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Abstract

Over the past one and a half decades the new Central and Eastern European member states
among the EU countries as well as the candidate countries experienced significant structural
change due to the transition to a market economy and increasing integration with the world
economy. One of the consequences of these changes was a substantial increase in regional
disparities. Sarting from a situation of an extremely equal distribution of economic activity
as measured for instance by employment rates and wages during socialism, these economies
developed regional disparities which parallel or even exceed those of many European

€Cconomies.

This development raises a number of issues relating to the causes for regional disparities, the
efficiency of labour market mechanisms such as wage flexibility, migration and new firm
creation in equilibrating regional labour markets and appropriate policies to deal with the
uneven development of regions. Assessing the differences and similarities in regional |abour
market conditions in transition countries, as well as the ability of labour markets to deal with
regional disparities, is thus of primary importance from an economic point of view, because
regional mismatch of workers and work opportunities may be a cause of high and persistent
unemployment in some countries. Thus policies designed to enhance regional adjustment may
be an important contribution to combating national unemployment. Analysing regional
disparities in the new member states and the candidate countries is also important because
the new member states will receive substantial structural funds transfers, which raises the

issue how these funds can be used efficiently.



Furthermore, with the accession of a number of countries to the European Union (EU) in
May 2004 and the envisioned further enlargement, a number of further policy issues arise.
These concern in particular the use and administration of EU structural funds, the optimal
timing of accession to the European Monetary Union (EMU) and the end of derogation
periods for freedom of movement of labour and services in accession. Analysing regional
developments in the new member states and candidate countries can provide important
insights on each of these issues. For instance, analysing regional labour market adjustment
mechanisms can provide insights both on the flexibility of labour markets, which is important
for an assessment of the viability of monetary unions as well as on the potential impact of

migration on sending and receiving regions.

Finally, high and persistent regional disparities may also have political repercussions which
go far beyond narrow economic analysis. These may reach as far as the disintegration of
existing countries (in particular when regional disparities are associated with ethnic or
national differentials). Thus understanding the causes and potential remedies of regional

disparitiesis also of a wider political importance.

This report summarizes the findings of the AccessLab project which focused on the
adjustment capability of regional labour markets in the new EU member states and the
Central and Eastern European candidate countries. We also present some data and
summarize existing literature. We find that large and persistent regional labour market
disparities developed in virtually all transition countries and that there is some evidence of
polarisation. Differences in starting conditions and market access seem to be the major
reasons for regional divergence in transition. Furthermore, regional wages are only sightly

more flexible than in many EU labour markets, inter-regional migration is low and capital

WIFO



seems to move towards high wage and low unemployment urban centres rather than to the
most backward regions. Policy should thus take a long run perspective on the existing
regional disparities, focus on removing barriers to mobility, review existing institutions for
implementing regional policy and aim at a close co-ordination of regional and labour mar ket

policy instruments.

After a short description of the data and regional breakdown of the countries considered in
section 2, section three presents some stylised facts concerning the development of regional
labour market disparities in new member states and candidate countries and summarises the
findings of the AccessLab project, concerning the causes for the marked differentiation of
living conditions among regions. We show that the marked divergence of labour market
conditions among regions in the new member states and candidate countries which led to
large and persistent regional labour market disparities in the last one and a half decades is
primarily a consequence of different starting conditions and market access among regions. In
consequence — from a policy perspective — regional problems are long run and may be
expected to persist over a longer time period in the future. Policies aiming at reducing
regional disparities should thus take a long run view on regional development in transition
countries. Much of the evidence suggests that the key problem of the most backward regions
in the candidate countries consists of a combination of a lacking capability of attracting
internal or external investments (and thus a failure to create new jobs) after a period of job
losses paired with a regional "lock in" of the resident population, which prevents people from

escaping from depressed regions.

The differences in regional labour market situation within countries, which are reviewed in

sections 4, support this view. The large and persistent regional labour market disparities
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which developed in virtually all new member states and candidate countries are primarily
determined by differencesin starting conditions and market access. Urban centres and border
regions have shown better regional development, while rural peripheral and in some
countries mono-industrial regions have fared worse. The regional problems of candidate
countries, however, do not seem to differ dramatically from those of other EU-15 countries.
As in the new EU member states the relevant comparative advantages of regions in new
member states and candidate countries are moving in the direction of high human capital. In
particular the substantial increases in returns to education in the new member states and
candidate countries suggest that the increased demand for better educated workers exceeded
the supply of such workers. Asin the old EU member states education policy and strategies to
implement life long learning are thus a key element in facilitating the adaptability of the

workforce in new member states and candidate countries.

Furthermore, the quality of regional infrastructure, the institutions of corporate control and
regional governance and the openness to foreign market (as measured by FDI and export
orientation of firms) are the most important determinants of enterprise level employment
growth at the regional level. Regional measures of the quality of infrastructure, corruption,
firm organisation and export openness wer e found to be significant determinants of firm level

employment growth in the candidate countries and new member states.

Aside from differences in education levels, infrastructure endowments and FDI a further
important determinant of the differentiation in regional prospects in the new member states
and candidate countries, structural change — which was pronouncedly more rapid than in
most mature market economies in these countries in the last decade — has been a cause of

regional differentiation of labour market outcomes. In section five we thus analyse the
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relationship between structural change and regional development. We argue that there is
little general indication that regions are becoming increasingly specialised in transition or
that industries have tended to concentrate. This is important because it implies that there is
little evidence of sectoral shocks becoming more asymmetric in terms of regional

devel opments.

We, however, also present results of the AccessLab project which suggest that regional
specifics (such as the above mentioned access to market potential, R&D intensity and
infrastructure endowment) are more important for regional growth than sectoral
specialisation. This indicates that both sectoral as well as macro-economic policies are
unlikely to reduce regional imbalances in CEE labour markets, what is heeded are regionally
differentiated regional development strategies based on regional compar ative advantages and
integrated with labour market policy. In particular the results suggest that changing labour
market institutions and directing policies at labour supply issues alone will not be fully
effective in reducing high unemployment rates in candidate countries. Labour market
ingtitutions do not differ so dramatically between the new member states and candidate
countries and EU 15 member states and the existing differences are incapable to explain
differences in labour market outcomes. Furthermore, fighting the disincentives to individual
adjustment which inevitably develop in low-wage environments, requires careful policies
addressing labour demand-side deficiencies and transaction costs, rather than aggregate
level policy such as changes in minimum wages and intervention aimed at labour supply

(such as changes in replacement ratios).

This focus, however, should not mask that institutional aspects of labour market governance

are till of importance. Our results suggest that relative to the early years of transition, where
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the major challenge for the set of countries analysed was in developing institutions typical for
the market economy, currently the challenge is with providing efficient implementation at all
levels of government and the development of effective corporate governance structures as
well as combating corruption. Again the results of the AccessLab project are indicative of the
foci that policies to address these issues could take. They suggest that delay in industrial
restructuring, poor governance at the local level and inefficient corporate governance
structures are an impediment to employment growth and job creation. In particular firm level
job creation depends mainly on internal firm organisation (size, ownership status and multi-
vs. single plant firms) and human capital endowment of managers. Issues of corporate
governance thus are important also from a labour market perspective since the incentive
structure of managers has a direct impact on firm level employment behaviour. Good

corporate governance also improves long run employment prospects.

Aside from this, however, strategies are needed to enhance job creation in depressed regions.
Many results in the AccessLab project indicate substantial heterogeneity in regional problems
in backward regions which range from lacking infrastructure over low human capital
endowments to problems of mono-industrialisation. We would thus also argue that there is a
need for differentiating regional policy even within countries, so that it can fit the individual

needs of regions.

Again the results of the AccessLab project suggest a number of types of regions that may be
"target groups’ in such a policy. Agricultural peripheral regions have been shown to suffer
most severely from low human capital endowments and bad infrastructure, individual

industrial regions — in particular those industrialised in socialist times — suffer from ongoing
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restructuring at the enterprise level and low R&D capacities and border regions at the new

external border of the EU have severe problems due to lacking access to relevant.

Furthermore, some scepticism concerning the potential of aggregate policies to reduce
regional disparities seems to be warranted. At least in the Hungarian minimum wage
experiment depressed regions were equally or more severely hit by the hike despite the fact
that some positive supply-side effects, as predicted in several theoretical models of the
minimum wage, are more likely to develop under conditions characteristic of such regions.
(Workers have higher probability of receiving unemployment benefits; the benefits replace a
larger fraction of their lost earnings; they have better than average access to informal second
jobs, are more severely constrained by fixed costs like travel-to-work expenses whereas
monopsonies are also more likely to occur.) The evidence thus suggests that even in these
regions the expected positive supply-side responses were more than offset by the elementary
cost effect of a move to a higher minimum wage. We thus conclude that as long as the
equilibrating mechanisms of the labour market work sluggishly, depressed regions face a
high risk of dipping to a low equilibrium state characterised by low participation and wages,
and massive reliance on social welfare. Thus a policy addressing the issues of regional
demand deficiencies and investments and an improved implementation of regional policy are

more likely to contribute to regional equality.

Given the large and persistent regional disparities in the new member states and candidate
countries the question arises to what degree region specific shocks can be absorbed through
the operation of labour market mechanisms in these countries. In section six we consider this
issue, which was the central focus of the AccessLab project. We find that hopes for regional

disparities to diminish automatically through the operation of market incentives seem to be
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rather bleak. Labour mobility is low in most new member states and candidate countries,
investments primarily go to regions which are already performing better and overall evidence
on wage flexibility suggests that wages are only dlightly more flexible in most transition
economies than in EU labour markets, which are often considered sclerotic and incapable to
adjust to asymmetric shocks. In general, as in many European labour markets, adjustment to
regional demand shocks takes the form of changes in participation rates, while migration and

capital mobility is ineffective in adjusting regional shocks.

This is important from a policy perspective because it suggests that without policy
interventions, depressed regions are unlikely to recover quickly, and that the classical policy
trade off of regional policy between equity and efficiency is more binding in the new member

states and candidate countries than current EU member states:

In principle two strategies to address this problem are conceivable. Thefirst isto bring "work
to the workers' by mobilising investments in the regions. The results of the AccessLab project
suggest that such a strategy — aside from subsidising investments in particularly backward
regions — could also consist of measures directed at infrastructure, human capital and R&D
development since these factors have been shown to be decisive for regional growth in the
new member states and candidate countries. Such a strategy, however, has a number of
unattractive features. In particular — aside from the substantial dead weight losses and
inefficiencies that inevitably arise from investment subsidies, — the evidence in the AccessLab
project indicate that regional problems in the candidate countries are long term and may be
expected to persist over a longer time period in the future. In consequence any such strategy

should not be expected to yield short term results. Experiences in the European Union suggest
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that rural development aswell as restructuring old industrial areasis a long term project and

may yield only limited results in the short term.

An alternative to this would be to accept regional disparities as a natural outcome of market
processes and to devote attention more to issues of efficiency rather than regional equity. In
the end effect this would imply strengthening the existing growth poles and thus increasing
regional disparities, at least initially. Clearly this would seem particularly tempting in many
new member states and candidate countries since it is more compatible with the goal of
aggregate (nation —wide) growth and avoids much of the inefficiencies generated by policies
of providing subsidies to backward regions. While these features may seem attractive, a
precondition for such a strategy to at least contribute to the goal of social (if not regional)
cohesion, is sufficient inter regional mobility of the work force, since workers in depressed
regions can only reap the benefits from the policy by moving to centres. In the absence of
mobility, focusing policy on growth polesin all likelihood will increase labour demand in low
unemployment regions, which cannot be satisfied through migrant labour from depressed
regions. Thus in the current low mobility context of new member states and candidate
countries, such a policy — while aggravating unemployment in the periphery — may be

counter productive by generating excess labour demand in centres— at least in the short run,

Clearly a policy that takes measures to remove barriers to migration in transition economies
in order to avoid the "poverty-cum-liquidity” trap (Bornhorst and Commander, 2004) in
which residents of more backward regions find themselves now, is needed in new member
states and candidate countries and should have a very high priority in all countries. The
results in the AccessLab project suggest that such a policy should take a relatively wide view

on migration barriers and would need to address housing market inefficiencies (in particular
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for rental housing), capital market inefficiencies (which may be at the root of liquidity
constraints in financing migration) and a range of wider ingtitutional measures. Furthermore,
policies should be targeted towards the groups of people, who have the greatest difficultiesin

adjusting to structural change

According to our results these target groups should be the members of ethnic minorities,
lowly qualified and long term unemployed. Furthermore, gender issues should be given some
priority in an attempt to retain the relatively favourable situation of women in employment
and participation of the new member states and candidate countries. Given the substantial
disadvantages of ethnic minorities found in the AccessLab project, we would, however, also
suggest that re-integrating these groups of persons into the labour market will require
integrated and long term strategies, which encompass not only active labour market policies,
but also target at reducing discrimination in other fields of life as well (e.g. in education and

housing).

In this respect the AccessLab project shows that minority issues are and will be a major issue
in the policy debate on social cohesion in the new member states as well as in the candidate
countries for some time to come. The findings, in sum, call for action in educational and
regional policies as well as in the enforcement of anti-discrimination laws. The degree and
nature of social exclusion demonstrated in the individual papers warns that the re-integration
of the Roma (in the CEES) as well as ethnic Russians (in the Balkans) should be given high
priority in an EU committed to social cohesion. Fighting school segregation seems

particularly important in order to block the inter-generational transmission of deprivation.

Our results also suggest that some policies directed at the enterprise sphere could improve

the adjustment capabilities of regions and in particular increase regional job creation rates.
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With the completion of the privatisation processes, the focus of technical assistance oriented
on firms performance and employment growth should, however, switch to skills enhancement,
since it seems to be primarily the complementarity of skills and management incentives that
have the largest impact to improve corporate governance. Furthermore, since small and
medium sized enterprises are important contributors to employment growth, focusing policies
of skill enhancement to foster the development of SMIE's may add substantially to alleviating
unemployment problems. In particular in depressed regions this could activate endogenous

development potentials.

Finally, in section seven we focus on the potential spatial impact of enlargement both on the
new member states as well as the incumbent countries of the European Union by summarising
results on the incidences of previous enlargements and European integrations. We focus on
the likely impacts of integration on border regions as well as the potential impacts of brain
drain on sending regions. We show that, based on previous experiences with EU-enlargement
and integration, fears of substantial brain drain through emigration from the new member
states may seem exaggerated, but that one may expect some wage increases in the regions
bordering on the EU in new member states, while effects on old member state regions can be
expected to be modest. Also we present evidence which suggests that existing patterns of
regional disparities will be reinforced through integration. Allowing for migration may,
however, impact negatively on labour market outcomes in the receiving countries border
regions, in particular when the competitiveness of these regions is low and labour markets

are sclerotic, asisfor instance the case in many Eastern German labour markets.

Furthermore, in a number of regions, enlargement will bring additional new challenges.

Benefits of integration to border regions accrue neither immediately nor automatically.
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Removing the barriers to integration through improving cross-border regional policy and
increasing integration as are foreseen in the framework of objective 111 in the next structural
funds period could potentially yield high rewards for regional development in candidate
countries and new member states. In particular the foreseen policies to improve the
ingtitutions delivering cross-border regional policies could be of high relevance in this

context.

Our findings, however, also imply that more eastern regions, at the new external border of the
EU, — which already belong to the most deprived regions in the EU, — will fall even further
behind. Given this expectation it seems that effective policies to address the problems of these
regions may have to be implemented. The principle options for such a policy could be either
to increase integration through exports and foreign direct investments — which have gone to
more Western regions in the new member states, — or to increase endogenous devel opment
potentials in the regions. While our results indicate that the first option may be more
promising in general, it seems unlikely that these easternmost regions of the EU will recover
from their adjustment problems rapidly since they are far from western European markets,
have a lower endowment with infrastructure and are often characterised by a number of

problems typical of many rural-peripheral regions.

In summary thus many of the policy relevant results in the AccessLab project resound themes
that are not too different from those discussed in the policy debate in the old EU. This
suggests that addressing regional labour market problems in the new member states and
candidate countries will not require a fundamental shift in the policy design of the European
Union. Certain themes (such as minority issues, enhancing mobility and increasing the

efficiency of regional policy), however, may receive more attention due to accession in the
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future. In addition the limited experience of many new member states and candidate countries
in European policy and in some cases limited capacities for implementation suggest that

programs should be kept simple and easy to implement.

Furthermore, both regional as well as national development in the new member states and
candidate countries will be shaped by the European Union’s policy stance concerning the
future path of integration followed. This influence will be particularly strongly felt in those
policy fields where under the accession agreement the new or existing member states took
over obligations to join the monetary union and to introduce freedom of movement of labour

of services.

With respect to monetary union the new member states under the stipulations of the accession
agreement are obliged to pursue the goal of joining the monetary union as soon as possible.
The earliest date for this membership could be after two years of membership in ERM 11, i.e.
in the year 2006. Fidrmuc (2005) argues that the results of the AccessLab project as well as
related literature suggest that in all likelihood the new member states of the European Union
are not an optimal currency area in terms of the criteria set up in the classic contributions of
the optimum currency area theory. Furthermore, he argues that new member states should
follow a “wait and see strategy” for monetary integration, in order to avoid the potential

risksinvolved in such a step.

We would argue that there are yet more reasons why the European Union should not insist on
a rapid monetary integration. In particular a substantial body of research suggests that
pressure on the side of the European Union to join monetary union rapidly, may lead to
excessively restrictive monetary and exchange rate policies, which may come into conflict

with the Unions goal of cohesion and growth. We would thus argue that in order to make
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accession successful both the commission and new member states should take a realistic
approach towards integration into the monetary union that takes due account of both the goal

of cohesion.

With respect to the current derogation periods on the freedom of movement of labour and
services the results suggest that from the point of view of the new member states the risks
associated with potential brain drain should not be overrated. Freedom of movement of
labour in all likelihood will not lead to the emigration of high skilled workers from the new
member states to the extent that this will have detrimental aggregate effects on the sending
country labour markets. This, however, does not preclude the possibility of some effects in
particular demographic groups, regions and/or sectors. In particular the results of the
AccessLab project suggest that the emigration of high skilled will attain quantitative
significance for the young, who either are looking for a first employment and/or education.
This suggests that adequate education policies and high demand for high skilled could reduce

therisks of brain drain effects.

Furthermore some results of the AccessLab project indicate that the freedom of movement of
labour involves some risks for regional labour markets of the old member states,- despite
increased welfare, — may hold the risk of increased unemployment and reduced employment
of natives in some regions. In particular these results suggest that benefits from integration
are hardest to achieve in regions which are structurally weak and not competitive and where
the market potential across the border islow. A number of our results suggest cases in which
particular policy intervention may be necessary. In particular rural-peripheral regions are
facing problems. Migration may further increase adjustment problems in these regions. A

number of old EU member states regions at the border to the CEEC in particular at the
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German-Polish border are characterised by such structural problems and relatively high
wages which impede on their competitiveness. This indicates that these regions may have
substantial labour market adjustments ahead of them. Increasing the flexibility of regional
labour markets and the adaptability of the work force in these regions may be an important

element in remedying the potential problems of these regions.

Furthermore, our results suggest that benefits to integration to border regions accrue neither
immediately nor automatically and that increased integration will reinforce tendencies of
divergence in the new member states and candidate countries. Thus some policy measures
may be needed to help the transitory adjustment problems of border regions. We would argue
that aside from posing institutional challenges to regional administrations, increased cross-
border co-operation will also necessitate a review of national policies which impede on

cross-border exchange.

In consequence in the field of migration as in issues relating to monetary union the
commission should take a realistic view. On the one hand increased incentives are necessary
to encourage old member states to liberalise their labour markets, on the other hand the
potential risks for individual sectors, regions and groups of the population involved in a
complete liberalisation should be minimised through appropriate policies at the European

level.
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I ntroduction

Over the past one and a half decades the new Central and Eastern European (CEE) member states
among the EU countries as well as the candidate countries experienced significant structural change
due to the transition to a market economy and increasing integration with the world economy. One of
the consequences of these changes was a substantial increase in regional disparities. Starting from a
situation of an extremely equal distribution of economic activity as measured for instance by
employment rates and wages during socialism, these economies developed regional disparities which

parallel or even exceed those of many European economies.

This development raises a number of issues relating to the causes for regional disparities, the
efficiency of labour market mechanisms such as wage flexibility, migration and new firm creation in
equilibrating regional labour markets and appropriate policies to dea with the uneven development of
regions. Assessing the differences and similarities in regional labour market conditions in transition
countries, as well as the ability of labour markets to deal with regional disparities, is thus of primary
importance. From an economic point of view regional disparities may be a cause of high and persistent
unemployment in some countries due to regional mismatch of workers and work opportunities. Thus
policies designed to enhance regional adjustment may be an important contribution to combating

national unemployment.

Furthermore, with the accession of a number of countries to the European Union (EU) in May 2004
and the envisioned further enlargement, a number of further policy issues arise. These concern in
particular the use and administration of EU structural funds, the optimal timing of accession to the
European Monetary Union (EMU) and the end of derogation periods for freedom of movement of
labour and services in accession. Analysing regional developments in the new member states and

candidate countries can provide important insights on each of these issues. For instance, analysing
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regional labour market adjustment mechanisms can provide insights both on the flexibility of labour
markets, which is important for an assessment of the viability of monetary unions as well as on the

potential impact of migration on sending and receiving regions.

Finaly, high and persistent regional disparities may also have palitical repercussions which go far
beyond narrow economic analysis. These may reach as far as the disintegration of existing countries
(in particular when regional disparities are associated with ethnic or national differentials).: Thus
understanding the causes and potential remedies of regional disparitiesis thus also of awider political

importance.

This paper focuses on regional labour market developments in the new CEE member states of the
European Union as well as the CEE candidate countries by summarising the findings of the AccessLab
project as well as considering other contributions to the literature and presenting some data. While the
set of countries covered by the AccessLab project is heterogeneous and substantial variation exists
among countries, our focus is on highlighting common trends and problems, while not masking the
heterogeneity among the countries considered. We focus on the extent and development of regiona
disparities in terms of unemployment and employment rates as well as differences in income between
regions and also treat in detail the mechanisms of regional labour market adjustment in the new

member states and candidate countries, which were the central focus of the AccessLab project.

After a short description of the data and regional breakdown of the countries considered in the next
section, section three presents some stylised facts concerning the development of regiona labour
market disparities in new member states and candidate countries and summarises the findings,
concerning the causes for the marked differentiation of living conditions among regions. Section four

considers the regional differences in labour market situation among region types within the new

! For instance Fidrmuc, Horvath and Fidrmuc (1999) argue that the economic reasons for disintegration of

Czechoslovakia were high regional disparities between what is now the Czech Republic and Slovakia
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member states and candidate countries as well as relative to EU (15) — member states. We suggest that
large and persistent regional labour market disparities developed in virtualy al new member states
and candidate countries and that there is some evidence of polarisation. Furthermore, differences in
starting conditions and market access seem to be the major reasons for regional divergence in
transition. Urban centres and border regions have shown better regional development, while rura

peripheral and in some countries mono-industria regions have fared worse.

Section five then considers the relationship between structural change and regiona development. We
argue that there is little general indication that regions are becoming increasingly speciaised in
transition or that industries have tended to concentrate. This is important because it implies that there
is little evidence of sectoral shocks becoming more asymmetric in terms of regional developments.
We, however, aso present results of the AccessLab project which suggest that regional specifics (such
as the above mentioned access to market potential, R&D intensity and infrastructure endowment) are
more important for regional growth than sectoral specialisation. This is of relevance because it
indicates that both sectoral as well as macro-economic policies are unlikely to reduce regiona

imbalances in CEE |abour markets.

Section six considers the results of the AccessLab project on the potential of labour market adjustment
mechanisms to equilibrate regional disparities. We find that hopes for regiona disparities to diminish
automatically through the operation of market incentives seem to be rather bleak. Labour mohility is
low in most new member states and candidate countries, investments primarily go to regions which are
adready performing better and overall evidence on wage flexibility suggests that wages are only
dlightly more flexible in most transition economies than in EU labour markets, which are often
considered sclerotic and incapable to adjust to asymmetric shocks. In general, as in many European
labour markets, adjustment to regional demand shocks takes the form of changes in participation rates,

while migration is ineffective in adjusting regional shocks. Again this is important from a policy
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perspective because it suggests that without policy interventions, depressed regions are unlikely to

recover quickly.

Finally, in section seven we focus on the potential spatial impact of enlargement on the new member
states of the European Union by summarising results on the incidences of previous enlargements and
European integrations. We focus on the likely impacts of integration on border regions and consider
the potentials impacts of brain drain on sending regions. We show that based on previous experiences
with EU-enlargement and integration fears of substantial brain drain through emigration from the new
member states may seem exaggerated but that one may expect some wage increases in the regions
bordering on the EU in new member states, while effects on old member state regions can be expected
to be modest. Also we present evidence which suggests that existing patterns of regiona disparities

will be reinforced through integration.

In sum thus the evidence collected in the AccessLab project — in combination with the literature
reviewed — imply that regional disparities in new member states and candidate countries in all
likelihood reflect long term influences on regiona development and are unlikely to disappear in the
short run. Furthermore, the results also suggest that integration will reinforce existing patterns of
regiona differentiation. Section eight thus draws policy conclusions by arguing that in new member
states and candidate countries the classical policy trade off between efficiency and equity — which
characterizes much of the regional policy debate in mature market economies — is likely to be more
binding. Since low internal migration rates and lacking capital mobility make it unlikely that the
population in peripheral regions is going to profit from efficiency oriented policy rapidly. We also
argue that in order to tackle the substantial regional labour market problems in new member states and
candidate countries, a coherent but regionaly differentiated regional policy will be needed and a

review of theinstitutions delivering regiona and labour market policy should be undertaken.
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Data

The primary focus the AccessLab project was on regional labour market developments of the new
CEE member states of European Union (EU) among the transition economies and the CEE accession
candidate countries to the EU. The primary data sources for the reports were the New Cronos data
base of the European Commission and the Regspec/AcessLab data base (see: lara et a, 2004 and lara
and Traistaru, 2003) assembled for the project. This data covers the new member states of the

European Union among the CEEC and two candidate countries (Bulgaria and Romania).?

These data sets provide information for different time periods and different regionalisations of the
countries considered (see table 1). This causes a number of data and methodological problems which
make direct comparisons of individual results across countries and or country groups as well as over
time difficult. These problems relate to the differences in regional size and autonomy of regional
governments, which suggest that differences between countries may be simply a result of differences
in geography and the ingtitutional situation in regions, changes in regionalisation during transition,
which make intertemporal comparison difficult, and to differences in datistical methods and

definitions over time and across countries, which also limit the possibility of comparison.

In particular the countries analysed differ substantialy among each other in geography, regional
autonomy granted to sub-national administrative bodies such as regional governments and their labour
market situation. Thus wide generalisations across countries and country groups may be misleading
when attempting to provide policy advice. For instance in some of the smaller countries even first tier
regions may cover territories of just over 100.000 inhabitants and some of these regions (as for

instance in the case of Slovenia) may not have any regional authorities. By contrast in the larger new

2 In addition in workpackages 4 and 5 a number of individual data sets were used.
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member states, such as Poland, regions may cover territories which exceed this population size by a
factor of four. Clearly such heterogeneity will have implications for the findings since heterogeneity
among regions increases as the regional break down analysed becomes smaller. For instance some of
the regional disparities found in Slovenia would clearly be missed if regions were made comparable to

Polish territories.

Table 1: Data Availability and regional Breakdown of countries

Country Tier of Regions Number of regions Average Time period for
Population per which datais
region available
Bulgaria NUTS I 28 309,162 a) 1991 — 1998
b) 1999 — 2003
Czech Republic (before 1998)" okresy 77 137,773 a) 1991 —1998
Czech Republic (after 1998) NUTS I 14 730,314 b) 1999 — 2003
Hungary NUTSIII 20 509,385 a) 1991 — 1998
b) 1999 — 2003
Poland (before 1998 Voivodships 49 779,248 a) 1991 — 1998
Poland (after 1998) NUTS I 41 792,226 b) 1999 — 2003
Romania NUTSIII 41 566,017 a) 1991 — 1998
b) 1999 — 2003
Estonia NUTSIII 5 305,306 a) 1991 — 1998
b) 1999 — 2003
Latvia NUTSIII 5 470,980 b) 1999 — 2003
Lithuania NUTS I 10 348,130 b) 1999 — 2003
Slovenia NUTSIII 12 165,784 a) 1991 — 1998
b) 1999 — 2003
Slovakia (until 1996) okresy 38 139,646 a) 1991 —1998
Slovakia (after 1996) NUTSIII 8 667,463 b) 1999 — 2003

Notes: @) RegSpec/AccesLab data base (see lara et al 2004) includes indicators on wages, unemployment rates and employment as well as
population b) New Cronos Database includes indicators on GDP per capita, unemployment rates and employment rates. *) before 1996 only
76 regions, NUTS = Nomenclature of Territorial Units for Statistics.

A further data problem making comparisons difficult is that the regional divisions in these countries
were repeatedly reformed during transition. This leads to complications in comparisons of regional
disparities over time. For instance in the Slovak Republic the current Nomenclature of Territoria
Unitsfor Statistics (NUTS) |1 and NUTS 111 regions replaced the old system. The pre-existing 38 third
tier regions were abolished and 76 new (NUTS IV) regions were introduced, so that data pre- and post

1996 cannot be made comparable. Furthermore, in Poland a new regionalisation — which is
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incomparable to the previous voivodships — was introduced in 1998. In other cases we were able to
overcome the changes in regionalisation since at least the lowest tier regions remained unchanged and
comparisons can either be conducted at this lower tier level (as in the Czech Republic): or some data
could be aggregated from lower tier level data (asin Slovenia before 1996). The most distinct break in
our data is that between the data from officiad Eurostat sources and the privately compiled
AccessLab/Regspec data set, however. While the first provides consistent information for most
candidate countries and new member states from the end of the 1990's onwards at the NUTS 11 and I11
level, the second provides information from the early 1990s to the late 1990's. Since Eurostat data
must be considered more reliable and comparable, we do not attempt to merge the two data sets for
this report, but provide statistics from the early 1990's from the Regspec/AccessLab data base and take

datafrom 1999 to the |l atest avail able from Eurostat.

Finally, data across countries and time is not always defined in equivalent ways and harmonisation of
regiona information on individual countries has progressed less far than data on the national level
Although we focus only on a very limited set of indicators this may have implications when
comparing data across countries in particular to the degree that administrative data such as registered

unemployment are influenced by national institutions.

While conscious of the problems associated with data, our approach to these problems in this summary
report is pragmatic. Our main aim is to use data available to highlight some of the common features of
regiona development by which transition countries have been characterised from a "bird's eye"
perspective and thus to provide a comparison against which the more detailed results of the AccessLab

project will be summarised. Furthermore, since this clearly holds the danger of over generalising

% However, even this comparison is made difficult by the introduction of an additional region in 1996 in the
Czech Republic.
* These caveats are most relevant for data on the early transition period, and are documented in more detail in

laraet a, 2004. We omit this description here, for reasons of brevity of the report.

WIFO



- 23 -

heterogeneous developments, we augment this summary with literature surveys of more detailed
individual country studies or cross-country comparisons in order to highlight the substantia

heterogeneity, which undoubtedly exists among candidate countries and new EU member states.
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Some Stylised Facts on Regional Development in Transition

Large and Increasing Regional Disparities

Despite the difficulties in comparing data across countries and time a number of similarities in
regional development exist among the countries covered in the AccessLab project. In particular
regiona disparities in the new member states and candidate countries are large, have increased over

time and have led to stable distribution of "winners' and "losers’ among regions.

Indeed regional disparities in unemployment rates, employment rates and GDP per capita levels are
comparable to those in many of the high unemployment countries in the EU. This is documented in
Table 2 which uses the most recent data available from the EU database. Differences between the
regions with the highest and the lowest unemployment rate exceeded a factor of 3 in the year 2003 in
al but the smallest transition countries (Slovenia, Latvia, and Lithuania) and Romania. GDP per
capitd levels ranged from 70 — 80% to up to over 200% of the national average in the magjority of
transition economies. Finally, employment rates also indicate a substantial differentiation of regions
with differences between maximum and minimum employment rates ranging from over 10 percentage

points to over 25 percentage points at the NUTS 111 level of regional aggregation.

WIFO



Table 2: Indicators of regional labour market disparitiesin transition economies at

NUTSIII level

Registered Unemployment Rate 2003

Bulgaria

Czech Republic
Hungary
Poland
Romania)
Estonia

Latvia
Lithuania
Slovenia
Slovakia

GDP per capita 2001 (In Euro)

Bulgaria

Czech Republic
Hungary
Poland
Romania
Estonia

Latvia
Lithuania
Slovenia
Slovakia

Employment rate 2000 (in % of total population)

Bulgaria

Czech Republic
Hungary
Poland
Romania
Estonia

Latvia
Lithuania
Slovenia
Slovakia

Source: Eurostat, New Cronos and Goskomstat. —*) Nuts 2.

Average

75
6.3
20.1
7.0
10.6
10.4
12.3
7.3
17.2

Average

1,669.3
6,233.3
4,854.8
4,843.3
1,891.4
4,041.5
3,424.6
9,976.0
4,386.3

Average

35.61
45.24
36.90
37.67
39.69
42.66
41.43

37.19
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Minimum

4.2
33
85
59
04
82
75
4.7
71

Minimum
(% of average)

714
81.9
65.5
67.2
60.2
65.8
67.9
78.2
59.3

Minimum

31.40
40.42
28.53
28.67

35.67
35.66
38.10

30.78

WIFO

Maximum

14.8
113
334

8.6
17.4
154
16.9
10.2
239

Maximum
(% of average)

214.9
2385
237.0
229.2
164.3
192.2
1555
152.5
214.7

Maximum

42.62
58.29
51.01
52.27

48.93
47.14
48.82

57.58

Coefficient of
Variation

0.401
0.311
0.258
0.148
0.322
0.227
0.204
0.298
0.363

Coefficient of
Variation

0.2692
0.3875
0.3656
0.3407
0.2292
0.4657
0.2417
0.1868
0.4470

Coefficient of
Variation

0.0778
0.0964
0.1507
0.1362
0.1199
0.0927
0.0710

0.2131

Capital City
Region

4.2
36
18.3

9.0
10.8
11.7

4.7

7.1

Capital City
Region

214.9
2385
237.0
164.3
192.2
1555
152.5
214.7

Capital City
Region

42.6
58.3
51.0

48.9
47.1
48.8

57.6
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Figure 1: Coefficient of Variation in Wages and Registered Unemployment rates in transition countries 1991/2-
1998
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Source: Regspec/AccessLab data base.

Figure 2: Coefficient of Variation in GDP per capita and Unemployment ratesin transition countries 1999-2001
(NUTSIII)
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Source: Eurostat, New Cronos and Goskomstat. — Romania at Nuts |1 level.

The development of these sizeable disparities is closely linked to the process of transition. In socialist
times regional disparities in wage and employment rates tended to be small. For instance as shown by
Huber and Palme (2001) the ratio of regions with the highest wages relative to that to the lowest
ranged at about 1.3 in the Czech Republic and at around 1.2 in Slovakia in the 1980s; once market
oriented reforms were undertaken regiona disparities quickly increased. To illustrate this, figures 1

and 2 display the coefficient of variation in regional unemployment rates and wages for the time
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period from 1992 to 1998 using the Regspec/AccessL ab data set and of unemployment rates and GDP

for the period from 1999 using the EU's New Cronos Data Base.5

As can be seen, the divergence of regions was particularly pronounced in the early transition period in
terms of wage levels which, when measured by the coefficient of variation, increased by over 50% in
countries such as Slovakia, Poland, the Czech Republic and Bulgaria and somewhat more modestly in
Hungary, Slovenia and Estonia.® The only exception is Romania, where regional wage disparities in
1991 were about the same as in 1998. Furthermore, regional disparities in per capita GDP levels are
still increasing in many of the transition countries for which we have data. Romania and Latvia were
the only countries which had lower GDP disparities in 2001 than in 1999. In all other countries
regiona disparities increased or stagnated (Hungary, Slovakia, and Poland) in the last three years (see

figure 2).’

Divergence of regional unemployment rates by contrast was somewhat less pronounced, but once
more in the maority of the countries analysed the coefficient of variation increased in the 1990 to
1998 period. The notable exceptions to this are the Czech Republic and Romania. In both these
countries regional disparities in unemployment rates decreased after some oscillation. In particular in

the Czech Republic thisis due to the statistical effect of extremely low average unemployment ratesin

® We give preference to the coefficient of variation because it is a dimensionless indicator, and thus is not
distorted by the scale of measurement. This is particularly important, when measuring regional disparities of
nominal values, since otherwise high inflation rates and changes in unit of measurement (such as currency
reforms) impact on measures of regional disparities. As areference Figure 1 is shown for the standard deviation
in the appendix, however.

® For the candidate countries and the new member states of the EU Boeri and Scarpetta, (1996) were among the
first to document the large increase in regional labour market disparities Smith (1998), Gorzelak (1996),
Petrakos (1996), Romisch (2002), present further evidence on these countries for unemployment, wages, GDP
per Capita.

" Differences in the magnitude of the coefficient of variation should not be over interpreted since these depend
strongly on the number and size of regions in a country and may thus reflect the differences in geography and

regionalisation.

WIFO



- 28 -

the beginning of transition on the coefficient of variation. Furthermore, in those countries where
unemployment rate disparities have increased in the last decade this process has almost come to a stop

and increases have been modest in all countries but Slovakia

Regional unemployment is also positively correlated with regional non-participation (in al countries
but Lithuania and Romania), indicating that at least some of the labour force is discouraged from
searching for employment (see EBRD, 2003). This suggests that the actual amount of labour which
could become available on markets when unemployment rates reduce could be underestimated by only
focusing on unemployment rates and thus that disparities in the degree of under — utilization of labour

are even higher than implied by the registered unemployment datareported in Table 2.

In summary divergence was the general tendency during the early transition period, magnitudes and
timing of this divergence process differed among countries. In particular in some of the early starters
to market oriented reforms such as Hungary or Slovenia divergence proceeded somewhat more slowly.
Furthermore, divergence in general was more pronounced in income indicators such as wages than in
regional unemployment and has preceded less dowly in many of the more advanced transition

economiesin recent years.

At the same time the ranking of regions in the spectrum of the distribution has remained relatively
stable. Thus regional disparities in wage and unemployment rate levels have been highly persistent
throughout transition. Regions showing better performance at the outset have aso tended to perform
better in later phases. Correlation coefficients between different indicators of regions' labour market
conditions (see: table 3) are high and significant in aimost all countries. Again there are, however,
some important exceptions. In particular in Bulgaria and Romania, which may be considered

countries, which were dightly slower in their reform process, there were some important changes in
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the regiona distribution of unemployment rates in particular in early transition. In Estonia similar

observations apply to wage levels®

Table 3: Correlation of unemployment rates, wages and Participation rates in the regions of transition countries

1992 — 1998
Correlation Registered Unemployment Rate Participation Rate” Wages
1992-1998 1992-1998 1992-1998

Bulgaria(NUTS 1) 0.46 - 0.89
Czech Republic (okres) 0.65 - 0.84
Hungary (NUTS 1) 0.90 0.86 0.91
Poland (old voivodships) 0.90 0.85 0.95
Romania (NUTS 1) 0.42 0.96 0.78
Estonia (NUTS 11)*1995-98 097 0.98 0.46
Latvia (NUTS 1) - -
Lithuania (NUTS I11) - -
Slovenia (NUTSI1I) - -
Slovakia (okres) 0.80 0.68 0.93

Source: Regspec/AccessLab, Goskomstat &) in % of total population.

Post 1999”
Registered Unemployment rate Participation Rate? GDP per capita
1999-2003 1999-2000 1999-2001

Bulgaria - 0.898 0.912
Czech Republic 0.853 0.971 0.999
Hungary 0.773% 0.994 0.975
Poland 0.837 0.995 0.990
Romania 0.1033) - 0.843
Estonia 0.977 0.976 0.999
Latvia 0.9153) 0.967 -
Lithuania 0.031 0.900 0.991
Slovenia 0.806 - 0.987
Slovakia 0.947 0.991 0.999

Source: Eurostat, New Cronos. —*) 2000/2003. %) Nuts 2. %) 2002/2003. &) In % of total population. b) all at NUTS 11 level, c) Oblast level.

This suggests that first of all the increasing regional disparities among regions are rooted in factors and

deficits lying in the period prior to transition, and second that regiona disparities may be of along run

8 In Huber (2003 in workpackage 2)we show that these coefficients of correlation are sightly lower in the
candidate countries than in EU15 member states, which suggests smaller persistence than in Western Europe.
Correlation coefficients for employment growth by contrast are in general insignificant for both candidate

countries and European member states.
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nature rather than a transitory phenomenon. Recent econometric evidence by Romisch (2002) for EU
accession candidate countries and new member states and Profit (1999) for the Czech Republic
supports this hypothesis. They find that divergence has been accompanied by an increased polarisation
of regions. The distribution of regional unemployment rates and GDP per capita has become
increasingly bi-modal with two distinct groups arising: One characterised by high unemployment and
relatively low income levels and another with low unemployment and high income levels. This
suggests that even though some of the divergence process may be transitory in the long run regions
may become clustered into distinct groups of prosperity: one covering ardatively small group of well

to do regions and another large group of relatively poor regions.

Table 4: Resident Population and Employment Share by Unemployment Rate Categories

less than 4.9% 5.0% t0 9.9% 10.0% to 14.9% 15.0% to 19.9% more than 20%
Share of Population living in regionsin..
Candidate Countries 6.1 15.6 4.7 235 10.1
EU Regions 247 41.6 20.6 6.4 6.6
Total 214 36.9 25.0 9.5 7.3
Share of Employment working in regionsin..
Candidate Countries 6.9 17.3 449 22.3 8.6
EU Regions 27.9 43.0 19.3 5.6 42
Total 243 38.6 23.6 84 5.0

Source: Gacsand Huber (2003) Notes: Data excluding Romania, Source Cronos.
These results are detailed in Gacs and Huber, (2003 in workpackage 2 of the AccessLab project).
Their results indicate that in general, candidate countries' regions have higher unemployment rates,
long-term unemployment and youth unemployment than EU member states but perform better than the
EU's average labour market in some respects. In particular, they have dightly higher participation rates
and significantly lower gender differences in both participation and unemployment than the EU
average. Also in most of the candidate countries analysed in this paper regional disparities are of about
similar or larger magnitudes as in the old EU member states, which suggests that these countries have

converged to typical European nations with respect to regional disparities.
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Furthermore, Gacs and Huber (2003) show that in comparison to old EU member states there isamore
pronounced tendency of polarisation in candidate countries and new member states and that
enlargement leads to an increase in the share of population living in high unemployment regionsin the
EU. Around 78% of the population (and around 75% of the workforce) of the candidate countries and
new member states lived in regions which had average unemployment rates exceeding 10% in the
period 1998 — 2001, and around one third of both the population and the workforce lived in regions
with an average unemployment rate in excess of 15% (see table 4). In EU member states by contrast
only around 13% of the population lived in regions where average unemployment rates (from 1998 to
2001) exceeded 15% and less than 10% worked in such regions. Integration of the candidate countries
(excluding Romania) would thus have increased the share of population living in such high

unemployment regions by around 8.8 percentage points.

Thus enlargement will lead to an increase in the number of regions that must be considered regions
with a high long run (or "natural") unemployment rate in the European Union. Given the experience of
high persistence in regional labour market conditions in most European countries it seems unlikely

that the problems of high unemployment regions will diminish rapidly.
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Differentiation of Regional Prospects

Differences in starting conditions and access to market potential are the most important causes for
divergence

Given the evidence of divergence in trangition, the high share of high unemployment regions and the
indication that labour market disparities are of along run nature, the question arises what have been
the causes for the differentiation of regional growth processes. A substantial body of research (see,
e.g., Barjak and Heimpold, 1999; Gorzelak, 1996, for Poland; Smith, 1998, and Bucek, 1999, for
Slovakia; Totev, 2000, for Bulgaria; Fazekas, 1996 for Hungary, Scarpetta and Huber, 1995; aswell as
EPRC, 2001, for the CEE 10) has gone into the search for these causes. This research in anaogy to the
literature on national development during transition has focused on three potential candidates for

differentiation of regional fortunesin transition.

1. Starting conditions have been repeatedly named as determinants of regional welfare: Regional

developments in transition can only be understood in the context of the legacies of the former
socialist system. For instance Smith (1998) in his account of regional disparities in sociaist
Slovakia shows that regions, which turned out with worse performance, were usualy
industrialised in the socidlist era. He argues that regiona policy in the socidist era, (which put
more emphasis on the goal of regiona equalisation and bringing work to the workers than is the
case in most market economies,) paired with the tendency of socialist industria policy to generate
large enterprises, led to a situation where new production locations were developed mostly as a
site for a plant of much larger firms. In consequence newly established plantsin peripheral regions
experiencing socialist industrialisation (as Smith 1998 terms this pattern) tended to serve low skill
assembly and production, only. Many did not have research and development, design or even
“sales’ functions (Smith, 1998). These enterprises were often controlled entirely from centres of

large firms in large cities and unsurprisingly were also the first to experience economic problems
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in transition. This was aggravated by the fact that often only one such large enterprise served one
community or even region. In a similar vein Dostal and Hampl (1994) document that 51% of all
Czech firms had their central office in Prague in the 1960s, that the vast mgjority of export firms
(that isfirms, which had the permission to export and import from western market economies) was

located in Prague and in the 1980s almost 60% of the R& D departments resided in the capital .

Integration into the world economy has also undoubtedly been an important driving force not only
of macro-economic but also of regional development in transition. This factor impacting on
regional development is, however, closaly linked to differences in starting conditions. In genera
regions with better starting conditions were al'so more capable to succeed in the more competitive
international markets. Substantial evidence (see Crozet and K oenig-Soubeyran, 2004 for Romania,
Bosco and Resimini, 2002 for a selection of transition economies, Spindrova, 2002 on Bulgaria)
suggests that in particular the new EU member states and candidate countries regions with better
market access to western economies experienced higher population growth, lower unemployment
rates and lower reductions in employment as well as higher GDP growth ratesin particular in early
transition. Border regions have profited from purchasing power inflows, foreign direct investments
and higher trade exposure. Capital cities have often attracted FDI as well as profited from
increased purchasing power and the substantial economic potential (in terms of R&D resources,

infrastructure and company headquarters).

Furthermore, the process of regional differentiation seems to have been closely associated with the
impulse given from foreign direct investments. A number of studies (Dostal, 1999, for the Czech
Republic, Fazekas, 2000 for Hungary) document the strong correlation between regiona

unemployment, employment and GDP growth and the inflow of foreign direct investment.

The impact of transition policies such as stabilisation, trade liberalisation and banking reform by

contrast has been less intensively researched, since in many of the smaller new member states and
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candidate countries most reforms have been conducted on a national rather than a regional scale.
The results avail able, however, suggest that the link between the speed of privatisation and net job
creation may be ambiguous. The reason for thisis that in regions with more rapid privatisation, job
destruction in old formerly state-owned enterprises was faster. This led to higher employment
losses. At the same time, however, job creation in new enterprises in these regions was higher.
This led to employment gains. Depending on which of these tendencies — higher job creation in
new enterprises or higher job destruction in state owned firms — prevailed, regions with more rapid
privatisation experienced higher or lower employment declines in transition (see Faggio and
Konings, 2003; and Duffy and Walsh, 2002). In consequence for most of the new member states
and candidate countries correlations between privatisation and employment growth are
ambiguous. Scarpetta (1995) finds ambiguous results concerning the impact of the private sector
share on unemployment levels, while Fazekas (1996) finds that an index of entrepreneurial
capacity® in a region reduces unemployment. Finaly, Sibley and Walsh (2002) find that in Poland
regions deemed to be further advanced in transition are also regions with higher internal regiona

disparities.

Furthermore, great care has to be taken in interpreting the causality of these results, since to the
degree that political decision makers will privatise enterprises with good growth prospects first, a
positive correlation between regional employment growth and fast privatisation may arise because
high employment growth facilitates privatisation and not because privatisation helps employment

growth.™

° This index is constructed from objective indicators of entrepreneurial activity as well as from more subjective
indicators on attitudes of the population.

19|t should be noted that similar arguments apply to the association between FDI and employment growth. To
the degree that foreign firms are more likely to invest in prosperous firms a positive correlation between FDI and

employment growth will be found even if FDI's are not causal to creating new jobs.
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The results of the AccessLab project reconfirm the important role of market access in shaping regional
growth experiences in candidate countries and new member states post transition. In workpackage 6
Egger, Huber and Pfaffermayr (2004) document a positive association between the rise of regiona
disparities and growth in foreign trade volumes. In genera in countries where foreign trade grew more
rapidly regional disparities also increased faster. lara (2004) finds that aside from sectoral
specialisation the export orientation of a region was the most important determinant of regional GDP
per capita growth in Hungary in the period 1995 — 2000. This is important because together with the
results of the literature, these results suggest that increased integration will lead to increasing rather

than reduced regiona disparities in the candidate countries and new member states.

Furthermore, results on enterprise behaviour in workpackage 5 of the AccessLab project highlight the
importance of regional structural characteristics as well asinstitutional differences such as governance
structure and corruption in determining the performance of enterprises in the new member states and

candidate countries. They show that:

1. The dominant position of the capital cities is also reflected in enterprise level adjustment
processes. According to Aidis and Mickiewicz (2004) location in capita city has a positive effect
on employment growth in particular for SMEs. This is consistent with the genera pattern of
regiona heterogeneity and with capital cities playing a role of outliers with high growth rates in
the economic development of the new EU member states, due to the political, economic and
administrative centralisation inherited from the command economy system and is consistent with

earlier findings (see aso: Mickiewicz and Bell, 2000).

2. Thevicinity to a high demand potential plays an important role in firm level employment growth
in candidate countries and new member states. This conclusion is reached in a number of
contributions to workpackage five of the AccessLab project. Links to foreign markets, (i.e.

exporting) play an important role supporting employment creation in SMEs (see Aidis and
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Mickiewicz, 2004). Furthermore, for Romania Telegdy (2004) shows that the link between
employment dynamics and the impact of the distance from the Western border (i.e. with Hungary),
which may be seen as a measure of distance from the key foreign market, has a highly significant
positive impact on firm level employment and wage growth. Furthermore, closeness to the
Western markets implies higher responsiveness of employment to wages and there is evidence that
regional growth is directly correlated to the employment behaviour of firms: better regiona

performance implies more employment growth on firm level, regardless of own characteristics.

The quality of regional infrastructure is an important determinant of enterprise level employment
growth. Regional measures of the quality of infrastructure were found to be significant
determinants of firm level employment growth in the contribution by Mickiewicz, Gerry and
Bishop (2004). Firms in regions with better infrastructure create more employment at least in

Poland.

The corporate control characteristics of enterprises are important determinants of the restructuring
efforts of firms and thus have a direct impact on regional labour market conditions and on wage
and employment dynamics of industria firms. State firms behave differently than privatised and
de novo firms. In addition, the characteristics of managers affect performance of large companies
in the new EU member states. Thisis found in the various contributions of Fidrmuc and Fidrmuc
(2004, 2004a and 2004b) for the Czech Republic and Slovakia. In particular their contributions
suggest that the appointment of new managers has important effects on firm performance. In
particular it is not the ownership change and a new set of incentives alone that affect the pattern of
adjustment in industrial companies, but a complementarity of these with the new managers
endowed with human capital, which matter for firm results. This is important because it suggests
that with the completion of the privatisation processes, the focus of technical assistance oriented

on firms performance and employment growth should switch to skills enhancement, since it seems
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to be primarily the complementarity of skills and management incentives that have the largest

impact to improve corporate governance.

Also, the quality of the institutional environment matters: corruption, both on the level of national
administration and on the level of regiona administration is detrimental to employment growth.
The conclusion of workpackage 5 is that differences in labour market ingtitutions between the new
and old EU member states cannot explain high unemployment rates in new member states (see:
Ederveen and Thissen, 2004). By contrast three more factors affecting subsequent unemployment
growth are important. These are (1) the delay in industrial restructuring (like in both Poland and
Slovakia), (2) increase in labour force (in particular Poland) and (3) poor governance at the local
level (see: Aidis and Mickiewicz 2004). In particular this last result underlines the importance of

good governance and most of all implementation of policies at all levels of government.

Finaly, it seems that fighting the disincentives to individual adjustment that inevitably develop in
low-wage environments requires careful policies addressing demand-side deficiencies and
transaction costs, rather than aggregate level policy intervention aimed at labour supply. This is
evidenced by Kertesi and Kdll¢'s (2004) study in workpackage 4 of the AccessLab project on the
natural experiment of doubling the minimum wage in Hungary 2001-2002, which was a
straightforward attempt to break low equilibrium by widening the gap between wages and
benefits. In extension of this result one could expect that other more macro oriented policies
directed at increasing search incentives for the unemployed (such as reductions in unemployment
benefit entitlements) are also unlikely to contribute to reducing high unemployment in particular
in regions with low labour demand. Kertesi and Kall6 (2004) find that although total employment
seems to have been only marginally affected, minimum wage increases in Hungary significantly
increased labour costs, reduced employment in the small firm sector, and adversely influenced the

job retention and job finding probabilities of low-wage workers. Furthermore, higher minimum
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wages a so seem to be an inefficient instrument in reducing regional disparities. Depressed regions
were equaly or more severely hit, suggesting that the demand-side reactions dominated
everywhere. While this suggests that higher minimum wages are unlikely to yield substantial
improvements in terms of unemployment, they may contribute to higher labour force participation
in some cases. Hazans (2004) in workpackage 4 of the AccessLab project finds some evidence that
increasing minimum wages led to higher participation and reduced the share of discouraged
workers in the workforce in Lithuania. In Estonia by contrast increased participation is only found

for teenagers and young males.

Capital cities and border regions have shown better performance, rural-peripheral regions have faced
considerable problems

Furthermore, one of the robust findings in the AccessLab project — as well as in the research on
regional development of transition economies in general — is the privileged role of urban
agglomerations (in particular capita cities) in regional development. This can be illustrated for a
subset of member states and candidate countries (Hungary, Czech Republic, Poland, Romania and
Bulgaria) by employing a taxonomy of the candidate countries regions developed by Scarpetta and
Huber (1995) which has been widely used in regiona labour market analysis in candidate countries
(see: Burda and Profit, 1996, Boeri and Scarpetta, 1996, Boeri and Terrell, 2002). This divides the
regional units of the countries analysed into industria, agricultural, urban (which also have the highest
share of service sector employment) and diverse regions (the latter can aso be interpreted as
peripheral regions)."* Table 5 (taken from Gacs and Huber, 2003a) reports the average participation
rates and unemployment rates relative to the national average in 1992 and 1998 in the respective
regions of the candidate countries. A value larger than one indicates that the average region of this

type has shown a value higher than the nationa average, while a value smaller than one indicates a

! These regions usually similarly to urban centres have a diverse economic structure, but are characterised by

substantially worse endowment with infrastructure and human capital.
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lower value than the national average. Urban regions — which account for a little over one-eighth of
the regions, but a higher share of population — have shown substantially smaller unemployment rates
and dightly higher participation rates throughout transition. This finding is broadly consistent with the
results of related literature: for instance Rutkowski and Przybyla (2002) show that a high share of

serviceindustriesis associated with higher regional hiring ratesin Poland.

Table 5: Regional Indicators relative to National Average by region Types

Participation Rates Registered Unemployment Rates Number of
(In % of total population) Regions

1992 1998 1992 1998
. . 0.90 0.95 0.93 1.03

Agricultural Regions (0.16) (0.14) (0.27) (0.39) 71
. . 097 0.98 0.99 111

Industrial Regions (0.14) (0.12) (0.39) (0.39) 61
. 1.10 104 0.67 0.73

Urban Regions (0.30) (0.19) (0.31) (0.33) 26
. 0.96 0.96 1.20 118

Other Regions (0.10) (0.09) (0.30) (0.29) 56

Note: Table reports unweighted averages (standard deviations) of variables normalised by national averages for candidate countries and new
member states' regions only (i.e. Bulgaria, Czech Republic, Hungary, Poland, Romania, Slovakia). Values in brackets are standard
deviations. Source: Gacs and Huber (2003a).

By contragt, peripheral agricultural regions have gone through difficult times during transition. In part
this can be explained by falling agricultural income in the transition countries which was caused by
adjustment to world market prices of both inputs and outputs, leading to higher input and lower output
prices. The European Commission (2001) for instance finds that poverty rates are particularly high in
rural areas of the EU member countries. Aside from high unemployment rates agricultural regions and
particularly "other diverse regions' are, however, characterised by below average participation rates
(see Table 5), suggesting that in these regions discrepancy between the officialy measured

unemployment and the actual underutilisation of labour may be particularly concentrated.
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Figure 3: Evolution of employment, unemployment rates and labour force participation in EU border regions
and the CEE average, 1992-1998
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Note: Figure reports unweighted averages (standard deviations) of variables normalised by national averages for candidate countries’ border
and non border regions only (border regions are regions bordering to the EU). Source: Gacs and Huber (2003a).

In part this finding may be traced to the lower quality of infrastructure found in agricultural and
peripheral regions and to lower levels of human capital endowments. Mickiewicz, Gerry and Bishop
(2004) in workpackage 5 of the AccessLab project show that firmsin regions with better infrastructure
create more employment at least in Poland and evidence aso suggests that in particular regions with
bad infrastructure and human capital endowments face particular problems with the outflow of
unemployed to employment. Again thisis consistent with other resultsin the literature: Rutkowski and
Przybyla, 2002 find that regional hiring rates are strongly correlated with both infrastructure measures

such as the number of telephone lines as well as human capital measures, although only human capital
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measures have a significant impact on hiring ratesin aregression analysis.

Labour market problemsin CEE regions are comparable to EU countries

Finally regional heterogeneity in labour market problems in the new member states and candidate
countries paralels that of the EU. In Gacs and Huber (2003) we collected information on 45 NUTS 11
regions of 9 candidate countries for the years 1998 to 2001 and the 184 NUTS Il regions of the 15
current EU member states for the same time period. We use the indicators used by the European
commission to evaluate the labour market situation in EU member states, (the employment rate (in
percent of total working age population), the gender difference in employment rates (as the ratio of
male employment to female employment rates) and the employment share of the elderly (employment
of those older than 55 relative to total employment) on the "employment” side. On the
"unemployment" side we focused on overall unemployment, gender difference in unemployment rates,
long-term unemployment (relative to total unemployment) and the unemployment rate of the young
(relative to tota labour force) as well as the participation rate and gender differences in participation
rate to perform a cluster analysis dividing both EU and candidate countries' regions into four groups.=
Our findings suggest that new member states and candidate countries are not characterised by

completely different regional labour market problems from those of the old EU member states.

12 Cluster analysis is a method from the "tool box" of explorative data analysis which allows to form groups
according to the criterion of greatest similarity in a the set of indicators: To conduct this analysis for each
indicator we subtracted the mean across regions and divided by the standard deviation for each observation (i.e.
Xi — Uy

X

with p, the (unweighted) mean of the indicator and oy its standard

we formed Z-values such that z; =

deviation across al European regions). Furthermore, we used squared Euclidean distances and average within
group linkage to define groups. To decide on the number of clusters reported we look at the distance between the

two merged clusters. We decided for 4 groupsin order to avoid an excessive amount of groups.
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Figure 4: Group Membership
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Note: Group 0 implies the respective region was not considered, Source: Gacs and Huber (2003)
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Table 6: Group Means and Summary Statistics on Cluster Membership of European labour Market Clusters

Group 1 Group 2 Group 3 Group 4
Unemployment rate 12.97 4.82 6.09 14.57
Y outh Unemployment 8.46 3.86 471 10.28
Long Term Unemployment 45.69 35.56 36.91 51.57
Employment Rate 58.64 65.60 69.23 52.82
Employment Rate of the elder 7.57 7.48 11.91 11.83
Gender differences in employment rate 0.82 0.70 0.81 0.55
Gender differences in unemployment rate 0.84 0.55 112 0.47

Number of regions from
New Member States”? and Candidate Countries 41 3 1 0
EU-Regions 38 37 71 38
of this Southern Europe 2 15 4 37
Total 81 55 76 75
Share of Population living in Clusters from...

Candidate Countries 93.92 4.62 1.46 0.00
EU-Regions 23.55 17.04 39.06 20.36
Total 36.28 14.79 32.25 16.68

Notes: a) Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, Slovenia, b) Bulgaria, Source: Gacs and Huber (2003).

The group where most of the candidate countries regions can be found is group one, which is
characterised by relatively high overall unemployment rates, sightly below average employment rates
and low employment of the elderly as well as low gender differences in both unemployment and
employment. Aside from regions of the new member states and candidate countries in Poland and
Eastern Hungary this group draws substantial membership from 38 EU regions, which are mostly
located France, Germany and Belgium. Thus these regions rather than southern European |abour

markets are the most comparable to new member states and candidate countries regions.

Further groups where new member state and candidate countries' regions are represented are groups
two and three. Three Czech regions are grouped into group two. This comprises the low
unemployment rate regions in Central and Northern Europe (Austria, Northern Italy, Netherlands, and
Belgium) as well as afew low unemployment southern European regions. Furthermore, this group has
employment rates only dlightly above average as well as low employment rates of the elder. Prague
(the capital city of the Czech Republic) is grouped into group three, which otherwise may be

considered a cluster of the northern labour markets of Sweden, Denmark and Great Britain as well as

WIFO



- 44 -

Germany. This group is characterised by only dlightly higher unemployment rates as cluster two, but

substantialy higher employment rates (in particular for the elder) and lower gender differences.

In consequence our analysis suggests that southern European labour markets, which have often been
viewed as the most comparabl e to candidate countries on account of their high unemployment may not
be the best comparison group from a wider labour market perspective. The southern European regions
of Italy, Spain and Greece are put in atogether different groups than the candidate countries, when
looking at the larger labour market situation. Most of the southern European regions end up in cluster
four. This is characterised by even higher unemployment rates as in the candidate countries, and
substantialy higher rates of youth and long term unemployment as well as lower participation and

employment population rates and extremely high gender differences.

Structural Change and Sectoral Specialisation
Structural change at the regional level was high in border regions

Aside from divergence and polarisation tendencies, transition has also been associated with substantia
structural change in the composition of employment in the last decade. Boeri and Terrel (2002) for
instance report that the private sector employment share in Central and Eastern European candidate
countries increased to 67.7% from virtually zero and that the share of services in tota employment
increased by 10.1 percentage points from 1989 to 1998. Mickiewicz (2001) finds that the employment
share of industry has decreased in virtually al transition countries but that there have been two distinct
forms of sectoral restructuring, which he terms the vertical path, where de-industrialisation has been
associated with an increasing share for the agricultural sector, and the horizontal path, where service
sector activity has replaced industria activity. The vertical path has been followed by countries such
as Romania, Russia and Ukraine, while the horizontal path characterises many of the more advanced
transition economies such as those of the Vysegrad-4 as well as Estonia and Croatia. Recently, Raiser,

Schaffer and Schuchhardt (2004) find similar results but suggest that the pace of structura change in
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the transition economies has slowed down in the later transition period. Finally, Mickiewicz and
Zalewska (2002) find that the determination with which of these pathsis followed seems to have been
strongly determined by the institutional reform path taken by the respective country. Econometric
evidence suggests that indicators developed by the EBRD concerning the extent of structural reforms
are important in predicting structural change in the candidate countries. In particular, successful
restructuring at micro level (resulting from ownership changes and implementation of efficient
corporate governance systems) seems to co-vary strongly with ‘efficient’ sectoral restructuring at the
macro level. This opens the question to what degree structural change at the regional level isrelated to

regiona disparities in the new member states and candidate countries.

In figure 5 we use data on sectoral employment shares from 1992 to 1998 in a limited number of
transition economies (Czech Republic, Hungary, Romania and Bulgarid) to document that structural
change has varied substantially across regions in early transition by plotting the structural turbulence
indicator'®. As can be seen in this figure sectoral employment shares shifted most dramatically in
regions closer to the west in both Hungary and the Czech Republic, while in both Romania and
Bulgaria a more even dispersion of such structural change emerged. Thus border regions — which aso
experienced better development in these countries — also seem to have experienced higher structural
change in the countries closest to the EU. By contrast, capital citiesin all countries range in the lower
part of the distribution, suggesting that these regions — although also having higher growth rates — did

not experience so much structural change.™

3 Thisis defined as half the sum of changes in sectoral (agriculture, industry and services) shares between 1992

and 1998 intheregioni.e. as sj =1/2% abs(sj;;—sjji_1) With s;; the share of sector i inregionj at timet. It takes
i

on values between 0 (no changes in shares) and 1 (complete change from one sector to another). It can be
interpreted as the minimum number of employees changing sector of employment within a given time period.
Y This result is primarily due to differences in starting conditions: As administrative centres capital cities already

before transition were characterised by relatively large service shares and low industrialisation. This limited the
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Figure 5: Regional — Sectoral Structural Change between 1992 and 1998

Source; Regspec/Accesslab, see Footnote 11, for definition of measurement of structural change.

These stylised facts are of particular interest for two reasons: First, during the last two decades there
has been a growing academic and policy interest in the spatial impact of economic integration, related
to a general concern that structural change accompanying economic integration is likely to result in
increasing regional specialisation and concentration of industrial activity, which in turn may cause
increased regiona disparities and may make regions vulnerable to asymmetric shocks. In such a case,

industry-wide demand shocks may become region-specific shocks and short-term adjustment costs

scope for structural change in these areas. Clearly, focusing on narrower industrial categories may also revea

higher structural change in large agglomerations.
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may be high if firms are closed or relocated.= Second, the substantial changes in sectora employment
shares in the time period considered raise the issue, to what degree sectoral specialisation determines

regiona development and to what degree genuinely regional factors are of importance

Regional specialisation has ambiguous effects on regional labour market devel opment

While the primary concern of the AccessLab project was with the latter question, the literature on
changes in regional speciaisation and concentration seems to suggest relatively few common stylised
facts concerning the relationship between regiona speciaisation and growth. Traistaru, Nijkamp and
Resmini (2002) investigate patterns of regiona speciadlisation and geographic concentration of
manufacturing industries and their determinants in new member states and candidate countries using
regional manufacturing employment data for the period 1990-1999. The overall finding, however, as
well as the existing country studies in their collective volume (see: Spindrova, 2002, Redei, 2002,
Traistaru and Pauna, 2002, Damijan and Kostevc 2002, Fainshtein and Lubenets, 2002) suggest few
common features. Regional specialisation has increased in Bulgaria and Romania, decreased in

Estonia and has not significantly changed in Hungary and Slovenia.

Furthermore, patterns are also relatively heterogeneous concerning the development of border regions.
Regions bordering the EU are found to be less speciaised than the national average in Estonia,
Hungary and Slovenia while they are more speciaised in Bulgaria. Regions bordering other accession
countries are found more specialised in Estonia and Hungary, while in Bulgaria and Romania these
regions are less specialised. Regions bordering other countries (non EU, non accession countries) have
become more specialised with the exception of Romania. Non border regions are less specialised in

Bulgaria and Hungary and more specialised in Romania and Slovenia. High regional specialisation

>This point has been forcefully made in the literature by so called "new economic geography” models such asin
Fujita, Krugman and Venables (1998).
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may however be associated with bad economic performance. Diversified regions perform better

according to the results in Traistaru, Nijkamp and Longhi (2002).

There is, however, a stronger link between regional characteristics and location of industries. Again
Traistaru, Nijkamp and Longhi (2002) find that industries with high economies of scale, high
technological standards and high wages are concentrated, while industries with low technological
standards and low wages are dispersed. The results of the econometric estimation of determinants of
manufacturing location suggest that regional location patterns broadly follow the expectations of
economic theory and that both factor endowments and geographical proximity to industria centres
explain the economic geography of manufacturing in new member states and candidate countries.
Labour intensive industries tend to locate in regions with labour abundance, while regions endowed
with researchers attract research intensive industries. Industries with large economies of scale tend to
locate in regions close to industrial centres (the capital cities in Bulgaria, Romania and Hungary;

European markets in the cases of Estonia, Hungary and Romania).

Regional differences are more important in explaining employment outcomes than sectoral
developments

The results of the AccessLab project extend on this last finding by suggesting that regional factors
such as market access, infrastructure and R& D potentials are more important in shaping labour market
developments in new member states candidate countries than sectora specialisation. Traistaru and
Wolf (2003) in workpackage 2 of the AccessLab project investigate and explain regiona differentials
in employment changes. They find that over the period 1990 — 1999 employment in the industrial
sector declined in all candidate countries but Hungary, Slovakia and Poland, while employment in
agriculture increased in Bulgaria and Romania. Using a shift-share method this paper finds that the
variance of regional employment change is driven amost entirely by region-specific factors, while
regiona specialisation and regional competitiveness play only a minor role in explaining regional

employment change differentials. Employment change differentials are uniform across sectors and
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vary across regions. Regions lagging behind thus suffer from uniform employment growth
differentials across sectors and shocks are regiona rather than industry-specific. According to
Traistaru and Wolff (2002) regional factors account for between 70% and 90% of the total variance of

regiona employment growth in the candidate countries.

National rather than regiona factors are more important for explaining differences in regiona
unemployment rates and participation rates among the candidate countries' regions, however, (see:
Huber and Gacs, 2003 in workpackage 2 of the AccessLab project). These results together with the
findings of Traistaru and Wolff (2003) suggest that, while regional idiosyncratic shocks are more
important in determining regional development of employment, when it comes to how these shocks
are absorbed in the labour market (i.e. wage changes, unemployment or participation), national factors
seem to be important. This hypothesis is also supported by the econometric analysis undertaken by
Huber and Gacs (2003a) in workpackage 2 of the AccessLab project which shows that idiosyncratic
region specific developments of unemployment and participation rates are of a smaller importance in
first round candidate countries (but larger in second round candidate countries) than in EU member
states. The candidate countries have, however, experienced larger region specific shocks to

employment.
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The Adjustment Capability of regional labour marketsin Transition

Asin most European labour markets a substantial part of regional adjustment is borne through
participation decisionsin the new member states and candidate countries

Aside from posing questions concerning the causes for long run differences in growth paths the high
regiona labour market disparities in transition economies also pose the question to what degree the
mechanisms of regional equalisation on labour markets such as migration, wage flexibility,
investments and changes in labour force participation can be considered viable in reducing differences
in regiona labour market outcomes. The central objective of the AccessLab project was to identify
these mechanisms of regional adjustment in the new member states and candidate countries. Overall
the results suggest that regional |abour markets in the new member states and the candidate countries
are typical European labour markets in many respects. In particular as in the EU, and in contrast to
non-European OECD member states, adjustments in the participation rate play an important role and
adjustments in migration a small role. The simulations presented in Gacs and Huber (2003a) in
Workpackage 2 of the AccessLab project suggest that in the short run around 70% of a unit region
specific shock to labour demand is accommodated through changes in labour supply in the new
member states and around 20% is accommodated through changes in unemployment, the remainder of
10% is adjusted through migration. Thisis comparable to the stylised facts found in many EU studies,
but differs significantly from non-European countries where migration accounts for a much larger

share of the adjustment (see Table 7).

Quantity adjustments such as changes in participation rates and unemployment rates, however, are
dlightly less persistent in candidate countries and new member states than in the old EU member
states, so that unemployment and participation rates return more rapidly to their long run levels
following an adverse shock. This seems to be a very robust result. Huber, (2003) Gacs and Huber

(2003a) and Biittner (2003) in Workpackage 2 of the AccessLab project al suggest that persistence of
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regiona unemployment rates is lower than in EU member states, in particular in first round candidate
countries. In both first and second round candidate countries persistence in participation rates is lower
than in EU member states. Furthermore, the evidence presented in Gacs and Huber (2003a) suggests
that region specific shocks lead to a slightly higher long run change in employment at least in the new

member states.

Table 7: Comparison of Shares of Shock Accommodated by Alternative Variables in the Literature

Employment Rate Participation Rate Net Migration

Europe (1975 — 1987, 51 Regions) 22 75 4
Spain* (1976 — 1994, 17 regions) 36 23 41
Sweden (1966 — 1993, 24 regions) 8 26 66
Finland (1976 — 2000, 11 regions) 27 65 8
Netherlands* (1993 — 1999, 18 regions)** 14 74 12
Belgium (1970 — 1995, 3 Regions)? —4t022 3t033 451099
Germany (8 regions, 27 years) 12 93 -5
Italy (11 regions, 27 years) 37 62 1
UK (11 regions, 27 years) 12 91 -3
US (1978 — 1990, 51 States) 34 26 40
Australia (1978 — 1997, 7 States) 20 40 40
Accessl ab Results

Member States 35 68 -3
Candidate Countries overall (200 regions) 16 71 12
First Round (1992 — 1998, 141 regions) 10 69 21
Second Round (1992 — 1998, 69 regions) 54 76 —41

Sources: Decressin and Fatas (1995) for Europe, Jimeno and Bentolila (1998) for Spain, Fredrickson (1998) for Sweden, Pekkala and
Kangashartju (2002) for Finland, Boersma and van Dijk (2002) for the Netherlands, Deglaigle and Lohest (1999) for Belgium, Blachard and
Katz (1992) for US and Debelle and Vickery (1998) for Australia Fatas (2000) for Germany, Italy, UK (approximate figures estimated from
graphs)* Quarterly Data, ** First quarter a) separate for each of three regions. Own results are based on single equation robust Arellano-
Bond estimations of log relative employment, log relative participation rate (participation rate defined as labour force to total regional
population) and log relative employment rate where relative refers to relative to the CEEC average. Hungarian data from 1992 to 1997
employment growth and participation rate for Germany 1989 — 1994 Excluding overseas territories (Acores and Madeira).

Comparison of the above results with existing empirical evidence on the United States and other non-
European OECD countries (see: Gacs and Huber, 2003a) suggests, however, that both participation
rates and unemployment rates are more persistent than in the more flexible labour market
environments of the US. Thus rdative to non-European OECD countries the regiona labour markets

of the new member states and candidate countries seem as inflexible as most EU |abour markets.

There are aso some important regiona differences in labour market adjustment (see table 8). In

particular, some of the differences between high and low unemployment rate regions are attributable
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to differences in the adjustment of regions to shocks in labour demand. High unemployment rate
regions are characterised by larger (mostly negative) shocks to labour demand, a higher persistence of
these shocks, and larger adjustment through unemployment rates rather than migration. Furthermore,
urban regions are characterised by a very high persistence of the (mostly positive) shocks to labour
demand, while in agricultural regions a substantial part of the adjustment is carried by changes in

unemployment rates.

Table 8: Dynamic Behaviour of Employment and first year Adjustment by Region types

Size of % of shock % of shock  Share of shock accommodated in the first

Shock remaining remaining year by...
after One after three
year t=2 yearst=4
Employment Participatio Net
Rate n Rate Migration

Non Border Regions 0.056 90 94 19 72 9
Agricultural Regions 0.057 62 64 46 71 -19
Industrial Regions 0.052 78 79 28 74 -2
Urban Regions 0.053 100 100 7 68 25
Low unemployment regions 0.049 68 69 24 74 2
High unemployment regions 0.062 81 79 45 75 -20

Note: German employment growth and participation rate 1989 — 1994, excluding Portuguese overseas territories (Acores and Madeira)
Hungarian data from 1992 to 1997.high unemployment rate regions = regions with unemployment rates in excess of 10% in 1998; Low
unemployment rate regions = regions with unemployment rates lower than 7% in 1998. Regional typology for candidate countries according
to Scarpetta and Huber. Results for region types refer to candidate countries regions only.

In summary this suggests that in transition economies the regions hit most severely by employment
losses, show little sign of recovering by increased job creation and that adjustment via labour market
participation plays an important role in new member states and new candidate countries. Thisis also

found by Bornhorst and Commander (2004).

Migration islow in transition countries and has fallen despite increasing regional disparities

One of the most outstanding features of the regional labour markets in the new member states and
candidate countries, however, is the low inter regional migration even reative to the EU15 member
states (see table 9). Fidrmuc (2003 in workpackage 3) comparing internal migration in the Czech

Republic, Poland, Hungary, Slovakia and Slovenia with that in Italy, Spain, the Netherlands and
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Germany concludes that migration islittle effective in reducing regiona disparitiesin the new member
states and candidate countries. Ederveen and Bardsley (2003 in workpackage 3) finds evidence that
after controlling for methodological and data construction differences between studies, migration in
the candidate countriesis less reactive in particular to differencesin unemployment rates. Huber (2004
in workpackage 4) finds that migration is less reactive to regiona disparities in accession countries
than in EU-15 states. If reaction to disparities were similar gross migration should increase by 10 to 50

per cent and net migration by afactor of between 2 and 10.

Table 9: Migration indicators by country and year

Gross MigrationRates” Net Migration Rates” Share of net Migration”

1992 1999 1992 1999 1992 1999
Czech Republic 0.57 0.50 0.009 0.063 1.64 12.61
Estonia 0.87 0.53 0.203 0.024 23.24 4.64
Hungary 1.49 1.32 0.094 0.04 6.30 411
Poland® 037 0.29 0.053 0.033 14.48 11.20
Romania na 1.23 na 0.013 na 1.09
Slovenia na 0.30 n.a 0.021 na 7.15
Slovakia” n.a 0.22 na 0.023 n.a 10.25

Notes: Gross and net migration rates are measured in % of the population. Gross migration is the share of people moving across regional
borders within the country in a year. Net migration is calculated as half the sum if absolute values of net migration across regions, the share
of net migration is the ratio of net to gross migration a) Polish data for 1992 are 1990 figures b) Slovak data are from the year 2000. n.a. —
data not available 1) Figures are in %. Source: Eurostat New Cronos, Huber 2004.

This said there seems to be some important variance across countries. While in most of the countries
analysed by Fidrmuc (2003 in workpackage 3) low migration rates are the rule, Hazans (2003a in
workpackage 3) finds that in the Baltic countries migration rates are relatively high by international
standards, Cseres Gergeley (2002) finds higher short distance moves in Hungary, and Kallai (2003 in
workpackage 3) shows that in Romania migration rates are comparable to those found in many of the

more flexible western European Labour markets.

Furthermore, results also show that migration rates in the candidate countries have fallen substantially
in the decade after the 1990's and thus relative to the socidist era athough regional disparities have
widened. Indeed this "stylized fact" seems to apply even more ubiquoudy than low migration rates

themselves. Fidrmuc (2003 in workpackage 3) for the big centra European candidate countries,
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Hazans (2004a in workpackage 3) for the Baltic states and Kallai (2004 in workpackage 3) for
Romania all find this decline in migration rates. The major difference is that in some countries (in
particular in the Baltic Countries) this decline ends shortly after transition, while in others (in

particular in the CEEC) this decline continues well into the mid 1990's.

Finally, the scarce evidence on commuting — which may serve as a substitute for migration — available
in the transition economies does not seem to indicate that thisis a viable aternative. Boeri, Burda and
Ko6ll6 (1998) cite evidence that in Hungary migration in excess of 20 kilometres could cost as much as
the minimum wage and travelling more than 50 kilometres would cost more than the average wage in
Hungary, while Hazans (2003) finds that in the Baltic countries between 23% (Estonia and Lithuania)
and 19.3% (Latvia) of the full time employees commute across municipal borders. This seems small
given that commuting is measured across communal borders. Hazans (2003), however also finds that

commuting has contributed to reducing regional labour market disparities.

In the framework of the AccessLab project Bartusz (2004) analyses the commuting behaviour of
Hungarian job finders. He finds that travel to work costs severely constrain the commuting distance of
unemployed workers in Hungary. Long-distance commuting seems conditional on employers
contribution to travel to work costs with only 15 per cent of the commuters self-financing their travels.
Estimating a model of commuting decisions, he finds that travel to work costs limit the distance of

self-financed commuting to 20 km with women and 50 km with men.*

'® |n Austria for instance — which is a country where commuting is difficult due to geographic conditions in
many areas, — around 42% of the employed (i.e. double as high a share) commuted across communal bordersin
1991.

! These findings are similar to those of earlier research by Kertesi (2001), who found that commuting costs tend
to lock low-wage workers into high-unemployment villages while high-educated residents are able to access

urban labour markets.
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Liquidity constraints, housing market imperfections and the changesin migrant behaviour seemto be
the most important factors accounting for low migration

Low and falling migration in the face of large regional disparities in terms of regiona income and
unemployment rates in the candidate countries present somewhat of a puzzle. According to standard
economic theory (see Todaro, 1969, and Harris and Todaro, 1970) migrants move from places with
low expected income to regions with high expected income in order to maximise their lifetime utility.
Therefore, high regiona disparities should increase the incentive to migrate rather than lower
migration. Although some studies in the AccessLab project (e.g. Hazans 2004afor Latvia and Fidrmuc
and Huber (2003) for the Czech Republic) find evidence of an increasing responsiveness of migration
to wages, explanations for these low and declining migration rates are needed if policy isto effectively
increase migration. A number of such explanations have been put forward and were analysed in the

context of the AccessLab project:

e Fird, it has been argued (see: Faini et a, 1997) that spatial matching in labour markets may be
less efficient in Europe. In particular if job searchers in the labour market face a substantially
higher probability of being hired (per unit of time spent searching) in their region of residence,
than in a region, where they do not live, and migration costs are high, low rates of migration
despite large regiona disparities may be an equilibrium outcome (see: Mohlo, 2001). This
hypothesis finds some indirect empirical support in the case study on the Czech Republic by
Huber and Fidrmuc (2003) which finds that distance has become a more important deterrent to

migration and that migration rates have declined most severely over long distance categories.

e Second, and closely related, skill mismatch in may be an important element. New jobs are
created mainly in the service sector in urban regions, these jobs may require skills not

available to unemployed blue collar workersin other regions.
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Third, policy interventions as provided through socia and regional policy have been
considered potential culprits for low migration rates. To the extent that such transfers provide
additional disposable income primarily to depressed regions, this will countervail existing
unemployment and wage disparities, thereby reducing migration incentives. Huber (2003ain
workpackage 3) addresses this issue by analysing the cross country variation in internal of
migration rates in the candidate and EU countries. He finds only mixed support. While the
replacement rate of national unemployment benefit systems is not robustly correlated with the
internal migration rates, his anaysis also suggests that higher degrees of employment

protection are robustly associated with lower internal migration rates.

Fourth, aside from government support other unmeasured income components, such as black
market income or income from subsistence farming may induce labour market searchers to
stay at home rather than move elsewhere in the country. Such income will tend to reduce
emigration from high unemployment (low wage) regions, if the share of unmeasured income
components is higher in these regions than elsewhere. In this case actua disparities will be
smaller than measured income and unemployment disparities. Again Huber (2003a in
workpackage 3) addresses this issue and finds little support that this could explain cross
country differences in migration rates. Measures of the extent of the black market are not

robustly correlated with cross country differences in internal migration rates.

Fifth, inefficiencies in the housing markets could have led to decreasing migration (see: Faini
et a, 1997). This may be the case in particular in countries where rent controls are important
and taxation of housing transactions is high. The evidence on the impact of this factor
collected in workpackage 3 of the AccessLab project suggests that housing supply
considerations may represent less of an impediment to migration in candidate countries.

Hazans (2003a in workpackage 3) finds that commuting and migration are complements rather
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than substitutes (i.e. high migration is associated with high commuting in the same direction
rather than vice versa) in the Baltic countries, which suggests that migration is not foregone
due to the unavailability of housing. Huber and Fidrmuc (2004) as well as Kallai (2003) in
workpackage 3 find little evidence of a significant effect of housing availability on bilatera

migration rates in the Czech Republic and Romania, respectively.

These results, however, pertain only to indicators of aggregate housing availability. When
moving to structure of housing availability Huber (2003a) shows that for EU member states
high shares of owner occupied housing belong to the most important correlates of low
migration rates in EU member states and Fidrmuc and Huber (2003) also find that ownership
of either own housing and or weekend houses seems to limit willingness to migrate. While
these results require some corroboration before jumping to strong policy conclusions this
suggests capital and housing market inefficiencies seem to play some role in explaining low
migration in the candidate countries and that improved human capital will increase the

adaptability of the workforce.™®

e Sixth, high nation-wide unemployment rates may discourage internal migration, as they
indicate falling probability of finding employment. This factor, however, seemsto play only a
minor role in explaining declining migration rates in candidate countries. Huber and Fidrmuc
(2003 in workpackage 3) show that increasing aggregate unemployment rates are uncorrel ated
with the fal of Czech migration rates in the late 1990's after controlling for other factors

impacting on migration.

'8 The hypothesis that the structure of housing supply and institutional factors in the housing market act as an
impediment to migration is also suggested in Hegediis (2004). He argues that the lack of private rental housing,
local government interventions and lacking transparency of housing prices are the major deficiencies of the

housing market in Hungary.
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e Seventh, the context of transition draws attention to the fact that low migration rates may
reflect differences between short and long term developments and changes in migrant
behaviour. In particular, it may be that current wage and unemployment disparities do not
fully reflect the regions long-term economic prospects. This can best be exemplified at the
hands of transition economies. In these countries, in the early 1990's the heavy-industry and
mining districts were among high wage regions and reported unemployment rates only sightly
above the nationa average. Subsequently, these districts were hit disproportionately hard by
the reform-induced shocks. To the extent that inhabitants had rational expectations concerning
the extent of this upcoming decline, maximising future expected income may have involved
moving even despite low wage disparities between sending and receiving regions. Indeed
changes in behaviour and expectations seem to have been an important aspect to account for
the decline in migration rates in the 1990's. Huber and Fidrmuc's (2003 in workpackage 3)
case study suggest that the decline in migration is entirely due to changes in behaviour among

migrants

e Eighth, in particular in the context of candidate countries, where income levels are
substantialy lower than in the EU, liquidity constraints could play an important role in
shaping low migration rates. Kalla (2003 in workpackage 3) provides some evidence
concerning the importance of this aspect of migration.*®

In summary these findings suggest that low migration rates are one of the major obstacles to

equalisation of regional disparities as well as to effective absorption of asymmetric shocks in the

9 A further reason for the declining rates of migration could be changes in the registration behaviour of
individual. There are, however, reasons to doubt this. First the decline is continuous, which suggests that at |east
it is not the result of an abrupt policy change. Second, in some countries the decline starts already before changes
in registration legidation start and third, and most importantly, in those cases where migration by distance is
available (e.g. Fidrmuc and Huber, 2003 and Huber 2004 in workpackages 3 and 4 of the AccessLab project) the

declineis amost fully accounted for by the reduction in moves over a distance of 100 kilometres .
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candidate countries. The results, however, also suggest that low internal migration rates in the
candidate countries have a wide range of reasons of which housing and capital market imperfections,
are probably the most important but in which spatial matching and labour market institutions as well

as changing migrant behaviour aso have aroleto play.

Wage flexibility is only slightly higher than in old EU-countries

Most studies that have attempted to empirically analyse wage determination in regional labour markets
in transition economies focus on the elasticity of regional wages with respect to some measure of
regional labour demand such as the unemployment rate. Within this framework there are two
competing approaches. One class of studies follows the wage curve approach (see Blanchflower and
Oswald, 1994) where the cross-sectional variance in variables is used to assess the impact of
unemployment on wages, and second models use the longitudinal variance in data (i.e. the notion of

Phillips Curves) (see Baddeley, Martin and Tyler, 2000).

Most of the evidence concerning the reaction of wages to regional unemployment rates in transition
countries has been based on the wage curve approach. Results have been mixed. Boeri and Scarpetta
(1996) find correctly (negatively) signed but insignificant parameters when estimating equations that
relate regional wage change to changes or levels of unemployment rates, and Commader and McHale
(1995) report ambiguous results for the Visegrad countries. By contrast, Kertesi and Koll6 (1995),
using smaller regional units, and Kertesi and K6ll6 (1997), using individua data for Hungary, find a
significant negative impact of unemployment levels on regional wages and present evidence that the
elasticity has increased in the course of transition. Kallai and Traistaru (2001) report a significant
impact of unemployment rates on wages in a wide variety of specifications for Romania, while Duffy
and Walsh (2001) find robust elasticities of wage levels with respect to unemployment rates using

both Polish regional aswell as individual datafrom 1991 to 1996 of around —0.1.
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The contributions of the AccessLab project extend this literature in three ways: First they compare the

new member states and the candidate countries to the old EU member state. Second, they analyse in

detail the regional interaction in wage setting. Third they provide evidence on the role of regiona

labour market conditions on the adjustment of wages and employment at the firm level. The results

indicate that:

1)

2)

Wages in the candidate countries are dightly more responsive to regional labour market conditions
in the new member states and candidate countries than in the EU. Following different
methodologies, both Huber (2003) and Bittner (2003) in workpackage 2 of the AccessLab project
find that wages are more responsive to regional labour market conditions in the new member
states candidate countries than in the EU. In consequence this evidence suggests that although
there is some variance across countries, wage responsiveness to regional unemployment rates is
about comparable (and in some countries even dlightly higher than in many EU countries). This,
however, should not be taken as a sign of high flexibility, since EU countries themselves are
known to have alow responsiveness of wage levels to regional unemployment rates. Furthermore,
amore detailed country specific analysis by lara and Traistaru (2003 in workpackage 2), suggests,
that there is substantial heterogeneity across candidate countries. Wage flexibility is particularly
high in Hungary, Poland and in Bulgaria, while in Romania wages do not seem to respond to
regional labour market conditions at all.

In contrast to the findings of much of the literature on the EU, spatial interactions in wage setting
and labour market conditions seem to be rdatively unimportant in new member states and
candidate countries. lara and Traistaru (2003 in workpackage 2) find that spatial interaction effects
play an important role only in Hungary. In addition, Gacs and Huber (2003 in workpackage 2) find
that the labour market position of neighbouring regions has little explicative power for
determining a regions labour market situation and Huber (2003) shows that nation wide

unemployment rates have a weaker impact on regional wage changes in the candidate countries
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and new member states than in the EU15 member states. This is indicative of the low spatial
mobility found in new member states and candidate countries as documented in the results above.
Since internal migration in the candidate countriesis low, the unemployment rates of neighbouring
regions have little impact on the wage bargaining process in the home region and labour market

conditions are largely independent of vicinity effects.

Table 10: Sudies on regional response of wages to unemployment rates

Countries Dependent Elasticity with respect to unemployment rate
variable

Kallai and Traistaru (2001) Romania Wage level 0.13t0-0.25

Duffy and Walsh (2001) Poland Wage level 0.16t0-0.11

Huber (2002) CzechR Wage change Elasticity with respect to unemployment ratesis slightly
Slovak R. higher in candidate countries than in the EU, the elasticity
Poland with respect to national unemployment ratesis lower in
Hungary candidate countries

Kertesi and K6l16 (1997) Hungary Wage levels Unemployment rate has significant negative impact on

wage level
Kertesi and Kol16 (1995) Hungary Wage levels Unemployment rate has significant negative impact on
(ind. data) wage level

Boeri and Scarpetta (1996) Czech R. Wage change Coefficients of change in unemployment are insignificant
Hungary
Poland
Slovak R.

Commander and Hale (1995) Vysegrad Wage level Thereis substantial heterogeneity among countries, results
Countries are ambiguous

Buttner (2004) Czech wage level regional unemployment rate is significant and correctly
Republic signed in Bulgaria, Czech Republic; Hungary; Poland
Poland Slovakiaand Slovenia
Hungary In these countries generally wage flexibility is higher in
Estonia CEE than in Italy or Germany
Romania
Slovakia
Slovenia

lara and Traistaru (2004) Bulgaria wage level Significant negative impact of regional unemployment rate
Hungary inall countries but Romania
Poland
Romania

Source: Burda, Boeri, K6l6 (1998), own research.

3) Firm reactions to regional labour market conditions seem to be relatively high but vary
substantially among firm types. Again this finding is highly robust across the countries analysed
and is found in Mickiewicz, Garry and Bishop (2004), K6ll6 and Mickiewicz (2004) as well as
Telegdy (2004) for Hungary, Poland and Romania, respectively in workpackage 5 of the
AccessLab project. In particular wage dynamics in the state firms are highly sensitive to regiona

unemployment, unlike the private sector firms. This result is consistent with findings for the
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earlier transition period, in the literature and indicates that wage curve effects may have been
evolving over time in countries, which undergo ownership transformations. We thus expect the
unemployment elasticity of wages to decrease as a result of the privatisation process. In addition,
it was found that it is the change in local unemployment, not the level of unemployment, which
affects wage behaviour more significantly. In particular, where local unemployment is growing,
the wages are becoming more sensitive to the sales’employee measure. The tentative interpretation
is that the bargaining power of workers is affected by the changes in outside option. Finaly, firm
level wages are also influenced by regiona wages. We find significant and positive regional wage

coefficients in wage regressions.

In sum wage flexibility in the new member states and candidate is lower than in the more flexible non-
European OECD labour markets and there are reasons to believe that in reaction to continuing

restructuring wage responsiveness may even fall in the future.

Members of ethnic minorities and lowly qualified have the largest difficultiesin adjusting

Aside from differentiations concerning the adjustment behaviour of individua firm types, adjustment
capabilities differ widely among individual groups of workers. In particular discrimination on ethnic
grounds hampers regiona labour market adjustment in the candidate countries and may be considered
an important element causing regional "lock-in" of members of ethnic minorities. The region’s
division by ethnicity, language and religion manifested itself in severa ways since 1989 even
including inter-ethnic hostilities. The EU accession countries experienced less of the open conflicts but
several of them have to cope with severe inequalities related to ethnicity. Hungary, Slovakia and the
Czech Republic have sizeable Roma minorities living in underclass conditions and facing several
times higher unemployment rates than do the non-Roma. The Baltic States through their large Russian

minority are also challenged by a minority problem that is unparalleled in its scope and nature within
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the former EU. Roma are the largest low status ethnic minority of Central Europe and the Balkans, and

their deprivation represents one of the region’s most severe social problems.

Using survey data the Kertesi (2004) in his in-depth analysis of the exclusion from the labour market
of Hungary’s sizeable Roma community (accounting for about 6 per cent of the country’s population)
in workpackage 4 of the AccessLab project suggests that under socialism (1984) 75 per cent of the
Roma adults were steadily employed in large industrial organisations rather than traditional Gypsy
occupations. By 1994 their employment ratio fell to 35 per cent and remained at that level until
recently.”® The study demonstrates that those staying in employment also have shorter job spells.
About half of the employment gap can be attributed to lower education of the Roma, and their regiona
affiliation adds a further compositional effect. Industry-specific shocks do not explain the residual gap
given that the Roma were not over-represented in industries severely exposed to the transition shock.
Both the time path and the regional patterns of Roma unemployment suggest, however, that they were
"crowded out’ by majority workers on a massive scale. Roma employment started to decline prior to
1989 as Hungary introduced a series of market institutions and hardened the enterprises’ budget
constraints. The bias against Roma workers also appears in their relative employment rates across
regions. The employment gap between the Roma and the non-Roma sharply increases with the local

unemployment rate - an observation that is hard to reconcile with non-discriminatory practices.

Segregation in education also seems to play a role in transmitting the disadvantageous position of
ethnic Russians in Estonia and, less clearly, Lithuania?! For the Baltic countries Smith (2004)
identifies substantial ethnic earnings wage gaps in Estonia and Latvia, and lower returns to human

capitd for members of the Russian minority in Estonia . In Estonia the bulk of the earnings gap is

% The 2001 Census, for instance, suggested that the Roma population’s employment ratio fell short of 1/3 of the
country’ s aggregate employment ratio.
2! According to newer results based on data with exact wages rather than intervals, ethnic earnings gaps

(although smaller), however, also exist in Lithuania.
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attributable to differential returns to human capital. The case is different in Romania where Andren,
Earle and Sapatoru (2004) workpackage 4 of the AccessLab project find no statistically significant
gaps in returns to human capital comparing ethnic Romanians, Hungarian and Germans. In particular
their findings on the Romanian labour market refute the hypothesis that minorities' higher potential to

migrate leads to higher wages and/or higher returns to human capital.

Aside from discrimination on ethnic grounds marked differentiations exist for |abour market outcomes
among different groups, which suggest substantial room for micro-oriented labour market policies. In
particular returns to education increased dramatically during transition, which caused wage inequality
to increase substantially. Furthermore lowly qualified workers are the main group with the largest
difficulties in adjusting to labour market shocks. Andren, Earle and Sapatoru (2004) workpackage 4 of
the AccessLab project find that in Romania returns to schooling increased from 4% in socialist times
to 8.5% in 2000 and Smith (20044) workpackage 4 of the AccessLab project finds similar stylised
facts concerning household income in the Baltic countries. Addressing a number of aternative
hypotheses concerning the increase in returns to schooling Andren, Earle and Sapatoru (2004)
conclude that the high productivity of school-based skills (pre- and post-transition alike) in

restructuring and entrepreneurial activities played key rolein the doubling of returns to education.

Low skilled workers are, however, also found to be disadvantaged in a number of further respects
relevant to their labour market adjustment. They are likely to have the lowest willingness to migrate
(see Fidrmuc and Huber 2004 workpackage 4 of the AccessLab project ) and have lower chances to
participate in the labour market (see: Hazans 2004c workpackage 4 of the AccessLab project ). While
this finding is in accordance with much of the literature on labour market adjustment in the old EU
member states it does suggest that issues of the education of the workforce are an important aspect in

facilitating regional labour market adjustment.
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Finally some evidence also suggests that gender differences in labour market outcomes may be further
reason for regional lock in labour markets. In particular Bartus (2004 workpackage 4 of the AccessLab
project ) finds that commuting distances of Hungarian job finders are lower for females than for males.
Furthermore, Hazans (2004c workpackage 4 of the AccessLab project ) estimating separate models for
females and males finds that that inactive females are most likely to be discouraged if they have
secondary general and secondary vocational education (in Estonia also vocational without secondary).
Thus these groups are also the most likely to be accessible to policies addressed at mobilising inactive

parts of the workforce.

Thus in summary the results of the AccessLab project suggest that the perspectives for labour market
adjustment mechanisms to equilibrate the regional disparities in the future seem relatively bleak.
Migration is low in candidate countries and wage flexibility is only dlightly higher. Most of the
adjustment burden on the labour market has to be carried by changes in participation and
unemployment rates. Furthermore, the evidence suggests that this macro-level rigidity is concentrated
in particular population groups such as members of ethnic minorities, less qualified and in the case of
spatial mobility women. In consequence it has to be expected that labour market adjustments will

contribute little to reducing regional disparitiesin future.

Capital mobility is unlikely to contribute to regional equalisation

In textbook economic models labour market adjustments are, however, only one mechanism by which
regiona differences can be diminished. An dternative method could be capital mobility. If capital is
mobile but labour is not, increased investments into low cost (or equivalently low wage) regions may
provide a subgtitute mechanism for regiona equilibration through migration. This prediction of
standard theory, however, rests on a number of rather restrictive assumptions. More redlistic theories
of regional development such as the new economic geography models (see Fujita, Krugman and

Venables, 1999) often argue that a firms location decision is shaped by centripetal (agglomerative) as
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well as centrifugal (disagglomerative) forces. Agglomerative forces such as localised supply and
demand networks, internal and external economies of scale, human capital spillovers and specialised
infrastructure lead to higher productivity in centres of production and may compensate firms for
higher wage (and land) costs, and thus creating incentives for firms to locate in economic centres.
Disagglomerative tendencies such as the desire of firms to reduce wage and land costs, escape from
high competition in central places and to serve immobile workers demand at low transport costs, by
contrast, create incentives for firms to locate in the periphery. Thus even with high wage flexibility
and capital mobility, new investments will not automatically flow to depressed regions. Much rather

the direction of capital flows depends on whether agglomerative or disagglomerative forces prevail.

Figure 6: Share of total number of foreign owned firmslocated in Capital Citiesin 1998 (in %)

Slovenia 21.77

|

Romania 58.84

Estonia 73.85

Bulgaria 52.79
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Source; AccessLab/Regspec.

While capital mobility was not a topic in the AccessLab project the evidence available on firm
location in transition economies suggests that agglomeration forces prevail. Recent studies suggest

that FDI — while having a positive impact on a region's wage and employment growth — has remained
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concentrated in particular on capital cities and other centres of economic activity as well as region's
closer to western European borders. For instance Fazekas (2000) provides an account of how FDI

went primarily to Budapest and more Western regionsin Hungary.

Similar stylised facts apply to other transition economies. In Figure 6 we plot the share of total FDI
located in the region of the capital city.» While this data is on the number of enterprises and may thus
digtort findings relative to figures based on capital invested or employment at foreign owned firms, it
is highly suggestive. In al of the countries but Slovenia — where the smallness and proximity to
western European markets may have led to a more dispersed structure of FDI — at least over one half
and up to almost three quarters of FDIs are concentrated in capital cities. This suggests that foreign
investors prefer high wage central locations, to more depressed low cost regions as location of
production in transition economies.

Table 11: Correlation of changesin enterprise numbers and investments with regional wage and unemployment
levelsin 1994

Dependent variable Percentage change in number of Enterprises between 1994 and 1999 Investments 1995 to 2000
(NUTSIII Level) @ (in % of GDP 1995 at
NUTSII Level) ?
Correlation with Wages (1994) Unemployment Rates (1994) GDP per Capita (1995)
Including Excluding Excluding
Capitals Capitals Including Capitals Capitals
Bulgaria 0.49 0.37 -0.37 -0.27
Czech Republic - - - - 0.17
Estonia 0.78 0.49 -0.39 0.32
Hungary 0.31 0.05 -0.32 -0.22 0.75
Poland (1998-2000) - - - - 0.83
Slovakia - - - - 051
Slovenia 0.18 0.35 -0.53 -0.58

Source: a) AcessLab/RegSpec b) Eurostat NewCronos.

Similarly domestic investments seem to be unlikely to compensate for the concentration of FDI. This
is evidenced in Table 11 where for a small group of countries for which we have data available we
correlate the percentage change in the number of domestic firms between 1994 and 1999 with the

wage levels and unemployment rates prevailing at the beginning of the period (i.e. 1994) and for

%2 \We would like to thank Iulia Traistaru for providing the data used in this section.
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another group we use Eurostat data at NUTS Il level to correlate regional investments in the period
1995-2000 (as a percentage of 1995 GDP) with GDP per capita of the regions at the beginning of the

time period (i.e. 1995).

We find that in all countries (with the exception of Estonia) the net change in enterprises over this
period is positively correlated with the wage level at the beginning of the period and negatively with
the unemployment rate. Although these correlation coefficients are insignificant this implies that new
enterprise formation was higher in high wage and low unemployment regions than in low wage and
high unemployment regions. Similarly, for investment rates we find a negative correlation between
initial GDP per capita and investment rates for Slovakia, only. Thus in the majority of countries
investment rates were higher in regions with higher initial GDP per capita. In summary this evidence,
thus suggests that capital mobility is unlikely to lead to reduced regional disparities in transition

countries.
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What can one expect from Integration?

Aside from research on labour market adjustment in the new member states and candidate countries a
further focus of the AccessLab project was on the potential repercussions of accession on regiona
development both in the new member states as well as the incumbent countries. In particular the
project considered two potential routes along which such repercussions could occur. On the one hand
we used the experience of German unification to analyse the potential consegquences brain drain on
new member states. This is of particular relevance because a number of studies find that the skill
composition of migrants favours emigration of highly skilled both in the national as well as the
international context. Given this situation one of the potential risks associated with enlargement is a

loss in human capital stock and thus long run growth potential in the newly acceding countries.

On the other hand, we focus on the potential impacts of integration on border regions by using
previous experiences of European enlargement as well as German unification. This is important
because border regions are usualy considered more strongly affected by integration than inland
regions. The traditional cross-border flows of trade, migration and FDI's, influence these regions more
strongly, since they are distance dependent, and certain cross-border activities such as commuting,
cross-border shopping and cross-border rendering of services with limited market areas, only impact

on border regions.

The experience of German unification suggests that "Brain Drain" may cause only slightly slower
regional growth

Aside from the concerns of old member states concerning the potential impact of migrants on their
labour markets (see Boeri and Briicker, 2001) one of the central concernsrelated to migration issuesin
the accession negotiations was the potential emigration of highly qualified workers from the new
member states. It was repeatedly stressed by both experts as well as policy makers that this could lead

to "brain drain”, which in turn would cause a reduction in growth in these countries. In the AccessLab
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project Briicker and Triibswetter (2003 and 2004) use the experience of German unification to gauge
the effects of migration on the sending countries. This is a particularly interesting example in the
context of enlargement, since it represents the only example of a formerly planned economy that was

fully integrated into a market economy.

The results of these studies suggest a modest potential for brain drain effects in new member states
and candidate countries. In particular Briickers and Tribswetters (2003) contribution on the skill
composition of the East-West migrants in Germany in workpackage 3 of the AccessLab project shows
that, if one focuses on the economically active (i.e. excludes students and job starters), migrants from
East-Germany have a qualification profile, which is not any higher than that of East German residents.
Results suggest that the high education of migrants results primarily from mobility of young, well-
educated East Germans migrating to find their first employment or education. This is important
because it suggest that the major impediment to attracting well-educated workers in East-Germany
(and by analogy in regions characterised by peripherality and weak economic development) is a lack

of provision of adequate jobs and education, rather than the emigration of the working educated.

Bricker and Tribswetters (2003) results, however, also suggest that migrants from East Germany are
also more highly skilled concerning unobserved characteristics. (1.e. that migrants from East Germany
tend to perform better in west German labour markets that observationally equivalent East German
and West German citizen that did not migrate)) This suggests that as held by much of traditional
migration theory athough the most educated may not end up migrating, among narrowly defined

educational groups the most able migrate.

The consequences of this selectivity of migration with respect to education may have implications for
the sending regions. Briicker and Tribswetters (2004 in workpackage 4 of the AccessLab project) find
some indication of a negative effect of "brain drain" for the immobile residents of a region. East

German workers can realise higher wage growth if there is a high share of highly qualified in the same
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digtrict and a lower emigration of highly qualified out of this district. For immobile workers in sending

regions it would thus be preferable to restrain qualified worker from migrating.

Extending these results to enlargement suggests that the concerns with respect to potential "brain
drain" from the accession candidate countries and new member states may have less empirical support
than often argued in the popular debate. If emigration of highly qualified will occur it islikely that this
will primarily involve young persons either moving to their first job or to receive education. This
expectation is also supported by the research on internal migration in the candidate countries. For
instance Hazans (2003) finds that while among the population at large (i.e. including the economically
inactive) higher educated workers have a higher propensity to migrate in Estonia, but that among
employees there is no significantly higher probability of migration among the better educated and
Huber and Fidrmuc (2004) show that students have the highest willingness to migrate for jobs.
Migration of the highly qualified both in an international and a national context thus primarily reflects
the search of educated for adequate higher education and work places. Furthermore, the potential
effects of brain drain on wage growth seem to be limited. According to the results in Bricker and
Tribswetter (2004) an emigration rate of high skilled which is by one percentage points higher than

the average in aregion would lead to areduction in wage growth by 0.3%.

Labour market effects on border regions of existing EU member states are likely to be small, while
border regionsin new member states can expect substantial gains

A second concern in the public debate on EU-enlargement has been the effects of integration on
border regions. In this case the net effects were heavily disputed. On the one hand, concerns were
often voiced about potential negative wage and employment effects due to increased competitive
pressures as well as capital and labour mobility. On the other hand, it was repeatedly argued that
integration alleviates the disadvantages of limited market access in border regions and should thus

have particularly favourable effects.
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Recent economic theories in the tradition of “geography and trade” models, suggest that determining,
whether border regions are positively or negatively affected from integration may be difficult to assess
from a purely theoretical perspective. In these models the combination of increasing returns and
localised externalities as well as agglomeration and transport costs leads to two countervailing effects
when cross border transport costs are reduced (which is a synonym for increased integration in these
models). On the one hand the increased demand potential leads to border regions becoming more
attractive locations for production, because alarger demand potential can be accessed at low transport
costs after integration. On the other hand this "market access effect” is countervailed by a "market
crowding effect” which arises because firms located across the border will now also have improved
access to the home market. This, ceteris paribus, will create incentives to move production away from

the border in order to escape from more severe competition.

Recent theoretical contributions (such as Crozet and Koenig-Soubeyran, 2004) suggest that the
likelihood of beneficia effects on border regions increases the smaller are the pre-existing centresin a
country, the higher is the relative cost advantage of border regions in accessing new markets, the
higher is the market potential across the border, the lower is the competitiveness of regions across the
border, the lower is the extent of mobility of factors within the country and the lower is the share of
mobile sectors in a country. Finaly, ingtitutional aspects of integration may be of importance. In
particular western European in contrast to North American integration has been characterised by

alowing for migration.

Theory thus suggests that the effects of integration on border regions may be highly specific to the
case studied. Recent empirical evidence corroborates this suggestion. For instance Hanson (1996,
1997 and 1998) finds that trade liberalisation and integration of Mexico led to more rapid wage and
employment growth in Mexican border regions, but finds no effects on US production. This may be

attributed to the fact that the Mexican market potential was to small to matter relative to the sizeable
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US market. Similarly, the few studies on European integration which focus primarily on the opening
of Central and Eastern Europe or German unification in the 1990's (see Niebuhr and Stiller, 2004 and
van Houtem 2004 for surveys) find that investments and firm start-ups in border regions have been

only weakly affected by trade liberalisation.

In the framework of the AccessLab project three case studies on the effects of integration of border
regions and the regional distribution of economic activity were conducted. These case studies include
analyses of:: the effects of previous EU enlargements on employment, wage and population growth as
well as investment rates, the effect of German unification on the former border regions on western
German regional |abour markets in the time period from 1987 to 2000 and the effect of the opening of
candidate countries in the 1990s on gross and net employment changes and firm creation in border

regions of Austria. The results of these case studies suggest that:

1. In contrast to the effects of North American integration, which has moved industrial production in
Mexico nearer to the border, effects of European Integration on border regions are more difficult
to find, in genera. In the European context integration seems to have a neutral effect on the
regional distribution of economic activity, although examples of positive effects (which, however,
are often small) and even negative effects on some border regions can be found. For instance the
analysis of previous enlargements of the European Union by Greece, Spain and Portugal and
Northern Enlargement by Huber (2004b in workpackage 6) shows that over a seven year period
after enlargement few significant effects relative to the period before accession can be found. But
some evidence of higher wage and investment growth in border regions can be found over longer
observation periods. The Austrian experience after the opening of Centra and Eastern Europe
after 1989 by Huber (2004a in workpackage 6) by contrast shows that integration has had
insignificant effects on firm creation but a small positive effect on employment growth, which is
owed to reduced job destruction in border regions and in the case of German unification analysed

by Buttner and Rincke (2004 in workpackage 6) border regions were characterised by a fal in
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relative wage position and an increase in unemployment, even after controlling for the reduction in

investment subsidies in these regions.

There is some evidence that integration effects may vary over time and regions. Concerning
differences over time periods evidence on previous enlargements (see Huber 2004b in
workpackage 6) suggests that border regions do not immediately profit from integration, but that
in the long run increased wages may be aresult of integration for incumbent countries. Concerning
differencesin region types, theory would suggest that border regions with alarger market potential
and a weaker competition effect across the border, a high relative cost advantage in accessing the
market potential and low migration and capital mobility across the borders, should be more likely
to profit from integration. The empirical papers presented in workpackage 6 find some evidence
for this prediction. In particular the case study on Austria by Huber (2004a) finds significant
effects only for the immediate border regions, that is those regions having the highest relative cost

advantage in accessing the market.

Despite these small effects of previous integrations on European border regions, borders still are
an important impediment to economic activity. The estimates of border effects in the wage
structure presented by Pfaffermayr, Huber and Wolfmayr-Schnitzer (2004) suggest that
neighbours within the EU15 but in different countries affect each others wages significantly, but
that for the EU15 regions the purchasing power of Non-EU15 regions is still an unimportant
determinant of the wage level. Thus there are till significant border effects between EU15 and

non-EU15 countries.

The returns to reducing border effects could be high. Huber, Pfaffermayr and Wolfmayr-Schnitzer
(2004 in workpackage 6) estimate that wage effects due to a reduction of cross border transaction
costs (border effects) in the process of EU enlargement are of a much higher magnitude for the

new EU member states in the sample than for EU15 countries, and that regions closest to the
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borders of the "old" and "new" EU are to gain most in terms of wage increases. In particular, the
simulations (presented in Figure 7) suggest that wages in regionsin the new member states near to
the EU15 border should increase by 30% to over 100% if border effects were of the same
magnitude as within the EU15. Regions more distant from the borders of the EU15 would also
have higher wages in this case. For the old member states effects would be much smaller. Regions
near the old EU15 border should experience wage increases between 0.4% and 1.56%. At the
country level, the results for EU15 countries indicate the most pronounced wage effects for
Austria (0,6%), followed by Germany (0,4%), Denmark, Sweden and Italy. Within the group of
the new member countries the Czech Republic is to be most affected.

Figure7: Estimated Impact on Wages of the EU-Enlargement by Hungary, Poland and the Czech

Republic

Smulation based on regression results for Specification |1 — medium decay
(Smulated wage change in percent)
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Source: Huber, Pfaffermayr and Wolfmayr-Schnitzer (2004)
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5. Whileincreased integration in the internationa division of labour increases regional growth rates,
not all regions will be able to achieve this goal to the same degree. Thus, trade liberalisation and or
FDI inflows may well contribute to increasing regional disparities. This is shown for the case of
increased foreign trade by Egger, Huber and Paffermayr (2004 in workpackage 6). They find that
the speed with which regional disparities within candidate countries and new member states have
increased is positively correlated with the increase in trade volumes. Thus trade liberalisation has

contributed to increased regional disparitiesin the new member states as well.

In summary the results based on previous experiences with EU-enlargement and European integration
suggest that fears of substantial brain drain through emigration from the new member states should not
be exaggerated, but that based on the experiences of the current EU one may expect some wage
increases in the regions bordering on the EU in new member states, while effects on old member state
regions, by contrast, can be expected to be modest. Furthermore the results suggest that existing
patterns of regional disparities — which have followed a west-East differential in many new member
states and candidate countries — will in all likelihood be reinforced through integration. Thus we
predict further divergence after accession of the new member states and candidate countries and
expect that regions at the new external border of the EU may require some policy initiatives to reduce

their disadvantages in market access.
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Conclusions & Policy Implications

This summary report on the AccessLab project surveys the contribution of the project to the literature

on regiona development in the Centra and Eastern European new member states and accession

candidate countries of the EU. The evidence collected suggests that:

The marked divergence of labour market conditions among regions in the new member states
and candidate countries which led to large and persistent regional labour market disparitiesin
the last one and a half decades is primarily a consequence of different starting conditions and
market access among regions. Thus regional problems are long run and may be expected to
persist over a longer time period in the future. In consequence any policy, which aims at
reducing regional disparities, should take a long run view on regiona development in

transition countries,

Hopes for regional disparities to diminish automatically through the operation of market
mechanisms alone, seem to be rather bleak. Labour mobility is low in most new member
states and candidate countries, investments primarily go to regions which are aready
performing better and overall evidence on wage flexibility suggests that wages are only
dlightly more flexible in most new member states and candidate countries than in EU labour
markets, which are often considered sclerotic and incapabl e to adjust to asymmetric shocks. In
general, asin many European |abour markets, adjustment to regional demand shocks takes the
form of changes in participation rates, while migration is ineffective in adjusting regional
shocks. This is important from a policy perspective because it suggests that without policy

interventions, depressed regions are unlikely to recover quickly.

Candidate countries and new member states' regions are typical European labour markets in

the sense that regional job losses in regions are often permanent and that internal migration is
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low. Given the substantial evidence of regional "lock-in" in these countries, most of the
adjustment in regional labour markets — as in EU15 labour markets - occurs through
participation rates, while wages — as a rule — are only slightly more flexible than in the EU15
member states. Thus any adjustment to asymmetric regional shocks in all likelihood will
primarily reflect in long term changes in participation, rather than migration and or capita

mobility.

e Based on previous experiences with EU-enlargement and integration, fears of substantial brain
drain through emigration from the new member states are exaggerated but based on the
experiences of the current EU one may expect some wage increases in the regions bordering
on the EU in new member states, while effects on old member state regions in general can be
expected to be modest. Existing patterns of regiona disparities will thus in al likelihood be
reinforced through accession. Furthermore, alowing for migration may, however, impact
negatively on labour market outcomes in the receiving countries' border regions, in particular
when the competitiveness of these regions is low and labour markets are sclerotic, as is for

instance the case in many Eastern German labour markets.

Together with the more detailed results of the individual studies of the AccessLab project, thisleadsto
a number of policy relevant predictions and suggestions relevant to the fields of labour market policy,

regional policies and to the future of the integration process:

Changing institutions and labour supply oriented policies alone are unlikely to solve the labour
market problemsin the new member states candidate countries

In particular the results suggest that changing labour market institutions and directing policies at
labour supply issues alone will not be fully effective in reducing high unemployment rates. Labour
market institutions do not differ so dramatically between the new member states and the remaining

differences to EU15 member states cannot explain the differences in labour market outcomes to the
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new member states and candidate countries. A number of studies both in the AccessLab project as
well as in existing literature suggest that fighting the disincentives to individual adjustment which
inevitably develop in low-wage environments requires careful policies addressing labour demand-side

deficiencies and transaction costs, rather than aggregate level policy intervention aimed at labour
supply.

This is evidenced by Kertesi's and Kdllé's (2004) study on the natural experiment of doubling the
minimum wage in Hungary 2001-2002, which was a straightforward attempt to break low equilibrium
by widening the gap between wages and benefits. In extension of this result one could expect that
other more macro oriented policies directed at increasing search incentives for the unemployed (such
as reductions in unemployment benefit entitlements) are also unlikely to contribute to reducing high
unemployment in particular in regions with low labour demand. This is also stressed in the
contribution by Ederveen and Thissen (2004 in workpackage 5) who find that an approach focusing on
labour demand deficiencies, combating skill mismatch and improving policy implementation are likely
to be the most efficient in reducing regional labour market problems. Furthermore, Hazans (2004)
finds relatively annual flow rates between unemployment and employment as well as from
unemployment to inactivity among Baltic countries, despite substantial variation unemployment

benefit palicies.

In addition, some scepticism concerning the potential of such policies to reduce regional disparities
seems to be warranted. At least in the Hungarian minimum wage experiment depressed regions were
equally or more severely hit by the hike despite the fact that some positive supply-side effects, as
predicted in severa theoreticad models of the minimum wage, are more likely to develop under
conditions characteristic of such provinces. (Workers have higher probability of receiving
unemployment benefits; the benefits replace a larger fraction of their lost earnings; they have better
than average access to informal second jobs, are more severely constrained by fixed costs like travel-

to-work expenses whereas monopsonies are also more likely to occur.) The evidence thus suggests
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that even in these regions the expected positive supply-side responses were more than offset by the
elementary cost effect of a move to a higher minimum wage. We thus conclude that as long as the
equilibrating mechanisms of the labour market work sluggishly, the depressed regions face a high risk
of dlipping to a low equilibrium state characterised by low participation and wages, and massive
reliance on socia welfare. Thus we would also argue that a policy addressing the issues of regiona
demand deficiencies and investments into an improved implementation of regiona policy is more

likely to contribute to regional equality.

Increasing the efficiency and funding of micro oriented policies (such as active labour market
programs) directed towards those groups of the workforce which have the largest difficulties in
adjusting to structural change, should have high priority in the new member states and candidate
countries. The results of the AccessLab project suggest that the obvious target groups of these policies
should be the members of ethnic minorities, lowly qualified and long term unemployed. Furthermore,
gender issues should be given some priority in an attempt to retain the relatively favourable situation
of women in employment and participation of the new member states and candidate countries. Given
the substantial disadvantages of ethnic minorities found in some studies in the AccessLab (in
particular the Romain Hungary), we would, however, also suggest that re-integrating these groups of
persons into the labour market will require integrated and long term strategies, which encompass not
only active labour market policies, but also target at reducing discrimination in other fields of life as

well (e.g. in education and housing).

In this respect the AccessLab project shows that minority issues are and will be a magjor issue in the
policy debate on social cohesion in the new member states as well as in the candidate countries for
some time to come. The findings, in sum, call for action in educational and regional policies aswell as
in the enforcement of anti-discrimination laws. The degree and nature of sociad exclusion
demonstrated in the individual papers warns that the re-integration of the Roma (in the CEESs) as well

as ethnic Russians (in the Balkans) should be given high priority in an EU committed to socia
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cohesion. Fighting school segregation seems particularly important in order to block the inter-

generational transmission of deprivation.

Among the institutional factors, improving implementation at all levels of government and the
development of good governance areimportant fields.

Thisfocus, however, should not mask that ingtitutional aspects of labour market governance are still of
importance. Our results suggest that relative to the early years of transition, where the major challenge
for the set of countries analysed was in developing institutions typical for market economies, currently
the challenge is with providing efficient implementation at al levels of government and the
development of corporate governance. Again the results of the AccessLab project are indicative of the
foci that policies to address these issues could take. They suggest that delay in industrial restructuring,
poor implementation and potentially even corruption at the local level and inefficient corporate
governance structures are an impediment to employment growth and job creation. In particular firm
level job creation depends mainly on internal firm organisation (size, ownership status and multi- vs.
single plant firms) and human capital endowment of managers. Issues of corporate governance thus
are important also from a labour market perspective since the incentive structure of managers has a
direct impact on firm level employment behaviour. Good corporate governance also improves long run
employment prospects.

Our results, however, also suggest that with the completion of the privatisation processes, the focus of
technical assistance oriented on firms performance and employment growth should switch to skills
enhancement, since it seems to be primarily the complementarity of skills and management incentives
that have the largest impact to improve corporate governance. Furthermore, since small and medium
sized enterprises are important contributors to employment growth, focusing policies of skill
enhancement to foster the development of SME's may add substantially to alleviating unemployment

problems. In particular in depressed regions, this could activate endogenous devel opment potentials.
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Finally, our results suggest that in new member states and candidate countries as in the new EU
member states the relevant comparative advantages are moving in the direction of high human capital.
In particular the substantial increases in returns to education in the new member states and candidate
countries suggest that the increased demand for better educated workers exceeded the supply of such
workers. As in the old EU member states education policy and strategies to implement life long
learning seem are a key element in facilitating the adaptability of the workforce in new member states
and candidate countries. While in this respect both candidate countries and new member states do not
differ much from the old EU-member states, we would argue that the priority given to designing
efficient strategies of increasing the human capital stock in new member states and candidate countries
(and in particular in backward regions), should even be higher, because the dramatic increases in
returns to education and the low mobility of less skilled workers, suggest substantial skill mismatch in

the regional labour markets.

Policies to reduce barriers to mobility are needed in candidate countries and new member states...

What is true at the national level is even more apparent at the regional level. In particular our results
throw a rather bleak perspective on the potential of convergence of regions within the new member
states. While accession to the European Union will in all likelihood increase growth rates for the new
member states and thus contribute to convergence to the EU average on a national scale, at the sub-
national level intra-national disparities will continue to increase and are likely to be reinforced by
integration. Furthermore, much of the evidence also suggests that the key problem of the most
backward regions in the candidate countries consists of a combination of a lacking capability of
attracting internal or external investments (and thus a failure to create new jobs) after a period of job
losses paired with aregiona "lock in" of the resident population, which prevents people from escaping

from depressed regions through migration.
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In principle two strategies to address this problem are conceivable. The first strategy would bring
"work to the workers' by mobilising investments in the regions. The results of the AccessLab project
suggest that such a strategy — aside from subsidising investments in particularly backward regions —
could aso consist of measures directed at infrastructure, human capital and R&D development, since
these factors have been shown to be decisive for regional growth in the new member states and
candidate countries. This, however, has a number of unattractive features. In particular we would
suggest that — aside from the substantial dead weight losses and inefficiencies that inevitably arise
from investment subsidies, — the evidence in the AccessL ab project indicates that regional problemsin
the candidate countries are long term and may be expected to persist over a longer time period in the
future. In consequence any such strategy should not be expected to yield short term results.
Experiences in the European Union suggest that rural development as well as restructuring old

industrial areas is along term project and may yield only limited results in the short term.

An alternative to such a policy could be to accept regional disparities as a natural outcome of market
processes and to devote attention more to issues of efficiency rather than regional equity. This would
imply strengthening the existing growth poles and thus increasing regional disparities, at least initially.
Clearly this would seem particularly tempting in many new member states and candidate countries
since it is more compatible with the goal of aggregate (nation — wide) growth and avoids much

inefficiency generated by policies of for instance providing subsidies to backward regions.

While these features may seem attractive, a precondition for such a strategy to at least contribute to the
goal of social cohesion, is sufficient inter regional mobility of the work force, since under this strategy
workers in depressed regions can only reap the benefits from the policy by moving to centres. In the
absence of mobility, focusing policy on growth polesin al likelihood will increase labour demand in
low unemployment regions, which cannot be satisfied through migrant labour from depressed regions.

Thus in the current low mobility context of new member states and candidate countries, such a policy
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may be counterproductive by generating excess labour demand in centres, — at least in the short run, —
while aggravating unemployment in the periphery.

Thus due to the low internal migration in most candidate countries the classical policy trade off
between regional equity and efficiency is more strongly felt in new member states and candidate
countries. Clearly a policy that takes measures to remove barriers to migration in transition economies
in order to avoid the "poverty-cum-liquidity" trap (Bornhorst and Commander, 2004) in which
resdents of more backward regions find themselves now is needed in new member states and
candidate countries and should have a very high priority in all countries. The results in the AccessLab
project suggest that such a policy should take a relatively wide view on migration barriers and would
need to address housing market inefficiencies (in particular for rental housing), capital market
inefficiencies (which may be at the root of liquidity constraints in financing migration) and a range of
wider institutional measures. Furthermore policies should be targeted towards the groups of people
who have the greatest difficulties in adjusting to structural change (i.e. minorities, less well educated

and in the case of spatial mobility women).=

...in addition regionally differentiated strategies will be needed to enhance job creation in depressed
regions

Aside from this, however, also strategies are needed to enhance job creation in depressed regions.
Many results in the AccessLab project indicate substantial heterogeneity in regional problems in
backward regions which range from lacking infrastructure over low human capital endowments to
problems of mono-industrialisation. We would thus aso argue that there is a need for differentiating

regional policy within countries, so that it can fit the individua needs of regions.

23 Furthermore country size will play an important role in deciding on the need for differentiated regional
policies. Clearly smaller countries — where regional spill-overs can be deemed to operate more effectively - are

lessin need of apolicy directed at regional equalisation than large countries.
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The results of the AccessLab project suggest a number of types of regions that may be "target groups'.
Agricultural peripheral regions have been shown to suffer most severely from low human capital
endowments and bad infrastructure, individual industrial regions — in particular those industrialised in
socialist times — suffer under ongoing restructuring at the enterprise level and low R&D capacities and
border regions at the new external border of the EU have severe problems due to lacking access to

relevant markets.

Furthermore, in a number of regions enlargement will bring new chalenges. The results of the
AccessLab project indicate that benefits of integration to border regions accrue neither immediately
nor automatically. Thus removing the barriers to integration through improving cross-border regional
policy and increasing integration as foreseen in the framework of objective 111 in the next structural
funds period could potentialy yield high rewards for regional development in candidate countries and
new member states. In particular the foreseen policies to improve the institutions delivering cross-

border regional policies could be of high relevance in this context.

Our findings, however, aso imply that more eastern regions, at the new external border of the EU, —
which already belong to the most deprived regionsin the enlarged EU, — will fall even further behind.
Given this expectations it seems that effective policies to address the problems of these regions may
have to be implemented. The principle options for such a policy could be either to increase integration
through exports and foreign direct investments — which have gone to more Western regions in the new
member states, — increase endogenous development potentials in the regions. While our results
indicate that the first option may be more promising in genera, it seems unlikely that these
easternmost regions of the EU will recover from their adjustment problems rapidly since they are far
from western European markets, have a lower endowment with infrastructure and are often

characterised by a number of problemstypical of many rural-peripheral regions.
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Institutions at the regional level matter for efficient deliverance of policy

Clearly, differentiating regional policy will require some decentralisation of activities at least in
implementation. Many new member states and candidate countries, however, — due to the more
pressing needs of national reforms and the greater ease with which such reforms can be conducted
from the centre — have generaly devoted few funds to regional policy and little energy into designing
efficient for ingtitutional implementation of such a policy (see: Bachtler, 1992, for a survey of regiona
policy institutions in transition). Thus a regionally differentiated policy may also imply reviewing the
ingtitutional setup within regiona policy is conducted in many new member states and candidate
countries. The evidence collected in the AccessLab project suggests that inefficiency and potentially
even corruption at the regional level are as hindering for employment growth in particular of SMEs as

at the national level.

Furthermore, from a labour market perspective our analysis suggests that there may be a strong need
for increased co-ordination of instruments of regional and active labour market policies. Regiona
labour market disparities in the candidate countries are closely associated with long run structura
characteristics of regions and backward regions often suffer from a lack of labour demand. Thus
generating investments and creating new jobs in these regions should have high priority. Thisis most
appropriately addressed in a regional policy framework and cannot easily be addressed by standard
active labour market policies or macro-oriented policies alone. However, the low mobility of the work
force and problems of human capital development which act as impediments to regional development
suggest that active labour market policy may have an important role to play in an integrated regiona

policy package designed to solve regional labour market problems.
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EU-policies require no fundamental change due to the accession of new member countries, but
accession and further integration policies should prioritise the goal of growth and
convergence over deeper integration

In summary thus many of the policy relevant results in the AccessLab resound themes that are not too
different from those discussed in the policy debate in the old EU. This suggests that addressing
regiona labour market problems in the new member states will not require a fundamental shift in the
policy design of the European Union. Certain themes (such as minority issues, enhancing mobility and
increasing the efficiency of regional policy), however, may receive more attention due to accession in
the future. In addition the limited experience of many new member states and candidate countries in
European policy and in some cases limited capacities for implementation suggest that programs should

be kept simple and easy to implement.

Furthermore, both regional as well as national development in the new member states and candidate
countries will be shaped by the European Union's policy stance concerning the future path of
integration followed. This influence will be particularly strongly felt in those policy fields where under
the accession agreement the new or existing member states took over obligations ( such as to join the

monetary union or to introduce freedom of movement of labour and services).

e With respect to monetary union the new member states under the stipulation of the accession
agreement are obliged to pursue the goal of joining the monetary union as soon as possible.
The earliest date for this membership to the monetary Union could be after two years of
membership in ERM I, that is in the year 2006. In his contribution Fidrmuc (2005 in
workpackage 7 of the AccessLab project) argues that the results of the AccessLab project as
well as related literature suggest that in al likelihood the new member states of the European
Union are not an optima currency area in terms of the criteria set up in the classic
contributions of the optimum currency area theory. Furthermore, he argues that new member
states should follow a “wait and see strategy” for monetary integration, in order to avoid the

potential risksinvolved in such a step.

WIFO



- 88 -

We would argue that there are yet more reasons why the European Union should not insist on
a rapid monetary integration. In particular a substantial body of research (e.g. Maurel 2004)
suggests that pressure on the side of the European Union to join monetary union rapidly, may
lead to excessively redtrictive monetary and exchange rate policies, which may come into
conflict with the Unions goal of cohesion and growth. We would thus argue that in order to
make accession successful both the commission and new member states should take arealistic
approach towards integration into the monetary union that takes due account of both the goal

of cohesion and achieving the goal of monetary union.

With respect to the current derogation periods on the freedom of movement of labour and
services the results suggest that from the point of view of the new member states the risks
associated with potential brain drain should not be overrated. Freedom of movement of 1abour
in all likelihood will not lead to the emigration of high skilled workers from the new member
states to the extent that this will have detrimental aggregate effects on the sending country
labour markets. This, however, does not preclude the possibility of some effects in particular
demographic groups, regions and/or sectors. In particular the results of the AccessLab project
suggest that the emigration of high skilled will attain quantitative significance for the young,
who either are looking for a first employment and/or education. Thus adequate education

policies and high demand for high skilled could reduce the risks of brain drain effects.

Furthermore some results of the AccessLab project (in particular those by Bittner and Rincke,
2004) indicate that the freedom of movement of labour involves some risks for regional labour
markets of the old member states. Despite increasing welfare, immigration may also lead to
increased unemployment and reduced employment of natives in some regions. This risk is
highest in regions which are structurally weak and not competitive and where the market
potential across the border islow. A number of our results suggest cases where such negative

effects are possible. In particular rural-peripheral regions are facing problems. Furthermore,

WIFO



- 89 -

our results also indicate that migration may further increase adjustment problems in these
regions. A number of old EU member states regions at the border to the CEEC in particular at
the German-Polish border are characterised by structural problems and relatively high wages
which impede on their competitiveness. This indicates that these regions may have substantial
labour market adjustments ahead of them. Increasing the flexibility of regional labour markets
and the adaptability of the work force in these regions may be an important element in

remedying the potential problems of these regions.

Furthermore, our results suggest that benefits to integration to border regions accrue neither
immediately nor automatically and that increased integration will reinforce tendencies of
divergence in the new member states and candidate countries. Thus some policy measures
may be needed to help the transitory adjustment problems of border regions. We would argue
that aside from posing institutional challenges to regional administrations, increased cross-
border co-operation will also necessitate a review of nationa policies which impede on cross-

border exchange.

Thus in the field of migration as in that of monetary union the commission should take a redligtic
view. On the one hand increased incentives are necessary to encourage old member states to liberalise
their labour markets, on the other hand the potential risks for individual sectors, regions and groups of
the population involved in a complete liberalisation of migration should be minimised through
appropriate policies in the European context. Similarly, monetary union should not be made a prestige
objective to be followed for its own sake, but should be embedded in a strategy which does not impede

on the more fundamental goals of growth and cohesion for the European Union.
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1 Introduction

Within a few years, the EU will admit up to ten new members, induding eight formerly
socidigt economies. With the process of EU enlargement to the East now goparently (and
hopefully) firmly on track, the obvious next question is that of adoption of the euro and full
EMU membership (as is discussed below, these two decisons are not necessarily conjoint). It
is envisaged that the new member countries will join the EMU in due course after acceding to
the EU. In fact, one of the obligations of membership that the candidete countries are obliged
to take on is adherence to the ams of palitica, economic and monetary union. In other words,
unlike Denmark and the UK, the new members will not be given the option to opt out from
EMU membership. There is, neverthdess, substantia latitude with respect to the paths the
new member countries can pursue. On the one hand, the new members may seek full EMU
membership shortly after accesson. As the Maadtricht criterion of exchange-rate ability
requires that the EMU hopefuls spend two years in the new Exchange Rate Mechanism
(ERM2) without redignment, the earlies date of full EMU membership is 2006-07 (assuming
that EU enlargement will teke place in 200405 and that the new members meet the other
Maadtricht criteria). Even more rapid dtrategy is unilateral euroization, as suggested recently
by severd andyds (see Schoors, 1999; Bratkowski and Rostowski, 2000; Coricdli, 2000;
Nuti, 2000) whereby a country adopts the euro as legd tender (either pardld to or replacing
the domestic currency) even before EU accesson (or ingead of seeking EU/EMU
membership a dl). On the other hand, the new members could dso follow the example of
Sweden and postpone EMU membership dmogt indefinitdy by ddiberady faling to meet
some of the Maedtricht criteria (for example by not entering the ERM2)2 Hence, the euro
zone can expand Eastwards in as little as four or five years from now, but it can dso remain

easily unchanged for a decade or more.

In this atide, | review the growing literature on optimdity of EMU membership from the
pont of view of the new members. Should they seek full EMU membership as soon as
possble? Or would their economic interes be better served by adopting a gradud wait-and-
see gpproach? | dart, in Section 2, by discussing the arguments put forward by the theory of
optimum currency arees and ther implications for the candidates for membership. Then, |

! Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovakiaand Slovenia
In theory, the Commission might try to force the new members to make good on their pre-accesson
commitments with respect to full EMU membership once they are deemed ready. However, the leverage of even
smal member countries on EU decision making is such that the Commission would never risk a deadlock by, for
instance, proclaiming amember country fit for the EMU without uneguivoca consent of the country in question.



proceed by discussng recent empirical evidence on the various agpects of EMU membership.
In section 3, | show that the candidate countries continue to encounter shocks that are largely
uncorrelated with those affecting the core EMU countries. In section 4, | argue that labor
mobility has been low and fdling despite risng regiond dispaities in eanings and
unemployment. Even more importantly, migration does mnot appear very effective as a
mechanism for absorbing adverse effects of asymmetric shocks — even when the reaionship
between migration and locd economic conditions gppears daidicdly Sgnificant, the
potertid impact of migraion on smoothing inter-regiond diparities is economicdly smdl. In
section 5, | point out the lack of mutud insurance through fisca tranders in the EU. In section
6, findly, | discuss some drategic condderations relaed to the candidate countries path
towards full EMU membership. Adopting the euro is a codly and largdly irreversble decison
with an uncetain payoff. Therefore, postponing (in the short to medium term) EMU
membership implies that the prospective members retain an option not to enter or enter later,
possibly under different and more favorable conditions. Smilarly, proceeding gradudly, for
example by implementing fird a currency board or another rigid regime but staying short of
full membership, hdps reved patid information about the eventud outcome of adopting the
euro without incurring the full cost of membership. Because of the underlying uncertainty, the
option vadue of wating or proceeding gradudly is podtive and may outweigh the codts of
ddaying the expected benefit of EMU membership. Hence, the available evidence as wdl as
drategic condderations weigh in drongly in favor of a gradud gpproach rather than early
EMU membership.

2 Benefitsand Costs of Common Currency3

Bendfits

The literature has identified severa important channds through which common currency
benefits economic development. Being able to use the same money across nationd borders
reduces transaction costs and diminates exchange rae voldility vis-a-vis union partners.
Lower transaction costs and lower uncertainty in turn encourage trade flows between

% Unless specifically referring to the EMU, this section dedls with the benefits and costs of participation in a
currency union in generd. In this context, a currency union can take severd forms, such as a monetary union, a
country using another country's currency, or a bilaerd or multilaerd agreement establishing fixed and
irrevocable parity between the member countries’ currencies.



currency-union members. Frankd and Rose (2000) and Rose (2000) use the gravity modd to
assess the impact of common currency on trade. They find that countries using the same
currency on average trade three times more with each other compared to otherwise Smilar
countries that use different currencies. This finding obtains after controlling for other factors
that can potentidly enhance bilaterad trade such as adjacency, common language, preferentia
trade areas or colonid heritage. They dso ague that higher trade directly trandates into
higher economic growth. According to their etimates, every one percentage point increase in
trade-to-GDP ratio raises GDP per capita by 1/3 percentage point over 20 years. Thus,
participation in the EMU schould, over the long term, lead to higher trade and, more
importantly, higher wedfae (of course, the actud effect of EMU membership will not
necessarily by a factor of three, as Frankd and Rose's finding is an average over dozens of
quite different currency unions). Moreover, this gan will be in addition to the postive
dimulus to trade of paticipation in the EU customs union — mog sudies tend to find that EU
membership raises bilaerd trade approximatey by 40-50% (see, for example, Fidrmuc and
FHdrmuc, 2003).

Ancther important gan from EMU membership that is paticulaly reevant for the
formely socdig economies is that it introduces an extend policy condrant (see
Cukierman, 1995). Membership in a currency union can be a way of importing low inflaion
and prudent monetary policy. In addition, the Growth and Stability Pact imposes explicit rules
on member countries conduct of fiscd policy. All formerly socidist economies experienced
periods of high inflaion, especidly during the early dages of trandtion. In a high inflation
environment (or in one with recent higory of high inflation), an extend anchor such as a
rigid exchange-rate peg provides an effective dabilization tool (see Végh, 1993, Sahay and
Végh, 1996). In that respect, adoption of another currency is the ultimate externad anchor.
Indeed, yidding the conduct of monetary policy to the ECB and submitting to gtrict rules on
fiscd prudence (and externd monitoring) is likey to ddiver policy outcomes that would not
have been atainable otherwise (especidly in countries that dreedy have a record of faled
dabilizations and where home-grown attempts at reigning in inflation might not be credible).

A poweful argument in favor of euroization and even more so of full EMU membership
is that investors will perceve candidate countries assats as less risky. There are severd
reesons why the risk premium should fdl in the weke of EU/EMU membership or
euroization. Frdly, the percaved risk of devduation may be lower for euro-denominated
assts (and vanishes completely for investors located in another EMU country) than for assets
denominated in the origind currencies. Second, the makets may peceve EU/EMU



membership as a guarantee of politicad dability, rule of lav and sound economic policies
Third, invesment in candidete countries may be deemed more atractive because it will give
access to the entire EU market.

Currently, interest rates in the candidate countries and consderably higher than those
prevailing in the EMU. Lower risk premium makes interest rates drop, which in turn results in
higher invesment (both domegtic as well as foreign). Greater capita accumulaion then brings
about higher economic growth. Badwin, Francois and Portes (1997) use a computable generd
equilibrium modd to assess inter alia, the impact of a lower risk premium on candidate
countries income levels. They find that a reduction in risk premiums on candidate countries
asts to the leve of Portugd will result in a long-term income gain of 18.8%, compared to
15% in the basdine scenario without the risk-premium effect. More recently, Bris, Koskinen
and Nilsson (2002) indeed find thet large firms in ten EMU countries (leaving out Greece and
Luxembourg) saw the vadue of ther equity (measured by Tobin's Q) rise by more than those
in the three EU countries that stayed out of the EMU (Denmark, Sweden and the UK), and
Norway and Switzerland. Moreover, they find that the gains were more profound in the
countries that experienced currency crises in the past (and in those countries, the vauation of

amal firmsincreased aswell).

Among other benefits of adopting a common currency are the following: Membership in
a currency union fixes the value of foreign debt denominated in the union currency, thus
reducing the uncertainty about the future cods of sarvicing foreign debt (clearly, this
agument can dso go agangt EMU membership, if the bulk of the candidete countries debt is
denominated in US dollar or other currencies). Membership in a larger currency union reduces
vulnerability to currency crises Findly, membership in the EMU may be favored for politicd
reesons. Currency is percelved as an important symbol of nationd sovereignty, jus as a
netiond flag, anthem, language or a soccer team. In as much as fodering political integration
in Europe is in the candidate countries long term interest, adoption of the euro may be
pursued as a gepping soneto acloser political union.

Costs

Just as there are benefits, membership in a currency union aso brings about certain codts.
The loss of policy independence is among the most important of them. Members of a currency
union relinquish autonomous monetary policy and ingead are subject to policy decison of the
union's monetary authority. Depending on inditutionad design, the participaing countries may



or may not have much influence on common monetary policy. In the EMU, as most candidate
countries are redively smdl, it is likdy that their interests will not weigh in heavily in ECB'’s
decison meking. Without an independent monetary policy, the member countries ability to
respond to idiosyncratic economic developments is reduced. Moreover, the limits on public
deficits and debt imposed by the Growth and Stability Pact condrain aso the independent
conduct of fiscd policy, thus further redricting the ability to respond to asymmetric shocks.
Both of these condraints are discussed in greeter detail below.

The BadassaSamudson effect is another potentidly negative implication of currency-
union membership. Countries a a lower levd of deveopment tend to experience higher
inflation than developed countries. This diparity obtains because high productivity growth in
tradable sectors drives wage growth in both tredable and nontradable sectors (eg. services)
despite typicdly lower productivity growth in the latter. Higher inflaion in turn leads to red
gopreciation and eventudly deterioration of compditiveness. Countries can  counter  this
development by dlowing therr currencies to depreciate — this option, however, is not avaldble
in a currency union. Therefore, monetary integration involving countries a different levels of
economic devdopment may result in persddent inflaion differentids and ental nontnegligible
codt in terms of deteriorating competitiveness for the less developed members.

Euroization (unlike full EMU membership) dso entails additiond cods due to loss of
lender of last resort and loss of seigniorage revenue Neverthdess, as far as the farmer is
concaned, this is likdy to be largdy dleviged by the ongoing privatizetion of the banking
sector in the candidate countries, with the bulk of domedtic banks being sold to foreign
invegtors, often to large European banks.

The Theory of Optimum Currency Areas

A commonly used framework for assessng the economic optimdity of membership in
currency unions is the theory of optimum currency aress (OCA), origindly formulated by
Mundell (1961)° The fundamenta question posed by the OCA literature is whether the
country of region in question is better off with its own currency or whether its economic
interests would be better sarved by paticipating in a wider currency area. An optimum
currency area then is a geogrgphica aea within which exchange rates should be fixed

* See Horvath (2002c) for more detailed discussion of thesetwo factors.
® Horvath (2002a) presentsasurvey of the ensuing literature.



irrevocably but whose rates should fluctuate vis-a-vis the outsde world. Two types of criteria
ae usd to asess the optimdity of currency unions. Firdt, countries that are exposed to
symmetric output shocks tend to have more synchronized busness cydes and thus smilar
policy preferences. Therefore, yidding the conduct of monetary policy to a common monetary
authority will not be associaed with excessive codts. Second, even if shocks are largdy
asymmetric, currency-union memberip may ill be optimd if the countries possess
effective mechanisms for absorbing adverse effects of the shocks. Such absorption
mechanisms can be the mobility of labor and capitd, price flexibility, or a sysem of fiscd
risk sharing by means of intraunion trandfers. The absorption mechanisms in effect facilitate
sillovers of shocks to the rest of the union and thus ensure that thelr effects are mitigated and
short-lived.

To illugrate the argument, consder the implications of a negaive demand shack. A
country with a flexible exchange rae could counter risng unemployment and faling red
incomes by dlowing its currency to depreciate, thus dtering the reative prices and
dimulating foreign demand. This option, however, is not available in a currency union, unless
the shock is shared by the other union members. Neverthdess, risng unemployment and
fdling wages may induce an outflow of labor andlor an inflow of capitd into the country.
Alterndively, prices and wages may fal aufficiently for demand to pick up. Findly, the union
may mitigate adverse effects of the shock by channding additiond funds into the country. If
none of these absorption mechaniams is effective, the effects of the shock will persst and, in

the extreme case, may eventuadly induce the country to withdraw from the union.

It is important to note that the two OCA criteria do not have to be fulfilled
dmultaneoudy. Either symmetry of output shocks or avalability of effective aosorption
mechanisms is aufficient to ensure optimdity of a currency union. Also, the arguments of the
OCA theory have had no bearing on the criteria that the EU chose for deciding on which
countries are fit for EMU membership (the so-caled Maadtricht criteria). The OCA theory is
concerned with the economic dedrability of membership in a currency union. Maedtricht
criteria, on the other hand, were st to ensure fiscd prudence and convergence in inflation
raes and to prevent individud member countries from upsdting the union's monetary
Sability.

Findly, the OCA theory does not necessarily require that only countries tha have
aufficiently synchronized busness cycdes can successfully form a currency union. In fact,
pooling economicaly diverse countries in a currency union may be advantegeous, as long as



they dl have a say in policy making. In that case, neither member country will be able to exert
dominant influence on the dngle monetary policy. Thus, a in an invesment portfolio,
country-specific risks will be diversfied avay and monetary policy will respond largdy to
common and globd shocks. From that point of view, the EMU is a subgtantid improvement
over the previous arangement, where a number of Western European countries pegged their
exchange rates to the D-mark and effectively were subject to German monetary policy. Also,
this argument goes strongly in favor of the UK entering the EMU 0 as to provide a counter-
weight to the current core formed by Germany, France, Austria and the Benelux countries.®

3 Empirical Evidence on Symmetry of Shocks between the Candidate
Countries and the EMU

A number of sudies estimate corrdations of shocks between the candidate countries and
vaious EMU members or the EMU as a whole (see Frenkd, Nickd and Schmidt, 1999;
Boone and Maurd, 1999; Jako Fdrmuc and Korhonen, 2001; Babetski, Boone and Maurd,
2002, and Horvah, 2002b). They build on dmilar andyses caried out during the early and
mid 1990s assssng the desrability of EMU. Although the methodologies used differ, the
most common approach follows Bayoumi and Eichengreen (1993) in usng the bivariate VAR
methodology to identify and meesure correlations of demand and supply shocks’ The
objective of these dudies is to assess to what extent the candidate countries are subject to
shocks that are Smilar to those prevailing in the EMU core. If the shocks are by and large
postively corrdaed, then early adoption of the euro is not likdy to pose subgtantid economic
problems. If, on the other hand, the shocks are largdy asymmelric, then as discussed in the
preceding Section the accesson countries had better possess effective absorption mechanism,
otherwise EMU membership or euroization can potentidly lead to divergent policy needs and
persistent economic disparities between the new and old members.

Table 1 reproduces the main results of Horvath (2002b) who measures corrdations of
demand and supply shocks between eght candidate countries that likely to be incdluded in the
next wave of EU enlargement and four large EU member countries (Germany, France, Itay
and the UK). For comparison, Table 2 presents smilar results of Jarko Fidrmuc and Korhonen

® | am grateful to Boyan Tonkov for suggesting thisimplication.

" This terminology is based on the standad aggregate demand — aggregate supply framework, which
Bayoumi and Eichengreen used to motivate their andyss. Supply shocks are those that result in permanent
changesin output whereas demand shocks affect output only temporarily.



(2001) with corrdations of shocks between the candidate countries (as wdl as the current EU
members) and the EMU as a whole. Both studies use quartely GDP data, dthough for
dightly different time periods

The common pattern in both sets of estimates is that the corrdation of shocks between the
accesson countries and the core EMU members or the EMU as a whole is very low
Essentidly no candidate country, with the possble exception of Hungary, encounters shocks
that are pogtively corrdaed with those prevailing in the EMU as a whole, or with at least two
of the core EMU members. Mogt of the estimated correlation coefficients are very close to
zx0 and for the rest negative figures appear dmogt as often as podtive ones. This contrasts
quite sharply with the evidence for mgority of EMU member countries, including the smaler
ones (Audria, Belgium or the Netherlands). Nonethdess, some of the more peripherd EMU
countries, in particular Greece and Irdand, show correlation coefficients that are smilarly low
as those obtained for the accesson countries.

Some dudies ague that the OCA criterion of symmetry of shocks should not be
conddered in a datic manner because it is in fact endogenous in the degree of economic
integration. However, there is no consensus on how the intendty of integration affects the
pattern of shocks. On the one hand, Frankd and Rose (1998) argue that the corrdaion of
shocks between a pair of countries is postively reated to the intengity of trade between them.
Accordingly, increesing trade and financid integration fosters grester exposure to common
shocks as wdl a wider soillovers of idiosyncratic shocks. Past figures then are not
necessarily a good indication of current and future nature of shocks — a country that fals to
meet the OCA criterion for EMU membership ex ante ill may meet it ex post, after entering.
In contrast, Krugman (1993) argues in favor of the oppodte — as transaction costs fdl and
trade between union members becomes esser and cheagper, countries or regions tend to
gpecidize in those products for which they possess comparative advantege, and thus become
more vulnerable to idiosyncratic shocks. Therefore, if membership in the EMU does not
gopear optima ex ante, it will be even less optima ex post.

Babetski, Boone and Maurd (2002) condder the posshility that the corrdation of shocks
may change over time and edimate time-varying correlaion coefficients of demand and
supply shocks. Indeed, given the rddive isolaion of Eastern Europe under communism and
the ongoing reform process, it is not dl that surprisng that the corrdation coefficients
edimated over the 1990s are low. Ther findings indicate that demand shocks have indeed
become more smilar over time whereas supply shocks have in fact diverged and become less



corrdlated (the latter pattern may be due to reform-specific shocks thet the candidate countries

encounter).

In summary, according to the avalable evidence, the candidate countries are exposed to
shocks that are largely uncorrdated with those prevailing in the EMU. Moreover, the evidence
is mixed with respect to shocks becoming more smilar over time — while this pattern indeed
holds for demand shocks, the oppodte is true for supply shocks. Neverthdess, this does not
necessarily mean that the adoption of the euro will not be optima for the candidate countries.
Rather, the evidence dresses the importance of adjustmert mechanisms in case of EMU
membership.  Without effective  mechanisms for absorbing and mitigating  idiosyncraic
shocks, however, accesson to the EMU or euroization may be codtly.

4 Adjustment to Shocks through Migration

If shocks affecting the candidate countries are largely uncorrdated with those prevailing
in the EMU core, this increases the need for other adjusment mechanisms such as migration
to smooth away the effects of shocks. If migration responds readily to changes in regiond
economic  conditions, idiosyncratic  shocks will not bring aout longterm differentids in
unemployment and wages but instead will result in flows of labor from depressed aress those
with more favorable labor-market redizations. This ensures tha none of the regions or
countries participating in the EMU has preferences for policies that are dramaticaly different
from those implemented by the ECB.

Countries often differ in the way ther labor markets adjus in the wake of idiosyncratic
shocks. Blanchard and Kaz (1992) find that in the US, employment shocks are absorbed
primarily through labor mobility inseed of causng changes in unemployment or participation
rates. In contrast, Decressn and Faas (1995) find that in Western Europe, the impact of
employment shocks on paticipation rates is much sronger, largey due to low response of
migration. Thus, ingead of moving and seeking jobs dsewhere, European workers tend to
drop out of labor force This low mobility of European labor is frequently cited as a factor
undermining the stability of the EMU.

Given the important role played by migration in fadlitating regiond adjusment, it is
therefore important to assess how effective is migration in this respect in the candidate
countries. Huber (2002 ab) points out that migration rates in five candidate countries (Czech
Republic, Hungary, Poland, Sovakia and Sovenia) ae lower than in EU countries.



Moreover, migration has been dedining in the course of trandtion despite risng regiond
digparities (ibid, see dso Fdrmuc, 2002).

At the outst of trandtion, the candidate countries had essentidly no  (officd)
unemployment and very egditaian wage digribution. The trangtion subsequently brought
aoout rgpidly risng unemployment and widening regiond dispaities in unemployment and
especidly wages This implies that the potentid gains from moving have increesed — but the
data suggest that there is actudly less rather than more migration. In Fdrmuc (2002), |
andyze the effectiveness of migration in fadilitating regiond adjusment in the Czech
Republic, Hungary, Poland and Sovakia and compare it with the pettern obtained for Itay,
Span and Portugd. The andyss rdaes gross and net migration rates (tota immigration and
emigraion toffrom each didrict, and net immigration, divided by the didrict’'s populaion) to
the average wage (normdized by dividing by the naiond average wege of that year) and
unemployment rate prevailing in the digrict (both lagged by one year) and populdion densty.
The andyss is basad on inter-regiond rather than internationd migration. Clearly, the laiter
would be more relevant for an assessment of the candidate countries adjusment capability in
the wake of EMU membership. However, migration between the candidate countries and the
EU is currently subject to drict redtrictions that will be eventudly removed in the wake of EU
enlargement. Therefore, any modd edtimated with past data on international migration would
be of little relevance for assessng the potentid for pogt-ellargement migration — the remova
of barriers to migration after accession will condtitute a structurd bresk in the modd.

Table 3 presents the main results of that andyss. The question of interest here is how
regiond wages and unemployment affect migraion flows, and especidly whether migration is
effective in fadlitating regiona adjusment to idiosyncratic shocks. Note thet in order for
migration to effectively abosorb region-specific shocks, high wages and low unemployment
should be associged with lower gross emigration and higher gross immigration — and thus
high net immigration into the didrict. This however, is not the patern obtaned for the
candidete countries. In fact, high wages goparently encourage both higher immigration as well
& emigrdion wheress unemployment does not gppear to affect gross migretion in a
daidicdly ggnificant way. Net migration, on the other hand, does respond to regiond
economic  conditions more-or-less as  expected: unemployment reduces net immigration

whereas high wages encourage it (although the latter effect is not dways significant).

This might suggest that most migration flows are between reatively progperous regions
and thus do not lead to a net flow of labor from depressed aress to those with better economic



redizations. Moreover, the effect of net migration on regiond dispaities is economicdly very
andl —rddively szesble differentids in unemployment rates and wages give rise only to very
andl net migration flows It is difficult to pin down the reasons for the low labor mobility in
the candidate countries and for the low net migraion from poor to rich regions. The lig of
plausble explanations indudes high fixed costs of migration and liquidity condraints thet
prevent low-wage earners from moving, and atight and inflexible housing market.

Comparing the candidate countries with Southern EU countries, Itdy is the only country
that stands out — both unemployment and average wages affect gross migration flows in the
expected way, dthough the impact of wages is not datidicadly sgnificant. The patterns of
migration in Span and Portugd, on the other hand, ae agan raher disgppointing. In
summary, migration in the candidate countries appears little effective in absorbing adverse
effects of idiosyncratic shocks Therefore, once the candidate countries adopt the euro,
asymmetric shocks ae likdy to have highly persstent effects — unless they can be absorbed
by other channels.

5 Fiscal Risk Sharing inthe EMU

If as the evidence presented in the previous section indicates labor mobility largdy fals
to facilitate regiond adjusment, there will be grester need for other absorption mechanisms
such as fiscd risk shaing. Countries often have formdized programs faclitating fiscd
transfers between regions. These programs may fulfill one of the following two (or both)
objectives redidribution and risk sharing. The former refers to fiscad redigribution from rich
to poor regions regardless of the current phase of the busness cycle so as to encourage
convergence in per capita incomes. The latter makes fiscd trandfers conditiond on business
cycdle deveopments so that regions hit by favorable shocks are net contributors and those hit
by adverse shocks are net benefactors. The risksharing objective thus may be in conflict with
the redigribution motive as fiscd insurance may aso require that poor regions meke tranders

torich ones.

The interest in the use of fiscd policy as a mechaniam for a@sorbing adverse effects of
idiosyncretic shocks has been spurred by the findings of Sachs and Sda-i-Martin (1992) who
find tha in the US, changes in States contributions to and trandfer receipts from the federd
budget absorb gpproximatdy 40% of state-gpecific varidions in persond income.  Although
later dudies indicate lower extent of shock absorption, they clearly show tha inter-regiond
risk shaing is an important aspect of fiscd policy in developed countries (Bayoumi and



Mason, 1995; von Hagen, 1998; von Hagen and Hepp, 2001) For example, Méitz and Zumer
(2002) find thet netiona/federd fisca policy absorbs around 20% of shock-induced changes
in persond income in France, the UK and the US and 10-14 % in Canada (their methodology
is such s0 as to measure risk sharing but not redistribution).

Although the EU budget provides for szedble fiscd trandfers, the objective is exclusvely
redigribution — from rich and indudrid aess to poor and agriculturd regions. Indeed, the
vey idea tha, for indance, Greece or Portugd should ever have to make transfers to Germany
or Sweden seems unthinkable given the current practice This absence of an EMU-wide
gabilization policy tool has been pointed out as a factor potentidly undermining the gability
of the monetary union (see Fatds, 1998, and the dtudies cited above). The same argument
holds for the candidate countries drive towards EMU membership — if a country is hit by a
large asymmetric shock, its fisca obligations towards and receipts from the EU will reman
largdly unchanged. Therefore, the countries will have to rdy on nationd policy tools to ded
with the effects of the shock. Yet, their ability to do so by counter-cyclicd conduct of nationd
fisccd policy will be condraned by the Growth and Stability Pact which imposes limits on
public deficit and debt levels Clearly, countries that, under norma economic conditions, have
low debt-to-GDP ratio and surplus public finances will enjoy sufficient leeway in ther
conduct of fiscd policy. But for those countries dready close to violaing the debt and defict
limits, the Growth and Stability Pact introduces a pro-cydica biasinto nationd fiscal policy.

6 Strategic Considerations

The adoption of the euro ether through full EMU membership or euroization will be a
codly and largdy irreversble step (in fact, EU tregties and regulations formdize procedures
for entering the EMU but present no provisons for exiting). As the previous sections show,
the outcome of this step is highly uncertain. It is conceivable tha the new members will
encounter N0 mgor asymmetric  disurbances and, with intensifying economic integration,
their busness cydes will become increesingly synchronized with those in the EMU core. It is
however, dso possble that, given the currently low degree of corrdation of shocks, they will
continue to experience largely idiosyncratic economic developments. With the draightjacket
of dngle monetary policy dong with redtrictions on counter-cyclicd conduct of fiscd policy
and low labor mobility, they will find hemsaves unable to ded with these shocks effectively.
Therefore, the decision to adopt the euro may result in substantial economic costs.



The choice whether or not a country should adopt the euro is therefore andogous to an
investment decison. A potertidl member country can decide whether or not it desres to enter
the EMU and has condderable flexibility in choosing the timing of its entry. Once it enters,
however, the decison is irreversble and the eventud payoff is uncertain. These types of
decisions can be andyzed usng options theory. By postponing the entry, candidate countries
retain the option not to enter, and/or enter under different, more advantageous conditions (for
example, with a more favorable converson rate for their currency). It can be shown
andyticdly, thet the vaue of this option is unequivocdly postive (see Pindyck, 1991; and
Dixit, 1992, 1993). This is s0 because waiting brings the benefit of obtaining additiond
information about the eventud outcome (in this paticular case, for example, about
redizations of future shocks and the degree of synchronization of business cycles between the
EMU and the candidate countries). By procragtinging, the country avoids incurring the
(irrecoverable) cogts of a decison tha in the future may turn out not to be optimd. On the
other hand, the cogt of waiting is that the payoff from adopting the euro is delayed. Because of
the underlying uncertainty, posponing EMU entry may therefore be preferdble to early
membership. The candidate cauntries can dso benefit from proceeding gradudly — ingtead of
adopting the euro as soon as possble they may be beter off by implementing a rddively
rigd fixed exchange-raie regime or a currency board and proceeding with full EMU
membership or eurization only later. Adopting an exchange-rate regime that is close to, but
dops short of, ful EMU membership, reveds additiond information about the eventud
outcome of this step, while the country ill retains the option of not entering and avoids
incuring the full cost. Again, the cost of such an approach is that the country does not receive
the full benefit of adopting the euro draight away. But given the irrevershility of the decison
and uncetainty about its outcome, the podtive option vaue of wating may more than
outweigh this cogt (Dewatripont and Roland, 1995, formulate this argument in the context of
choosng between adopting a big bang and a gradud reform). Moreover, the higher is the
uncertainty and/or the higher is the cost of reversng the decison, the higher is the option
vadue of waiting. Hence, the optimd length of procrastination may differ from country to
country, depending on ther specific conditions (such as the degree of dmilarity of output
shocks and/or availability of effective absorption mechanisms).



7 Conclusions

The evidence reviewed in this paper indicates that the candidate countries currentlyt
encounter shocks that are largely uncorrdated with those in the EMU core. After EMU entry,
the sat of tools avaldble to deal with asymmetric shocks will be reduced — members will dl
be subject to the same monday policy and ther ability to engage in counter-cyclica
dabilization through fiscal policy will be condraned by the requirements of the Growth and
Sability Pact. The available evidence dso suggests that migration is not an effective channd
of regiond adjusment to idiosyncratic shocks. Moreover, the EU will impose trangtiond
bariers to international migration following EU enlargement, which will further redrict the
candidate countries adjusment capability. Findly, there is essentidly no fiscd risk sharing
among the EU or EMU countries. There is certainly little doubt that EMU membership is
desrable and beneficid in the long term. Neverthdess, a rgpid entry to the EMU does not
seem to be the optimd drategy in the short to medium term. Rather, the candidate countries
can benefit from podponing the entry or proceeding gradudly. The vaue of the option
entalled in such a draegy is likdy to outweigh the costs of ddaying the benefits of
membership.
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Table 1 Correlation of Supply and Demand Shocks between Candidate Countries and
Four Large EU Countries

Supply Shocks

Germany France UK Italy
Czech Rep. -0.05 -0.06 -0.14 0.26
Slovakia -0.04 0.26 -0.03 0.12
Poland 0.00 0.07 0.17 0.03
Hungary 0.28 -0.02 -0.30 -0.06
Slovenia 0.02 0.28 0.28 0.09
Estonia 0.08 -0.05 -0.15 0.02
Latvia -0.07 0.18 0.16 0.04
Lithuania -0.16 -0.31 -0.04 -0.03
Demand Shocks

Germany France UK Italy
Czech Rep. 0.10 0.09 0.03 0.14
Slovakia 0.04 -0.31 -0.10 0.18
Poland 0.14 0.07 0.23 0.24
Hungary -0.40 0.26 0.52 0.39
Slovenia 0.03 0.29 0.10 -0.02
Estonia 0.05 0.19 0.09 0.06
Latvia 0.11 -0.21 -0.11 0.11
Lithuania 0.33 0.18 -0.03 -0.21

Source: Horvath (2002b). Notes: Computed with quarterly GDP data over 1993:1 — 2000:3 (Hungary 19951 —
2000:3). Bold figures indicate correlaion coefficients that are statigticdly significant at the 5% level.



Table 2 Correlation of Supply and Demand Shocks between Candidate and Member

Countriesand the EMU

Supply Demand Supply Demand

Shocks Shocks Shocks Shocks
Austria @A 0.38 0.08 | Bulgaria © -0.03 0.03
Belgium ©* 0.53 0.00 | Croatia © 0.21 -0.18
Finland © 0.30 0.06 | Czech Rep. @ 0.04 -0.15
France @ 0.69 0.30 | Estonia © 0.25 0.12
Germany @ 0.66 0.18 | Hungary © 0.46 0.25
Greece @" 0.05 -0.01 | Latvia @ 0.30 -0.49
Ireland @ ™ -0.14 0.13 | Lithuania © -0.11 -0.49
ltaly @A 0.52 0.57 | Poland © 0.08 0.28
Netherlands © 0.47 0.04 | Romania ®" 0.02 0.03
Portugal @ 0.45 0.09 | Slovakia © 0.05 -0.05
Spain @ 0.22 0.16 | Slovenia @ 0.15 -0.18
Denmark @ 0.18 0.13
Sweden @ 0.24 0.09
UK @A 0.21 -0.13

Source: Jarko Fidrmuc and Ikka K orhonen (2001).

Notes. Computed with quarterly GDP or industrid production (indicated by superscript 1P), for the following
periods (a) 1991-2002; (b) 1992-2000; (c) 1993-2000; (d) 1994-2000; (€) 19952000. Data indicated with
superscript SA are seasondly adjusted.
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