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Foreword by the Commissioner

The eighteenth edition of the Employment in Europe report is published at a moment when employment performance in the
EU appears to be picking up. Nevertheless, progress over recent years towards the Lisbon and Stockholm employment rate
targets for 2010, although encouraging with respect to women and older workers, remains insufficient overall and greater
efforts are needed to provide the right impetus for further improvement. This is why, at the Spring 2006 European Council,
Heads of State and Government reiterated the need for more effective and comprehensive implementation of the European
Employment Strategy, particularly by emphasising a number of aspects, such as an adequate balance between security and
flexibility in the labour market (i.e. “flexicurity”), mobility, education and skills, and a life-cycle approach to labour force
participation.

The need for increasingly adaptable European labour markets reflects a rapidly changing economic environment charac-
terised by phenomena such as globalisation; the ageing of European societies; and the development of segmented labour mar-
kets. These key challenges require that Member States identify and carry through comprehensive reforms aimed at improv-
ing the balance between flexibility and security in their labour markets. In order to improve employment outcomes and facil-
itate broader social acceptance, the pathways to higher “flexicurity” must be comprehensive and include four key elements —
flexible contractual arrangements; effective active labour market policies; credible lifelong learning systems; and modern
social security systems combining the provision of adequate income support with the need to facilitate labour market mobil-
ity and transition.

Against this background, the current edition of Employment in Europe addresses a number of politically prominent issues.
The main conclusions are:

» Significant synergies/complementarities exist between flexibility and security outcomes in the labour market, for instance
between employment rates and income equality.

* There is a need for furthering the culture of active labour market policy evaluation, using both the micro- and macro-eco-
nomic approaches.

» Economies close to the technology frontier need to focus more on creating new technologies by allocating a higher share
of resources to tertiary education and fostering a highly adaptable work force.

* Geographic mobility is a crucial element in the strategy to cope with the current labour market challenges, but it has to
be combined with other relevant policies, such as education and immigration policies, in order to provide an efficient and
consistent policy response.

The findings of this issue of Employment in Europe will, like in previous years, provide an important analytical input into
the Commission's policy considerations during the coming months. I strongly recommend this report to you, as I believe that
it provides an important insight into some of the key employment issues facing us in the EU today. We will have to contin-
ue to address these issues through joint efforts both at the level of Member States and at the level of the EU.

7

-

T

Vladimir Spidla
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Executive summary

Moderate improvement in employment performance in the EU in 2005, despite the
slow down in economic growth

Despite the deceleration in economic
growth in 2005 ...

... there was a moderate improvement
in EU employment performance,
althrough labour productivity growth
slowed down.

Recent progress towards the overall
2010 Lisbon employment rate target
has continued to be slow, but general
progress towards the female and older
people's targets is encouraging.

Strong disparities in labour market out-
comes across Member States persist.

Across the EU, overall employment per-
formance in 2005 was generally posi-
tive at Member State level, ...

.... reflecting continued strong employ-
ment expansion for women and older
workers, but also for prime-age men in

Compared to 2004, economic growth in the EU decelerated in 2005, mainly due
to the impact of the sharp rise in oil prices. GDP growth averaged 1.6% for the
year as a whole, down from 2.4% in 2004. However, this appears to be only a tem-
porary deceleration.

Despite the deceleration in economic growth, employment growth in the EU con-
tinued to recover gradually from the low in 2003, but remains well down on the
levels observed in the late 1990s and 2000. Employment growth averaged 0.9%
for the year as a whole, up on the previous year’s level of 0.5%. Reflecting the
moderate improvement in labour market conditions, the employment rate in the
EU increased to 63.8% in 2005 (from 63.3% in 2004), while the unemployment
rate declined to 8.7%, down from 9.1% the year before. However, although mod-
erate, there was a generalised decline in labour productivity growth in 2005, and
the EU continues to underperform relative to the US, both in terms of employment
and productivity growth.

Progress towards the overall Lisbon employment rate target for 2010 has contin-
ued to be slow and reaching this target is becoming increasingly challenging. Nev-
ertheless, recent progress towards the female and older people's targets, especial-
ly during what has been a period of low economic growth in general, is rather
more encouraging. The average employment rate for the EU rose by 0.5 of a per-
centage point in 2005, while that for women rose by 0.6 percentage points to
56.3%. For older people (aged 55—64) the employment rate increased substantial-
ly by 1.5 percentage points to 42.5%, indicating a rebound from the relatively lim-
ited increase in 2004. Employment rates among the young (aged 15-24) remained
unchanged from 2004, at 36.8%.

Much of the weak employment performance of the EU over recent years has been
due to the relatively poor labour market performance in Germany and Poland,
although recent figures indicate that the situation may be finally turning around in
those two Member States. At the same time, many of the southern EU Member
States remain well below the common EU employment targets, and still tend to
exhibit marked gender differences in labour market outcomes, together with large
disparities in the performance of labour markets at regional level. Better labour
market integration of migrants remains a challenge for many EU countries.

At Member State level, employment performance for the year as a whole was gen-
erally positive, with negative annual employment growth only in Germany and the
Netherlands. For the vast majority of Member States employment expanded in
2005, with growth of over 1% in ten countries. Particularly strong growth was
experienced in Luxembourg (2.9%), Spain (3.6%) and Ireland (4.7%).

With regard to the characteristics of the expansion in employment between 2004

and 2005, growth continued to be faster for women than for men, although a
notable development was the upturn in the employment rate of prime-age males

o
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2005, and in the incidence of part-time
and fixed-term employment.

The ongoing improvement in the skill
structure of the working age population
in recent years ...

...is reflected in the substantial rise in
employment in high-skilled non-manual
occupations.

There are mixed trends in the incidence
of atypical working time arrangements
but a generalised decline in shift work
and in working hours per employed
person.

Prospects of ongoing employment
growth, albeit at relatively modest lev-
els, and further decline in unemploy-
ment.

(those aged 25-54) after several years of decline. The continuation of the positive
trend in the employment of older workers, and the strong rise in the share of part-
time employment and of employment under fixed-term contracts, were also
notable developments.

The skill profile of the EU working age population continues to improve, with
strong improvements particularly in the skill composition of the female compo-
nent, contributing to a more employable and adaptable workforce and in turn to
increased employment and participation rates.

The high-skilled non-manual occupations have been the main driver for overall
increases in employment in recent years, accounting for the major part of employ-
ment expansion since 2000. This suggests an underlying improvement in the skill
level of those in employment, as well as reflecting the ongoing shift towards a
more knowledge-based economy. However, there are indications of a certain
degree of polarisation in the changes in occupational structure towards high-
skilled occupations and very low-skilled occupations, with a decline in employ-
ment of the skilled manual occupations.

There is a wealth of working arrangements in European labour markets, both in
terms of contractual and working hour arrangements, and with atypical working
hours not uncommon in most Member States. Recent data indicate varying trends
across Member States in the incidence of atypical working hour arrangements
such as night work and Sunday work, but a general reduction in the incidence of
shift work. Average working hours per employed person remain relatively high in
the new Member States, partly due to the low incidence of part-time work in those
countries, although there appears to be a continued generalised decline in average
working hours across EU Member States with few exceptions.

The employment growth prospects for 2006 and 2007 are similar to 2005.
Employment growth is forecast to increase only marginally in 2006, remaining
below the 1% level, and to stabilise at around 0.8% in 2007. The unemployment
rate is foreseen to fall gradually to 8.5% in 2006 and to decline further to 8.2%
in 2007.

Flexibility and security in the EU labour markets

“Flexicurity” has gained importance in
the EU policy debate.

“Flexicurity” has moved away from the
description of specific national con-
texts to become a tool to classify differ-
ent labour markets.

The 2006 Annual Progress Report has called on Member States to seek a conver-
gence of views on a set of common principles on the combinations of flexibility
and employment security in the labour market (i.e. “flexicurity”). Flexicurity is a
response to the need to improve the adaptability of both workers and firms to a
rapidly changing labour market and to labour market segmentation. A segmented
labour market implies risks of increasing the precariousness of jobs, damaging
sustainable integration in employment and limiting human capital accumulation.
The 2006 Joint Employment Report highlights that a good balance between flexi-
bility and security can be achieved by the interaction of four key elements: a) suf-
ficiently flexible contractual arrangements; b) effective active labour market poli-
cies; ¢) credible lifelong learning systems; d) modern social security systems.

The term “flexicurity” was initially used to describe the successful combinations
of flexibility and security realised by the Danish and Dutch labour markets. How-
ever, flexicurity has then moved away from the description of specific national
contexts to become a tool to classify different labour markets. EU Member States

o
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Stringent EPL tends to reduce the
dynamism of the labour market, wors-
ening the prospects of the groups “at
the margin”...

’

...but deregulation “at the margin’
only tends to favour the creation of seg-
mented labour markets.

Well-designed unemployment benefit
systems seem to perform better as an
insurance against labour market risks.

EU Member States can be grouped in
different “flexicurity” models...

. but political economy constraints
can make regime change problematic...

Executive summary

can be grouped into several flexicurity regimes based on the mix of one dimension
of flexibility (external flexibility) and one dimension of security (income/employ-
ability security). However, further work will be needed to include other dimen-
sions, in particular internal and functional flexibility.

External flexibility refers to the ease of hiring and firing workers, and the use of
flexible forms of labour contracts. This has been measured by the OECD's indica-
tor on the strictness of employment protection legislation (EPL). Both theoretical
and empirical findings suggest that stringent EPL, while having an ambiguous or
limited impact on total unemployment and employment, worsens the employment
prospects of women, youths and older workers. It can also slow down the flow of
labour between different jobs making the labour market less dynamic and increas-
ing the average duration of unemployment spells.

In recent years, certain Member States have increased external flexibility “at the
margin”, chiefly by easing EPL for temporary contracts only, while keeping strin-
gent rules for regular contracts largely intact. This has favoured the development
of two-tier labour markets in which the brunt of adjustment to shocks falls on
employees under atypical contractual forms (e.g. fixed-term contracts). This has
led to precarious employment and a lack of adequate provision of training for
workers under atypical contracts, with negative impact on productivity. “Flexicu-
rity” would rather call for a simultaneous easing of rules on both regular and atyp-
ical contracts as a way to provide for improved flexibility in the labour market.

EPL and unemployment benefit (UB) can be seen as two different ways of protect-
ing workers against labour market risks. Empirical studies suggest that workers
feel better protected by UB than by EPL. Relatively high UB tends to be associat-
ed with longer spells in unemployment, inter alia, because of the decline in the
intensity of job search. However, this can be largely offset by setting efficient acti-
vation strategies that coordinate UB administration with active labour market poli-
cies (ALMPs). A possible reform strategy could be to “trade” more flexible EPL
for higher transfers to the unemployed both in the form of income compensation
(i.e. passive labour market policies) and active measures (ALMPs).

The “flexicurity” debate emphasises the importance of interactions between labour
market policies and institutions. In line with well-established theoretical results and
statistical procedures, EU Member States are clustered on the basis of a limited num-
ber of dimensions (or axes) to characterise national labour markets. This classifica-
tion suggests the presence of three major axes, which can be broadly interpreted as
representing: a) (external numerical) flexibility/employability; b) security; and c) tax
and social security contributions burden. A key finding of this analysis is that there
are significant synergies between the flexibility/employability and security axes in
terms of labour market outcomes. A high country score on both the flexibility and
security axes is positively correlated with favourable outcomes for socio-economic
variables, such as higher employment rates and a more equal distribution of income.

The political feasibility of reform packages improving the combinations of flexi-
bility and security can be enhanced by negotiations in the framework of (tripartite)
social dialogue. However, the largely compensatory nature of “flexicurity”
reforms (i.e. loosening EPL in exchange for both higher and better spending on
LMPs) may make their implementation problematic, because of the implied
increase or shift in government expenditure, together with the necessary gains
required in the efficiency of public administrations.

13
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...and different policy options seem to
be compatible with “flexicurity” princi-
ples.

A number of policies consistent with “flexicurity” have also been proposed or
implemented that may not involve significant increases in government expendi-
ture. Such policies included: a) setting up individual and portable unemployment
accounts; and b) replacing all types of labour contracts by a single one, lowering
firing costs and creating a layoff tax to fund UB and public employment services
(PES). These measures/proposals illustrate that there can be different pathways to
improving the combination of flexibility and security — as concrete solutions
depend on particular national circumstances and policy choices that can eventual-
ly yield equivalent socio-economic outcomes.

Effective European Active Labour Market Policies

Effective active labour market policies
are a key element for successful imple-
mentation of “flexicurity” principles.

The EES emphasises both the need to
strengthen spending on active policies
and make them more effective.

Expenditure on active measures
accounts for about one-third of total

spending on LMPs.

The effectiveness of ALMPs is assessed
using either micro- or macro-econo-
metric techniques.

Micro-econometric evaluations suggest
that spending on training is relatively
ineffective, while employment incen-
tives and PES are associated with the
favourable  post-programme
employment outcomes.

most

In the context of the current “flexicurity” debate and according to the conclusions of
the Spring 2006 Council, effective active labour market policies (ALMPs) — sup-
porting transitions between jobs as well as from unemployment and inactivity to jobs
— is one of the ingredients essential to achieve a good balance between flexibility and
employment security while reducing the risk of labour market segmentation.

Both the European employment strategy (EES) and the OECD Jobs Strategy have
recommended the following actions. Firstly, to shift resources from passive LMPs
(i.e. those concentrating in providing income support) to active LMPs (i.e. those
attempting to improve the labour market prospects of participants); and secondly,
to take better account of the interactions between ALMPs and tax and benefit sys-
tems, preferably in the framework of activation strategies, in order to increase the
effectiveness of ALMPs.

Average spending on LMPs in EU Member States totalled just over 2% of GDP
during the period 1985-2004, with a small downward drift emerging after the mid-
1990s. There is a wide variation in spending across countries, ranging from a low
of under 0.5% in the Czech Republic, Estonia, Latvia, Lithuania, Slovakia and the
UK, to a high of 4.4% in Denmark in 2004. In the EU, the share of expenditures
on active measures accounts, on average, for approximately one-third of total LMP
spending. This indicates that EU Member States have not made any significant
progress on shifting resources from passive to active measures, despite the
declared intentions of many governments.

The effectiveness of ALMPs is usually evaluated using either micro- or macro-
econometric techniques. The large majority of programme evaluations use micro-
econometric techniques to measure the impact of participation in the programme
on subsequent employment and/or earning prospects. However, assuming ade-
quate data availability, use of a general equilibrium/macro framework is preferable
to a partial equilibrium/micro approach, as the former is capable also of measur-
ing indirect and long-run effects, which might lead to a reversal of the policy con-
clusions drawn from the micro-econometric evaluation.

Overviews of programme evaluations, including a recent meta-analysis of more
than 100 studies conducted in Europe, find the following: training has a modest
likelihood of making a positive impact on post-programme employment rates. In
contrast, spending on employment incentives and PES is associated with signifi-
cantly better outcomes. The evidence suggests that job search assistance pro-
grammes in general, and activation policies in particular, rank highly among the
more cost-effective ALMP measures in terms of helping the unemployed find a
job and keep it. Programmes involving direct job creation in the public sector are
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In contrast, macro-econometric studies
usually find training as the most effec-
tive category of ALMP This paradox
could be solved by extending the obser-
vation period to include the medium- to
long-term effects of training.

Interactions between LMPs can have a
significant impact on the effectiveness
of active measures and affect labour

supply.

Despite recent progress, an evaluation
culture for labour market policies
needs to be further developed to make
active policies more effective.

Executive summary

even less likely to show a positive impact on post-programme employment out-
comes than training programmes.

The results of micro-econometric evaluations and of the few macro-econometric
studies available are somewhat contradictory. Macro-econometric studies usually
find that training is the only category of ALMP that seems to have a significant
positive impact on aggregate labour market outcomes. This paradox could be
solved by extending the observation period to include the post-participation effects
of training. In practice, evaluations of training programmes often find a negative,
or only a slight positive, effect on participants’ outcomes during the first year or two
after participation. However, after that initial period, a growing number of follow-
up studies have found evidence of a positive impact attributable to training.

In order to explore synergies and make active policies more effective, it is impor-
tant to consider the interactions between active and passive LMPs. The disincen-
tive effects of relatively high and long-lasting unemployment benefits on labour
supply can be, at least partially, counteracted by adopting well-designed ALMPs.
In recent years EU Member States have preferred to counterbalance some of the
disincentive effects of UB/welfare systems by introducing comprehensive activa-
tion strategies that coordinate public UB administration with expenditure on
ALMPs.

Although the situation in Europe is rapidly improving as the practice of conduct-
ing evaluations becomes more widespread, development of an evaluation culture
for labour market policies is still in its infancy in many EU Member States. Eval-
uating the effects and monitoring the implementation of ALMPs are important
steps in the process of improving policy design in order to secure better results.

Human capital, technology and growth in the EU Member States

Human capital is at the heart of the
Lisbon Strategy but investment in a
high-skilled workforce has been rather
disappointing.

Some growth models treat human capi-
tal as an additional input in the produc-
tion function, alongside physical capi-
tal and labour ...

. while other models link the stock of
human capital to the creation and
absorption of new technologies.

Human capital together with technology have been put at the heart of the Lisbon
Strategy with the aim to increase EU productivity in the context of the knowledge-
based economy. However, particularly investment in a high-skilled workforce has
been rather disappointing. Currently, the EU allocates approximately 1.2% of its
GDP in higher education compared with nearly 2.9% in the US. This underinvest-
ment in a high-skilled workforce has been seen as one of the main reasons behind
the relatively slow growth in Europe in the past years. The 2005 revised Lisbon
Strategy and the subsequent Integrated Guidelines for Growth and Jobs
(2005-2008) have thus placed an even stronger emphasis on the need to invest
more in human capital through better education and skills.

Several models in the existing economic literature link human capital to econom-
ic growth and they broadly follow two main approaches. A standard approach
treats human capital as an additional input in the production function, alongside
physical capital and labour. In this approach, growth is driven by the accumulation
of human capital. Consequently, differences in growth rates across countries can
be explained by differences in the rates at which these countries accumulate
human capital. This implicitly considers education as affecting the workers' pro-
ductivity in the same way, regardless of the type of job they perform.

In the second approach, growth is driven by the stock of human capital, which

determines the capacity of a country to create new technologies and to absorb new
technologies developed in other countries. This alternative approach sets out to
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In a knowledge-based economy, a high-
skilled and adaptable workforce is
essential for growth.

An estimation of panel data from 14 EU
Member States suggests the importance
of a skilled workforce for technological
progress through technology creation
and absorption ...

... but a working environment facilitat-
ing adaptability matters too in coun-
tries close to the technology frontier.

explain the difference in growth rates between countries in terms of differences in
human capital stocks, thus in the ability of countries to create and absorb new
technologies. It sees education as especially important for jobs requiring innova-
tion and adaptation to change, which are growing fast in a knowledge-based econ-
omy. A skilled workforce is better at creating and absorbing new technologies and
therefore at generating technological progress.

Since human capital and technology are seen as key determinants of EU's produc-
tivity, this alternative approach has been adopted to examine empirically the growth
effects of a high-skilled workforce through technological progress in the EU Mem-
ber States. However, especially in a knowledge-based economy where technologi-
cal progress can create an economic imbalance, it is not only the level of human
capital or its composition but also adaptability that matters for economic growth.
Adaptability of workers is crucial for effective reallocation of resources in response
to changes in economic conditions. Although the capacity to adapt to change is one
of the main features of a well-educated workforce, it is reasonable to assume that
the degree of adaptability of the workforce is sensitive to the forms of work organ-
isations workers face. Consequently, the growth effects of a skilled workforce may
have different magnitudes depending on whether the work environment is designed
to encourage the effective use of the adaptability of the skilled workers for techno-
logical progress.

To assess these assumptions, a model using panel data in 14 EU Member States
with observations for every five years between 1960 and 2000 is used. It estimates
the impact of high-skilled labour, measured here in terms of fraction of adult pop-
ulation with tertiary education in total adult population, on technological progress.
An important distinction is made between the impact of high-skilled labour on a
country's capacity to innovate and on its ability to catch up with the technology
leader. The speed of the latter is a function of both the proportion of high-skilled
workers in the workforce and its distance to the technology frontier. As a country
nears the technology frontier the impact of technology adoption weakens and the
ability to innovate domestically gains importance. The results suggest a positive
impact of skilled labour on the ability of EU Member States to create domestical-
ly new technologies and to absorb technologies developed abroad.

The empirical results also support the assumption that the effects on technological
progress will be more significant in countries that are closer to the technological
frontier and where the working environment supports the capacity of high-skilled
workers to adapt to changes in economic conditions. Indeed, a combination of a
high-skilled workforce and a flexible working environment enhances the ability of
countries to create new technologies.

Geographic mobility within the EU

The overall share of EU workers living in
another Member State is relatively small,
but varies from country to country.

Annual cross-border mobility flows
between EU-15 countries are low and

Geographic labour mobility of EU citizens remains a limited phenomenon both
relative to the total EU population and compared to migration from third countries
to the EU. Currently, less than 2% of EU working age citizens live in another EU
Member State, the biggest majority of them from the old 15 Member States. This
is less than 20% of the total foreign-born labour force of the EU. There are never-
theless, substantial differences across Member States.

Current labour mobility flows are low, with official statistics showing only 0.1%
of the EU-15 national labour force changing its place of residence from one Mem-
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mobility from the new to the old Mem-
ber States remains limited.

Regional mobility rates in the EU are
significantly higher, but comparisons
with the US still suggest a potential for
increase.

EU-15 movers are on average young,
highly educated, single, without chil-
dren and tend to work in high-skilled
white-collar positions.

Mobile workers from the new Member
States tend to be even younger, with a
higher proportion of women, having
mostly medium skill levels and tending
to work in complementary sectors and
occupations.

Employment rates of EU-10 movers are
still lower than the average of EU-15,
but have been improving rapidly.

Data show some limited increase in
expected future mobility for most coun-
tries. Expected mobility levels from the
EU-8 countries to the old Member
States are unlikely to pose problems for
their labour markets.

Efforts to increase geographic mobility
in the EU need to continue, both in
terms of further reducing legal and
administrative barriers and tackling the
social, cultural, educational and infra-
structure barriers.

Executive summary

ber State to another every year. Mobility rates with respect to flows of workers
from the EU-10 to the EU-15 after enlargement have been limited according to the
evidence so far and the flow from EU-15 to EU-10 Member States has been large-
ly negligible.

Regional mobility within Member States is significantly higher than cross-border
mobility, although regional mobility rates between countries vary greatly and are
substantially lower in the new Member States compared with the old Member
States. Overall, geographic mobility rates in the EU are lower than in the US.
Although not as wide as sometimes claimed, the existing mobility gap with the US
suggests that there may be a potential for higher mobility in the EU.

Internationally mobile EU-15 citizens tend to work in high-skilled white-collar
positions and are significantly younger, better educated, mostly single and less
likely to have children than the total labour force and migrants from non-EU coun-
tries. Their skill level has increased since 2000, and there seems to be a trend to
higher mobility among older workers.

Compared to their EU-15 counterparts, internationally mobile workers from the
EU-10 Member States are even younger, show a higher share of female workers
and are significantly less likely to be highly educated, but include a very high
share of medium-skilled persons. They are therefore less likely to be in high-
skilled positions, but have a substantially higher concentration in skilled blue col-
lar and elementary occupations, which would suggest their complementary role in
the host countries' economies.

The employment rates of mobile EU-15 citizens are very similar, if not higher than
those of the total working age population. Employment rates of EU-10 citizens
resident in the old Member States have increased considerably over recent years,
are close to those of the overall population and EU-15 movers, and substantially
higher than for non-EU nationals.

Survey data on the intention of European citizens to move to another country in the
next five years indicate that cross-border mobility between the EU-15 Member
States is likely to increase somewhat but probably not greatly in the short and medi-
um term. Among the EU-8 countries, the Czech Republic, Hungary, Slovakia and
Slovenia have expected mobility rates which are below that of most old Member
States. Expected mobility from the three Baltic countries and Poland is significant-
ly higher than that from the rest of the Member States, but this is unlikely to pose
major and lasting challenges for the labour markets of the receiving countries.
Looking at longer-term developments, demographics are likely to act as a brake on
mobility, particularly because of a decrease in the younger age group, which has
tended to be the most mobile.

Given the relatively low mobility levels in Europe, it is essential to further foster
the free movement of workers as one of the fundamental freedoms of European
citizens and for its contribution to a better functioning of labour markets. Efforts
to further reduce and remove existing legal and administrative barriers to mobility,
including the transitional arrangements for the free movement of workers from
new Member States, need to continue. However, even if all administrative barriers
and information hurdles to mobility were removed, the social, cultural, education-
al and infrastructure barriers to mobility would still remain as the main obstacles.
Tackling these obstacles will require policy actions aimed at fostering the integra-
tion and acceptance of newcomers, providing more attractive urban environments
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Policies on geographic mobility need to
be put in context with other policies.

Conclusions

Despite further progress in the employ-
ment situation in the EU, reaching the
Lisbon target remains a challenge.

Member States need to identify and
implement comprehensive reform pack-
ages aimed at enhancing the flexibility
and security of their labour markets...

...in order to progress toward fulfilling
the EES objectives within the frame-
work of the renewed Lisbon Agenda.

and housing markets, improving language skills, raising educational levels, and
helping young people to gain first mobility experiences through studies or intern-
ships abroad.

Geographic mobility represents a crucial element in the strategy to cope with the
current and future labour market challenges in the enlarged EU. However, in order
to provide an efficient policy response to these challenges, policies on geographic
mobility need to be coupled with actions in the field of other employment poli-
cies, education and immigration.

The employment situation in the enlarged EU continued to improve in 2005
despite the slowdown in economic growth. Further progress was achieved in terms
of overall, female and particularly older worker employment rates; though reach-
ing the overall Lisbon employment target remains a major challenge. Increased
efforts will be needed in all three priority areas identified by the Employment
Guidelines; namely attracting and retaining more people in employment, increas-
ing labour supply and modernising social protection systems; improving the
adaptability of workers and enterprises; and increasing the investment in human
capital through better education and skills.

The conclusions of the last Joint Employment Report stressed the importance of a
comprehensive approach to reform in the face of rapid structural changes brought
about by ageing and globalisation. The findings of this year's Employment in
Europe corroborate this assertion. The Member States need to identify and imple-
ment appropriate combinations of policies enhancing both the flexibility and secu-
rity of their respective labour markets. While there is clearly no single flexicurity
solution for all, and adopted reforms will need to reflect the specific situation in
each Member State, a comprehensive reform approach encompassing all the key
elements — modern labour laws, active labour market policies, life-long learning
systems and modern social security systems — may not only deliver better employ-
ment outcomes, but also prove to be more politically feasible.

Looking in some more detail into the individual policy areas, this Employment in
Europe highlights the need to create a stronger culture of the evaluation of labour
market policies, to invest in a high-skilled and adaptable workforce, and to foster
the free movement of workers in the enlarged EU. These are some of the policy
actions that will be needed in order to progress toward fulfilling the objectives of
the European Employment Strategy within the broader framework of the re-
launched Lisbon Agenda.
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Panorama of the European

Chapter

labour markets

1. Introduction

This chapter provides a detailed
overview of recent developments in the
European labour market up to 2005 and
compares them with developments in an
international context, in particular with
those in the US and Japan. The chapter
begins with an overview of recent
labour market performance, examining
the current situation and recent trends in
the EU set in a global perspective, and
reports on the short-term prospects for
the EU labour market in the year ahead.
It then focuses in more detail on the lat-
est developments in activity, employ-
ment and unemployment rates across
the individual Member States, with a
focus on progress with regard to the
Lisbon and Stockholm employment rate
targets. This is followed by an overview
of recent employment trends according
to type of employment and working
time arrangements, together with an
examination of the skill composition of
the workforce, of trends in the sectoral
and occupational structure of employ-
ment over recent years, of the continu-
ing disparities in labour market per-
formance at regional level, and of the
latest demographic trends, including
migration, and the labour market situa-
tion of non-EU nationals. The findings
reported in this chapter are based on
data available up to June 2006', while
many of the tables and charts include
data for the EU-15 aggregate to provide
a longer-term historical perspective.

2. Recent labour
market performance

2.1. EU labour market
performance in 2005 in a
global perspective

The expansion in the world economy
remained robust in 2005. Due to an
acceleration in economic activity in the
second half of the year, world GDP
growth for 2005 is estimated at 4.6%,
only slightly down on the recent high
of 5.1% observed in 2004. Particularly
strong growth was again observed in
certain emerging economies such as
China (9.9%) and India (8.0%). In the
US, economic activity remained
strong, reflecting continued buoyant
consumer spending and relatively
strong investment growth. GDP growth
was robust at 3.5%, although this was
down from 4.2% the previous year,
partly reflecting hurricane-related dis-
ruptions. In Japan, economic expan-
sion, at 2.7%, reached a five-year high
in 2005, up from 2.3% the year before,
with growth mainly driven by domestic
demand, although exports also made a
significant contribution.

As in the US, economic growth in the
EU slowed down in 2005 compared to
the year before, mainly due to the
impact of the sharp rise in oil prices’.
GDP growth averaged 1.6% for the
year as a whole, down from 2.4% in
2004, although this is expected to be

only a temporary deceleration
(Table 1). Indeed, over the course of
the year economic growth picked-up
from around 1.5% in the first half of
the year to around 1.8% in the second.

In 2005, employment growth in the EU
continued to recover gradually from
the low in 2003, despite the decelera-
tion in economic growth compared to
2004, but remains well down on the
levels observed in the late 1990s and
2000 (Chart 1). Employment growth
averaged 0.9% for the year as a whole,
up on the previous year’s level of 0.5%
(Chart 2). Reflecting the moderate
improvement in labour market condi-
tions the employment rate in the EU
rose to 63.8% (Chart 3), while the
unemployment rate declined to 8.7%,
down from 9.1% the year before.

In the US the labour market continued
to show strong signs of recovery.
Employment continued to expand at a
faster rate than in the EU, with growth
accelerating to 1.8%, up from 1.1% the
year before and approaching the rates
experienced at the end of the last cen-
tury. The unemployment rate fell to
just above the 5% level, down from
5.5% in 2004. In Japan, the turn-
around in the labour market observed
in 2004 continued in 2005. Employ-
ment growth was positive for the sec-
ond consecutive year, although, at
0.4%, much lower than in the EU and
the US, while the unemployment rate
fell from 4.7% to 4.4%.

1 The figures in this chapter are based on the data available up to June 2006 and generally include data for the years up until 2005. Where “LFS"
is mentioned as the data source this refers to the spring results from the Labour Force Survey unless otherwise stated. Where “QLFD” is men-
tioned, this should be understood to mean either annual averages from national accounts or annual averages of quarterly data from the Labour
Force Survey, depending on the specific variable in question. Due to the transition to a quarterly survey, data for missing quarters for the LFS are
estimated by Eurostat until 2003. For further details on the data and the sources used, see the statistical annexes.

2 The average annual price (in US dollars per barrel) of Brent crude oil rose 43% compared to 2004.
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Table 1 - International Comparison of Key Indicators (2005)

GDP (in 1000 million PPS, current prices)

Employment Rate (as % of working age population) 63.8 65.2 71.5 69.3
Unemployment Rate (as % of civilian labour force) 8.7 7.9 5.1 44

Source: GDP and employment growth from Commission's Spring 2006 Economic Forecasts and QLFD, Eurostat. GDP in PPS from
AMECO database, Commission Services. Employment rate from QLFD, Eurostat and OECD data for US and Japan. Unemployment
rate from the harmonised unemployment series, Eurostat. Population from demographic statistics, Eurostat.

Note: Employment rates for the EU and Japan refer to persons aged 15-64; US employment rate refers to persons aged 16 to 64.

Real GDP growth and employment growth in the EU (% change on same period of previous year), 1996 — 2006
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Employment growth rates in the EU, US and Japan, 1997 — 2005
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Source: EU data from QLFD, Eurostat; US and Japan data from AMECO database, Commission Services.

Chart 3 Employment rates in the EU, US and Japan 1975 - 2005
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2.2. Recent general labour
market developments in
the EU

2.2.1. Employment growth across
Member States in 2005

Employment growth for the EU as a
whole continued to improve during
2005, a development reflected across
the vast majority of Member States
(Table 2). Only Finland, Germany and
Italy experienced a significant decline
in growth, with rates for the latter two
turning negative during the course of
the year.

Among the larger Member States,
employment growth continued to be par-
ticularly strong in Spain where it acceler-
ated over the course of the year to reach
3.7% by the last quarter (Chart 4). In
contrast, growth in Italy fell from around
the 1% level in the first quarter to turn
negative from the third quarter onwards,
thus continuing the recent broad trend of
declining employment growth in that
Member State. Growth in Germany,
which had seemed to be back on a posi-
tive track following a resumption in
growth in 2004, fell back into negative
territory from the second quarter of 2005
onwards. In France, employment expan-
sion remained subdued, continuing the

lacklustre labour market performance of
recent years, but nevertheless showed a
moderate improvement over the course
of the year. Meanwhile growth in the UK
remained relatively robust at around the
1% mark for most of 2005, similar to
previous years, before dropping to 0.6%
in the last quarter.

Among the remaining Member States,
almost all experienced a clear improve-
ment in their employment situation
compared to the previous year. Several
Member States that had experienced
spells of employment contraction in
2004 saw a strong upturn in growth over
2005 (Austria, Denmark, Estonia,

Table 2 — Annual change in employment growth, by quarter, over 2002 to 2005
(% change compared to same period of previous year)

Source:
Note: No quarterly employment growth data from QLFD for EL, PL and PT.
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Lithuania, Malta, Slovakia and Swe-
den). In Ireland, already strong employ-
ment growth picked up even further,
while in the Netherlands the period of
employment contraction, which began
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in the second quarter of 2003, had come
to an end by the close of 2005.

As a consequence of these develop-
ments, employment growth for the year

as a whole was positive for the majority
of Member States (Chart 5). Annual
growth was negative in only two coun-
tries (Germany and the Netherlands,
although due to the weight of the former

Chart 4 Employment Growth in the larger Member States, 2002 — 2005
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this had a certain restraining effect on
overall growth for the EU), and then
only of the order of -0.2% to -0.4%, and
at a standstill in just two others (Hun-
gary and Portugal). For the other twen-
ty-one Member States employment
expanded in 2005, with growth of over
1% in ten countries. Particularly strong
growth was experienced in Cyprus
(3.3%), Spain (3.6%) and above all Ire-
land (4.7%). A further positive sign is
that annual employment growth turned
positive in Poland in 2005 following a
long period of employment contraction
in that country.

At EU level, employment creation
between 2004 and 2005 was again
characterised by greater employment
increases for women than for men,
while in terms of age, those of prime
working age (i.e. 25-54) accounted for
around two-thirds of the total increase
(Table 3). A significant development
was the strong contribution from prime
working age men in 2005, a marked
change from previous years and leading
to a more balanced composition of

growth by gender. Older workers aged
55-64 continued to account for a sub-
stantial share (just under one-third) of
the overall rise in employment, in con-
trast to the negligible change in
employment levels for younger people
aged 15-24. Focussing on types of
employment, part-time employment
was a major factor in employment
expansion, accounting for almost two-
thirds of the rise in overall employ-
ment, while fixed-term employment
was associated with almost half the
increase in among
employees.

employment

2.2.2. Overall trends in
unemployment

Over the course of 2005 the overall
unemployment rate for the EU-25 con-
tinued the fall that had started from the
first quarter of 2004, when the rate
peaked at 9.2% (Chart 6). By the first
quarter of 2006 it had fallen to 8.4%,
the same level as the minimum
achieved in the first half of 2001, and
with the number of persons in unem-

2004 and 2005 by sex, age and type of employment
% contribution to employment
creation 2004 — 2005
Sex and age
Women 15-24 negligible
25-54 32.6
55-64 20.6
All women 15+ 54.6
Men 15-24 negligible
25-54 30.6
55-64 11.0
All Men 15+ 45.4
Type of employment
Full-time versus Part-time Full-time 354
Part-time 64.6
% contribution to employment
creation of employees 2004 — 2005
Permanent versus Permanent 54.2
fixed-term Fixed-term 458
Source: Eurostat, LFS spring results.

ployment being just under 19 million.
At that time the (seasonally adjusted)
unemployment rate ranged from as low
as just over 4% in Denmark, Ireland
and the Netherlands to as high as
15.7% in Slovakia and 16.9% in
Poland.

Similarly, declines in the unemploy-
ment rate were observed in the US and
Japan. In the US the unemployment
rate continued to fall over the course
of 2005 and into 2006, having peaked
at 6.1% in the second quarter of 2003.
By the first quarter of 2006 it had fall-
en below the 5% level to 4.7%, but
nevertheless remained some 0.8 per-
centage points above the minimum of
3.9% attained in the fourth quarter of
2000. Unemployment rates in Japan
had fallen to 4.2% by the first quarter
of 2006, down from the peak of 5.4%
in early 2003. As a result of these
developments the gap between the
EU-25 unemployment rate and those
of the US and Japan remained around
4 percentage points — little changed
from 2004.

2.2.3. Developments in
productivity growth

Reflecting the temporary slowdown in
economic growth in 2005 and the
moderate recovery in employment,
average labour productivity growth (in
terms of GDP per person employed)
for the EU declined to 0.9%, down
from 2.0% the previous year and
returning to the low levels of the pre-
vious years 2001-2003 (Chart 7).
Although moderate, this generalised
decline in labour productivity growth
contrasts with the upturn observed in
2004, which was essentially a cyclical
rebound. Labour productivity also fell
sharply in 2005 in the US, down from
3.3% the year before to 1.7%, but
remained relatively stable in Japan at
2.3%. As a result of these develop-
ments, EU productivity growth
remained substantially below that in
the US and Japan, continuing the trend
observed since 2002.
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Chart 6 Trends in unemployment rates in the EU, US and Japan since 1995 (seasonally adjusted quarterly data)
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Considering productivity in terms of
GDP per hour worked, productivity
growth in the EU also declined sharply
in 2005, and also on this basis remains
below the growth rates observed in the
US and Japan (Chart 8). Even though
recent hourly productivity growth fig-
ures for the US peaked in 2003 and
have declined since, the rate remained
around twice that of the EU in 2005.

At Member State level, strong produc-
tivity growth at rates well above the EU
average continued in the new Member
States other than Poland. Apart from
Germany, among the larger Member
States productivity growth was general-
ly subdued, and particularly weak in
Italy and Spain, continuing the trend of
recent years in these two Member
States (Table 4). In line with the overall
decline in productivity growth at EU
level, growth rates declined in the vast
majority of Member States compared
to the previous year.

2.3. Short-term prospects
for the EU labour market

According to the European Commis-
sion’s 2006 Spring Economic Fore-
casts, the recovery in the EU economy
is expected to gather pace in 2006,
with GDP growth forecast to reach
2.3% for the year as a whole, some
three-quarters of a percentage point
higher than growth in 2005. Economic
growth is then expected to moderate
slightly and decline by 0.1 of a per-
centage point in 2007.

The expectation is that the general
recovery in the EU will be supported by
a strengthening of domestic demand, in
particular increasing investment while
private consumption is forecast to grow
more moderately, reflecting the expect-
ed gradual improvement in the labour
market. Furthermore, external demand
is expected to be supported by the con-
tinued strong growth in the world econ-
omy, which is forecast to be sustained
for most of 2006, and to average 4.6%
for the year as a whole. However, there
is expected to be a moderation in
growth in the latter part of the year,

resulting from the strong increase in the
price of oil and other commodities cou-
pled with the effects of monetary tight-
ening across world regions.

In the labour market, the moderate
response of employment to the upturn
in economic activity after the slow-
down of 2001-2003 continues, still
partly reflecting the effects of labour
hoarding during the slowdown but also
the relative weakness of the current
economic upswing and the effects of
the temporary deceleration in 2005.
Employment growth has now been rel-
atively low (under 1%) for four years
and has not picked up markedly since
the start of the general economic
upturn in mid-2003. Furthermore,
employment growth is forecast to
increase only marginally in 2006,
remaining below the 1% level, and to
stabilise at around 0.8% in 2007. The
unemployment rate is expected to fall
gradually to 8.5% in 2006 and to
decline further to 8.2% in 2007.

Labour productivity growth in the EU
(in terms of real GDP per occupied per-
son) is expected to improve to 1.4% in

Growth in productivity per hour worked, 2000 - 2005
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Table 4 - Annual productivity growth 2000 — 2005
Growth in GDP per person employed Growth in GDP per hour worked

21 03| oa| 07 o o3| 45| o1 o2 a4 oo
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Source: Commission Services.

2006, up from the growth rate of 0.9 % to be particularly low in Portugal and and most of the other new Member
in 2005, and then to stabilise at 1.3% in  Spain in 2006 (around 0.5%), but States.
2007. Growth in productivity is expected ~ strong in the Baltic States (over 5%)
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3. Labour market
situation in 2005 in
the enlarged EU

3.1. Employment rates and
the Lisbon and Stockholm
targets

3.1.1. Overall progress in relation
to the Lisbon and Stockholm
targets

In 2005 the EU continued to make
progress towards the Lisbon and Stock-
holm employment targets (Box 1), albeit
moderate other than for the older people's
target. Between 2004 and 2005 the aver-
age employment rate’ for the EU rose by
0.5 of a percentage point to 63.8%, simi-

lar to the increase recorded in 2004 and
despite the deceleration in economic
growth in 2005. The employment rate for
women rose by 0.6 percentage points to
56.3%, while that for men rose by a more
moderate 0.4 percentage points to
71.3%. As a result, the gender gap in
employment rates in the EU narrowed
further between 2004 and 2005, falling
by 0.2 of a percentage point to 15.0 per-
centage points. For older people (aged
55 to 64) the employment rate rose sub-
stantially, by 1.5 percentage points to
42.5%, indicating a rebound from the
relatively limited rise of 2004. Given the
above developments, in 2005 the overall,
female and older people’s employment
rates were around 6, 4 and 7.5 percentage
points below the respective Lisbon and
Stockholm employment targets for 2010
(Table 5).

The relative weakness in employment
growth over the first half of this
decade, together with the rather limited
prospects for growth in 2006 and 2007,
means that achieving an EU employ-
ment rate of 70% by 2010 is becoming
increasingly challenging, although it
should also be recognised that in
absolute terms employment has
expanded significantly since 2000 and
that the overall employment rate has
risen despite the slowdown in econom-
ic growth which characterised much of
this period. According to recent labour
force projections prepared by the Com-
mission and the Ageing Working Group
attached to the Economic Policy Com-
mittee* the overall employment rate of
the EU-25 is projected to rise to 67%
by 2010.

Box 1 - Lisbon and Stockholm employment rate targets and the relaunched Lisbon Strategy

The Lisbon European Council of 2000
set a strategic goal, over the decade
2000-2010, for the EU “to become the
most competitive and dynamic knowl-
edge-based economy in the world,
capable of sustainable economic
growth with more and better jobs and
greater social cohesion”. It specifically
stated that the overall aim of employ-
ment and economic policies should be
to raise the employment rate to as close
as possible to 70% by 2010 and to
increase the employment rate for
women to more than 60% by the same
year, not least in order to reinforce the
sustainability of social protection sys-
tems. In addition to the 2010 Lisbon
targets, the Stockholm European
Council of 2001 set a new target of
raising the average EU employment

rate for older men and women (aged 55
to 64) to 50% by 2010.

Recognising the limited progress
achieved so far towards these targets,
the European Council decided in 2005
to re-launch the Lisbon Strategy with-
out delay and refocus priorities on eco-
nomic growth and employment. As
part of this, a new set of employment
guidelines for the period 2005 to 2008
was adopted by the Council in July
2005 to reflect the renewed focus on
jobs, and they form part of the “Inte-
grated Guidelines” package also
adopted in 2005, which lays out a
comprehensive strategy of macroeco-
nomic, microeconomic and employ-
ment policies to redress Europe's weak
growth performance and insufficient

job creation. The employment guide-
lines continue to reflect the EU's over-
all goal of achieving full employment,
quality and productivity at work, and
social and territorial cohesion, and
advocate a lifecycle approach to work
that tackles the problems faced by all
age groups. The eight employment
guidelines fall under three broad areas
for action, namely to:

* Attract and retain more people in
employment, increase labour supply
and modernise social protection
systems;

* Improve adaptability of workers and
enterprises;

o Increase investment in human capi-
tal through better education and
skills.

Defined as the share of employed persons aged 15-64 in the total population of the same age group.

A long-run labour force projection was recently prepared by the Commission and the Ageing Working Group attached to the Economic Policy

Committee as part of the project to produce common age-related expenditure projections. Using a baseline population projection supplied by

Eurostat, the labour force projections are based on an age-cohort methodology developed by the OECD and refined by DG ECFIN and the AWG.
(http://ec.europa.eu/economy_finance/publications/european_economy/2005/eespecialreport0405_en.htm)
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Table 5 - Employment Rates in EU Member States in 2005 and progress towards the Lisbon and
Stockholm targets for 2010
Total employment rate Female employment rate Older People's employment rate
2005 Change Change | Gap below 2005 Change Change Gap below 2005 Change Change Gap below
2004 — 2005 | 2000 - 2005| 2010 target 2004 — 2005 | 2000 2005 | 2010 target 2004 —2005 | 2000 —2005 | 2010 target

61.1 0.8 0.6 8.9| 53.8 1.2 2.3 6.2 31.8 1.8 5.5 18.2
64.8 0.6 -0.2 5.2| 56.3 0.3 -0.6 3.7 44.5 1.8 8.2 5.5
75.9 0.2 -0.4 > 71.9 0.3 0.3 > 59.5 -0.8 3.8 >
65.4 0.4 -0.2 46| 59.6 0.4 1.5 0.4 454 3.6 7.8 4.6
64.4 1.4 4.0 5.6| 62.1 2.1 5.2 > 56.1 3.7 9.8 >
60.1 0.7 3.6 9.9| 46.1 0.9 4.4 13.9 41.6 2.2 2.6 8.4
63.3 2.2 7.0 6.7| 51.2 2.9 9.9 8.8 43.1 1.8 6.1 6.9
63.1 0.0 1.0 6.9| 57.6 0.2 2.4 2.4 37.9 0.6 8.0 12.1
67.6 1.3 2.4 2.4| 58.3 1.8 4.4 1.7 51.6 2.1 6.3 >
57.6 0.0 3.9 12.4| 453 0.1 5.7 14.7 31.4 0.9 3.7 18.6
68.5 -0.4 2.8 1.5| 58.4 -0.3 4.9 1.6 50.6 0.7 1.2 >
63.3 1.0 5.8 6.7| 59.3 0.8 55 0.7 49.5 1.6 13.5 0.5
62.6 1.4 3.5 7.4| 59.4 1.6 1.7 0.6 49.2 2.1 8.8 0.8
63.6 1.1 0.9 6.4| 53.7 1.8 3.6 6.3 31.7 1.3 5.0 18.3
56.9 0.1 0.6 13.1| 51.0 0.3 1.3 9.0 33.0 1.9 10.8 17.0
53.9 -0.1 -0.3 16.1| 33.7 1.0 0.6 26.3 30.8 -0.7 2.3 19.2
73.2 0.1 0.3 >| 66.4 0.6 2.9 > 46.1 0.9 7.9 3.5
68.6 0.8 0.1 14| 62.0 1.3 2.4 > 31.8 3.0 3.0 18.2
52.8 1.1 -2.2 17.2| 46.8 0.6 -2.1 13.2 27.2 1.0 -1.2 22.8
67.5 -0.3 -0.9 25| 61.7 0.0 1.2 > 50.5 0.2 -0.2 >
66.0 0.7 3.2 40| 61.3 0.8 29 > 30.7 1.7 8.0 19.3
57.7 0.7 0.9 12.3| 50.9 0.0 -0.6 9.1 30.3 3.5 9.0 19.7
68.4 0.8 1.2 1.6| 66.5 0.9 2.3 > 52.7 1.8 111 >
72.5 0.4 -0.5 >| 70.4 -0.1 -0.5 > 69.4 0.3 4.5 >
71.7 0.1 0.5 >| 65.9 0.3 1.2 > 56.9 0.7 6.2 >

EU-15 65.2 0.5 1.8 48| 574 0.6 3.3 2.6 44.1 1.6 6.3 5.9

EU-25 63.8 0.5 1.4 6.2| 56.3 0.6 2.7 3.7 42.5 1.5 5.9 7.5

2010 target 70% More than 60% 50%

Source: Eurostat, QLFD.

Note: The column “Gap below 2010 target” is for illustrative purposes only, since the 2010 target is a collective target for the EU

and not individual Member States. The symbol “>" indicates that the respective target has already been exceeded by the Member

States concerned.

It is estimated that between 2005 and
2010 employment of the working age
population would need to increase by
around 21 million in order to attain the
overall 2010 target, equivalent to an
employment growth of just over 2% per
year. This should be seen in the context

5 Commission 2006 spring forecasts.

of employment creation for the work-
ing age population of around 8 million
over the first half of the decade as well
as the fact that forecast employment
growth’ is expected to lead to the cre-
ation of around 3.6 million new jobs in
the period 2006-2007. Similarly, to

meet the employment rate targets for
women and older workers, increases in
employment of around 6.5 million in
each of these population subgroups
would be necessary, although recent
trends in the employment rate increases
for these suggest that the chances to
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reach the respective 2010 targets, or at
least make substantial progress towards
them, are more encouraging®. Indeed,
rates for women have risen by around
3 percentage points since 2000 and for
older workers by around 6 percentage
points, despite this being a period of
low economic growth in general. How-
ever, continuing the long-term increas-
es in activity for women and older peo-
ple will be essential to achieving the
employment growth needed to meet the
targets, together with improving
employment opportunities for the low-
skilled. In this regard, removing
remaining disincentives to female par-
ticipation,  continuing  structural
reforms aimed at retaining older people
in the labour force longer and raising
skill levels, particularly for the less
skilled, are crucial. Efforts are also
required to improve the labour market
integration of young people, as high-
lighted in the European Youth Pact
adopted by the European Council in
March 2005.

3.1.2. Employment rate
developments at Member State
level in 2005

Large variations remain in employ-
ment rates between EU Member
States. In 2005, these ranged from as
low as around 53% in Poland to close
to 76% in Denmark (Chart 9). In line
with the overall improvement in the
employment rate at EU level, rates
rose in the large majority of Member
States compared to 2004, most notably
in Estonia, Ireland, Latvia, Lithuania,
Luxembourg and Poland where rates
all increased by more than one per-
centage point, and in particular Spain
where the rate increased by over 2 per-
centage points. Rates declined notice-
ably only in Cyprus and Portugal.
Among the large Member States, rates
remained essentially unchanged in
France, Italy and the UK, but rose
0.4 percentage points in Germany. In
view of the apparent standstill in rate
increases in the former three, the turn-

around in the labour markets in Ger-
many and Poland in 2004 and 2005
following several years of decline are
particularly welcome.

Apart from Estonia, Finland and Swe-
den, employment rates for women
remain substantially below those for
men in EU Member States. Despite
the continuing reduction in the dispar-
ity between male and female employ-
ment rates at EU level, large gender
differences of more than 20 percent-
age points still remain in Cyprus,
Greece, Italy and Spain, while in
Malta the gap is around 40 percentage
points, reflecting the fact that in that
country only one in three women of
working age is in employment.

Notable disparities persist within the
EU between the employment rates of
different gender and age groups with-
in the working age population (Chart
10). Employment rates among the
young (those aged 15-24) averaged

Employment rates by gender, 2005
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6 The recent Commission and Ageing Working Group projections referred to above put the female employment rate at 60% in 2010, and that for

older workers substantially up at 47%.
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36.8% in 2005 at EU level, unchanged
from the year before and ranging from
25% or below in Greece, Hungary,
Lithuania, Luxembourg and Poland to
over 65% in the Netherlands. Similar
variation exists in the employment
rates for older people (aged 55-64),
which ranged from 27% in Poland to
almost 70% in Sweden. However,
while employment rates for older peo-
ple have risen strongly over recent
years in almost all Member States, in
contrast those for young people have
fallen substantially in a large majority,
although the latter partly reflects the
recent trend of higher participation in
education among youth.

3.1.3. Situation of individual
Member States in relation to
the Lisbon and Stockholm
targets

While the Lisbon and Stockholm
employment rate targets are collective
targets for the EU as a whole, it is

—p—
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interesting to examine the position of
individual Member States with respect
to the collective EU targets for 2010.
Based on employment rates in 2005,
these can be summarised as follows:

o It is still the case that only four
Member States (Denmark, the
Netherlands, Sweden and the UK)
already meet the overall EU target
for 2010 of an employment rate of
70%, while five others (Austria,
Cyprus, Finland, Ireland and Portu-
gal) are presently within 3 percent-
age points (Chart 11). However, the
gap remains over 10 percentage
points in five countries, including
the large Member States of Italy and
Poland, which are currently around
12 and 17 percentage points respec-
tively below the EU target. Since the
launch of the Lisbon Strategy, the
greatest improvement in the overall
employment rate has taken place in
Spain where the rates has risen by
7 percentage points. However, rates

Employment rates in the EU by age group and gender, 2005
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Source: Eurostat, QLFD.

have also declined in some Member
States, most notably in Poland.

Nine Member States already meet
the 2010 employment rate target for
women, and six others are within
3 percentage points (Chart 12),
including France and Germany.
Among the remaining Member
States the gap remains above 10 per-
centage points in Greece, Italy and
Poland and as high as 26 percentage
points in Malta. Since 2000, large
increases in the female employment
rate have been achieved in Cyprus,
Estonia, Latvia and Italy, where
rates have all risen by around 5 per-
centage points or more, and above
all Spain (up 10 percentage points).

For the older people's 2010 employ-
ment rate target, eight Member
States already meet the target, but
only two others are within 3 percent-
age points of it (Chart 13). While
substantial gaps remain for many
Member States (being of the order
of 15 to 25 percentage points in
nine cases), since 2000 substantial
progress has been made towards the
target in many countries. In particu-
lar, sixteen Member States have
achieved increases of 5 percentage
points or more, with especially
strong rises (over 10 percentage
points) in Finland, Hungary and
Latvia. Only Poland and Portugal
have experienced declines in
employment rates for older people
since 2000, although for the latter
the rate is already high and above
the 2010 target.
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Overall employment rates for EU Member States, 2000 and 2005
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Older people's employment rates for EU Member States, 2000 and 2005
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3.2. Activity rates

Despite the recent improvement in the
performance of the EU labour market,
the continued under-performance of the
EU economy relative to other similarly
advanced economies is due, in part, to
the fact that labour input remains rela-
tively low (Chart 14). In 2005, the
activity rate’ in the EU averaged 70.2%,
some 5 percentage points lower than in
the US and almost 11 percentage points
lower than its European neighbour
Switzerland.

This suggests that the EU has a substan-
tial reserve of unused labour, with con-
siderable scope for raising employment
further, especially among such groups
as women, older people and youth.
Raising employment rates to the targets
set by the Lisbon Council relies on
reducing unemployment and/or increas-
ing participation in the labour market.
In line with this, a core element of the
Integrated Guidelines for Growth and

Jobs, adopted by the Council in July
2005, concerns taking the necessary
steps to attract more people into the
labour market and to create more jobs.

The overall activity (or participation)
rate for the EU continued to rise in
2005, increasing by 0.5 percentage
points on the previous year and driven
by strong increases in Austria, Ger-
many, Ireland, Spain and Sweden. The
activity rates for the individual Member
States ranged from just over 58% in
Malta, with Hungary, Italy and Poland
also substantially (5 percentage points
or more) below the EU average, to as
high as just under 80% in Denmark
(Chart 15). Although rates for men and
women are rather close in certain
Member States such as Finland and
Sweden, large disparities remain in sev-
eral countries, in particular Greece,
Spain and Italy, and especially Malta,
implying there is still much scope for
increasing female participation in many
Member States.

Activity rates in the EU are extremely
age and gender specific. For young
(15-24) and older persons (55-64)
activity rates average 45%, well below
the rate for prime age workers (25-54)
at 84% (Chart 16). The main reason for
inactivity among young people is par-
ticipation in education, while retire-
ment is the main reason for inactivity of
older persons. Women are much more
likely to be inactive than men in all age
groups and in all Member States apart
from Finland and Sweden, with the EU
labour force survey indicating family
responsibilities as the main reason. In
2005, the difference between the activ-
ity rates for men (77.8%) and women
(62.5%) in the EU stood at 15.3 per-
centage points, slightly down on the
previous year and continuing the trend
towards closing the gap, largely driven
by rising female participation.

Continuing the rise in participation
rates observed over the late 1990s,
rates in the EU have increased by

7 The proportion of the total population aged 15-64 that is economically active (i.e. either in employment or unemployed).
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1.5 percentage points since 2000
(Chart 17). This has been driven | [SiELRSL International comparison of activity rates in 2005
almost entirely by the continued

underlying increase in female partici- r

pation, which went up by 2.5 percent- 80 |

age points compared to only 0.4 per-

centage points for men. Strong contri- 70

butions to the activity rate increase

have come from females of prime- g 60

working age and from older women 3 5

aged 55-64. For men the only contri- %

bution has come from the older per- S 40

sons group, since activity rates among | ¥

prime-age workers have not changed | 3 30

compared to 2000 while those for §-

young men have declined. Youth activ- \2 20

ity rates have fallen by 1.3 percentage | 10

points since 2000, with declines more-

or-less the same for men and women. 0

This reflects, at least in part, increased EU-15 EU-25
participation in education®, which in @;ity 71.0 70.2 75.5 77.8 72.6 80.9 75.4

the context of building a competitive

knowledge-based economy, and given
. . Source: Eurostat, QLFD for EU-15 and EU-25, OECD Employment Outlook 2006 for
that improved skill levels for youth | Ay ca JP CH and US.

generally increases their chances to be Note: US refers to population aged 16-64.

Activity rates of the working age population by gender, 2005
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8 Within the EU the proportion of students in the 15-24 age group rose from 56.4% in 2000 to 60.5% in 2004 (Source: Eurostat, education statis-
tics), while the share of early school leavers (i.e. the percentage of the population aged 18 to 24 with at most lower secondary education and not
in further education or training) has declined from 17.7% in 2000 to 15.2% in 2005 (Source: Eurostat, structural indicators).
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Activity rates in the EU by age group and gender, 2005
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Change in activity rates between 2000 and 2005 by age/gender
grouping
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Source: Eurostat, QLFD.

in employment later on, could be seen
as a positive development. Further-
more, in contrast to the declining trend
of recent years, activity rates for youth
stabilised in 2005. Meanwhile activity
rates for older people aged 55-64 have
risen dramatically since 2000, up 6
percentage points on average, and
with a strong rise between 2004 and
2005 of 1.6 percentage points.

3.3. Unemployment

The unemployment rate for 2005 aver-
aged 8.7% for the EU as a whole,
down from 9.1% the year before.
Among the individual Member States,
rates went up in only six countries
compared to 2004, most notably Hun-
gary, Portugal and Sweden (all with
rates up of the order of 1.0 to 1.5 per-
centage points), and remained essen-
tially unchanged in a further six,
including the large Member States of
France, Germany and the UK. All the
other Member States recorded reduc-
tions in their unemployment rates,
with particularly strong falls (around
1.5 to 2.0 percentage points) in Esto-
nia, Latvia, Poland, Slovakia and
Spain, and most notably Lithuania
(down 3.1 percentage points).

Despite having achieved substantial
reductions in their unemployment rates
over recent years, those in Poland and
Slovakia remain comparatively high, at
17.7% and 16.3% respectively. Rates in
France and Germany (both at 9.5%)
were also above average in 2005,
although showing signs of stabilising
after the increases of recent years,
while the rate in Spain, traditionally a
country with relatively high unemploy-
ment, is approaching the EU average
following the substantial reduction in
unemployment compared to 2004.
Despite these developments, unem-
ployment remains high in the large con-
tinental European economies. In com-
parison, unemployment rates in 2005
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were as low as around 4-5% in Den-
mark, Ireland, Luxembourg, the
Netherlands and the UK (Chart 18).

At EU level the disparity in the average
unemployment rate between genders fell
noticeably between 2004 and 2005,
down from 2.2 to 1.9 percentage points,
with the actual unemployment rates at
7.9% for men and 9.8% for women in
2005. Nevertheless, large disparities
between unemployment rates for men
and women remain in several Member
States, especially Greece, Italy and Spain
where gaps in unemployment rates are
respectively 9, 4 and 5 percentage points.
However, in some Member States, name-
ly Estonia, Ireland, Latvia, Sweden and
the UK, unemployment rates for women
are actually lower than those for men.

For the first time in several years the
average youth unemployment rate in

the EU declined in 2005, down some
0.4 percentage points compared to
2004 and mainly driven by the reduc-
tions in most of the new Member
States (especially the Baltic States,
Poland and Slovakia) and Spain. How-
ever, at 18.5% the youth unemploy-
ment rate still remains around twice as
high as the overall unemployment rate,
pointing to an over-supply of relative-
ly low-skilled, inexperienced young
workers. Furthermore, large dispari-
ties are still evident across the Mem-
ber States (Chart 19), with rates above
20% in eight countries, and especially
high in Slovakia and Poland at around
30% and 37% respectively, but as low
as around 8.5% in Denmark, Ireland
and the Netherlands.

Reversing the gradual rising trend
experienced since 2001, the long-term
unemployment rate’ in the EU fell

back to 3.9% in 2005, down from
4.1% the previous year. Several Mem-
ber States recorded strong falls in
long-term unemployment in 2005,
including the large Member States of
Germany and Spain, while rates con-
tinued to rise significantly only in
Hungary and Portugal.

Within the EU the long-term unemploy-
ment rate remains highest in Poland and
Slovakia, where around 10% and 12%
respectively of the labour force, or
around three times the EU average, are
affected (Chart 20). At around 5% it
also remains relatively high in Germany
and Greece. For the majority of Mem-
ber States, long-term unemployment
rates are higher for women than for
men, the EU averages being 4.5% and
3.5% respectively, with the largest gen-
der differences being found in Italy,
Spain, Poland and above all Greece.

Unemployment rates in the EU by gender, 2005
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Chart 19 Youth unemployment rates in the EU by gender, 2005
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Chart 20 Long-term unemployment rates in the EU by gender, 2005
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3.4. Features of EU
employment expansion
between 2000 and 2005

Despite the occurrence of the eco-
nomic slowdown in the early part of
the decade, compared to 2000
employment in the EU has expanded.
However, the increase in employment
between 2000 and 2005 has not been
uniform with respect to gender, age
and type of employment. In reality,
there are marked differences in the
trends in the labour market perform-
ance of the various elements of the
working age population (Chart 21)
and by type of employment arrange-
ment, as detailed below:

* Increasing female participation

In terms of gender, women have
accounted for the greatest growth in
employment, both in relative and
absolute terms. Indeed, the overall

increase in female employment has
been more than twice that for men.
This reflects the recent trend of ris-
ing labour market participation of
women, for whom activity rates
have increased from 60% to 62.5%
between 2000 and 2005 against an
increase in the male rate of only
0.4 percentage points.

Increasing participation of older
people aged 5564

Relative to employment levels in
2000, growth has been greatest for
the 55-64 age group, where
employment has increased by
almost a quarter on 2000 levels. The
over 65s have also seen a substantial
relative increase. Even in absolute
terms the increase for the 55-64 age
group has been dramatic, account-
ing for almost half the overall
increase in employment and not far
below the total increase for the

whole prime working age group.
This reflects a 6 percentage point
increase in activity rates for those
aged 55-64 since 2000 and indi-
cates that developments such as
recent reforms in pension systems
that have postponed the statutory
retirement age and more generally
reduced incentives for early retire-
ment are taking effect and con-
tribute to the reversal of the
decrease in participation of older
workers in many Member States.

Declining youth employment

While the other age groups have all
experienced increases in employ-
ment, the 15-24 age group has wit-
nessed a contraction in employment
of around 4% since 2000, and with
activity rates falling from 46.5% to
45.2%. This development may be
partly explained by increased par-
ticipation in education since, as

Change in employment in the EU between 2000 and 2005 by age, gender and type of employment

W Change in employment

- Relative change (as % of 2000 employment level)

Source: Eurostat, LFS spring results.
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enrolment in education rises so
labour market participation falls,
while those young people who
remain in the labour market tend to
be the lowest skilled. Indeed, the
share of young people in education
has increased considerably in most
EU countries over recent years',
impacting on labour force participa-
tion, although in the longer term the
implied improvement in human cap-
ital should have a positive effect on
overall employment performance
and the economy.

Rising shares of part-time and
fixed-term employment

In terms of developments by type of
employment, the relative growth in
part-time and fixed-term employ-
ment since 2000 has been substan-
tial, with both increasing in the
order of 15-20%'". The extended
availability of part-time jobs has
facilitated the participation of
women in particular, by allowing
them to better combine work and
family responsibilities, although it
should also be recognised that part-
time work may have fewer fringe
benefits and career possibilities
than full-time jobs, and may to a
certain degree reflect the unavail-
ability of full-time work. Further-
more, although recourse to part-
time work may reflect personal
preferences and may help people to
(re)enter and stay in the labour mar-
ket, the high gender gap in the share
of part-time workers is also evi-
dence of differences of time use
patterns between women and men,
and of the role of carer predomi-
nantly assumed by women and the

—p—
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greater difficulties they face in try-
ing to reconcile work and private
life.

* Improved skill structure of the
labour force

From 2000 to 2005 the share of low-
skilled people in the working age
population declined from 36.2% to
32.8% while that of the medium and
high skilled rose from 46.3% to
47.3% and from 17.6% to 19.9%
respectively’?. This change in the
skill structure of the working age
population also contributed to the
increase in employment through
creating a more employable work-
force.

Other factors accounting for the
improvement in employment perform-
ance in Europe in recent years include
the reduction of disincentives to work
embedded in tax and benefit systems,
a stronger reliance on active labour
market policies, some reduction of the
tax burden on labour (especially for
the low skilled)” and more generally,
a widespread wage moderation.

4. Recent
employment trends
according to type of
contractual
arrangement

4.1. Part-time employment

In 2005, 18.4% of workers in the EU
were in part-time employment. This
reflects a significant increase on the
previous year (when the share was
17.7%) and indicates a continuation in
the recent rise in the prevalence of this
more flexible form of employment.
The increase at EU level was mainly
driven by developments in Germany
and Spain, where the share of people
in part-time employment relative to
total employment rose 1.7 and 3.7 per-
centage points respectively. In con-
trast, the share of people in part-time
employment continued to fall or
remain unchanged in all the new
Member States other than Cyprus and
Malta.

Part-time employment has risen
noticeably in the EU in recent years
and has accounted for a larger contri-
bution (around 60%) to employment
creation post-2000 than full-time
employment (Chart 22). It also contin-
ues to be predominantly a feature of
female employment — even more so as
the increase in part-time employment
for women between 2000 and 2005
was more than twice the increase in
female full-time employment, as well
as in male part-time employment. In
2005, 32.3% of women in employment
in the EU had a part-time job com-
pared to only 7.4% for men, and for all

As reported on in section 6.2.2 (Trends in youth participation in the labour market) of Chapter 1 in Employment in Europe 2005

LFS spring data 2000 contain a relatively high share of no answers to the questions on part-time versus full-time employment and permanent ver-
sus fixed-term employment, hence only broad estimates of changes between 2000 and 2005 (with much fewer “no answer” responses) can be

given.

Low-skilled: those with education only at lower secondary level or below, medium skilled: those having completed upper secondary education,
high skilled: those having completed tertiary education.

An analysis of implicit tax rates relating taxes on labour to total compensation of employees in the EU shows a small reduction in the tax burden
on labour since the year 2000 (see European Commission (2006), Structures of the taxation systems in the European Union).
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Member States the share was higher
for women than for men (Chart 23).

The share of part-time employment in
the Netherlands (46%) continues to be
much higher than for any other Mem-
ber State, with three-quarters of
female employment in that country
being part-time. Shares are also rela-
tively high (above 20%) in Austria,
Belgium, Denmark, Germany, Sweden
and the UK. However, within most of
the new Member States the overall
share of part-time employment
remains relatively low, and particular-
ly so in the Czech Republic, Hungary
and Slovakia where it is less than 5%.

In the context of achieving the Lisbon
employment rate target for women, the
availability of part-time employment
is a key factor in raising female
employment rates, through facilitating
female labour force participation.
Indeed, figures from the EU labour
force survey indicate that family or
personal responsibilities are one of the
main reasons for working age women
choosing to work part-time, account-
ing for almost one third of women

employed part-time, while a further
28% indicate they do not want a full-
time job. At the same time around 19%
of females in part-time employment
indicate that they work part-time only
because they could not find a full-time
job. Nevertheless, a high share of part-

time work is not a necessary condition
for a high female employment rate, as
the cases of Finland and Portugal
show.

For the EU as a whole, the share of
part-time employment has risen by

Employment creation in the EU between 2000 and 2005
by full-time and part-time employment

Full-time men
22 %

Full-time women
20 %

Part-time men
15 %

Source: Eurostat, LFS spring results.
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just over 2 percentage points between
2000 and 2005. This reflects underly-
ing strong increases in many Member
States, and especially Austria, Ger-
many, Italy, Luxembourg, the Nether-
lands, Spain and Sweden (Chart 24).
In general the new Member States
have not witnessed the same trend in
rising shares of part-time employment
as observed in most of the EU-15.
Rates in the former have generally
changed little, but the Baltic States
and the Czech Republic have even
declined.

4.2. Fixed-term
employment

Employment contracts of a fixed-term
nature were held by 14.5% of EU-25
employees in 2005. While only 5% or
less of employees were employed
under such contracts in Estonia, Ire-
land, Malta and Slovakia in 2005, more
than a quarter of employees in Poland
and around a third in Spain worked
under fixed-term contract (Chart 25).

Unlike part-time work, fixed-term
employment does not exhibit large
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gender differences at EU level. In
2005 the average share of fixed-term
employment in the EU-25 was 15.0%
for women compared to 14.0% for
men. Furthermore, the gap is closing,
with the share for men increasing by
0.8 percentage points between 2004
and 2005 compared to a 0.7 percent-
age point rise for women. However,
there is still substantial variation at
individual Member State level. Gener-
ally the share of women in fixed-term
employment exceeds that for men,
most notably in Belgium, Cyprus and
Finland. Only in Austria, Estonia, Ger-
many, Hungary, Latvia, Lithuania,
Poland and Slovakia were larger
shares of men employed on a fixed-
term basis than women in 2005.

As in the preceding year, 2005 saw a
noticeable rise in the share of employ-
ees on fixed-term contracts (up 0.8
percentage points), confirming the
increase in the prevalence of this type
of employment from the period
2001-2003 when the share was static
at around 13.0%. However, since
fixed-term employment has a strong
business cycle component, the recent

increase in the share of fixed-term
employment may largely reflect a
cyclical rather than structural effect.
The increase in 2005 was mainly driv-
en by developments in Germany and
Poland, where the share of employees
in temporary employment rose around
2 and 3 percentage points respectively.
In Poland, the rise in such contracts
was a continuation of the marked trend
since 2000, where the share of
employees on fixed-term contracts has
risen sharply from around 6% to 26%
over this period, a much greater
change than in any other Member
State (Chart 26). However, the share
has also risen compared to 2000 in
most Member States, including the
other large continental Member States
with the exception of France, with the
result that at EU level, the share of
fixed-term employment has increased
by almost 2 percentage points since
2000, and accounted for almost half of
the employment creation among
employees between 2000 and 2005
(Chart 27).

Change in the share of part-time employment in total employment between 2000 and 2005
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5. Working hours and
atypical working time
arrangements

Working hours and working time
arrangements are increasingly important

issues in today's labour markets, in par-
ticular with regard to their relation to
productivity, labour market flexibility
and quality in work. In principle they
potentially offer benefits both to employ-
ers and employees: on the one hand they
help firms to adapt labour input to their

production needs, while on the other
hand they allow employees to better
adjust the balance between work and pri-
vate commitments such as childcare and
care for other dependents (the so-called
“work-life balance”). At the same time
certain work practices such as very long

Fixed-term employment by gender in the EU, 2005
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working hours, night work and weekend
work may be at odds with the aim of
achieving greater productivity and quali-
ty in work through, for example, associ- Change 2000 - 2005
ation with less favourable working con-
ditions and increased work-related health
problems. Such considerations are of
topical importance in the current debate
on the need to improve the adaptability
of workers and enterprises, and in partic-
ular in the context of Employment
Guideline 21, which calls for promoting Permanent women
flexibility through, among other meas- 49 %

ures, reviewing the different contractual
and working time arrangements in the
Member States and the promotion and
dissemination of innovative and adapt-
able forms of work organisation'.

Chart 27 Employment creation (for employees) in the EU between 2000
and 2005 by fixed-term and permanent employment

Fixed-term men

Fixed-term women
23 %

5.1. Working hours Perma;u:/r:t men

. Source: Eurostat, LFS spring results.
5.1.1. Long-term trends in

working hours

Table 6 — Average annual hours worked per person in employment

In general there is a long-term down- 1983 1994 2000 2005 | % change | % change
wards trend in the EU in the average 1983 — 2005 {2000 — 2005
ann‘;al ‘(liumber of (l)loursthw"rlke? t‘;:r 1659 1551 1545| 1534 7.5 -0.7
employed person. Over the last two

decades the average hours worked per : 2043 2092 2002 : 43
person in employment have declined in 1669 1494 1554 1551 71 0.2
almost all EU Member States (with the : o 1858 L . =
exception of Sweden) although the mag- 2152 2092 2080 2053 4.6 1.3
nitude varies across countries (Table 6). 1912 1816 1815 1775 7.2 2.2
Compared to 1983, large decreases in 1759 1676 1592 1535 -12.7 -3.6
hours worked have occurred in France, 1902 1824 1696 1638 -13.9 -3.4
Ireland and the Netherlands (and in Ger- 1946 1882 1855 1791 -8.0 -3.5
many compared to 1994), while all other 1727 1663 1639 1557 -9.8 -5.0
Member States (for which long time 2112 2032 2061 1994 -56 -3.3
series are available) have seen average 1664 1362 1368 1367 -17.8 0.1
working hours per person in employ- : . 1632 1636 . 0.2
ment decline by the order of 5% or : 1988 1994 : 0.3
more, except for Sweden and the UK. In 1744 1691 1685 . 04
contrast, outside of Europe average

working hours have declined only much : — — — : -
more moderately in Australia, Canada 1823 1777 1750 1700 6.7 2.9
and the US, although in Japan a strong 1532 1621 1625 1587 3.6 &2
fall similar to the most pronounced 2.1

cases in Europe has occurred.

Source: OECD, Employment Outlook 2006.

14 Chapter 4 shows indeed that the introduction of innovative and adaptable forms of work organisation can contribute to enhance productivity,
especially in the most advanced economies.
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5.1.2. Working hours across EU employment in that Member State. of female employment, men work
Member States in 2005 Average weekly working hours general-  longer hours on average than women,
ly remain higher in the new Member the difference being 7 hours on average
In 2005, average usual weekly working  States than among the EU-15 countries  for the EU as a whole but more than
hours” (in the main job) among all (with the exceptions of Greece and Por- 10 hours in the UK and the Nether-
employees in the EU varied from tugal) and generally range from 2 to lands. In contrast the gender difference
29.6 hours in the Netherlands to 5 hours above the EU-15 average. is much lower in the new Member
41.2 hours in Latvia, and with the aver- Much of the difference is due to the fact  States.
age for the EU as a whole being that in the new Member States average
36.6 hours (Table 7 and Chart 28). The working hours for women are more Taking into account the full-time and
low average in the Netherlands, which  similar to those of men than is the case part-time contractual distinction,
is almost 5 hours below Germany, the in the EU-15 countries. In general, and  weekly working hours in the main job
country with the next lowest average, resulting from the fact that part-time for full-time employees show consid-
reflects the high share of part-time work remains predominantly a feature erably less variation across Member
Table 7 - Average usual weekly working hours in the main job in the EU Member States by gender
and full-time/part-time distinction, 2005
All employees Full-time employees Part-time employees
Men Women Total Men Women Total Men Women Total
39.8 32.8 36.6 41.3 39.1 40.4 19.0 20.1 19.9
39.5 31.9 36.0 41.1 38.9 40.3 18.6 20.0 19.7
38.6 31.3 35.3 39.8 37.6 39.1 24.0 23.2 23.3
41.7 39.2 40.6 42.1 40.5 41.4 23.0 241 23.8
371 32.2 34.7 40.4 38.0 39.4 14.2 19.9 18.2
38.7 29.6 344 40.5 39.2 40.1 15.3 17.8 17.4
41.0 38.4 39.6 41.9 40.3 411 20.6 19.9 20.1
41.4 38.3 40.1 41.8 39.8 41.0 22.7 20.5 21.1
40.9 34.8 38.3 41.8 39.8 41.1 19.5 19.5 19.5
38.9 333 36.2 39.8 37.8 39.0 22.6 233 23.2
39.1 31.4 354 40.4 373 39.1 17.6 18.3 18.2
39.9 33.1 37.0 40.6 36.9 39.2 21.2 21.7 21.6
40.2 38.1 39.2 40.7 39.7 40.2 20.0 21.8 21.4
43.1 39.2 41.2 43.7 41.1 42.5 23.9 21.3 21.9
39.8 37.5 38.6 40.3 38.7 39.5 20.8 20.0 20.2
39.9 32.6 36.8 40.3 39.9 40.2 23.6 21.1 21.3
40.8 39.1 40.0 41.3 40.1 40.7 233 23.2 23.2
40.6 35.3 38.8 41.6 38.9 40.8 18.2 19.4 19.0
34.5 23.9 29.6 39.0 38.1 38.8 19.3 19.3 19.3
41.8 33.1 37.7 43.1 41.0 42.4 18.6 21.1 20.8
42.1 37.8 40.1 43.0 39.6 41.4 24.8 225 233
40.6 37.3 39.1 41.0 39.1 40.2 20.5 19.7 19.8
41.0 39.1 40.1 421 41.0 41.6 18.4 19.1 18.8
40.9 394 40.2 41.2 40.1 40.7 21.1 21.3 21.2
38.5 35.3 36.9 40.0 38.4 39.2 20.1 21.1 20.8
37.4 33.8 35.6 39.9 39.8 39.9 21.5 26.3 253
41.6 31.3 36.5 44.2 40.2 42.6 17.8 19.2 18.9
Source: Eurostat, LFS spring results.
15 Usual working hours corresponds to the number of hours the person normally works. It covers all hours including extra hours, either paid or
unpaid, which the person normally works, but excludes the travel time between home and the place of work as well as the main meal breaks.
44
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States, ranging from 38.8 hours in the
Netherlands to 42.6 hours in the UK.
Gender differences in the working
hours of full-time employees are
smaller among full-time employees
(on average two hours for the EU),
although in Ireland, Italy, Poland and
the UK on average women employed
on a full-time basis work 7-10% fewer
hours (equivalent to 3—4 hours less)
per week. The small difference
between usual working hours for all
employees and full-time employees in
the new Member States is generally a
result of the low levels of part-time
employment in these countries.

Among part-time employees women
work longer hours on average than
men, this being particularly the case in
Denmark and Sweden but is also a
notable feature in Austria and Germany
(Chart 29). On average women in part-
time employment in the EU work
20.1 hours per week compared to
19.0 hours for men. Nevertheless in
some Member States men actually
work longer hours in part-time employ-
ment, notably in Greece, Latvia, Lux-
embourg and Poland. There remains
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Chapter 1. Panorama of the European labour markets

substantial variation across Member
States in the average hours worked in
part-time employment. The shortest
hours are in Germany (17.4 hours),
markedly lower than the 25.3 hours
worked on average in Sweden.

In 2005 some 12 million full-time
employees within the EU reported
usually working more than 48 hours a
week, the statutory maximum number
of working hours per week in most EU
Member States. This equates to a share
of around 9% of full-time employees,
with the share having risen compared
to 2000 (when it stood at 8.5%). This
increase reflects the fact that while the
share has declined in recent years in
almost all the new Member States, it
has generally risen compared to 2000
in the large continental Member
States, apart from Germany. Working
such comparatively long hours is a rel-
atively common experience among
full-time employees in Austria and
Latvia, and particularly so in the UK
where almost one in five full time
employees is affected (Chart 30). In
contrast, it is relatively rare in Lithua-
nia, Luxembourg, the Netherlands and

Sweden for full-time employees to
usually work more than 48 hours per
week.

Examining the changes in weekly
working hours (in the main job, based
on data from the EU labour force sur-
vey) for all employees between 2000
and 2005 reveals that average hours in
work continue to decline for employ-
ees in the majority of EU Member
States and for the EU as a whole
(Chart 31). For some (mainly the new
Member States, Ireland and the UK)
this reflects reductions in working
hours in general, for example in the
Czech Republic and Slovakia weekly
working hours for full-time employ-
ees have decreased by around 2 hours
and 1.5 hours respectively, driving the
overall decline in average working
hours for all employees in those
Member States (Chart 32). In other
Member States (mainly the EU-15
countries) the fall in average weekly
working hours for employees is due
more to the increase in the share of
part-time employment, this being the
case for example in Germany and
Spain.

Average usual weekly working hours (in main job) of all employees in the EU by gender, 2005
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The largest reductions in the average
weekly working hours of employees
have taken place in the Czech Republic,
Germany, Malta and Slovakia. Generally
the changes have been greater for women

than for men, although in the Czech
Republic, Denmark, Cyprus, Hungary,
the Netherlands, Sweden and the UK,
reductions in working hours were greater
for men. In contrast to the general trend,

Belgium and France actually experienced
increases in average hours worked for
employees, in both cases driven by rises
in hours worked by men.

Average usual weekly working hours (in main job) of part-time employees in the EU by gender, 2005
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Chart 31 Change in working hours (in main job) of all employees between 2000 and 2005
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Chart 32 Change in working hours (in main job) of full-time employees between 2000 and 2005
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5.1.3. Working hours across
sectors of economic activity

Working hours vary considerably
across sectors. At EU level, the aver-
age usual weekly working hours for
full-time employees range from
36.5 hours in the “education” sector to
43 hours in the “hotels and restau-
rants” sector (Chart 33). Other sectors
with above average working hours are
“transport, storage and communica-
tion”, “wholesale and retail trade,
repair of vehicles and domestic
goods” and “real estate, renting and
business activities” within services,
and “mining and quarrying” and “con-
struction” within industry. In general,
hours worked by full-time employees
in “agriculture” are also above the EU
average. Overall, average full-time

hours worked in the services sector are
slightly below the average for indus-
try, this being due to the relatively
lower hours worked in “public admin-
istration, defence and compulsory
social security”, “education” and
“health and social work™ sectors. This
may also partly explain the ongoing
decline in working hours in Europe, as
the employment structure in the EU
continues to shift towards services
while employment in industry and
agriculture continues to contract.

For almost all Member States the short-
est average hours in full-time employ-
ment are worked in the education sec-
tor, the main exceptions being for those
countries where average hours are
slightly lower in the “health and social
work” sector (Denmark, Germany, the

Netherlands and the UK), and most
notably Sweden where in fact the hours
in the “education” sector are the high-
est of any sector (Table 8). Excluding
“agriculture”, the “hotels and restau-
rants” sector accounts for the highest
average full-time working hours in
most Member States (around half),
although the “mining and quarrying”
and “construction” sectors account for
the longest hours in several countries.
Within Member States, variations in
working time across sectors is greatest
in the southern European Member
States plus Ireland, Poland and the UK.
In contrast, there is much less variation
across sectors in Austria, Germany,
Hungary, Luxembourg and Sweden,
mainly due to the comparatively long
working hours in education in these
countries.

Average usual weekly working hours (in main job) of full-time employees in the EU by sector, 2005

Source: Eurostat, LFS spring results.

Other community, social, personal service activities
Health and social work

Education

Public administration and defence;
compulsory social security

Real estate, renting and business activities

Financial intermediation
Transport, storage and communication

Hotels and restaurants

Wholesale and retail trade,
repair of vehicles and domestic goods

Services

Construction

Electricity, gas and water supply
Manufacturing

Mining and quarrying

Industry

Agriculture, hunting, forestry and fishing
All NACE branches - Total

30 32 34 36

Average hours in main job

38 40 42 44




Table 8 — Average usual weekly working hours (in main job) of full-time employees in the EU by sector, 2005
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5.2. Atypical working
arrangements

With regard to working time arrange-
ments, a substantial proportion of
employed people in the EU work shifts or
work outside the usual working hours',
for example at night or on weekends.

The use of shift work!” arrangements
seems to be more common in the cen-
tral European new Member States, with
the Czech Republic, Poland, Slovakia
and Slovenia all having more than 25%
of employees usually working under
such arrangements (Chart 34). This is
likely to be linked to the relatively high
share of employment in industry in
these countries. It is also quite common
in the Nordic Member States of Finland

and Sweden, where around a quarter of
employees usually do shift work, but in
contrast is the least common in the EU
in Denmark, where the incidence of
shift work has traditionally been low
compared to the rest of Europe. In gen-
eral shift work is more a feature of male
employment than female, although in
Finland and Sweden and the new Mem-
ber States of Estonia, Lithuania and
Slovenia relatively more women than
men are involved in shift work.

Work outside the standard daily work-
ing hours is not an uncommon feature
in the EU labour market®. For example,
across Member States generally
between 10-20% of people in employ-
ment report they work at least some-
times during the night (Chart 35). In

certain Member States (namely Austria,
the Czech Republic, Malta, Poland, Slo-
vakia and the UK) the share of workers
affected actually exceeds 20%. It is
most common in Slovakia, where 22%
of the employed do night work, and
with as much as 15% of workers doing
so on a regular basis. The share of work-
ers usually doing night work in Slovakia
is relatively high among EU Member
States, although Malta and the UK also
have shares over 10%. In contrast, regu-
larly working during night time hours is
relatively uncommon in Belgium,
Cyprus, Greece, Lithuania and Spain,
all with 5% or less of employed people
working regularly during the night.

Working on Sundays is also a fairly
common feature of today's labour mar-

Incidence of shift work in the EU (employees usually working shift work as percentage

of total employees), 2005
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16 Generally considered as normal day time working hours during the weekdays Monday to Friday

17 Shift work is a regular work schedule during which an enterprise is operational or provides services beyond the normal working hours, and
involves different groups or crews of workers succeeding each others at the same work site to perform the same operations. It usually involves
work at unsocial hours in the early morning, at night or at the weekend and the weekly rest days do not always coincide with normal rest days.

18 Definitions of evening and night vary considerably so it is not easy to establish a strictly common basis for all Member States. While cross-country
differences in standard (core) working hours and evening or night work may therefore partly reflect cultural and climatic differences across Mem-
ber States, the statistics presented are based on harmonised survey questions in the EU Labour Force Survey. In general “evening work” can be con-
sidered to be work done after the usual hours of working time in the respective country, but before usual sleeping hours, while “night work"” is
work done during the usual sleeping hours. “Usually” means on at least half of the days worked (in the case of night and evening work) and on
two or more Sundays (in the case of work on Sundays) in a reference period of four weeks preceding the interview and refers to formal working

arrangements.
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ket. In several Member States (the
Czech Republic, Denmark, Lithuania,
Poland, Slovakia and the UK) more than
one in three employed people work at
least sometimes on Sundays (Chart 36).
Among Member States it is most com-
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mon in the UK and Poland, with close to
36% of workers affected, although the
shares regularly working on Sundays in
these countries are relatively low. In
fact, when considering only those that
regularly work on a Sunday it is workers

in Austria, Denmark and Slovakia that
have the highest shares at around
18-19%. In contrast, regular Sunday
work is relatively uncommon in the
Czech Republic, Cyprus and Hungary,
all with shares below 10%.

Incidence of night work (population in employment working at night as percentage of total employment)

in the EU, 2005
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Considering both regular night work
and regular Sunday work together, Slo-
vakia is clearly the Member State with
the greatest share of workers regularly
employed in such atypical working
time arrangements, having the greatest
share in both types. Other countries
with relatively high shares of regular
work in both are Austria, Finland and
Malta. On the other hand, countries
such as Belgium, Cyprus, and Hungary
have relatively low shares of the
employed regularly working in these

forms of atypical working hours
arrangements.

Recent trends in the incidence of
shift, night and Sunday work are
rather mixed across Member States
(Table 9 and Chart 37). In general
there has been a decline in the inci-
dence of shift work in recent years in
a majority of Member States, particu-
larly in most of the new Member
States and especially Lithuania,
Poland and Slovakia. This is likely to

be related to the reduction in employ-
ment in the industry sector, where
shift work is generally more common.
Only the Czech Republic and Sweden
have seen any significant rise in the
incidence of shift work.

Developments in the incidence of regu-
lar Sunday work show no general pat-
tern across Member States. In Estonia,
Malta and Sweden (all countries with
relatively high shares of regular Sunday
work in 2000) there has been a sharp

Sunday work

Table 9 — Changes in the incidence (as % of employment) of regular Sunday work and
regular night work in the EU Member States between 2000 and 2005, and of shift work

(as % of employees) between 2001 and 2005

Night work

Shift work

2000 2005

Source: Eurostat, LFS spring results.

change

2000 2005 change

Note: For ES, IE, LU, PL and SK spring results for 2001 have been used for Sunday and night work instead of 2000 due to unavail-
ability of data for these countries in 2000, while there is no data on either available for DE and NL. For shift work, the first ref-
erence year is 2001 due to a change in response categories for this question in most Member States after 2000, and all data are
spring 2001 except FR for which spring 2000 is used.

2001 2005 change
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Changes in the incidence (% shares of employed people) of regular Sunday and night work
between 2000 and 2005, and of shift work (as % of employees) between 2001 and 2005
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decline in the share of workers regular-
ly working on Sundays, while in Aus-
tria, France, Italy, Luxembourg and
Slovakia (countries with low shares in
2000 apart from the latter) there has
been a marked increase. A similar situ-
ation exists with regard to trends in the
incidence of night work, with those
Member States registering strong
increases in Sunday work also general-
ly recording strong rises in night work,
and vice-versa. In several of the new
Member States (Cyprus, Estonia, Hun-
gary, Malta and Slovenia) there has
been a reduction in the incidence of all
three types of working hour arrange-
ment. Another pattern observed for
several Member States is a reduction in
the incidence of shift work combined
with increases in the prevalence of reg-
ular Sunday and night work, this being
the case in France, Italy, Luxembourg,
Poland and Slovakia. However, none of
the Member States has seen an increase
in the share of all three types of work-
ing arrangement.

6. Skills and
employment

Europe needs to invest more and more
effectively in human capital in order to
improve access to employment for all
age groups, to raise productivity levels
and quality at work, and to build a
workforce that can adapt to change”.
Too many people fail to enter or to
remain in the labour market because of
a lack of skills, or more generally due
to skill mismatches. At the same time,
knowledge-based and service-based
economies require different skills from
traditional industries — skills that also
need regular updating in the face of
technological change and innovation.
The importance of the need to improve
education and skills is fully reflected in
the Employment Guidelines adopted by
the Council in 2005. Two of the guide-
lines specifically cover this area:
Guideline 23 which calls for expanding
and improving investment in human

capital through specified measures
including lifelong learning strategies,
and Guideline 24 which calls on Mem-
ber States to adapt education and train-
ing systems in response to new compe-
tence requirements.

6.1. Skill structure of the
working age population

The skill content of the EU-25 working
age population continues to rise, con-
tributing to a more employable and
adaptable workforce and in turn to
increased employment and participation
rates. Since employment rates are gener-
ally higher the greater the educational
attainment level, this change in the skill
structure of the working age population
can be seen as a positive development for
employment as a whole. In 2005, the high
skilled (i.e. those having completed terti-
ary education) represented close to 20%
of the working age population, while the
low skilled (those with education only at
lower secondary level or below) repre-

19 See Chapter 4 for further evidence on the positive relationship between a high-skilled and adaptable human capital and growth.
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sented just under 33% (Table 10 and
Chart 38). This compares with shares of
17.6% and 36.2% respectively in 2000
and reflects the ongoing improvements in
the level of human capital in the EU. This
has mainly been the result of improve-
ments in the skill composition of the
female working age population, where
the share of high skilled has increased 3
percentage points and the low skilled
declined 4.3 percentage points, compared
to changes of 1.7 and 2.5 percentage
points respectively for men.

There are significant variations across
Member States in the skill composi-
tion of the working age population

(Chart 39). Despite the general trend of
improving skill levels, the low skilled
still account for a comparatively large
share of the working age population in
several Member States. In Malta and
Portugal, the low skilled still represent
around three-quarters of the working
age population, and in Italy and Spain
account for more than half. The greatest
share of high-skilled people is found in
Finland (28.5%), with eight other Mem-
ber States having shares above 25%. In
contrast, the high-skilled account for
only between 10 and 15% of the work-
ing age population in the Czech Repub-
lic, Italy, Hungary, Malta, Poland, Por-
tugal and Slovakia, although all these

Member States have seen increases in
this share over recent years. The overall
upward shift in the skill composition of
the working age population since 2000
is a significant trend observed across all
Member States except Germany.

In 2005 the skills composition of the
working age population at EU level was
very similar for both men and women,
reflecting the relatively greater up-
skilling of the female population over
recent years. The increase in female lev-
els of education in recent decades
appears to be a major determinant of the
positive trend in female labour force
participation. In 2005 a woman with

Total

Table 10 - Share (as %) of the working age population (15-64) by educational attainment levels in 2005

Men

Women

Medium

Source: Eurostat, LFS spring results.
Notes: Low (ISCED 0-2: lower secondary), Medium (ISCED 3-4: upper secondary), High (ISCED 5-6: tertiary); UK: GCSE levels included
under “medium”.

Medium
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Share (as %) of the working age population (15-64) by educational attainment levels and gender,

in 2000, 2004 and 2005
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tertiary-level education was more than
twice as likely (79%) to be in employ-
ment as a woman with lower-secondary
level education or below (36%).

Nevertheless, there remain large skill
composition differences between the
genders at Member State level. In
Austria, the Czech Republic, Ger-

o

many, Hungary and Malta the share of
low-skilled women is much higher
(more than 5 percentage points) than

that for men, although in contrast the



T001-074

23/10/06 13:49 Page 56

Employment in Europe 2006

opposite situation exists in several
Member States, notably Estonia, Ire-
land, Latvia and Portugal. Similarly,
large differences are observed at Mem-
ber State level in the shares of high-
skilled men and women. For example,
in Austria and Germany there is a
markedly lower share of high-skilled
women than men, while in Estonia,
Latvia, Lithuania, Slovenia, Finland
and Sweden the reverse situation is
found.

6.2. Skills and employment
performance

Skill levels have an important relation
to employment rates, with the rate gen-
erally being higher the greater the edu-
cational attainment level (Table 11). In
2005 the average employment rate
among the high skilled in the EU was
82.5% and for the medium skilled®
68.7%, whereas for the low skilled it
was only 46.4%. The greatest within-
country differences in employment

rates for the low- and high-skilled are
found among the east European new
Member States, with differences above
50 percentage points for most and as
high as 70 percentage points in Slova-
kia. In these countries the importance
of skill levels to the employment status
of individuals is the most pronounced.

The variation in employment rates
across Member States is significantly
higher for the low skilled. Employment
rates for the high skilled range from

Total, irrespective of
education level

Table 11 - Employment, unemployment and activity rates by education levels in 2005, in % (age group 15-64)

High

Medium

70.2

&7 78
653 114

73.7

11.5
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Source: Eurostat, LFS spring results.

20 Those having completed upper secondary education.
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76.9% in France to around 87.5% in
Lithuania, Portugal and the UK, a dif-
ference of only around 10 percentage
points, while for the low skilled it
ranges from an extremely low 13% in
Slovakia to as high as around 66% in
Portugal. The countries where employ-
ment rates for the low skilled are very
low (below 30%) are all among the new
Member States from Eastern Europe,
reflecting the relatively low level of
labour market participation by the low
skilled in these countries, although it is
also the case that the shares of the low
skilled in the working age population in
these countries are well below the EU
average.

Focussing on unemployment rates, the
average unemployment rate for the
low skilled in the EU is more than
twice that for the high skilled. Differ-
ences in unemployment rates between
these two groups are particularly pro-
nounced in the Czech Republic and
Slovakia, as well as in Poland. In the
former two countries, the unemploy-

—p—

Chapter 1. Panorama of the European labour markets

ment rate for the low skilled is more
than ten times that for the high skilled.
This contrasts markedly with the situ-
ation in Cyprus, Denmark, Greece,
Italy, Luxembourg, the Netherlands,
Portugal and Spain where the unem-
ployment rates for low and high
skilled differ by less than 5 percentage
points.

7. Sectoral
employment structure
and trends

7.1. Sectoral employment
structure in the EU in 2005

In 2005, the overall sectoral employ-
ment structure of the EU-25 consisted
of 4.9% of total employment® in agri-
culture, 27.5% in industry and 67.7%
in services. The increasing importance
of the share of employment in the serv-
ices sector, together with the declining

shares in agriculture and industry, con-
tinues to feature.

Noticeable differences remain at the
level of individual Member States in
terms of the relative importance of
employment shares within the main
sectors (Table 12 and Chart 40). For
example, in Poland and Lithuania the
agriculture sector still accounts for
17% and 15% respectively of total
main employment, while the share also
remains relatively high in Greece,
Latvia and Portugal. This compares
with shares as low as below 2% in
Luxembourg, Malta and the UK.
Industry’s share of employment varies
from 17% in Luxembourg to around
39% in the Czech Republic and Slova-
kia. In all Member States the services
sector accounts for by far the largest
employment share, ranging from just
under 55% of total main employment
in Poland and Slovenia, to as high as
over three-quarters in the Netherlands,
Sweden and the UK, and over 80% in
Luxembourg.

(@) F1a®:1)) Comparative employment structure (by main employment) of the EU Member States by main sector, 2005
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Table 12 - Employment structure in 2005 (% of total employment 15+, by main employment, resident concept)

Sector (NACE rev1 description)
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Wholesale and retail trade,
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motorcycles and personal and
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(Chart 42) shows that the “real estate,
renting and business activities” sector
experienced the greatest increase in
employment (up 0.6 million), followed
by “other community, social and per-
sonal service activities” and “health

7.2. Sectoral employment
trends in 2005

Between 2004 and 2005 the service
sector once again proved to be the most
dynamic sector for employment cre-
ation in the EU (Chart 41), with the rate
of annual growth” in this sector show-
ing some signs of a moderate recovery
over 2005. For the EU as a whole,
employment growth in industry turned
positive in the first quarter of 2005,
spurred on by strong growth in con-
struction. However, growth returned to
negative territory in the remaining
quarters, although the rate of contrac-
tion was much lower than observed in
the preceding years. Meanwhile, in the
agriculture sector the contraction of
employment slowed over the first half
of the year before picking up again in
the second half.

and social work”. Within the services
sector, the “wholesale/retail trade,
repair of vehicles and domestic
goods” and “hotels and restaurants”
sectors also saw employment increases
of around 0.4 million, while, in con-
trast, the “education” and “transport
storage and communication” sectors
saw relatively little employment
expansion. Within industry, employ-
ment in “construction” rose by just
under 0.4 million, just below the level
of contraction in “manufacturing”,
with the result that employment for the
industry sector as a whole was little
changed.

A more detailed sectoral breakdown of
net employment creation (by main
employment) between 2004 and 2005

Sectoral employment developments in
the four largest Member States
(Chart 43) show that all experienced

positive annual employment growth”
throughout 2005 in the services sector.
However, annual employment growth
in services slowed down over 2005 in
Germany and Italy and picked up only
slightly in France, although more sub-
stantially in the UK. In industry,
employment developments were again
rather mixed. In Germany, compared
to the same quarter of the preceding
year employment in industry contin-
ued to contract and at a rate higher
than in the previous year with negative
growth of -2.0% to -2.5% for all quar-
ters, while in Italy annual employment
growth returned to negative territory
from the second quarter of the year
onwards. In France the rate of job
losses in industry slowed over 2005
and remained at levels well down on
those over 2004, while in the UK the
rate of decline in industry was also
generally lower than in previous years
during the first half of the year but
accelerated sharply over the second
half. Employment developments in

Chart 41 Employment growth in the EU by main sector, 2001-2005
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Chart 42 Change in sectoral employment in the EU between 2004 and 2005
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Sectoral employment growth (compared to employment in same quarter of previous year)
Chart 43 in the four largest Member States, 2001-2005
Employment growth in Germany Employment growth in France
by main sector, 2001-2005 by main sector, 2001-2005
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7.3. Sectoral employment
trends in the EU since 2000

The recent trend in the sectoral structure
of EU employment reflects the contin-
ued shift towards a service economy,
and the ongoing decline in employment
in agriculture and industry. Since 2000
total employment™ in the EU has
increased by over 8.5 million, mainly
driven by strong net employment cre-
ation of almost 11.5 million in the serv-
ices sector (Chart 44). The latter has
more than made up for the employment
contraction in industry (down 1.6 mil-
lion) and agriculture (down 1.2 million)
since 2000.

Within industry, employment has con-
tracted particularly strongly in manu-
facturing, where it has fallen by
2.2 million (or about 6% on 2000 lev-
els), although this has been offset to a
certain extent by the rise in employ-

ment of 0.8 million in the construction
sector. Within services, where employ-
ment has expanded in all sub-sectors
apart from “financial intermediation”,
the main drivers of employment cre-
ation have been the “real estate, renting
and business activities” (up 3.5 mil-
lion), “health and social work™ (up 2.3
million) and “education” (up 1.3 mil-
lion) sectors.

7.3.1. Sectoral developments
by gender

At EU level, the increased participation
of women in the labour market
accounts for the majority of the net
increase in employment in services
since 2000 (almost two-thirds). The
sectors that have witnessed the greatest
expansion in female employment are
the “health and social work”, “educa-
tion” and “real estate, renting and busi-
ness activities” sectors. In the former

two, the contribution of women to
employment expansion has far out-
weighed that of men, while it is also
interesting to note that women account
for essentially the whole increase in net
employment at EU level in the “public
administration and defence, compulso-
ry social security” sector between 2000
and 2005. Women also account for the
majority in the overall decline in
employment in industry, where their
employment in “manufacturing” has
declined almost as much as for men
while expansion in the “construction”
sector has essentially only concerned
their male counterparts.

7.3.2. Sectoral developments
by age group

In terms of age groups, the strong con-
tribution of older people aged 55-64 to
employment growth has been mostly
felt in the services sector, but to a cer-

Change in sectoral employment in the EU between 2000 and 2005, by sex

Source: Eurostat, LFS spring results.
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tain extent also in industry (Chart 45).
In the former they account for around
one-third of net employment creation
in this sector between 2000 and 2005,
while in the latter sector they were the
only working age group to experience
a positive contribution to net employ-
ment. Within services the main sector
where employment of older people has
risen substantially was “health and
social work”, followed closely by “real
estate, renting and business activities”
and “education”. Furthermore, older
people aged 55-64 account for almost
all the net increase in employment in
the “public administration and
defence, compulsory social security”
and “transport, storage and communi-
cation” sectors during this period. In
contrast to the developments for older
workers, young persons (aged 15-24)
have seen a net decrease in employ-
ment, resulting mainly from a decline
in youth employment in the industry
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sector (essentially “manufacturing”),
but also in “agriculture”, which has
only been offset to a limited extent by
increased employment in services. On
the other hand, for prime age workers,
reductions in employment in industry
and agriculture have been more than
offset by large increases in employ-
ment in services, especially in sectors
such as “real estate, renting and busi-
ness activities” and “health and social
work”.

8. Occupational
employment structure
and trends

8.1. Occupational
employment structure in
the EU in 2005 and overall
trends

In 2005 the occupational structure of
the employed population in the EU-25*
was broadly composed of approximate-
ly 40% of total employment in high-
skilled non-manual occupations,
around a quarter in both low skilled
non-manual and skilled manual occu-
pations, and just under one in ten in ele-
mentary occupations® (Table 13).
Compared to 2000, there has been an
almost 3 percentage point increase in
the share of employment in high-skilled
non-manual occupations, and a similar

Change in sectoral employment in the EU between 2000 and 2005, by age group
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Source: Eurostat, LFS spring results.

25 According to occupation in the main job and excluding employment in the armed forces.

26 High-skilled non-manual consists of “legislators, senior officials and managers”, “professionals” and “technicians and associate professionals”, low-
skilled non-manual of “clerks” and “service workers and shop and market sales workers”, skilled manual of “skilled agricultural and fishery workers”,
“craft and related trades workers” and “plant and machine operators and assemblers”. Elementary occupations cover basic occupations such as street
vendors and related occupations, domestic helpers, cleaners and labourers.
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decline in the share of people employed
in skilled manual occupations.

Similar to the sectoral distribution of
employment, noticeable differences
remain at the level of individual Member
States in terms of the relative shares of
employment (by main job) within the
main occupational categories (Chart 46).
Within the EU, the Netherlands has the
highest share (close to 48%) of employ-
ment in high-skilled non-manual occupa-
tions, compared to only around 27% in
Portugal. In Poland, employment in
skilled manual occupations accounts for
42% of total employment, with a substan-
tial share of this due to employment in
skilled agricultural and fishery workers’
occupations. Similarly, in the Czech
Republic, Greece, Hungary, Lithuania,
Portugal, Slovakia and Slovenia, employ-
ment in skilled manual occupations
accounts for over a third of total employ-
ment, compared to below 20% in Luxem-
bourg, the Netherlands and the UK. Rela-
tively high shares of employment in the
low-skilled non-manual occupations are

found in Cyprus, Ireland and the UK,
while for the elementary occupations the
highest employment shares are in Cyprus
and Spain.

Within the high-skilled non-manual
occupation grouping, “legislators, sen-
ior officials and managers” accounted
for 8.6% of employment at EU level in
2005, “professionals” 13.7% and “tech-
nicians and associate professionals”
16.2%, with all three major ISCO¥
groupings experiencing increases in the
share of total employment since 2000
(Chart 47). Within the low-skilled non-
manual group, the share of “service

workers and shop and market sales
workers” in employment, at 13.4%, has
not changed since 2000 and it is the
decline in the employment share of
“clerks” from 12.4% to 11.3%, which
drove the overall decline in the share of
low-skilled non-manual employment.
Within the skilled manual occupations,
“craft and related trades workers” have
seen their share of employment decline
from 15.6% to 14.1%, while the
“skilled agricultural and fishery work-
ers” and “plant and machine operators
and assemblers” occupational group-
ings also saw losses in employment
shares although to a lesser extent.

Table 13 — Occupational structure

Main occupational grouping

grouping (as % shares of total employment (excl armed forces))

in the EU by main occupational

High-skilled non-manual 35.8
Low-skilled non-manual 25.9
Skilled manual 29.3
Elementary occupations 9.0

Source: Eurostat, LFS spring results.

Change 2000-2005
38.7 2.9
24.9 -1.0
26.8 -2.6
9.7 0.7

Variation across EU Member States in the occupational structure of employed persons
(by main occupation class), 2005
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Source: Eurostat, LFS spring results.
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Looking at the changes in occupation-
al employment in absolute terms, all
three occupational groups in the high-
skilled non-manual category have
seen substantial increases in employ-
ment in recent years, in particular the
“technicians and associate profession-
als” and “professionals” groups
(Chart 48). In effect, the high-skilled
non-manual occupations have been
the main driver for the overall
increase in employment, accounting
for the major part of employment
expansion since 2000. This suggests
an underlying improvement in the
skill level of employment, as well as
reflecting the ongoing shift towards a
more knowledge-based economy.
However, employment has also risen
substantially in the elementary occu-
pations and in “service workers and
shop and market sales workers” occu-
pations, while it has declined in all the
skilled-manual occupations and for
“clerks”. To a certain degree, this
points to a polarisation in the changes
in the occupational structure towards
high-skilled occupations and very
low-skilled occupations.

8.2. Recent developments
in occupational structure by
gender and age

From a gender perspective, increases in
employment since 2000 for both
women and men have been rather simi-
lar in most major occupational group-
ings, apart from “technicians and asso-
ciate professionals” and “service work-
ers and shop and market sales work-
ers”. In both of the latter groups,
increases in female employment were
substantially higher than those for men,
while in the low-skilled non-manual
and skilled manual occupations the
declines in employment have mainly
affected men. Overall, the main
increases in employment for both sexes
have been in the high-skilled non-man-
ual occupations.

Despite these changes, the distribution
of occupational employment remained
markedly different between men and
women in 2005 (Chart 49). Low-skilled
non-manual occupations account for a
substantially higher share of female
employment (close to 40%) than male

(around 14%), while for skilled manual
the opposite situation exists (10% of
female employment versus 40% for
men), essentially due to particularly
large differences in “craft and related
trades workers” and “plant and
machine operators and assemblers”
occupations. For the high-skilled non-
manual and elementary occupations
groups as a whole, the shares of the
working populations are broadly simi-
lar, at around 40% and 10% respective-
ly, although within the high-skilled
non-manual group, women are under-
represented relative to men in the “leg-
islators, senior officials and managers”
occupations, and over-represented in
the “professionals” and “technicians
and associate professionals” occupa-
tional groups.

Breakdowns of the changes in occupa-
tional employment since 2000 by age
(Chart 50) indicate that the majority of
employment creation in the high-skilled
non-manual occupations has been for
prime-age workers, but there have also
been substantial increases in employ-
ment for older persons aged 55-64 in
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(@i ETa®: ) Changes in employment in the EU by main occupational groupings and gender between 2000 and 2005
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Chart 49 Occupational structure of employment by gender, 2005
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Chart 50 Changes in employment in the EU by main occupational groupings and age between 2000 and 2005
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these occupations. Similarly, the con-
traction in employment in the low-
skilled non-manual and skilled manual
occupations has mainly impacted on
prime-age workers, although young peo-
ple have also been negatively affected,
particularly in the “craft and related
trades workers” occupations. At EU
level young people have only witnessed
substantial employment creation in the
low-skilled “service workers and shop
and market sales workers” occupations,
and to a certain extent in “technicians
and associate professionals” and “ele-
mentary” occupations, which has been
more than offset by the reductions in
employment in the “clerks” and “craft
and related trades workers” occupations.
Interestingly, in addition to the high-
skilled non-manual occupations, older

28

workers have experienced employment
expansion in all main occupational
groupings apart from “skilled agricul-
tural and fishery workers”, indicating a
rather broad adjustment across occupa-
tions in the increasing involvement of
older workers in employment.

9. Regional labour
market disparities

Concerns over regional disparities have
long been a key element of European
policies, no less so for employment
policy since low performing regions
impact on the ability to achieve the
overall Lisbon employment targets. A

key objective of the Lisbon Strategy is
therefore strengthening territorial cohe-
sion, which calls for determined action
to reduce regional disparities in terms
of employment, unemployment and
labour productivity, especially in
regions lagging behind.

In 2004 (the latest year for which region-
al labour market data are available)
regional employment rates still showed
quite marked variation within the EU,
and also within certain Member States
(Chart 51). Despite some improvements
in reducing employment disparities™
among regions since 2000, Italy remains
the Member State with the largest varia-
tion, with the region of Bolzano-Bozen
having the lowest employment rate
(43.3%) of all regions in the EU-25%.

The dispersion of regional (NUTS level 2) employment rates for the age group 15-64, as expressed by the coefficient of variation of regional

employment rates, gives a measure of the regional spread of the employment rates 15-64. The employment rates represent annual average fig-
ures (except for Germany in 2000 - 2004, France in 2000 — 2002 and Sweden in 2000, for which only spring LFS data are available) and are derived
from the quarterly European Union Labour Force Survey (LFS). (In this case the indicator is not applicable for Denmark, Ireland, Luxembourg,
Cyprus, Estonia, Latvia, Lithuania, Malta, Slovenia as these countries comprise only one or (in the case of Ireland) two NUTS level 2 regions).

29 Excluding the French overseas departments.

o



T001-074

23/10/06 13:49

Page 68 $

Employment in Europe 2006

Coefficient of variation of employment rates (of age group 15-64) across regions (NUTS2 level)

within EU MS in 2000 and 2004
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This compares with rates as high as the situation has nevertheless improved group of underperforming regions has

78.2% in the UK region of Bedford-
shire and Hertfordshire, a difference of
close to 35 percentage points (Chart
52). While most Member States have
witnessed a decline in regional employ-

slightly since the average rate for the

moved closer to the national average.

regions, 2000 and 2004

Table 14 - Regional disparities with respect to underperforming

ment rate disparities (at NUTS2 IGVCI) Year 2000 % of regions with E.R. below 90 % % of total working age Extent of divergence of
K K . K of the national average E.R. population (aged 15-64) the regions concerned
since 2000 (thlS belng eSpemally the (number of regions affected / in regions concerned from the national
case in Spain Italy Finland and the total number of regions) average (average E.R.
TP of regions concerned as
UK) such disparities have nevertheless a % of national average)
increased in several countries, most BE 9.1 /1) 12.3 88.6
notably Austria, Belgium and Germany. = . (78) = 308
. .. . DE 5.1 2/39 3.8 88.2
The wide variation in employment per- ¢ )
formance of the regions in Italy has a EL 0:0 (CIAIE) 0:0
significant impact on the overall ES 26.3 (5719 23.4 83.4
employment rate in the EU. Nine out of FR 13.6 (3/22) 11.2 84.8
the twenty-two NUTS2 regions in Italy IT 28.6 6/21) 33.1 76.9
0,
h.ave employment rates' below §0 %0, ar'ld HU 286 Q@17 274 874
five of these (Campania, Puglia, Basil-
. . Lo NL 0.0 (0/12) 0.0
icata, Calabria and Sicilia) even have
rates below 50%, although these are ik 00 ©/9) 0.0
also among those regions to have regis- PL 12.5 (27/16) 14.7 88.8
tered the largest improvements since PT 14.3 (177) 2.2 88.0
2000. Disparities across regions also SK 0.0 (0/4) 0.0
remain relatively high in Belgium, FI 20.0 (1/5) 12.9 88.5
Hungary, Slovakia and Spain. o 0.0 ©0/8) 0.0
. UK 10.8 4/37 10.6 88.6
In contrast, Austria, the Netherlands ( !
Year 2004 % of regions with E.R. below 90 % % of total working age Extent of divergence of

and Portugal have the lowest variation
in employment rates across regions,
with employment rates above 63% in
all regions. In Poland, which has the

of the national average E.R.
(number of regions affected /
total number of regions)

population (aged 15-64)
in regions concerned

the regions concerned
from the national
average (average E.R.
of regions concerned as
a % of national average)

lowest overall employment rate in the 18.2 2/ 1) 51.9 875
EUt there is 1‘ess variation across the BlE (1/8) 5 89.9
regions than in many other Member
. . 7.3 (3741) 3.9 88.5
States, suggesting that, in contrast to
Italy, the relatively weak employment 77 (1/13) 26 897
performance in Poland is a general 263 (5719) 23.0 86.5
problem rather than limited to a sub-set 9.1 (2/22) 4.0 89.3
of regions. 28.6 (6/21) 33.1 79.1
. . S 28.6 @17 27.6 88.9
Focussing on'reglonal disparities frlom 0.0 ©/12) 0.0
the perspective of underperforming
regions (taken here to mean those 0.0 ©/9) 0.0
regions with an employment rate 0.0 (0/16) 0.0
below 90% of the average national 0.0 (0/7) 0.0
employment rate in the Member State 0.0 (0/48) 0.0
in question) gives a broadly similar 20.0 (175) 12.5 89.4
picture of developments be.twe.en 2000 0.0 ©0/8) 0.0
and 2004 (Table 14). While in most
2.7 (1/37) 5.2 87.8

Member States the number of under-
performing regions has remained the
same, in some cases (Spain and Italy)

Source: EU-LFS, annual averages.

Note: FR results exclude overseas departments (regions FR91, 92, 93 and 94).
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Furthermore, in France and the UK the
situation has improved noticeably. In
the former there has been a reduction
in the number of underperforming
regions, and a strong fall in the associ-
ated share of the working age popula-
tion in such regions, while those
regions that remain as underperform-

ers have improved the average employ-
ment rate substantially. In the UK only
one region remained below the 90%
employment rate reference level in
2004, compared to four in 2000. Simi-
larly employment rates of underper-
forming regions have converged rela-
tive to the national average in Poland

and Portugal, while only Belgium has
experienced an increase in the number
of underperforming regions.

Table 15 - Population change in 2005 (first estimates)
Population Natural Net Total Population Natural Net Total
on 1.1.2005 increase migration increase | on 1.1.2006 increase migration @ | increase
(1000s) (per 1000)
EU-15 385 383.4 409.4 1628.7 2038.0 | 387421.4 1.1 4.2 5.3
I S A P

GO s | g4l 115 | a1| 4asol 47| 26| 03
TR 71 609.0 911.0 0.0 911.0 72 520.0 12.6 0.0 12.6
Source: Eurostat, demographic statistics (First Demographic Estimates, Statistics in Focus 1/2006).
l‘:l)of:c:luding correction due to population censuses, register counts etc. which cannot be classified as births, deaths or migrations.
2) Data for France are for metropolitan France.
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10. Demographic
trends and migration

10.1. Demographic trends

The total population of the EU is esti-
mated to have increased by around
2 million in 2005, bringing the EU pop-
ulation on 1* January 2006 to 461.5 mil-
lion (Table 15). The increase in popula-
tion is mainly due to net migration, of
which around 1 million was accounted
for by Italy and Spain alone. However,
for both these Member States the fig-
ures are inflated by regularisation pro-
grammes, thus including persons who
may actually have arrived before 2005.

Overall, the net inflow of international
migrants to the EU is expected to show
a decrease in 2005 to a level of around
1.69 million people compared to 1.85
million in 2004. The number of live
births is expected to have increased
slightly from 4.80 million in 2004 to
4.82 million in 2005, while the number
of deaths is also expected to have
increased, from 4.35 million to 4.49 mil-
lion. Natural population change (live

—p—
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births minus deaths) is therefore forecast
to show a significant decrease from 0.45
million in 2004 to 0.33 million in 2005.

In 2005 the EU Member States experi-
enced very different rates of popula-
tion growth. The population of Cyprus
grew at over 3.1%, and that in Ireland
at around 2.0%, whereas the popula-
tion changes in Latvia and Lithuania
were the most negative. Within the EU,
the natural increase in the population
was the main component of total popu-
lation increase only in Denmark,
France, Luxembourg, the Netherlands
and Finland. For all other Member
States (except the three Baltic States
and Poland, where net migration was
negative), the main driver of popula-
tion increase was net migration. The
latest trends confirm the importance of
international migration to population
change. This is highlighted in particu-
lar by the cases of the Czech Republic,
Italy and Slovenia — countries that
would otherwise have experienced a
reduction in population. Nevertheless,
while most Member States experi-
enced overall increases in total popula-
tion, it declined in Germany, Hungary

and Poland, and particularly so in Esto-
nia, Latvia and Lithuania.

10.2. Migration

After a period of rather strong decline in
the 1990s, the net inflow of internation-
al migrants to the EU increased to
1.98 million in 2003. For 2005, net
migration is expected to have decreased
to a level of around 1.69 million people,
but remains high by recent historical
standards (Chart 53). Spain, Italy, Ger-
many and the United Kingdom together
account for around three-quarters of this
net inflow, while Cyprus is expected to
be the Member State with the highest
crude net migration rate in 2005. Over-
all, the majority of Member States are
foreseen to have experienced a decline
in their net migration rates in 2005.

According to official national statistics
and Eurostat estimates, the total num-
ber of non-nationals living in the EU in
2004 was around 25 million, equivalent
to just below 5.5% of the total popula-
tion. In absolute terms the greatest
numbers of foreign citizens reside in
France, Germany, Italy, Spain and the

Net inflow of international migrants to the EU (in millions)
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UK. In all Member States other than
Belgium, Cyprus, Ireland and Luxem-
bourg the majority of foreigners are cit-
izens of non-EU countries.

The citizenship structures of the foreign
populations in EU Member States vary
greatly (Table 16). As well as geograph-
ical proximity, the composition of the
non-national population in each country
strongly reflects their history, in partic-
ular historical labour migration trends,
recent political developments and his-
torical links. For example, the largest
non-national groups include Turkish cit-
izens in Germany, Denmark and the

Netherlands; citizens of former colonies
in Portugal and in Spain; migrants from
Albania in Greece; citizens from other
parts of the former Yugoslavia in Slove-
nia and citizens from other former Sovi-
et Union countries in Estonia, Latvia
and Lithuania. In general, the non-
national population accounts for
between 2—-8% of the total population in
the majority of Member States, but for
over 8% in Austria, Belgium, Cyprus,
Estonia®, Germany, Greece, Latvia and
Luxembourg. In contrast, non-nationals
account for less than 2% of the popula-
tion in the Czech Republic, Hungary,
Lithuania, Poland and Slovakia.

10.3. Labour market
situation of non-EU
nationals

At EU level”, the labour market out-
comes for non-EU nationals are substan-
tially worse than those for EU-nationals.
While their participation rate (67%) was
somewhat similar to that of EU nationals
(71%) in 2005, their employment rate
was substantially lower (55%, compared
to 65% for EU nationals) (Chart 54).
This was reflected in unemployment
rates that were almost twice as high for
non-EU nationals (17%) as for EU
nationals (9%) (Chart 55).

MT

Table 16 — National and non-national populations in the EU Member States around 2004
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¢ - Census data; e — Estimated figures; p — Provisional data.
Source: Eurostat, demographic statistics (official national statistics and Eurostat estimates).

-nationals

Largest group of non-nationals
(country of citizenship)

Ukraine

Turkey

Albania

Portugal

Albania

Russia

Portugal

United Kingdom

Serbia and Montenegro

Cape Verde

Czech Republic

Finland

30 The figures for Estonia and Latvia include citizens of the former Soviet Union permanently resident in these countries who have not taken the
citizenship of the host country since the break-up of the Soviet Union.

31 Results for the EU aggregate exclude Italy due to non-availability of data with breakdowns by nationality.
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Chart 54 Employment rates of EU nationals and non-EU nationals, 2005
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Chart 55 Unemployment rates of EU nationals and non-EU nationals, 2005
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Table 17 - Employment rates of EU nationals and
non-EU nationals by skill level and gender, 2005

Source: Eurostat, LFS spring results.

| Men Women Total
EU-25 | Non-EU-25 | EU-25 |Non-EU-25| EU-25 |Non-EU-25
nationals | nationals |nationals | nationals | nationals | nationals
Low skilled 55.2 59.3 38.3 345 46.5 46.4
Medium skilled 75.0 70.6 62.9 54.4 69.1 63.1
High skilled 86.4 74.7 80.1 58.8 833 66.7

Notes: Low (ISCED 0-2: lower secondary), Medium (ISCED 3-4: upper secondary),
High (ISCED 5-6: tertiary); UK: GCSE levels included under “medium”.

However, it is not universally the case
among Member States that employ-
ment rates for non-EU nationals are
below those of EU nationals. In many
of the new Member States as well as
Greece, Spain and Portugal, the
employment rate of non-EU nationals
was above that of EU nationals in 2005.
Nevertheless, in most Member States
labour market integration of non-EU
nationals remains a significant prob-
lem, and especially so in Belgium,
Denmark, Finland, the Netherlands and
Sweden, where differences in employ-
ment rates compared to EU-nationals
exceed 20 percentage points and there
are generally strong disparities in
unemployment rates. Among the latter
group, the difference in employment
rates is as high as 33 percentage points
in the Netherlands, while Belgium has
the lowest actual employment rate for
non-EU nationals at only 35%.

At EU level, the difference in the
labour market situation of EU and non-
EU nationals is even more striking for
the high-skilled population, and sug-
gests a strong under-utilisation of
important human capital. The employ-
ment rate for high-skilled EU nationals
(i.e. those having completed tertiary
education) was around 83% on average
in 2005, while high-skilled non-EU
nationals had a much lower rate of only
67%. Differences in employment rates
for the medium skilled (69% versus
63%) and the low skilled (around 46%

for both groups) are much less pro-
nounced at EU level.

In terms of gender, female non-EU
nationals face particular difficulties
compared to their EU-national counter-
parts. Employment rates are lower for
all skill levels, and the disparity is par-
ticularly pronounced for high-skilled
females where the difference between
employment rates for non-EU and EU
nationals exceeds 20 percentage points.

11. Conclusions

Labour market conditions in the EU
improved in 2005, although the overall
improvement in employment perform-
ance was moderate. Employment
growth picked up moderately even
though economic growth temporarily
slowed during 2005. At Member State
level, employment performance for the
year as a whole was generally positive,
with negative employment growth in
only a very few cases (but including the
large Member State of Germany). Nev-
ertheless, the pace of employment
growth remains well below that record-
ed in the latter part of the 1990s and has
now been below the 1% level for four
consecutive years. In addition, there
was a generalised (though moderate)
decline in labour productivity growth in
2005, in contrast to the increase in
2004, which was a cyclical rebound,

and the EU continues to under-perform
relative to the US both in terms of
employment growth and productivity
growth.

As a result, progress towards the over-
all Lisbon employment rate target for
2010 has continued to be slow and
reaching this target is becoming
extremely challenging, although recent
progress towards the female and older
people's targets is rather more encour-
aging. Much of the weak employment
performance of recent years has been
due to the relatively poor labour market
performance in Germany and Poland,
although recent figures indicate that the
situation may finally be turning around
in those two Member States. At the
same time, many of the southern EU
Member States remain far from the
common EU employment targets, and
still exhibit large gender differences in
labour market outcomes, together with
large disparities in the performance of
labour markets at regional level.

With regard to the expansion in
employment in 2005, growth contin-
ued to be faster for women than for
men, although a notable development
was the upturn in the employment rate
of prime-age males after several years
of decline. The continuation of the pos-
itive trend in the employment of older
workers, and the noticeable rise in the
share of part-time employment and of
employment under fixed-term con-
tracts, were also notable developments.
At the same time there has been an
ongoing improvement in the skill
structure of the working age popula-
tion, which is reflected in the substan-
tial rise in employment in high-skilled
non-manual occupations compared to
2000. However, one area where further
strong efforts are necessary is in the
labour market integration of migrants,
as disparities in labour market out-
comes for EU nationals and non-EU
nationals remain substantial in many
Member States.
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Flexibility and security in the

Chapter (—

EU labour markets

1. Introduction

In recent years, a number of develop-
ments have intensified competitive
pressures and increased the pace of
structural change in many economies.
In particular the following factors are
highlighted:

* The rapid pace of international eco-
nomic integration — a phenomenon
loosely described by the term “glob-
alisation”;

* The emergence of new key economic
players on the world scene rich in
labour resources;

* The rapid development and introduc-
tion of new technologies, particularly
in the information and communica-
tion areas;

* The considerable ageing of European
societies, together with relatively low
employment rates on average, which
(assuming unchanged policies) are
projected to eventually put at risk the
financial sustainability of social pro-
tection systems;

* The development of segmented labour
markets, where both relatively “pro-
tected” and “‘unprotected” sectors
coexist, partly reflecting both the polit-
ical economy difficulties of conduct-
ing comprehensive (labour) market
reforms, and the consequent resort to
reform strategies that concentrate on
loosening the stringency of regulations
applying to the “unprotected” sectors
(i.e. reforms at the “margin”), as well

as the significant weight of undeclared
work in some Member States.

While the processes of globalisation and
structural change are overall beneficial
to growth and employment, they can also
bring transformations that are disruptive
to workers and enterprises. On the one
hand, enterprises must become more
flexible to respond to unanticipated
changes in demand patterns, and must
adapt to new technologies and organisa-
tional methods to foster innovation and
remain competitive. On the other hand,
workers need to acquire skills to create
and use new technologies, and to adapt
to new working practices.

This all-pervading challenge to adapt
requires, among other things, a more
flexible labour market combined with
satisfactory levels of security to simul-
taneously respond to the needs of both
employers and employees. This should
also help to prevent the emergence of
segmented labour markets, with the risk
of making jobs more precarious, dam-
aging sustainable integration in the
labour market and limiting the accumu-
lation of skills.

In recent decades, a number of atypical
forms of labour contracts have prolifer-
ated in some Member States' (e.g. tem-
porary work, labour agencies), bringing
with them enhanced flexibility for the
adjustment of labour levels by firms,
but at the expense of reduced employ-
ment and income security, and poor
career prospects, for the large majority
of workers hired under such contractu-
al arrangements.

Based on these developments, large
segments of the public seem to have
come to the conclusion that there is an
irreconcilable dichotomy between, on
the one hand, firms’ quest for increased
flexibility in the labour market and, on
the other, workers’ interest in having
stable incomes and satisfactory career
prospects. Public perceptions are
“...often dominated by anxieties con-
cerning job losses and downward pres-
sures on wages and working condi-
tions’ (i.e. a kind of “race to the bot-
tom”).

This perceived dichotomy has generat-
ed a growing interest in the promotion
and implementation across Member
States of “flexicurity” principles,
which aim to combine, within an
appropriate social insurance model,
sufficiently flexible work contracts
with effective policies to support
labour market transitions, and lifelong
learning. Consequently, Member
States with particularly favourable
labour market outcomes and a proven
tradition of successfully balancing the
requirements of flexibility and securi-
ty, such as Denmark and the
Netherlands, have recently come under
close scrutiny by both academics and
policy-makers in the EU.

The European Employment Strategy
(EES) calls for labour market institu-
tions to adopt “flexicurity” principles.
Specifically, Guideline No. 21 of the
Integrated Guidelines for Growth and
Employment for the period 2005-
2008 calls on Member States to
“...promote flexibility combined with

1 These new forms of labour contracts have gained weight, particularly in countries with restrictive employment protection legislation for regular

contracts.

2 EU Economy 2005 Review "Rising International Economic Integration, Opportunities and Challenges”, European Commission, November 2005.
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employment security and reduce
labour market segmentation [...]”.
Equally, the Annual Progress Report
(APR), adopted by the Commission in
January 2006 within the framework of
the re-launched Lisbon strategy, also
calls on Member States to “..seek
convergence of views on the balance
between flexibility and employment
security (i.e. flexicurity)” and empha-
sises that the Commission is commit-
ted to present a report aimed at facili-
tating an agreement, by the end of
2007, on a set of common principles
on flexicurity. The 2005/06 Joint
Employment Report (JER) states that
those principles should comprise the
following four elements:

* The availability of contractual
arrangements, providing adequate
flexibility for both workers and
employers to shape the relationship
according to their needs.

Effective active labour market poli-
cies supporting transitions between
jobs, as well as from unemployment
and inactivity to jobs.

Credible lifelong learning systems
enabling workers to remain employ-
able throughout their careers, by
helping them to cope with rapid
change, unemployment spells and
transitions to new jobs.

* Modern social security systems com-
bining the need to facilitate labour
market mobility and transitions with
the provision of adequate income
support during all absences from the
labour market.

Moreover, in the first half of 2006, the
Council put flexicurity at the centre of
the EU political agenda’.

The Chapter

The main aim of this chapter is to pres-
ent a preliminary characterisation of
the balance between flexibility and
security across Member States — to
reflect their current institutional setting
— and, on that basis, to propose a taxon-
omy of countries in a reduced number
of “flexicurity” systems. This should be
seen as preliminary work leading to the
Commission’s report on flexicurity
scheduled for the end of 2007, which,
in addition to describing the current sit-
uation, will also present a number of
“typical” pathways built around the
above-mentioned four principles, that
Member States could select in order to
improve their balance between flexibil-
ity and security.

The analysis of this chapter builds on
a long tradition of work carried out
within past editions of Employment in
Europe (see EiE 2001, 2002, 2003 and
2004). This work focused on issues
such as job quality, labour market
flexibility, employment security and
labour market transitions and advance-
ment. In this context extensive empiri-
cal evidence as well as a number of
indicators (see below) have been pro-
vided. However, while those previous
chapters were focused on outcome
indicators®, this current one focuses on
institutional/policy differences across
countries.

The chapter initially covers the concept
of flexicurity, as currently understood
in the context of the Danish and Dutch
models, presented together with other
policy proposals with a similar objec-
tive of improving the balance between
flexibility and security in the labour
market. The purpose is not to give a
thorough description of the Danish and

Dutch models of labour market policy,
but just to illustrate the definitions of
“flexicurity” which authors have put
forward drawing from the experience
of these two approaches.

The two following sections focus,
respectively, on one dimension of flex-
ibility and one dimension of security.
Admittedly, such an approach signifi-
cantly limits the extent of the discus-
sion, but it allows for a more in-depth
analysis of these more narrowly select-
ed aspects of flexicurity within the
scope of this chapter.

The dimension of external numerical
flexibility is characterised using the
OECD’s indices of employment protec-
tion legislation (EPL) for regular and
temporary work, together with a num-
ber of measures of labour market flows,
such as labour turnover and average
tenure of employment. This section dis-
cusses the issue of labour market seg-
mentation, particularly in the context of
labour market reforms that increase
flexibility only at the margin, which
may have negative effects, not only on
the individual employees concerned,
but also on the macro-economic per-
formance of the labour market as a
whole. However, the related issue
regarding the effects of undeclared
work on individual employment paths
as well as overall labour market per-
formance is not considered in our
analysis.

Next, the dimension of (income) securi-
ty is discussed in a thorough review of
the various features of unemployment
benefit (UB) systems and their interac-
tion with Active Labour Market policies
(ALMPs), especially in the context of
activation strategies. This is followed by
a number of illustrative calculations of

3 The informal Employment, Social Policy, Health and Consumer Affairs (EPSCO) Council held in Villach (19-21 January 2006) under the Austrian
Presidency.
4 Such as self-reported job satisfaction or probabilities of transitions between employment statuses or different contractual arrangements.
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the budgetary costs that would be
incurred by adopting the expenditure
intensity (per unemployed) on labour
market policies of the high spending
countries, some of which are traditional-
ly considered as benchmarks for the
“flexicurity” model. This then leads into
a discussion on the trade-off between
EPL and UB for the provision of insur-
ance against labour market risks.

The following section brings together the
range of quantified indicators on the var-
ious dimensions (though some important
ones are left out of the analysis for a
number of reasons, see Section 3) of
flexicurity in order to allocate Member
States into distinct labour market sys-
tems. This means identifying the main
dimensions/axes characterising flexicuri-
ty systems, and correlating those axes
with selected measures of labour market
performance and other socio-economic
indicators. Then, political economy con-
straints in the setting of labour market
institutions in general, and in the imple-
mentation of flexicurity reforms in par-
ticular, are briefly discussed. Finally, the
chapter concludes by summarising the
main findings of country mapping, high-
lighting the diversity of labour market
systems, the challenges in terms of both
fiscal costs and political feasibility of
improving on current flexicurity models,
and the main shortcomings of the taxon-
omy analysis of labour market systems
carried out in this chapter. The latter calls
for further work on a number of areas,
including explicit coverage of labour
market segmentation, consideration of
the important (and now missing) dimen-
sion of functional and internal (i.e. with-
in the firm) flexibility (see Section 2.1)
and, finally, an analysis along the “flexi-
curity” dimensions of the employment
features and prospects of more disadvan-
taged groups of workers (like women,
youth and older workers).

—p—
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2. Definitions of
“flexicurity”

The concept of “flexicurity” is primari-
ly based on the idea that the two dimen-
sions of flexibility and security are not
contradictory, but mutually supportive,
particularly in the context of the new
challenges — such as globalisation —
faced by developed economies.

Flexicurity is a new term, which was
first coined in the Netherlands in the
aftermath of the labour law reform of
1999, the “Flexibility and Security
Act” (Wilthagen and Troos, 2004). For
this reason, the relevant literature is
still developing and there is no single
definition of the concept that is cur-
rently universally accepted. In fact, two
definitions, partly overlapping, are gen-
erally offered. The main elements char-
acterising these two definitions are
summarised below.

2.1. Wilthagen'’s definition:
the flexibility-security
nexus

The first definition mainly applies to
the Netherlands (Wilthagen and
Rogowski, 2002), and describes flexi-
curity as a policy strategy that attempts,
synchronically and deliberately, to
enhance the flexibility of labour mar-
kets, work organizations and labour
relations, on the one hand, and employ-
ment and income security, notably for
weaker groups in and outside the
labour market, on the other. In princi-
ple, this definition rules out (labour
market) reform strategies that consider
flexibility and security separately, or
(indirectly) promote labour market seg-
mentation through an increase in flexi-
bility only at the margin (e.g. tempo-
rary contracts).

An alternative and more comprehensive
version of this definition maintains that
flexicurity is “...a degree of job, employ-
ment, income and combination security
that facilitates the labour market careers
and biographies of workers with a rela-
tively weak position and allows for
enduring and high quality labour market
participation and social inclusion, while
at the same time providing a degree of
numerical (both external and internal),
functional and wage flexibility that
allows for labour markets’ (and individ-
ual companies’) timely and adequate
adjustment to changing conditions in
order to maintain and enhance competi-
tiveness and productivity” (Wilthagen
and Tros, 2004).

This latter definition thus identifies
four elements for the flexibility dimen-
sion (Wilthagen et al., 2003; Wilthagen
and Tros, 2004):

e External numerical flexibility — the
difficulty/ease of hiring and firing
employees and the extent to which
fixed-term employment contracts can
be used;

e Internal (i.e. within the firm) numer-
ical flexibility — the difficulty/ease of
changing the quantity of labour used in
a firm without having recourse to
either hiring or separations (i.e.
through changes in working hours, use
of part-time or overtime work, etc.);

e Functional flexibility — the difficul-
ty/ease of changing the working
organisation or the ability/inability of
workers and enterprises to adapt to
new challenges (multi-tasking, job
rotations etc.);

° Wage flexibility — the degree of
responsiveness of wage costs to eco-
nomic conditions.
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The following four elements are also
identified with the security dimension:

 Job security — the expectation regard-
ing the job tenure of a specific job;

e Employment security/employability
security — the expectation regarding
remaining in work (not necessarily
with the same employer);

e Income security — the degree of
income protection in the event that
paid work ceases;

e Combination security — the
ability/inability to combine paid
work with other private or social
activities.

These elements can be considered as
sub-dimensions of the flexibility and
security axes. Gaard (2005) proposed
using the resulting matrix as an analyti-
cal tool to classify national labour mar-
ket systems/models into distinct country
groups or clusters characterised by cer-
tain commonalities, in terms of the com-
bination between flexibility and security
that they realise (see Table 1).

In this approach, flexicurity is seen as a
general analytical framework/tool to
compare national labour market sys-
tems (Bredgaard et al., 2005), rather
than as a concept describing the Dutch
or Danish labour markets® (see Section
2.2). This approach also appears to be
more in line with EU policy, namely the
general recommendation to improve
the balance between flexibility and
security (EU Integrated Guideline
No. 21). The main thrust of the EU rec-
ommendation on flexicurity is to
encourage a shift from job security
towards employment security®.

2.2. The Danish “Golden
Triangle”

The second definition to consider has
been initially developed for Denmark. In
fact, its comparatively favourable labour
market outcomes over recent years have
put Denmark at the centre of much inter-
national attention (Madsen, 2005).

Bredgaard et al. (2005) describe the
Danish flexicurity model as a “golden
triangle”. The sides of the triangle con-
sist of:

1.Relatively loose legislation for
employment protection;

2.Generous social safety net for the
unemployed;

3.High (intensity) spending (per unem-
ployed) on ALMPs.

Figure 1 gives a stylised presentation of
the Danish “golden triangle”. The arrows
signal the high degree of mobility in and
out of employment and between jobs,
which is a key feature of the Danish
model. On average, close to a quarter of
all workers pass through unemployment
every year at least once (Breedgard et al.,
2005). However, the transition rate to
employment is relatively high for the
vast majority of unemployed, reflecting
the overall dynamism of the Danish
labour market. After a certain period, the
unemployed who are unable to find a job
can benefit from Public Employment
Services (PES) referral to one of a com-
prehensive set of ALMPSs’, which aim to
upgrade skills or to facilitate adaptation
to economic change, thereby supporting
individual transitions and career devel-
opment®. This is also supported by an

Table 1 - The “flexicurity matrix”
Flexibility/security Job security Employment Income security Combination
security security
Numerical-external
Numerical-internal
Functional
Flexible pay
Source: Wilthagen, (2003).
5 As an analytical framework, flexicurity is closely related to another well-known labour market concept, namely the idea of Transitional Labour

Markets (TLM) (Schmid, 1998; Schmid and Gazier, 2002). This theory emphasises that globalisation and increasing social differentiation of individ-
ual employment paths makes the model of continuous full employment during an average working life increasingly outdated. The new model
goes in the direction of discontinuous work biographies, whereby workers experience more frequent transitions between employment and non-
employment, and between different kinds of employment. These transitions can be either positive or negative for the individual, depending on
his/her adjustment capacity. Good transitional labour markets provide a supportive environment for successful management of these transitions.

6 Given the apparent political economy trade-off between (numerical) flexibility and income stability, this shift could be facilitated by enhancing
spending on income support to job losers, the provision of more efficient re-employment services, and offering programmes for vocational train-
ing and skills upgrading of the unemployed. In particular, investing in human capital is vital both to improve the long-term employment prospects
and the employment security of the individual, and also to enhance the competitiveness and adaptability of the labour force (OECD, 2004).

For instance job training and education.

Chart 1 emphasises two effects of LMPs: a) a qualification effect, which raises the skills of employees that take part in those programmes; and b)
a motivational effect, reflecting the accrued intensity of job search when an unemployed person approaches the start of the activation

phase/expiry of benefits.
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efficient education and training system,
which includes well-developed schemes
for continuous training of the workforce
and life long learning. In particular,
Danish employees have the opportunity
to regularly improve their skills and com-
petences through participation in adult
vocational  training  programmes
(Andersen and Mailand, 2005). However,
it would be incorrect to portray Denmark
as a country with “free firing”. In fact,
Denmark has relatively strict rules on
advance notifications to workers in the
event of collective dismissals (ETUC,
2006). This represents an important “flex-
icurity’ element for two reasons. First, it
gives workers an adequate amount of
time to look for a new job and, if neces-
sary, to engage in retraining (thereby act-
ing as a kind of “early-warning” system).

—p—
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Secondly, PES and the staff from the
social partners assist the worker in his/her
job search efforts from the moment
redundancies are announced.

Using Wilthagen’s categorisation, the
Danish flexicurity model combines
high external numerical flexibility, high
levels of income security, and high lev-
els of employment security.

Empirical results suggest that generous
unemployment benefits have not been an
obstacle to labour supply in Denmark,
partly due to the offsetting effect of
ALMPs that are integrated in compre-
hensive activation strategies which con-
dition receipt of UB on participation in
ALMPs or compliance with job search
requirements.

2.3. Beyond the Danish
system: other proposals

2.3.1. Layoff taxes to internalise
the social costs of dismissals

Based on the long established practice
in North American countries of expe-
rience-rating’, a number of leading
researchers in the field of labour eco-
nomics (e.g. Blanchard and Tirole,
2003, 2005; Cahuc and Zylberberg,
2005) have recommended setting up a
structured layoff tax system in order
to make employers internalise the
social costs of layoffs' (see Section
5.3.1). The rationale for this proposal
resides in the fact that the social value
of a job exceeds its private value by
the cost of unemployment to society

The Danish flexicurity model

The main axis of
the flexicurity
model

Flexible

labour
market

The qualification effect
of the LMP

/

Generous

Wﬁlfare Active

schemes LMP

\
Motivational
effect of LMP
Source: Madsen (2006).
9 In the US, the experience-rating system is state based. In a majority of states, each firm runs an imputed account balance with the social security

system, where social contributions appear as credits, and unemployment benefits paid to workers laid off by the firm as debits. Firms can accu-
mulate transitory debts on their imputed social security account, although they are required to keep a balanced account over the long-term.
Experience-rating is an original feature of North American countries being alien to the UB systems of other OECD countries, which are financed
by payroll taxes paid by employers and employees, and by government contributions (Holmlund, 1998).

10 One example is provided by the “Delalande” contributions in France, which penalize firms for dismissals of older workers. If a worker over 50 is
fired the firm has to pay a contribution (variable according to the employee’s age) to the agency paying unemployment benefits. See Blanchard

and Tirole (2003).
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(i.e. lower taxes and social security
contributions plus unemployment
and/or social assistance benefits)'. In
an efficiency wage model that explicit-
ly considers the budget constraint for
the unemployment benefit system,
Albrecht and Vroman (1999) compare
the workings of a UB system financed
by a payroll tax with another financed
by a layoff tax (i.e. a tax on dismissals).
They find that the latter is favourable to
employment, wage and production for
any level of unemployment benefits'.

2.3.2. Individual unemployment
accounts

Brown et al. (2006) propose a far-reach-
ing reform of the unemployment bene-
fit (UB) system in an effort to increase
the overall efficiency of the mecha-
nisms protecting against labour market
risk. The point of departure of their
analysis is the finding that current UB
systems fail to provide appropriate
incentives for the unemployed to take
full account of the social costs of unem-
ployment when searching for a job".
They suggest replacing UB systems by
individual unemployment accounts,
thus sharing some features with the
2003 reform of the Austrian system of
severance payment, which is, though,
part of the EPL system rather than of
UB". Workers would make obligatory
contributions to individual unemploy-

ment accounts when employed, while
being allowed to make withdrawals dur-
ing unemployment periods. The incen-
tive mechanisms built into individual
unemployment account systems tends
to foster job search intensity, reducing —
all else being equal — the equilibrium
level of unemployment. Furthermore,
an individual unemployment account
system can be made compatible with
any redistributive choice".

2.3.3. A single type of
employment contract to counter
labour market segmentation

In a report produced for the French gov-
ernment, Cahuc and Kramarz (2004)
proposed a set of reforms to improve
the functioning of the French labour
market, including measures to reconcile
the requirements of flexibility and
employment stability. If implemented,
the proposed set of reforms would bring
about significant changes in the current
institutional setting, although it remains
to be seen to what extent it can be
applied to national labour markets
which are different from the French
one. The main proposal of the report is
to replace the current regular and tem-
porary labour contracts by a single new
type of regular contract.

Cahuc and Kramarz (2004) argue that
establishing a single regular labour

contract would end labour market seg-
mentation and the adverse treatment
of certain disadvantaged groups par-
ticularly affected by the excessive use
of temporary contracts, such as youths
and women. A coherent reform pack-
age should consequently include a
number of additional measures.
Firstly, loosening the EPL mainly to
avoid the unpredictable judicial and
administrative costs of a dismissal.
Secondly, discarding the reclassifica-
tion obligations imposed on firms in
the event of a dismissal®, preferring
recourse instead to a highly profes-
sional and efficient PES. PES can
operate better where the following
principles are applied: a) one-stop-
shop for the unemployed to attend for
all their needs; b) systematic profiling
to establish priorities and optimise
treatment; and c) setting incentives for
quasi-market private brokerage servic-
es. Thirdly, the introduction of pre-
dictable severance payments in order
to protect workers against excessive
job turnover. Finally, creating a layoff
tax to help finance the reintegration of
the unemployed. The interaction of all
these reforms is expected to work in
favour of labour mobility, career pro-
gression, labour market transitions
and actual and perceived employment
stability, ultimately yielding lower
structural unemployment.

1 Other social costs associated with unemployment could also be taken into account, such as the depreciation of (social) human capital, and high-

er criminality.

12 In an efficiency wage model with layoff taxes, firms are induced to raise wages in order to reduce layoffs related to shirking.

“

13 Under the current UB system, “...when unemployed people find jobs, their benefits generally are withdrawn (in whole or in part) and taxes are
imposed. Consequently, such a system ‘rewards’ people for being unemployed (through unemployment benefits) and penalises them for being
employed (through taxes). The UB system thereby creates an externality, distorting the incentives to work and save”, (see Brown et al, 2006).

14 OECD (2006c) reports on Austria’s 2003 reform of its system of severance payments. The reform consisted in replacing a conventional severance
payments system with a system of individual savings accounts. Under the old system (i.e. severance payments), in the event of contract termina-
tion, workers where entitled to a severance payment based on the length of the expired employment relationship, as long as they had worked
for the employer for at least three years. Under the new system (i.e. individual savings accounts), employers contribute a fixed percentage of the
payroll to the worker’s individual account. In the event of dismissal, the worker has the option of receiving a severance payment drawn from
his/her savings account or can take his/her accumulated balance to the next job. In a life-cycle perspective, individual savings accounts can be seen
as a form of (compulsory) retirement savings. From the perspective of employers, a savings accounts system has the advantage of converting the
unpredictable dismissal costs (at the time of hiring) into predictable costs (at the time of firing); while, from the standpoint of the worker, it
reduces job mobility costs because workers do not lose their entitlement to severance payment in the event of changing jobs.

15 “To achieve its equity objectives in an unemployment account system, the government can make balanced-budget interpersonal redistributions
among the unemployment accounts, taxing the accounts of higher-income people and subsidising those of lower-income people” , (see Brown et
al, 2006).

16 l.e. in case of layoff the obligation to check alternative employment possibilities for the workers involved would no longer fall to the firm itself,
but on PES.
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3. Flexibility:
Employment
Protection Legislation
and segmentation

The balance between flexibility and
security is largely determined by a wide
range of policies and institutions, includ-
ing labour market, social and education
policies, together with their interactions,
and by the macro-economic perform-
ance of the economy as a whole.

However, this chapter does not cover all
the dimensions of flexibility and secu-
rity as identified in Wilthagen’s “flexi-
curity” matrix (see above), which
would allow for a richer characterisa-
tion of labour market systems. The data
requirements of Wilthagen’s matrix are
too demanding, going beyond the scope
of this chapter. For example, lack of: a)
appropriate (composite) indicators on
internal and functional flexibility, b)
indicators on various aspects of unem-
ployment and social assistance sys-
tems, such as on their eligibility and
enforceability rules; and c) lack of data
covering all EU Member States, such
as on the degree of real wage flexibili-
ty, prevented this chapter from carrying
out a more comprehensive analysis of
flexicurity systems. Progress will
undoubtedly require the preliminary
calculation of a number of composite
indicators, such as on internal and
functional flexibility, together with
indicators on workers’ perceived secu-
rity based on survey data.

The chapter will therefore focus on
external numerical flexibility (OECD’s

17 In this respect, judicial practices and court interpretations of EPL should be taken into account.
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EPL), and income/employment securi-
ty and on those policies which have a
direct impact on these dimensions,
namely EPL, UB and ALMPs. So, in
Section 3.1 employment protection is
discussed using the OECD’s EPL indi-
cators and reviewing the evidence link-
ing employment protection to a number
of indicators based on the Labour Force
Survey (LFS), characterising labour
market dynamism and flexibility. It is
important to underline, though, that
rules for employment protection can be
provided by both labour legislation and
collective or individual bargaining
agreements. Moreover, the application
and enforcement of those rules in prac-
tice, may deviate from what foreseen in
written laws/contracts’” and the extent
of coverage of EPL may also be an
important issue (e.g. exclusion of
SME). The OECD’s EPL indicator
“...is mainly based on legislative provi-
sions, but it also incorporates some
aspects of contractual provisions and
Judicial practices. Nevertheless, |[...]
their role is likely to be somewhat
understated [...]”", therefore our
analysis is subject to some caveats and
limitations. Using survey data, the cor-
relation between EPL and workers’ per-
ceived security is also evaluated.
Finally, Section 3.2 covers labour mar-
ket segmentation.

3.1. Employment Protection
Legislation

3.1.1. Strictness of EPL differs
widely across the EU

EPL considers legal and administrative
constraints on worker dismissals, as
well as severance payments paid to dis-

missed employees. All other things
being equal, external numerical flexi-
bility tends to be higher in countries
with relatively loose EPL" and/or a
labour law that facilitates recourse to
fixed-term contracts.

The OECD (1999, 2004) calculated a
summary indicator of the overall stance
of employment protection legislation as
a weighted average of three sub-indica-
tors on dismissal regulations, covering:
a) regular employees®; b) temporary
employees?; and c) collective dis-
missals®. The summary indicator
ranges from 0 to 6 and increases with
the strictness of EPL.

Chart 1 suggests the existence of large
differences in EPL across EU Member
States. Anglo-Saxon countries have the
least stringent dismissal regulations
(UK and IE), while southern countries
tend to have the most stringent ones
(EL, ES and PT). Although EPL is just
one among a series of indicators that
can be used to characterise external
numerical flexibility, the wide range of
this indicator across EU Member States
(from 1.1 in the UK to 3.5 in PT)
strongly suggests that EU Member
States have adopted overall legal sys-
tems that provide for significantly dif-
ferent degrees of external numerical
flexibility.

3.1.2. EPL does not seem to
significantly affect total
unemployment...

A considerable amount of research
has been carried out to evaluate the
impact of employment protection leg-
islation on aggregate labour market

18 OECD (2004), Employment Outlook, Chapter 2, p. 64. See, also, pp. 65-70 for a detailed discussion of the inclusion of contractual provisions/judi-

cial practices in the EPL indicator.

19 The intended aim of EPL is to increase the volume and stability of employment at the cost of raising firing costs for firms. Theoretical analysis sug-
gests that “...firing costs do indeed reduce job destruction, but they also exert a negative effect on job creation, so the [net] effect on employ-
ment is ambiguous” (Cahuc and Zylberberg, 2004). Much empirical research has been carried out to measure the impact of EPL on labour market
outcomes. Their results suggest that firing costs may increase the stability of jobs directly shielded by EPL, but usually at the cost of raising the
instability of unprotected jobs, such as temporary work.

20 This indicator sums up three main regulatory aspects concerning regular contracts: difficulty of dismissal, procedural inconveniences the employ-
er faces when starting the dismissal procedure and notice and severance pay provisions (OECD Employment Outlook 2004, Chapter 2).

21 This indicator measures restrictions on the use of temporary employment by firms, with respect to the type of work for which these contracts are
allowed and their duration/renewal possibilities.

22 The following weightings are used: 0.4 for regular contracts, 0.4 for temporary contracts, and 0.2 for collective dismissals.
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Overall strictness of EPL in 2003 (scale 0-6)

3.5

Source: OECD (2004).

W EPL regular

[ EPL temporary [ EPL collective dismissals

variables®. However, econometric
results tend to be subject to the caveat
of being essentially based on statisti-
cal correlations between EPL and
those variables, so that in many cases
causal relationships cannot be robust-
ly inferred. This caveat, therefore,
applies to most of the results as well
as to the graphical analysis discussed
in this section. Nevertheless, calibra-
tion exercises on theoretical models*
and empirical studies® consistently
arrive at one major finding, that the
impact of EPL on aggregate unem-
ployment rates is weak with an
ambiguous sign. The main explana-
tion of this result (see, among others,
OECD, 2004 and 2006¢ and 2006d;
Nickell and Layard, 1999) is that strict

EPL has two opposite effects. On the
one hand it tends to reduce the separa-
tion rate from employment into unem-
ployment and, on the other, it decreas-
es the exit rate from unemployment
into work, since firms, anticipating
future costs on labour force adjust-
ment, become more cautious about
hiring. These effects may, in principle,
offset each other.

3.1.3. ...and its impact on total
employment is modest

Another line of research has used
individual and firm level data to
analyse differences in regulation
within countries, either over time or
across space. This provides for a large

degree of variation which, in turn,
allows for more accurate testing of the
causal effects of EPL relative to what
is normally possible with macroeco-
nomic data.

Dertouzos and Karoly (1992) and
(1993), Miles (2000) and Autor et al.
(2005) evaluate the strengthening of
EPL strictness which has been intro-
duced in different US states at various
times®. Autor et al. (2005) find a neg-
ative but modest impact of those
changes on the total employment of
corresponding states; which becomes
stronger, in the short term, in the case
of female, youth and less educated
workers (see below 3.1.4).

23 The impact of EPL on labour market outcomes also depends on the nature of other institutions in the labour market and their interaction.

24 Using either a general equilibrium matching model (e.g. Mortensen and Pissarides, 1999) or a partial equilibrium labour demand model with
adjustment costs (e.g. Bertola, 1999), calibration exercises suggest that the impact of dismissal costs on unemployment is weak with an ambigu-
ous sign, although they significantly reduce labour mobility.

25 Panel estimates of the determinants of structural unemployment generally do not find EPL to have a significant effect on the level of unemployment
(e.g. Nickell et al., 2003), although EPL seems to make the effects of shocks on unemployment more persistent (e.g. Blanchard and Wolfers, 2000).

26 In fact, during past decades in many US States, courts have adopted doctrines aimed at giving employees protection against “wrongful-dis-
charge”, weakening the very flexible, so-called “employment at will”, US model, in which “...workers can be fired at will — that is, for any time
and for any reason, good or bad”, (see Autor et al., 2005).
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Garibaldi et al. (2003) and Schivardi
and Torrini (2005) exploit the fact that
in Italy, dismissal regulations for regular
employees become more stringent as
the firm’s size goes above the threshold
of 15 employees”. These authors ana-
lyze the impact of this differential treat-
ment on the size distribution and on the
hiring behaviour of Italian firms. They
find a statistically significant, though
quantitatively modest, ‘threshold
effect’, i.e. firms close to the threshold
are more reluctant to hire further work-
ers. They conclude that size-contingent
EPL negatively affects (albeit to a very
limited extent) average employment®.

3.1.4. ...but it may harm
employment prospects of weak
groups...

However, there is ample evidence that
stringent EPL tends to worsen the
employment prospects of those groups
that are most subject to problems of
entry in the labour market, such as
young people, women and the long-
term unemployed. In fact, Lazear
(1990) and Nickell and Layard (1999)
found a negative correlation between
EPL and employment rates, that is basi-
cally driven by low female participation
in those labour markets with higher dis-
missal costs. Similarly, OECD (2004)
and (2006d) find a negative impact of
EPL on youth employment rates.

Algan and Cahuc (2004) argue that
employment protection favours insid-
ers, who are predominantly prime age
males, and is detrimental to the
employment opportunities of outsiders,
who are more frequently part of other
groups (women and youth). Hence,
across Europe, EPL tends to be stricter
in countries where there is stronger

—p—
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support for the male breadwinner
model (Chart 1).

3.1.5. ...tends to increase
unemployment duration...

Moreover, stricter EPL, by reducing
both hiring and firing, tends to lead to:
of

e Lower re-allocation labour

between jobs

* Lower unemployment in- and out-
flows

e Higher unemployment durations,
with high long-term and low short-
term unemployment respectively (see
Chart 2).

+ High average job tenure.

In countries with high EPL, unem-
ployed workers find themselves in a
particularly disadvantaged situation
given the low inflow rates into employ-
ment, which may increase the expected
average duration of unemployment
spells and, hence, increase the cost of
unemployment.

3.1.6. ...and to slow down
labour re-allocation

In other words, stringent EPL con-
tributes to make labour markets more
stagnant and, conversely, to make
employment more stable and employ-
ment relationships more durable (see
Boeri et al., 1999; Blanchard and Tirole,
2003; OECD, 2006a and 2006c¢).

These stylised facts can be illustrated
calculating a number of indicators that
are frequently used as proxies for
employment stability (Auer and Cazes,

2003; Auer, 2005; Gazier, 2006; Boeri
et al.,, 1999). In previous editions of
Employment in Europe (see EiE 2001,
2002, and 2004) extensive evidence of
such indicators has been provided, with
a view to capture labour market
(numerical) flexibility in the EU and
the capacity of EU labour markets to
ensure access to employment as well as
career progress. In particular EiE has
an established tradition of computing
probabilities of transition of individual
workers, both across employment sta-
tuses (employment, unemployment and
inactivity) and between different kinds
of employment (e.g. part-time vs. full-
time, temporary vs. regular contracts,
low pay vs. high pay or low quality vs.
high quality) as well as analysing their
determinants (see EiE 2002, Chapter 3
and EiE 2004, Chapter 4). These have
been used to assess to what extent the
higher pressure for flexible working
arrangements over recent years have
gone hand in hand with successful and
durable integration of workers in the
labour markets.

In this chapter the focus is on policy
variables, hence, evidence on employ-
ment stability and flows is far more lim-
ited and meant to give a basic illustra-
tion of the effects of EPL and (see
Section 5.3.1) to characterise different
“flexicurity regimes” in terms of labour
market dynamism. Therefore, no indi-
cator on transitions is provided here but
one is included among the outcome
indicators in the regime analysis below.
Evidence is limited to data on employ-
ment tenure”, building up on previous
evidence of this kind provided in EiE
2001 (Chapter 4), and on labour
turnover, which is a standard flow indi-
cator in the literature together with tran-
sitions.

27 Article 18 of the “Statuto dei Lavoratori” only applies to firms with more than 15 employees and states that those firms are obliged to reinstate
workers whose dismissal has been judged unfair by a court and to compensate the worker with the foregone wages for the time elapsing between
the dismissal and the court’s ruling. Provisions for unfair dismissals applying to smaller firms are substantially looser.

28 Schivardi and Torrini (2005) underline that firms’ employment policies change discontinuously at the threshold. In fact, data lend some support
to the hypothesis that firms growing bigger than 15 employees use to a larger extent more flexible labour contracts (e.g. fixed-term) as a way to
avoid the more stringent rules on regular employees. This would partly explain why the threshold effect on the firms' size seems to be modest.
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EPL and Long Term Unemployment
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Using data for 2003, Chart 3 draws the
OECD’s EPL indicator against the
average employment tenure calculated
using LFS data. The graph shows a pos-
itive correlation between these two
variables®, which suggests that coun-
tries with stringent EPL tend to have
more durable or stable jobs.

Auer and Cazes (2003) and Auer (2005)
also reviewed evidence on the evolution
of job tenure over time, in the 1990s and
until 2002 across a number of countries.
They show that long-term employment
relationships are still the norm in

advanced economies. This also suggests
the relative importance of employment
protection legislation, which exhibits a
fair degree of inertia over time. Chart 4
plots the average employment tenure
across a number of EU countries for
both 1995 and 2005, suggesting that the
average job duration in Europe has been
relatively stable over the last ten years,
despite a widespread perception of a
marked reduction in employment stabil-
ity due, among other things, to global-
ization pressures’'. In the EU-15, aver-
age job tenure has remained relatively
stable in the last ten years, even increas-

ing slightly from 10.2 years in 1995 to
10.5 in 2005, On the other hand, cross-
country comparisons reveal the exis-
tence of significant differences across
Member States, with jobs in the Baltic
and Anglo-Saxon countries and
Denmark being of shorter average dura-
tion, and jobs in Slovenia, Portugal and
Greece being of the highest duration.

Several studies (Auer, 2005; Auer and
Cazes, 2003; Bertola et al., 1999; and
Employment in Europe 2001, Chapter 4)
have also looked at the distribution of
employment across different job dura-

29 Employment tenure is defined as the length of time a worker has been continuously employed by the same employer.

30 Similar evidence is provided in Auer and Cazes (2003), Auer et al. (2005) and Boeri et al. (1999).

31 The main exceptions are Ireland and the Netherlands, which show a significant reduction/increase in average job tenure respectively.

32 However, other factors, besides EPL, may have an impact on employment tenure, such as the age distribution of the workforce (a relatively older
labour force should exhibit longer average tenure) and the business cycle (research tends to show a counter-cyclical behaviour of tenure, see Auer
and Cazes, 2003, for details). In fact, Auer and Cazes (2003) perform econometric analysis of the recent evolution of employment tenure across
OECD countries in order to control for the effects of those two factors. Hence, they find that some decline has taken place (affecting mainly young
workers) but this does not challenge their overall conclusion that employment relationships remained relatively stable in industrialized countries.
On the other hand, average figures may ‘mask’ different trends for specific categories of workers: Auer and Cazes (2003) point to an increasing
female tenure coupled with a slight decline in men’s tenure across OECD countries in the 1992 — 2000 period.
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Chart 3 EPL and employment tenure
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Chart 4 Average emloyment tenure (years)
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Source: LFS
Notes: countries below the line are the ones for which tenure decreased between 1995 and 2005.
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Chart 5 Strictness of EPL and share of workers with more than 10 years tenure (2003)
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tions. Following on from this, Chart 5
plots the EPL indicator and the propor-
tion of workers having a job lasting for
more than ten years. The graph suggests
that EU Member States with stringent
EPL tend to have a relatively higher
share of long-term jobs.

Indicators of labour turnover and job
turnover are also commonly used to
capture the degree of labour market
dynamism (Davis and Haltiwanger,
1992; Davis et al., 1996; Cahuc and
Zylberberg, 2005; Albaek and
Sorensen, 1998). Labour turnover
measures gross flows of workers in and
out of employment and corresponds to
the sum of the number of separations
(quits or layoffs) and hires which take
place between two points in time. Job
turnover, on the other hand, is the sum
of jobs created and destroyed” in a
labour market between two points in
time.

EPL has a different impact on these two
measures of turnover in the labour mar-
ket. On the one hand, the empirical lit-
erature suggests that EPL has a nega-
tive impact on labour turnover; where-
as, on the other hand, stringent EPL
does not seem to be systematically
associated with lower job re-allocation
(Blanchard and Tirole, 2003). This
lends support to the hypothesis that
EPL may reduce labour adjustments
considered to be only temporary by
firms, but does not seem to prevent per-
manent adjustments, which are condi-

—p—

Chapter 2. Flexibility and security in the EU labour markets

tions for firms to adapt to demand and
technological change. This finding also
suggests that EPL is unlikely to repre-
sent a major (or an insurmountable)
obstacle to adapting an economy to
technology or demand shocks, and thus
be responsible for slowing down eco-
nomic growth (see Section 3.1.7).

Chart 6 suggests that a negative corre-
lation exists between stringent EPL and
labour turnover* lending some support
to the assertion that the former slows
down the process of labour re-alloca-
tion. A similar plot for job turnover
cannot be provided in this chapter since
this would require firm level data,
which are not available in the LFS.

3.1.7. ...although this has mixed
effects on productivity and
growth

The impact of the lower labour reallo-
cation, which seems to be associated
with stringent EPL, on productivity
and growth has been much debated by
researchers. On the one hand,
Hopenhayn and Rogerson (1993)*
have argued that EPL slows down the
pace of labour re-allocation from old
and declining sectors to new and
dynamic ones, thereby lowering pro-
ductivity and economic growth.
However, the lack of a clear impact of
EPL on the size of job re-allocation
(see Section 3.1.6) brings this argu-
ment into question.

Moreover, it has also been argued that
stricter EPL can help redress a number of
market failures that hinder the provision
of optimal levels of training. By length-
ening average job tenure, employment
protection favours investment in (firm-
specific) human capital or skills that
would otherwise remain at sub-optimal
level, thereby having a positive effect on
productivity and growth. Longer
employment relationships, resulting
from stringent EPL, encourage firms to
provide and workers to undergo (firm-
specific) training. This, in turn, is the
precondition for building up firm-specif-
ic human capital and raising labour pro-
ductivity (Auer et al., 2004; Nickell and
Layard, 1999; Lazear, 1979)%.

Firing costs may also push firms to
upgrade the skills of their workforce as
a way to avoid as much as possible to
have to recourse to dismissals and, so,
to incur those costs. Therefore strict
EPL could be an incentive to respond to
external change by innovation and
internal and functional flexibility
instead of layoffs (Marinescu, 2006)*".

Moreover, evidence also suggests that
more stable employment relationships
enhance the cooperation of employees
and their personal initiative at work,
thereby contributing to productivity
enhancements (Levine and Tyson,
1990; Ichniowski et al., 1996).

Other contributions (Bélot et al., 2005)
point to an “optimal” level of EPL

33 Job creation is due to openings of both new firms and employment expansion of existing firms over a certain period. Job destruction is due to
closures of firms or employment contraction of existing firms. The net employment change is equal to job creation minus job destruction (see
Bertola et al., 1999; and Davis and Haltiwanger, 1992).

34 Following Bertola et al. (1999, box 1), Madsen (2003), Bingley et al. (1999) we calculated the hiring rate as the percentage of workers who have
less than one year'’s tenure at time t, over total employment at time t-1 (which corresponds to the share of positions where at least one hire has
been made during the year). The separation rate corresponds to the share of people unemployed, inactive or employed with less than one year’s
tenure at time t, who were employed at time t-1, over total employment in t-1 (which corresponds to the share of workers for whom at least one
separation took place). Total labour turnover is the sum of the two shares.

35 They calibrate a general equilibrium model and find that a layoff tax equivalent to one year’s wages would reduce consumption by 2%, mainly
due to the fall in average productivity following the inefficient allocation of resources.

36 According to the theory of human capital, firm-specific capital requires a minimum job tenure period to recoup the investment. Auer et al. (2005)
refer to the theory of firm-specific capital according to which firms invest in on-the-job training specific to the firm. Returns to training in terms
of higher labour productivity can be reaped by the employer only if the worker remains with the firm for a sufficiently long time. Lazear (1979)
suggests that the optimal wage structure implies that the worker’s wage is lower than his/her marginal product at the career’s beginning, while
it increases with job tenure. The firm postpones wage rises in order to discourage employees from quitting the firm. Empirical studies (Osterman,
2003; and Appelbaum et al., 2000) have also suggested that job stability favours innovation and productivity enhancements.

37 Marinescu (2006) looked at the UK 1999 reform which shortened probationary periods (at the end of which an employee acquires the right to
sue his employer for unfair dismissal) from two to one year. She shows that this seems to have triggered an increase in firms’ recruitment efforts
(thereby improving the quality of job matches) as well as a higher supply of training to workers with lower tenure.

o



T045-118

23/10/06 14:16 Page 88

Employment in Europe 2006

resulting from the trade-off between the
increase in the investments of workers
in firm-specific skills with more stable
jobs, on the one hand, and the efficien-
cy costs due to lower labour adjust-
ment, on the other.

3.1.8. The perceived insecurity
paradox

The discussion so far suggests that
employment protection tends to have a
negative impact on labour re-allocation
(i.e. it reduces labour market flexibili-
ty), although this does not necessarily
imply negative effects on growth and
productivity.

However, another important question is
whether EPL actually provides workers
with a feeling of security, but a number
of recent contributions to the debate

show that this may not necessarily be
the case. OECD (2004) and Postel-
Vinay and Saint Martin (2004) provide
evidence, based on survey data, of a
negative correlation between the strict-
ness of EPL and workers’ perception of
employment security®®. Furthermore,
the evidence suggests that this negative
correlation persists even after control-
ling both for a number of individual
characteristics of the job and for the
macro-economic performance of the
local labour market.

The apparent paradox that emerges
from the analysis of survey data is that
workers seem to have a perception of
higher insecurity in countries with the
most stringent EPL. This finding need,
though, is to be taken with some cau-
tion given that EPL indicators underes-
timate the role of actual implementa-

tion and effective coverage of rules (see
above, beginning of Section 3). Chart 7
presents the scatter data for EPL and
perceived security” drawing on the
empirical evidence.

This broad finding is corroborated by
evidence from other sources, such as
Auer and Cazes (2003) and Auer
(2005). They show that stable employ-
ment, which, as discussed above, tends
to be associated with stricter EPL, does
not necessarily result in workers’ per-
ceived security®.

Auer and Cazes (2003), Auer (2005),
and Auer et al. (2005) put forward a
number of explanations for this para-
dox. For example, the perceptions
workers have of their job security may
be affected by the publicity surround-
ing the downsizing and restructuring

EPL strictness and perceived security
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38 The International Social Survey Programme (ISSP, 1997), and the European Consumer and Household Panel (ECHP, 1999).
39 Data from Postel-Vinay and Saint-Martin (2004).
40 Across a number of OECD countries, these authors find a statistically insignificant correlation between average tenure and the ISSP perception of

security.
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activities of firms*'. Labour market seg-
mentation (principally the excessive
recourse to temporary contracts, see
Section 3.2), combined with low transi-
tions into regular jobs, may also play a
major role in creating a feeling of inse-
curity. Postel-Vinay and Saint Martin
(2004) suggest that, given that EPL
simultaneously lowers the risk of job
loss and the chance of re-entering
employment once unemployed, then the
latter effect may take precedence over
the former.
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3.2. Flexibility at
the “margin”: labour
market segmentation

3.2.1. EPL loosening has mainly
affected temporary work...

Time-series data on the EPL indicator
(OECD, 2004) show an overall declining
trend for the stringency of dismissal reg-
ulations, with most of the changes
occurring in the 1990s. However, in
most cases easing regulations on tempo-
rary employment have predominantly
driven changes in the summary indica-
tor”. This has paved the way, together
with other factors, for the expansion of
temporary employment as a way to cir-
cumvent stringent rules on regular con-
tracts, given the political deadlock in
many countries regarding the possibility

of loosening EPL for regular jobs. This
situation has contributed to labour mar-
ket segmentation, high turnover rates for
temporary employment and precarious
attachment to the labour market, with
many workers holding various tempo-
rary jobs before eventually obtaining a
regular contract (OECD, 2004; and
Blanchard and Landier, 2002).

Chart 8 suggests that stringent rules on
regular contracts may indeed tend to
increase the incidence of temporary
work.

3.2.2. ...leading to labour market
segmentation

Partial loosening of EPL (i.e. involv-
ing only temporary contracts) can
yield a dual labour market, where

Chart 8 Strictness of EPL and incidence of temporary work
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41 Good news is no news.

42 Particularly in Italy, Belgium, Greece, Germany and Denmark (OECD, 2004). This has been basically done by facilitating the use of fixed-term con-
tracts and through recourse to workers hired through temporary work agencies. The main exception to this general trend was Spain, where, after
the accentuated segmentation that occurred in the 1980s and 1990s, national authorities took measures to reduce the EPL gap between regular
and temporary labour contracts (see Section 3.2.4).
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insecure temporary jobs coexist with
highly protected or inflexible regular
jobs. Such a situation runs counter to
the application of flexicurity, efficien-
cy and equity principles, and would
suggest the need for policy that puts
the emphasis on employment/career
protection rather than on job protec-
tion per se, coupled with a fairer
redistribution across all categories of
workers of the “costs” of securing a
sufficiently flexible labour market
overall.

Past analyses of transition probabilities
across employment statuses and types,
and of indicators of job quality, all car-
ried out in past editions of Employment
in Europe (see EiE 2001, 2003, 2004)
have also highlighted the existence of a
two-tier labour market in Europe, with
“insiders” benefiting from a high level
of employment protection and good
career opportunities and “outsiders”
recruited under flexible forms of con-
tracts®.

3.2.3. This has “perverse”
macro-economic effects...

A number of researchers (e.g.
Blanchard and Landier, 2001; and
Cahuc and Postel-Vinay, 2001) argue
that partial reforms of EPL may have
unintended, ultimately undesirable
macro-economic effects. Loosening
EPL for fixed-term contracts, while
maintaining stringent EPL for regular

jobs, creates two opposing effects. On
the one hand, firms become more will-
ing to hire new workers under tempo-
rary contracts, thereby increasing job
creation. On the other hand, maintain-
ing high firing costs for regular jobs
lowers the share of temporary jobs
transformed into regular jobs, thereby
leading to more job destruction (at the
end of temporary contracts). Hence, the
inability to let EPL systems (for tempo-
rary and regular contracts) converge
might actually increase unemployment
as well as lower productivity and out-
put®.

Regarding the introduction of flexibili-
ty “at the margin”, Spain is a case of
particular interest. The Spanish govern-
ment liberalised the use of fixed-term
employment contracts in 1984, particu-
larly when compared with the condi-
tions applied to regular contracts. This
encouraged a rapid increase in employ-
ment in the late 1980s and a steady
improvement in the labour market
throughout the 1990s*. The Spanish
case triggered a number of theoretical
and empirical studies (e.g. Dolado et
al., 2001) on the consequences of using
fixed-term employment contracts on
such a large scale and the research sug-
gested the following major macro-eco-
nomic effects:

* a large increase in labour turnover
and a decrease in average unemploy-
ment duration;

¢ a drop in on-the-job training provid-
ed by firms, with negative effects on
labour productivity*;

* an increase in wage pressures if reg-
ular workers are the insiders in the
wage setting process*’;

* a decline in regional labour mobility;
¢ a decline in the fertility rate.

» a more difficult access to housing
and financial markets for fixed-term
employees.

Developments in the Spanish economy
confirm that dual labour markets can
bring about mixed effects. On the one
hand, the lower firing costs associated
with fixed-term contracts have con-
tributed to employment growth but, on
the other hand, there have been less
desirable effects on employment and
growth such as inadequate investments
in human capital, higher wage pres-
sures, lower labour mobility and higher
wage dispersion.

3.2.4. ...but may trigger easing
of rules for regular work

In response to these adverse outcomes,
a series of labour market reforms have
been implemented in Spain since the
mid-1990s. Their main aims were: a)
to loosen employment protection for
regular workers, while at the same

43 “"Employees under fixed-term contracts have a higher risk than other employees not only of losing their jobs and of being excluded from the
labour market but also of receiving lower wages and of not benefiting of an equally good training as permanent employees with identical job
tasks and qualification levels” Employment in Europe 2003, p.152.

44 Cahuc and Postel-Vinay (2001) perform model calibrations to assess the macroeconomic effects of the combined use of firing restrictions on reg-
ular jobs and flexible fixed-term contracts, showing that the effect on job destruction prevails for a typical European labour market. Blanchard
and Landier (2001) perform a similar exercise and come up with similar conclusions. Moreover, looking at the labour market participation among
young workers in France since the early 1980s, they conclude that reforms making the use of fixed-term contracts easier have increased labour
turnover without reducing unemployment duration for this group.

45 The share of temporary employees in total employment almost doubled in a few years, going from 15.6% in 1985 to 30% in 1990, and has

remained at over 30% ever since.

46 Dolado et al. (2001) argue that the expansionary phase in Spain in 1986-1990 was marked by both high employment growth based on the mas-
sive use of fixed-term contracts and a very low productivity growth (about 1% per year).

47 Bentolila and Dolado (1994) argue that the large incidence of temporary employment increases the bargaining power of regular employees, since
the latter can shift the burden of employment adjustment, following excessive wage claims, on temporary employees who act as a sort of
“buffer”. However this effect may be offset by the negative impact on wages of a higher share of workers with low job tenure (which is the result

of extensive use of temporary contracts).
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time tightening the use of temporary
contracts; and b) to facilitate the trans-
formation of temporary contracts into
regular contracts through employment
subsidies*. Data analyses (e.g. Garcia-
Perez and Munoz-Bullon, 2003;
Dolado et al., 2001) suggest that these
reforms contributed to a reduction in
labour turnover rates during the
1990s®, and to a fall by 4 percentage
points in the share of temporary
employment in the private sector.
However, in the same period the share
of temporary employment in the pub-
lic sector increased by a similar
amount, meaning that the total propor-
tion has not declined significantly
since 1997.

This two-step reform process®, involv-
ing, first; loosening of rules on tempo-
rary contracts and, then, the easing of
regular employment rules, could be
explained by political feasibility argu-
ments (OECD, 2006¢). Increasing the
share of fixed-term employment in the
economy lowers the political clout of
“insiders”, thereby paving the way for
further reforms.

4. Security:
Unemployment
benefits (UBs) and
activation strategies

Together with the description of EPL
regimes, an evaluation of UB systems is

48
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equally important to characterise the
overall flexicurity nexus in a country.
This section highlights the main features
of unemployment insurance systems and
reviews their impact on labour market
outcomes™. Particular attention is given
to the known trade-off between the strict-
ness of EPL and the generosity of UB in
providing protection against the risk of
unemployment. Finally, reference is
made to the impact of UB on perceived
security of workers.

4.1. The effects of UBs and
ALMPs

Unemployment insurance and welfare
assistance systems affect both the degree
of income security and labour market
flexibility. In the event of a job loss, eli-
gibility for and the generosity of welfare
systems determine benefit payments,
while job search rules, the quality of the
PES, and possible referrals to ALMPs
can have a potentially significant impact
on re-employment and future income
prospects. Also, the complex interactions
between welfare systems, job search
rules and job brokerage services, and
ALMPs, can all affect labour market
equilibrium, particularly through the
wage bargaining process.

4.1.1. High and long-lasting
benefits increase unemployment...

The impact of UB and welfare assis-
tance systems on labour market out-
comes has been extensively investigat-
ed. The positive® impact of a benefit
with a high replacement ratio® on

temporary employment and created a new, more flexible, form of regular contract.

49

unemployment is well documented,
both theoretically and empirically (see
Scarpetta, 1996; Nickell and Layard,
1999; OECD, 2006¢ and 2006d)*.

An important feature of any UB system
is the duration of benefit entitlement. A
robust finding from the empirical liter-
ature is that long-lasting benefits are
associated with longer spells in unem-
ployment and, ceteris paribus, with a
higher rate of unemployment (e.g.
Nickell and Layard, 1999).

Unemployment insurance basically acts
through two channels: firstly, by dis-
couraging job search intensity and sec-
ondly by affecting the wage setting
behaviour of the social partners
through an increase in workers’ reser-
vation wage. These combined effects
tend to put upward pressures on wages,
ultimately increasing the unemploy-
ment rate (Boone et al., 2001).

The OECD calculates indicators of
average replacement ratios of unem-
ployment benefits for a number of
Member States™. Chart 9 shows the
value of this indicator in 2003%.

Similar to EPL, large cross-country
variations exist in the size of transfers
to the wunemployed, with the
Netherlands, Denmark and Belgium
being the most generous three countries
and Greece and the UK the least gener-
ous. However, on average, EU Member
States chose to provide far higher
income security to the unemployed
than the US and Japan.

See Garcia-Perez and Munoz-Bullon (2003) for a description of the 1997 Spanish labour law reform which tightened regulations on the use of

Using labour market data for youth in Spain, Garcia-Perez and Munoz-Bullon (2003) show that the exit rate from employment for temporary

workers has declined since 1997, while the exit rate from unemployment to employment has increased slightly since 1997.

50 Portugal pursued a similar reform path, see OECD (2006¢).

51 For more details, see Chapter 3, Section 5.

52 A rise in the replacement ratio tends to increase the unemployment rate.

53 l.e. the ratio of unemployment and related welfare benefits over previously earned labour income.

54 However, the evidence on the impact on labour inputs and employment is less robust and inconclusive. Nickell and Layard (1999) find little impact
on the employment rate and suggest that this may be due to the fact that high benefits may lead to both higher unemployment and higher par-
ticipation, since a generous unemployment benefit makes labour participation (which is often an eligibility condition) more attractive.

55
56

For more details see Chapter 3, Section 5.1.
The last year for which data are available.
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Unemployment benefit: average gross replacement rate (% of previous wage) - 2003
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4.1.2. ...but are not necessarily
harmful for productivity and
welfare

It is commonly argued that moral
hazards prevent the private sector
from providing unemployment insur-
ance (e.g. Chiu and Karni, 1998).
However, UB can potentially improve
the quality and duration of job match-
es’. The latter effect could, in princi-
ple, outweigh the moral hazard prob-
lems (i.e. the reduced incentive to job
search) in terms of raising total out-
put, despite the likely higher unem-
ployment rate.

4.1.3. Monitoring and sanctions
can offset adverse incentives...

In addition to the replacement rate and
the entitlement duration, UB systems
are characterised by other important
factors and all such relevant dimen-
sions have to be taken into account to
enable a thorough assessment of their
impact on labour market outcomes to
be made.

The requirements set for the unem-
ployed to qualify for benefit receipt®”
and the corresponding sanctions for
non-compliance play an important role.

Several recent papers have analysed the
issue of the optimal design of a benefit
system that aims to provide an adequate
level of insurance, while minimising
any adverse incentive effects.

Governments can (partially) monitor
the job search efforts of an unemployed
person and so impose sanctions ranging
from partial to total withdrawal of ben-
efits. In fact, most unemployment
insurance systems in OECD countries
condition benefit payments on some
degree of performance criteria, such as
“availability for work™ or evidence of
“active job search”, monitored by the

57 This indicator is calculated as the average of gross replacement rates over 2 earnings levels, 3 family types and 3 unemployment duration cate-
gories. Source: OECD, Tax-Benefit Models, www.oecd.org/els/social/workincentives. It should be taken with some caution. E.g. the figure for
Sweden is underestimated due to the way the rate is constructed, (see Houmann Frederiksen et al., 2004, Figure 8a). The reader is referred to the
same source for data on the net replacement rates both in the initial phase of unemployment and for long-term unemployed people, disaggre-
gated by different family types and earning levels. See, instead, OECD (2006), Economic Policy Reforms: Going for Growth for average measures
of the net replacement rates. For further details, see OECD (1994), The OECD Jobs Study (Chapter 8) and Martin (1996).

58 Acemoglu and Shimer (2000) show that economies with moderate UBs can have higher output and welfare than those without unemployment
insurance, because unemployment insurance encourages workers to look for higher productivity, although riskier jobs. For more details, see

Chapter 3, Section 5.

59 This mainly concerns rules on job search, on the suitability of job offers an unemployed person should accept, and on participation in active pro-
grammes. Sanctions for lack of fulfilment of any of those requirements normally imply partial or total withdrawal of unemployment benefits.
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PES (Grubb, 2001)®. However, such
monitoring can be costly and so raises
the question of whether a benefit sys-
tem with adequate monitoring and
sanctions represents a welfare improve-
ment for society. Theoretical analyses
of this issue have been carried out by,
for example, Fredriksson and
Holmlund (2001), and Boone et al.
(2001). Using models where job search
behaviour is not perfectly observable, a
monitoring and sanctions system
designed to encourage search effort
yields an overall welfare improvement
set against the costs of doing so®'.

The literature (e.g. Boone et al. 2004;
and Lalive et al., 2002) distinguishes
between the ex post and ex ante bene-
fits of setting up a monitoring and
sanctions system. Ex post benefits refer
to the stimulus of job search resulting
from the actual imposition of a sanc-
tion, while ex ante reflects changes in
behaviour brought on by a sanctions
system per se. Empirical work in the
Netherlands (Abbring et al., 1997; and
Van den Berg et al., 2002), Denmark
(Jensen et al., 1999), and the US
(Benus et al., 1997) finds that sanctions
regimes tend to significantly raise the
exit rate from unemployment into
work®. Lalive et al. (2002) and Boone
et al. (2004) find that the ex ante effect
of a sanctions system is also substantial
(i.e. for the non-sanctioned job seeker,
the exit rate from unemployment is
higher the stricter the monitoring and
sanctions regime)®.

—p—
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Overall, the literature strongly sug-
gests that having unemployment bene-
fits of limited duration, relatively
strict job search requirements, moni-
toring of job search intensity efforts
and quality job brokerage services
tend to speed up transitions out of
unemployment®.

A successful flexicurity strategy there-
fore has to balance carefully the
income insurance function of the UB
and related welfare assistance systems,
with an appropriate “activation” strate-
gy designed to facilitate transitions into
employment and boost career develop-
ment.

4.1.4. ...and so can effective
Active Labour Market Policies

Unemployment benefits often interact
with ALMPs and the basis for this
relationship is discussed below in the
context of a brief examination®.
ALMPs aim to assist the unemployed
back into the labour market in various
ways (Boone and Van Ours, 2004). To
illustrate the scope of ALMPs,
Eurostat distinguishes between six
main categories as follows: a) train-
ing/retraining; b) job rotation and job
sharing; ¢) employment incentives; d)
integration of the disabled; e) direct
job creation; and f) start-up incen-
tives.

OECD (2006c) suggests that existing
macro-econometric studies have found

that ALMP spending is associated with
lower aggregate unemployment®,
although this is subject to a number of
caveats. In particular, the evidence sug-
gests (Boone and Van Ours, 2004; and
OECD, 2006d) that training has the
largest positive impact on both unem-
ployment and employment, while
spending on PES seems to lower unem-
ployment but not to affect employment.
Micro-econometric evaluation studies
generally find considerable differences
in the impact across different pro-
grammes and across different groups of
workers, with many existing policies
having rather small or non-significant
effects on job finding rates (e.g. Martin
and Grubb, 2001)".

There is ample evidence of significant
interaction between ALMPs and UB
expenditures (Nickell and Layard, 1999;
OECD, 2006¢ and 2006d; Lalive et al.,
2000)®. A major finding is that the
known moral hazard problems linked to
UB systems can be largely offset by
adopting and implementing appropriate
ALMPs.

The policy implication that can be derived
from this analysis — in line with the prin-
ciples of flexicurity — is that activation
strategies need to be fostered if synergies
are to be fully exploited between the
administration of UB (see Section 4.1.3)
and the adequate provision of ALMPs.
However, the emphasis should be put on
improving the design and effectiveness of
ALMPs, rather than on increasing spend-

60 Grubb (2001) argues that job search requirements show substantial variations across countries, as does the frequency with which sanctions are
applied.
61 In Boone et al. (2001), monitoring costs have to be above 5% of GDP for this conclusion not to hold.

62 The two studies for the Netherlands find that the job finding rate doubles after a sanction is imposed. Moreover, it is the “shock” of getting a
sanction rather than the size of the benefit cut which raises the job search intensity.

63 Lalive et al. (2002) evaluate the ex ante effect of different sanction regimes across regional public employment services in Switzerland, a country
that relies more heavily on close monitoring and sanctions than most other OECD countries.

64 For additional details, see Chapter 3, Section 5.

65 The reader is referred to Chapter 3 of the report for a more detailed description of ALMPs and their effects on labour market outcomes.

66 A rise in aggregate ALMP spending lowers the unemployment rate.

67 Boone and Van Ours (2004) highlight the different results between micro and macro studies. As regards training programmes, macro evaluations
tend to be more favourable than micro ones. They argue that this largely reflects the short time periods of the data used in micro evaluations. In
particular, the time span of data used to evaluate training programmes tends to be too short to capture the improvement in the quality of job
matches, which tends to reduce job separation probabilities and, ceteris paribus, to lower the aggregate unemployment rate.

68 Lalive et al. (2000) assess the effect of a policy reform enacted in Switzerland in 1997, which made unemployment benefit payment conditional
on ALMPs programme attendance after 7 months of unemployment.
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ing levels. The PES should provide better
job brokerage services”, including indi-
vidual counselling, together with the
requirement of both regular contacts with
the PES and compulsory participation in
programmes after a certain period of
unemployment has elapsed. A more pro-
fessional and efficient PES is essential to
raising the intensity and efficiency of the
job search efforts of the unemployed, and
thus leading to higher exit rates out of
unemployment.

4.2. The trade-off between
UB and EPL in providing
insurance against the risk
of unemployment

A number of authors (Boeri et al., 2003
and 2004) have drawn attention to a
negative correlation between the
size/coverage of the UB system and the
relative strictness of EPL. Chart 10 sug-
gests that this trade-off still holds when
plotting the most recent figures on EPL
(2003) and the gross replacement rate
of UB™, calculated by the OECD for a
number of EU Member States”.

The UB system and EPL are two (to
some extent) alternative ways of pro-
tecting individuals against labour mar-
ket risk and the cross-country evi-
dence points to some degree of substi-
tutability.

4.2.1. Flexicurity calls for
loosening EPL and more
ALMPs...

The stronger competitive pressures
brought about by globalisation might
shift the balance in favour of UB pro-
tection, because it can facilitate labour
re-allocation and mobility, but only
provided that economies can bear the
higher costs for public budgets
involved in managing an overall protec-
tion system based predominantly on
higher UB. A flexicurity approach is
consistent with moving along this
trade-off by loosening EPL to some
extent in exchange for more generous
UB and higher spending on ALMP.

However, this shift may prove very dif-
ficult to realise in practice due primari-
ly to major political economy con-
straints. In fact, political economy
explanations have been proposed for
the observed trade-off between EPL
and the UB across European countries.
These explanations highlight (Boeri et
al., 2003) that the combination of EPL
and UB prevailing in a country may
depend on the skill structure of the pop-
ulation, meaning that reforms focused
on “trading” more flexible EPL with
more generous UB should become
politically more feasible where educa-
tional attainments of the workforce are
relatively higher™.

4.2.2. ...but UB-ALMPs may
imply high fiscal costs...

A protection system based on UB also
implies higher budgetary and fiscal
costs, particularly so because it also
involves significant spending on
ALMPs. In this respect, research has
outlined some economic challenges that
flexicurity models similar to the Danish
one (see Section 2.2) will face in the
future (Madsen, 2006, Bredgaard et al.,
2005).

Firstly, the demographic changes lead-
ing to fewer people of working age and,
hence, to a lower labour supply (from
traditional sources), challenge the
future ability to finance a system char-
acterised by generous UB, a broad
range of ALMPs and a comprehensive
welfare system in general”. Secondly,
the highly mobile Danish labour market
suggests that, at times of higher com-
petitive pressure and technological
progress, a large part of the potentially
active population will be continuously
tested for their productivity and work
potential and thus a large number of
workers may gradually be excluded
from the labour market, and become
recipients of long-term welfare trans-
fers. This trend is illustrated by the
sharp increase, between 1960 and 1999,
in the share of the Danish population
aged 15-66 receiving transfer incomes™.

69 Which, according to micro studies, is a relatively low-cost policy and seems to deliver good results in terms of job finding rates (Martin and Grubb,

2001).

70 The UK has been taken out of Chart 10 because it is an outlier in terms of both EPL and the gross replacement ratio. However, this Chart is sup-
posed to give just a simple illustration of the trade-off, see Boeri et al. (2003) and (2004) for a thorough discussion and quantitative measurement
of the UB-EPL trade-off, where the UK is also included.

71 Boeri et al. (2003) mention that this trade-off can also be detected for the new Member States, with, for instance, Hungary having more gener-
ous benefits and less stringent EPL than Poland, the Czech Republic, Slovakia and Estonia.

72 Boeri et al. (2003) suggest that different EPL-UB combinations may be the result of national political economy equilibriums, which correspond to
different skills and age compositions of insiders (employed) versus outsiders (unemployed). In this framework, low-skilled employed people are
less productive than high-skilled and thus at higher risk of job loss. Hence, they favour strict EPL, rather than generous UB, as a way to protect
their jobs. This means that, ceteris paribus, a country with a majority of low-skilled insiders would favour low benefits and high EPL.

73 The Welfare Commission set up by the Danish government claims that over a lifetime an average Dane will receive more benefits and services
from the public sector than he/she contributes in taxes. As a result, the Commission’s conclusions point to more means testing in the granting of
welfare benefits as an unavoidable response.

74 See Madsen (2005), p. 32.
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Chart 10 The unemployment benefits — EPL trade-off in 2003
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A stronger focus of public expenditure
towards both general education and
adult vocational training and lifelong
learning would be a possible answer to
upgrade the skills and qualifications of
the workforce, thereby limiting the risk
of labour market exclusion for disad-
vantaged groups (and with it the corre-
sponding financial burden).
Furthermore, Danish labour market
policy has shifted towards a more
active profile in a period of economic
upturn so that whenever an
unfavourable cyclical phase materialis-
es, the budgetary cost of an ambitious
activation policy would increase —
together with unemployment — at a time
of decreasing revenues. This may exert
political pressure to scale down labour
market programmes.

EXP/
U
75 The following formula is used to calculate spending intensity per unemployed:

4.2.3. ...rendering adoption in
many Member States
problematic

A simple quantitative exercise illus-
trates the large financial implications
of adopting a comprehensive/generous
system of labour market policies, simi-
lar to that in the highest spending EU
countries. Charts 11 and 12, respective-
ly, show average spending on active and
passive labour market policies across
EU countries, for the period
1997-2004.

Chart 13 evaluates the implied increase
in ALMP spending across EU countries
that would result from the adoption of
the spending intensity (per unemployed)
of the three higher spending countries

GDP
-

the number of unemployed, GDP is output, and P is the population.

76

(DK, NL and SE, Chart 14)”. The
unweighted increase in ALMP expendi-
ture across the EU would amount to 1.6
percentage points of GDP.

Chart 15 evaluates the implied increase
in PLMP spending that would result
from the adoption of the spending
intensity (per unemployed) of the three
higher spending countries (NL, DK and
BE, Chart 16). The unweighted
increase in PLMP expenditure across
the EU would amount to 2.7 percentage
points of GDP.

The implied average increase in total
spending on labour market policies as
a percentage of GDP” would
therefore amount to over 4 percentage
points. Increases in government expen-

. Where EXP is spending on ALMPs or on PLMPs, U is

In order to match the three EU countries with the highest spending intensity per unemployed.
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diture would be particularly large in
new and Southern European Member
States. The magnitude of the resources
involved clearly indicates that models
with high spending on UB/ALMP can-
not easily be transplanted to other
Member States without undergoing
significant adjustments.

However, some important caveats must
be raised when drawing conclusions
from this illustrative exercise. Part of the
increase in spending shown in Charts 13
and 15 is due to the higher levels of
unemployment in some EU countries
compared to the low levels registered in
the benchmark countries. Adoption of
the Danish-style models, with their
focus on monitoring and activation,
could help to bring high unemployment
rates down””. However, even discounting
for the differences in unemployment,
adoption of high intensity spending
models would still involve substantial
increases in government expenditure.

Secondly, one should also take into
account the full range of macro-eco-
nomic costs/benefits of a certain poli-
cy model, and not just those concern-
ing the public budget. Hence, the ben-
efits from changing the flexicurity
mix, in terms of higher macro-eco-
nomic efficiency and adaptability to
change, with respect to an existing

77 Although this would be a long-term process.

model, may more than offset the high-
er fiscal burden that the new model
implies.

4.3. Higher unemployment
benefits enhance workers’
feeling of security

Evidence suggests that UB, besides
facilitating labour re-allocation, is also
positively correlated with perceptions
of job security of workers. OECD
(2004), Clark and Postel-Vinay
(2005), and Postel-Vinay and Saint
Martin (2004) find that, contrary to
EPL, the generosity of UB systems is
positively correlated (Chart 17) with
indicators of the perceived job securi-
ty of workers (see Section 3.1.8)
across a number of EU and OECD
countries. Similarly, Auer (2006) finds
a positive relationship between per-
ceived job security and expenditures
on Labour Market Policies. In particu-
lar, Postel-Vinay and Saint Martin
(2004) strongly suggest that the nega-
tive correlation between security indi-
cators and EPL strictness, on the one
hand, and the positive correlation
between security indicators and the
generosity of UB, on the other, are not
simply due to the trade-off between
EPL and UB; they also reflect the
higher efficiency of UB in providing
insurance against labour market risks.

4.3.1. ...but they may lead to
excessive layoffs

However, shortcomings in current unem-
ployment insurance systems have also
been highlighted. For example, Cahuc
and Zylberberg (2005), and Blanchard
and Tirole (2003; 2004) have stressed
that UB financed entirely through pay-
roll taxes result in too many lay-offs
from the economic efficiency perspec-
tive, since employers fail to internalise
the social costs of dismissals’™.

4.3.2. ...leading to proposals for
setting layoff taxes in exchange
for loosening EPL

The main argument is that governments
should introduce a new policy instru-
ment in order to make firms internalise
the social costs of dismissals. Based on
the long-running system of rating experi-
ences in North America, a number of
authors have suggested the introduction
of layoff taxes (see Section 2.3.1).
The proposal to introduce layoff taxes is
usually set in the context of loosening
EPL for regular contracts. Such a pro-
posal can be seen to reconcile efficient
labour turnover with employment securi-
ty, thereby being consistent with flexicu-
rity principles, particularly if accompa-
nied by efficient active and lifelong
learning policies (OECD, 2006a).

78 Cahuc and Zylberberg (2005) identify these costs with the benefits provided to the unemployed plus his/her reduced contribution to the public
budget through lower tax payments and social contributions.
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ALMP spending in percentage of GDP (averages 1997 — 2004)
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PLMP spending in percentage of GDP (averages 1997 — 2004)
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(@ ETAlE) Increase in ALMPs spending resulting from adopting the average expenditure intensity (per unemployed)
of the three higher intensity spending countries (DK, NL and SE)
(averages 1997 - 2004)
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e kL) Increase in PLMP spending resulting from adopting the average expenditure intensity (per unemployed)
of the three higher intensity spending countries (NL, DK and BE)
(averages 1997 - 2004)
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Chart 17 Unemployment benefits and feeling of security (1999)
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Chart 18 Unemployment benefit and labour turnover (2003)
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5. Mapping different
“flexicurity”
systems/models in
Europe

5.1. Interactions between
institutions play an
important role...

The analysis in this chapter has focused
so far on the impact of individual poli-
cies/institutions on labour market out-
comes. However, there is ample evi-
dence of the importance of interactions
between different labour market poli-
cies and institutions (Coe and Snower,
1997). The effects of certain combina-
tions of policies/institutions on labour
market outcomes may actually be re-
inforced or weakened relative to the
effect that each policy/institution would
have separately. Empirical studies find
two particularly significant interactions
(OECD, 2006¢ and 2006d):

* The negative effect on employment
of generous and longlasting UB is
statistically insignificant in countries
that invest greatly in ALMPs.

* The detrimental impact of the tax
wedge on unemployment is increased
when the minimum wage is high™.

—p—
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There is also evidence that the impact
on employment of a reform concerning
a single policy/institution is lower when
all other institutions taken separately
have an adverse impact on employ-
ment. As a result, comprehensive
reform packages should yield greater
employment gains than reforms involv-
ing a single institution®.

Furthermore, the interactions between
labour market policies and institu-
tions and product market regulation
(PMR) have also been emphasized. In
fact, empirical investigations
(Nicoletti and Scarpetta, 2005;
OECD, 2006¢ and 2006d) suggest that
regulations restraining competition in
product markets have a significant
negative impact on labour market per-
formance across OECD countries.
The existence of some degree of
cross-country correlation between the
strictness of PMR and rigid labour
market policies (in particular EPL)
has also been documented (Nicoletti
et al.; 2000*"). This triggered investi-
gation on possible complementarities
between PMR and labour market poli-
cies and between reforms in those two
areas. There is evidence that product
market deregulation tends to precede
labour market reforms (Brandt et al.,
2005; Hej et al., 2006*). This may be
due to political economy reasons (see

also below Section 6). In fact, increas-
ing competition in product markets
stimulates entry of new firms,
decreases prices and, so, reduces
product market rents. This in turn may
decrease support for policies like EPL
which allow capturing those rents®
thereby paving the way for labour
market reforms (Hej et al., 2006;
Nicoletti and Scarpetta, 2005;
Blanchard and Giavazzi, 2003%).
Moreover, the stimulus to economic
activity and employment opportuni-
ties as a result of higher product mar-
ket competition may lead to lower
pressure to protect jobs through strict
EPL/rigid labour market policies (Hoj
et al., 2006; Ebell and Haefke, 2003).

OECD (2006c¢) identifies the different
labour market policy packages pre-
vailing across western countries and
hints to the fact that different degrees
of policy ‘interventionism’ may be
compatible with equally good
employment outcomes, as long as
policies predominantly act on the sup-
ply side, rather than on the demand
side. So, the Danish/Dutch flexicurity
models, characterized by both rela-
tively lax product market regulations
and EPL deliver a labour market per-
formance equally satisfactory than
more “liberal” regimes like the UK or
the US.

79 This is consistent with the fact that when the minimum wage is binding, the tax wedge cannot be shifted onto labour, thereby magnifying the
depressing effect the tax wedge has on labour demand.

80 OECD (2006¢) suggests complementarity between taxes, union density, unemployment benefits and product market regulation. The Secretariat

81

82

83
84

simulates the additional gains that would be obtained by jointly undertaking reforms on two of the above-mentioned four areas that would each
reduce unemployment by 1 percentage point if implemented separately. All possible combinations of two such reforms (keeping an unchanged
policy stance as regards the remaining two areas) yield a total unemployment reduction of between 2.25 and 2.37 percentage points for the aver-
age OECD country, instead of 2 percentage points when interactions are not taken into account.

Nicoletti et al. (2000), set up summary indicators of product market regulations and Employment Protection Legislation. The former include
aspects such as economic regulations concerning market access, the use of inputs, output choices, pricing and barriers to international trade and
investment as well as administrative regulation concerning the means for communicating regulatory requirements to the public and compliance
procedures. They show correlations between the two summary indicators and conclude that restrictive product market regulations tend to go
hand-in-hand with strict EPL across OECD countries.

Hgj et al. (2006) perform regression analysis on the determinants of synthetic indicators of labour and product market policies and find that the
lagged indicator of product market regulation has a positive impact on the change in the overall indicator of labour market policies lending some
support to the idea that product market liberalization can trigger reforms increasing flexibility of the labour market.

Nicoletti and Scarpetta (2005) label this as “political complementarity” between labour and product market regulations.

Blanchard and Giavazzi (2003) argue that product and labour market regulations are complementary in driving employment outcomes. In their
framework product market regulations create rents while labour market regulations increase bargaining power of workers and, so, shift the alloca-
tion of those rents in favour of workers by creating a gap between wage and productivity. In this way product market deregulation triggers higher
employment gains when labour markets are more rigid than when they are more liberal, since in the former case there is not only the positive effect
due to lower rents but also the reduction of the wage-productivity gap. Nicoletti and Scarpetta (2005) find empirical support to this conclusion.
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5.2. ...which triggered the
analysis of economic
systems

A growing body of the economic liter-
ature assesses the existence of different
economic/employment systems, which
can be identified according to prevail-
ing combinations of policies and/or
institutions, thereby defining common-
alities across countries. In this context,
Esping-Andersen (1990) presented a
particularly influential taxonomy of
capitalist systems/models, the so-called
“three worlds of welfare capitalism”,
identifying the liberal, the social-demo-
cratic, and the conservative welfare
systems. Amable (2003) classifies
OECD countries into different econom-
ic systems/models based on indicators
drawn from five institutional areas,
including the labour market. Hall and
Soskice (2001) analyse which differ-
ences in political economy configura-
tions are more relevant for macro-eco-
nomic performance, concluding that
different regimes are equally compati-
ble with economic success. Muffels et
al. (2002)*, Wilthagen (2004) and Auer
(2005) characterise different employ-
ment and economic systems/models
along two axes that can be broadly
interpreted as representing flexibility
and security in the labour market.

Following this broad approach, present-
ed here is a preliminary taxonomy of
European flexicurity systems/models
based on the well-known tandem
approach (Nardo et al., 2005). With this
approach, firstly, a Principal Com-
ponent Analysis (PCA) is carried out

on a selected number of labour market
indicators to identify the main dimen-
sions/axes that characterise flexicurity
systems; secondly, the factor scores or
the coordinates of the PCA (correspon-
ding to the axes that explain most of the
overall variation in the data) are then
used as a basis for clustering countries
into different groups/systems.

5.3. The Principal
Components Analysis (PCA)
followed by the Clustering
Analysis (CLA)

The objective of this tandem approach is
to classify EU Member States into
groups based on flexicurity
systems/models. Member States are
classified in a particular group/system
according to an overall measure of “dis-
tance” (between countries) reflecting the
scores obtained for the principal dimen-
sions (identified in the PCA analysis)
that characterise flexicurity systems (e.g.
security, flexibility, etc.).

PCA is a multivariate analysis tech-
nique that aims to evaluate how differ-
ent variables are associated with each
other. This is achieved by transforming
correlated variables into a new set of
uncorrelated variables (the principal
components), using a covariance matrix
or its standardised form — the correla-
tion matrix (Nardo et al., 2005). The
(country) scores obtained along the
principal components that account for
most of the overall variation in the data
can then be used either as an input into
a classification method, such as K-clus-

tering or hierarchical clustering, or for a
graphical representation of the original
data (see Box 1 for technical details).

However, before describing in details the
analysis and its results, a word of caution
is warranted on the validity and robust-
ness of this type of exercise. PCA and
CLA respectively identify the linear cor-
relations that better explain the variation
in the data, and then use the country
scores to propose a taxonomy based on
some measure of “distance”. Often the
results are sensitive to the methodology
and the particular parameters chosen for
the clustering method (e.g. the initial
cluster partition, see below and box 1).
Moreover, as far as the impact of different
flexicurity systems on labour market per-
formance (see below, 5.3.1) is concerned,
one has to bear in mind that this method-
ology is based on correlation coefficients
and so does not necessarily provide indi-
cation of any causal relationship. Finally,
the taxonomy obtained in this chapter is
preliminary since further work is neces-
sary to consider a number of crucial ele-
ments of flexicurity systems, such as
labour market segmentation and others
such as internal and functional flexibility
that, due to insufficient data, could not be
considered at this stage.

The combined PCA/CLA analysis is
carried out for 18 countries®. Labour
market/flexicurity systems are described
using four (active) variables® and all the
active variables characterise one
policy/institutional feature or another®,
chosen in order to take on board, as far
as possible, the four principles of flexi-
curity set out in the 2006 APR¥.

85 For example, Muffels et al. (2002) classify employment systems/models in Europe into four types: social-democratic, continental-corporatist, liber-
al and Southern-Mediterranean. The classification is basically determined by the indicators on the transitions between different employment sta-
tuses and different contractual arrangements.

86 EU minus Luxembourg, Cyprus, Malta, Slovenia, Lithuania, Latvia and Estonia. The analysis carried out in this chapter considers the new Member
States for which data are available, namely, CZ, HU, PO and SK. Other known analyses of labour market systems (e.g. Frederiksen et al., 2004;
Gaard et al., 2005) did not include the new Member States.

87 Annual averages for the 1997-2003/2004 period are used. Period averages are preferred to point-in-time observations (e.g. the most recent year
available), because of possible lagged effects of policies/institutions on labour market outcomes (see 5.3.1).

88 As opposed to labour market outcomes, such as employment, labour market turnover, etc. Outcome variables are included as supplementary vari-
ables, helping to interpret the principal components (alongside the active variables).

89 a) Modern labour laws allowing for sufficiently flexible work arrangements; b) Effective active labour market policies supporting transitions between
jobs, as well as from unemployment and inactivity to jobs; c) Credible lifelong learning systems enabling workers to remain employable throughout
their career, by helping them to cope with rapid change, unemployment spells and transitions to new jobs; and d) Modern social security systems
combining the need to facilitate labour market mobility with the provision of adequate income support during all absences from the labour market.
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The number of active variables consid-
ered in the analysis was limited by tech-
nical considerations to a maximum of
between 3 and 4 to 6. The variables
considered are:

* The strictness of EPL" as a proxy for
numerical flexibility.

* Expenditure on labour market poli-
cies as a percentage of GDP (i.c. the
sum of passive/unemployment bene-
fits and ALMPs)™.

 Percentage of participants in lifelong
learning programmes®”.

* Average tax-wedge™ as a proxy for the
distortions created by the tax system.

The three principal components account
for 92% of the overall variability in the
data. Using the correlation coefficients
between the active variables and the
three principal components (Table 2 and
Figures 2 and 3), it is possible to inter-
pret them as capturing the following
three dimensions of labour market/flex-
icurity systems: a) income/employment
security; b) numerical external flexibil-
ity/employability; and c) tax distortions.

Table 2 allows for the following inter-
pretation of the principal components.
The first principal component (D1) can
be interpreted as representing “securi-
ty”, because of its positive correlation
with LLL and LMP. The second princi-
pal component (D2) can be interpreted
as representing “flexibility”/“employa-
bility” because of its negative correla-

90
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tion with EPL and positive correlation
with LLL. The third principal compo-
nent (D3) can be interpreted as repre-
senting tax distortions given that it has
very high correlation with TWED. The
correlations between active variables
and the principal component axes are
also plotted using “unitary circles”
(Figures 2 and 3).

Figures 4 and 5 plot the country
scores along the three principal com-
ponents (after varimax® rotation of
the axes). After rotation, the security
and flexibility/employability axes
each account for about 1/3 of the
overall variability of the data, while
the tax distortion axis represents
about 26% (Table 2).

The K-means clustering method is used
to classify countries using, as inputs,
the factor scores corresponding to the
three principal components. The result-

ing taxonomy identifies five flexicuri-
ty/labour market systems (Table 3).

The five clusters can be characterised
as follows™:

* The Anglo-Saxon system comprising
the UK and Ireland — a high degree of
flexibility (i.e. looser employment
protection legislation), relatively low
security (i.e. intermediate-to-low
spending on Labour Market
Policies), and low taxation.

e The Continental system, including
Germany, Belgium, Austria and
France — intermediate-to-low flexibil-
ity, intermediate-to-high security,
and intermediate-to-high taxation.

o The Mediterranean system, includ-
ing Spain, Portugal and Greece — low
flexibility, relatively low security,
and no clear pattern on faxation.

Table 2 - Main Results of the PCA (after Varimax rotation)

details on the methodology.

D1 D2 D3

Variability (%) 33.3 32.6 26.1
Cumulative % 33.3 65.9 92.0
Correlations between variables and factors (after Varimax rotation)

EPL 0.03 -0.93 0.22
LLL 0.66 0.64 0.01
TWED 0.15 -0.16 0.98
LMP 0.93 -0.04 0.21

Sources: DG EMPL calculations from Eurostat and OECD figures.
In colour the correlations larger than 0.5 in absolute value; see Box 1 for further

Notes: EPL = Employment Protection Legislation, LLL = LifeLong Learning, TWED =
Tax Wedge, LMP = Labour Market Policies (expenditures).

The "Handbook on Constructing Composite Indicators: a Methodological and User Guide”, (Nardo et al., 2005), recommends that the countries-

to-variables ratio should be between 3 and 5 in order to avoid carrying out multivariate analysis if the sample is small compared to the number
of indicators since then results will not have known statistical properties.

91
92
93
94

Source: Eurostat’'s Labour Market Policy Database.

The overall OECD indicator, excluding its collective dismissals component, for which no data are available covering the period 1997-2003/2004.

Percentage of population aged 25-64 participating in education or training programmes (source: Eurostat).
The tax wedge is defined as the wedge between the labour cost to the employer and the corresponding net take-home pay of the employee.

Following the approach of the econometric analysis contained in OECD (2006c¢), we express the average tax wedge as the sum of income taxes
plus employee’s and employer’s social security contributions less cash benefits, as a percentage of total labour costs, for a one-earner family with
two children earning 100% of the Average Production Wage (APW). Source: OECD (2005), Taxing Wages: 2004/2005.

95
96

Varimax rotation is a technique used to maximise the correlation of a number of original variables with principal components.
The results obtained in this chapter are qualitatively similar to those obtained in the literature (e.g. Frederiksen et al., 2004; Gaard, 2005). They

report four regimes (new Member States are not included) with similar characteristics to the flexicurity systems identified in this chapter.
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m Interpretation of PCA axes: security and flexibility/employability
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high flexibility/employability
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high security
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Flexibility/employability

Sources: DG EMPL calculations from Eurostat and OECD figures.

Notes: A variable close to the unitary circle has a high correlation with a linear combination of the two principal components being
considered, hence it is well represented by one (or both) of them.

The chart plots the correlation coefficients between the four active variables and the principal components associated with respec-
tively the “security” and “flexibility”/“employability” axes.

m Interpretation of PCA axes: security and distortions
1.00 TWED
0.75 | high distortions
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Sources: DG EMPL calculations from Eurostat and OECD figures.

Notes: A variable close to the unitary circle has a high correlation with a linear combination of the two principal components being
considered, hence it is well represented by one (or both) of them.

The chart plots the correlation coefficients between the four active variables and the principal components associated with respec-
tively the “security” and “distortions” axes.
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m PCA: Country scores along security and flexibility/employability
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