014*** 
(2.65) 

Main statistics 
R2 0.773 0.786
Adjusted R2 0.753 0.766
Serial correlation of order 1 LM (1) (3) 0.21  (0.65) 0.28 (0.60) 
Serial correlation of order 4 LM (4) (3) 6.31 (0.22) 4.13 (0.39) 

(1) Absolute value of t statistics in parentheses. * Significant at 10%; ** significant at 5%; *** significant at 1%. 
As some heteroskedasticity has been detected, the t-statistics are computed with the White heteroskedasticity-consistent standard errors. 
The regression includes time dummy variables for 1975Q2, 1984Q1, 1989Q4 and 1992Q3. 
(2) The t-statistics of the ECM term should be compared with -1.61, -1.93 and -2.56 (MacKinnon critical value at 10%, 5% and 1% 
respectively). 
(3) Breusch-Godfrey correlation LM test (asymptotic test). 
 

Source: Data are from Fagan, G., J. Henry and R. Mestre, 'An Area-Wide Model (AWM) for the Euro Area', ECB working paper series, No. 
42, January. The most recent quarters have been extended using Eurostat ESA95 National Accounts. 
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The importance of the structural break in employment 
demand is illustrated in the next chart which plots 
actual employment in the euro area and employment 
simulated with the two equations above. Both 
equations are estimated over the 1970Q1-2001Q2 
period. The equation with a structural break clearly 
does a much better job at simulating employment 
creations in recent years.   

Sources: Commission services. 
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equation that a 1% point decline in the growth of 
labour costs leads to a 0.4% acceleration in 
employment growth in the long run (with a lag of 
around two years). Since the beginning of the 
decade, real wages have expanded by 0.4% 
annually, which is well below the 0.9% average 
recorded over the previous two decades. Hence, 
with wage growth at its historical average, 
employment growth in the euro area would have 
been about 0.2 percentage points lower in the 
past few years.  

Labour market reforms and changes in the 
sectoral structure have boosted labour 
demand  

Two sets of factors may have contributed to the 
reported structural shift in employment demand: 
changes in the economy's sectoral structure and 
the labour market reforms introduced since the 
mid-1990s in many euro-area Member States. 

Sectoral changes. A first possible explanation 
pertains to changes in the economy's sectoral 
structure. The rising importance of services, 
where productivity gains are, on average, 
markedly slower than in manufacturing, could be 
weighing on the economy's overall productivity 
performance, thereby raising the employment 
content of growth.  

Table 10: The contribution of the shifting sectoral 
structure to productivity gains, euro area  

(average annual changes in %) 
 1990-1996 1997-03 

Intra-sectoral effect 1.8 1.5 
Structural shift effect 0.3 0.1 
Interaction effect 0.0 -0.1 
Total 2.1 1.5 
Source: Commission services, Groningen Growth and 
Development Centre. 

 

Table 10 displays an assessment of the impact of 
changes in the sectoral structure on changes in 
hourly productivity. The table is based on a shift-
share analysis which breaks down the growth in 
total labour productivity into an intra-industry 
effect – where the sectoral composition of the 
economy is held fixed –, a structural shift effect – 
which is positive when the economy shifts 

resources to sectors where the level of 
productivity is high – and an interaction effect.28 
The calculations are made for two periods, 1990-
96 and 1997-03, respectively preceding and 
following the structural break. 

The breakdown shows that aggregate 
productivity developments are dominated by 
intra-sectoral effects with changes in the sectoral 
structure playing only a relatively modest role. 
Nevertheless, changes in the sectoral structure 
(as captured by the sum of the structural shift 
and the interaction effects) still had a positive 
effect on productivity growth during the 1990-96 
period (0.3%) – i.e. a negative effect on 
employment – whereas their contribution 
became negligible during the period 1997-2003. 
Hence, the structural shift in employment 
demand since the late 1990s may partly be 
explained by the fading of the sectoral shifts that 
had boosted aggregate productivity gains prior to 
the late 1990s.  

Labour market reforms. The results presented 
in Table 10 indicate that shifts in the economy's 
sectoral composition can only account for an 
increase of about 0.3 percentage points in annual 
employment growth, i.e. less than half of the 
estimated effect of the structural break. This 
suggests that additional factors must have been at 
play. A likely explanation is that, in addition to 
their impact on labour supply, labour market 
reforms introduced since the 1990s in many 
Member States have also had a bearing on labour 
demand. While some reforms mainly impact on 
labour supply (e.g. changes in unemployment 
benefits, phasing-out of early retirement 
schemes), others may also have a direct impact 
on labour demand (e.g. those related to the 
reduction in tax wedge, the development in part-
time work, employment protection legislation, 
changes in wage bargaining structures).29 It is 
notoriously difficult to test quantitatively the 
impact of institutional changes on economic 
performance, but Mourre (2006) provides some 
evidence that institutional changes on the labour 
market can, at least partly, explain the high 
                                                      
28  The interaction effect is positive when the economy shifts 

resources from sectors where productivity is growing 
slowly to sectors where productivity is expanding rapidly. 
It tends to be small in the case of the euro area.  

29  Reforms which raise labour supply also tend to lift labour 
demand indirectly via their impact on labour costs.  
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employment intensity of growth in the euro area 
since the late 1990s.  

Conclusion  

The general picture of employment in the euro 
area has improved markedly over the past few 
years. Unemployment has decreased to 7.8% of 
the labour force despite a substantial increase in 
labour supply, reflecting a broad-based rise in the 
participation rate of the population. Since 2001, 
the euro-area economy has created more than 
five million jobs and employment has proved 
particularly resilient in the face of sluggish 
economic growth. This remarkable performance 
by historical standards can be explained by 
several factors including persistent wage 
moderation, the beneficial effect of structural 
reforms on labour supply and demand and, to a 
lesser degree, shifts in the economy's sectoral 
composition. Cyclical factors seem to have 
played only a limited role in the recent resilience 
of employment in the euro area. 

There is little room for complacency, however. 
Structural unemployment remains significantly  

higher in the euro area than in other major 
industrialised economies and employment rates 
are well below the Lisbon targets. Furthermore, 
reforms have, in many cases, tended to affect the 
labour market at the margin – for instance by 
introducing more flexible forms of employment 
contracts – while leaving a large share of workers 
unaffected. Labour market reforms should 
therefore be pursued in line with the Lisbon 
Strategy. They should be combined with reforms 
on product markets aimed at stimulating 
competition. A risk would be that the 
deceleration of the growth of the working-age 
population (turning into an outright decrease 
after 2011), which would lower unemployment in 
the short term, might induce governments to 
slow the pace of reforms, thereby deepening the 
existing segmentation between insiders and 
outsiders on the labour market. In fact, any 
improvement of labour markets in good times 
should be used to remove the remaining 
hindrances to the functioning of labour markets 
and exploit the leeway created by additional job 
opportunities to bring the outsiders back into the 
labour market. 


