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Preface

Within the Fifth Community RTD Framework Programme of the European Union (1998-
2002), the Key Action ‘Improving the Socio-economic Knowledge Base’ had broad and
ambitious objectives, namely: to improve our understanding of the structural changes
taking place in European society, to identify ways of managing these changes and to
promote the active involvement of European citizens in shaping their own futures. A
further important aim was to mobilise the research communities in the social sciences
and humanities at the European level and to provide scientific support to policies at
various levels, with particular attention to EU policy fields.

This Key Action had a total budget of EUR 155 million and was implemented through
three Calls for proposals. As a result, 185 projects involving more than 1 600 research
teams from 38 countries have been selected for funding and have started their research
between 1999 and 2002.

Most of these projects are now finalised and results are systematically published in the
form of a Final Report.

The calls have addressed different but interrelated research themes which have
contributed to the objectives outlined above. These themes can be grouped under a
certain number of areas of policy relevance, each of which are addressed by a significant
number of projects from a variety of perspectives.

These areas are the following:

e Societal trends and structural change

16 projects, total investment of EUR 14.6 million, 164 teams
¢ Quality of life of European citizens

5 projects, total investment of EUR 6.4 million, 36 teams

e European socio-economic models and challenges

9 projects, total investment of EUR 9.3 million, 91 teams

e Social cohesion, migration and welfare

30 projects, total investment of EUR 28 million, 249 teams

¢ Employment and changes in work

18 projects, total investment of EUR 17.5 million, 149 teams
e Gender, participation and quality of life

13 projects, total investment of EUR 12.3 million, 97 teams
¢ Dynamics of knowledge, generation and use

8 projects, total investment of EUR 6.1 million, 77 teams

e Education, training and new forms of learning

14 projects, total investment of EUR 12.9 million, 105 teams
e Economic development and dynamics

22 projects, total investment of EUR 15.3 million, 134 teams
e Governance, democracy and citizenship

28 projects; total investment of EUR 25.5 million, 233 teams
¢ Challenges from European enlargement

13 projects, total investment of EUR 12.8 million, 116 teams
e Infrastructures to build the European research area
9 projects, total investment of EUR 15.4 million, 74 teams



This publication contains the final report of the project’ Regional Labour Market
Adjustment in the Accession Candidate Countries’, whose work has primarily contributed
to the area ‘The challenge of EU enlargement’.

The report contains information about the main scientific findings of Accesslab and their
policy implications. The research was carried out by eight teams over a period of 39
months, starting in August 2001.

The abstract and executive summary presented in this edition offer the reader an
overview of the main scientific and policy conclusions, before the main body of the
research provided in the other chapters of this report.

As the results of the projects financed under the Key Action become available to the
scientific and policy communities, Priority 7 ‘Citizens and Governance in a knowledge
based society’ of the Sixth Framework Programme is building on the progress already
made and aims at making a further contribution to the development of a European
Research Area in the social sciences and the humanities.

I hope readers find the information in this publication both interesting and useful as well
as clear evidence of the importance attached by the European Union to fostering research
in the field of social sciences and the humanities.

J.-M. BAER,

Director

Vi
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Abstract

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

even exceed those of many European economies.

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

efficiently.

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

as well as on the potential impact of migration on sending and receiving regions.

Finally, high and persistent regional disparities may also have political repercussions
which go far beyond narrow economic analysis. These may reach as far as the

disintegration of existing countries (in particular when regional disparities are associated



with ethnic or national differentials). Thus understanding the causes and potential

remedies of regional disparities is also of a wider political importance.

This report summarizes the findings of the AccessLab project which focused on the
adjustment capability of regional labour markets in the new EU member states and the
Central and Eastern European candidate countries. We also present some data and
summarize existing literature. We find that large and persistent regional labour market
disparities developed in virtually all transition countries and that there is some evidence
of polarisation. Differences in starting conditions and market access seem to be the
major reasons for regional divergence in transition. Furthermore, regional wages are only
slightly more flexible than in many EU labour markets, inter-regional migration is low and
capital seems to move towards high wage and low unemployment urban centres rather
than to the most backward regions. Policy should thus take a long run perspective on the
existing regional disparities, focus on removing barriers to mobility, review existing
institutions for implementing regional policy and aim at a close co-ordination of regional

and labour market policy instruments.

After a short description of the data and regional breakdown of the countries considered
in section II.1., section three II.2. presents some stylised facts concerning the
development of regional labour market disparities in new member states and candidate
countries and summarises the findings of the AccessLab project, concerning the causes
for the marked differentiation of living conditions among regions. We show that the
marked divergence of labour market conditions among regions in the new member states
and candidate countries which led to large and persistent regional labour market
disparities in the last one and a half decades is primarily a consequence of different
starting conditions and market access among regions. In consequence - from a policy
perspective — regional problems are long run and may be expected to persist over a
longer time period in the future. Policies aiming at reducing regional disparities should
thus take a long run view on regional development in transition countries. Much of the
evidence suggests that the key problem of the most backward regions in the candidate
countries consists of a combination of a lacking capability of attracting internal or
external investments (and thus a failure to create new jobs) after a period of job losses
paired with a regional "lock in" of the resident population, which prevents people from

escaping from depressed regions.

The differences in regional labour market situation within countries, which are reviewed
in sections III.1., support this view. The large and persistent regional labour market
disparities which developed in virtually all new member states and candidate countries

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

and candidate countries.

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

new member states.

Aside from differences in education levels, infrastructure endowments and FDI a further
important determinant of the differentiation in regional prospects in the new member
states and candidate countries, structural change - which was pronouncedly more rapid
than in most mature market economies in these countries in the last decade - has been
a cause of regional differentiation of labour market outcomes. In section III we thus
analyse the relationship between structural change and regional development. We argue
that there is little general indication that regions are becoming increasingly specialised in
transition or that industries have tended to concentrate. This is important because it
implies that there is little evidence of sectoral shocks becoming more asymmetric in

terms of regional developments.

We, however, also present results of the AccessLab project which suggest that regional
specifics (such as the above mentioned access to market potential, R&D intensity and
infrastructure endowment) are more important for regional growth than sectoral
specialisation. This indicates that both sectoral as well as macro-economic policies are
unlikely to reduce regional imbalances in CEE labour markets, what is needed are
regionally differentiated regional development strategies based on regional comparative
advantages and integrated with labour market policy. In particular the results suggest

that changing labour market institutions and directing policies at labour supply issues
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alone will not be fully effective in reducing high unemployment rates in candidate
countries. Labour market institutions do not differ so dramatically between the new
member states and candidate countries and EU 15 member states and the existing
differences are incapable to explain differences in labour market outcomes. Furthermore,
fighting the disincentives to individual adjustment which inevitably develop in low-wage
environments, requires careful policies addressing labour demand-side deficiencies and
transaction costs, rather than aggregate level policy such as changes in minimum wages
and intervention aimed at labour supply (such as changes in replacement ratios). This
focus, however, should not mask that institutional aspects of labour market governance
are still of importance. Our results suggest that relative to the early years of transition,
where the major challenge for the set of countries analysed was in developing institutions
typical for the market economy, currently the challenge is with providing efficient
implementation at all levels of government and the development of effective corporate
governance structures as well as combating corruption. Again the results of the
AccesslLab project are indicative of the foci that policies to address these issues could
take. They suggest that delay in industrial restructuring, poor governance at the local
level and inefficient corporate governance structures are an impediment to employment
growth and job creation. In particular firm level job creation depends mainly on internal
firm organisation (size, ownership status and multi- vs. single plant firms) and human
capital endowment of managers. Issues of corporate governance thus are important also
from a labour market perspective since the incentive structure of managers has a direct
impact on firm level employment behaviour. Good corporate governance also improves

long run employment prospects.

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

it can fit the individual needs of regions.

Again the results of the AccessLab project suggest a number of types of regions that may
be "target groups" in such a policy. Agricultural peripheral regions have been shown to
suffer most severely from low human capital endowments and bad infrastructure,
individual industrial regions - in particular those industrialised in socialist times - suffer
from ongoing restructuring at the enterprise level and low R&D capacities and border
regions at the new external border of the EU have severe problems due to lacking access

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

contribute to regional equality.

Given the large and persistent regional disparities in the new member states and
candidate countries the question arises to what degree region specific shocks can be
absorbed through the operation of labour market mechanisms in these countries. In
section III.3. we consider this issue, which was the central focus of the AccesslLab
project. We find that hopes for regional disparities to diminish automatically through the
operation of market incentives seem to be rather bleak. Labour mobility is low in most
new member states and candidate countries, investments primarily go to regions which
are already performing better and overall evidence on wage flexibility suggests that
wages are only slightly more flexible in most transition economies than in EU labour
markets, which are often considered sclerotic and incapable to adjust to asymmetric
shocks. In general, as in many European labour markets, adjustment to regional demand
shocks takes the form of changes in participation rates, while migration and capital

mobility is ineffective in adjusting regional shocks.

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

new member states and candidate countries than current EU member states:

In principle two strategies to address this problem are conceivable. The first is to bring

"work to the workers" by mobilising investments in the regions. The results of the
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AccessLab project suggest that such a strategy - aside from subsidising investments in
particularly backward regions — could also consist of measures directed at infrastructure,
human capital and R&D development since these factors have been shown to be decisive
for regional growth in the new member states and candidate countries. Such a strategy,
however, has a number of unattractive features. In particular - aside from the
substantial dead weight losses and inefficiencies that inevitably arise from investment
subsidies, — the evidence in the AccessLab project indicate that regional problems in the
candidate countries are long term and may be expected to persist over a longer time
period in the future. In consequence any such strategy should not be expected to yield
short term results. Experiences in the European Union suggest that rural development as
well as restructuring old industrial areas is a long term project and may yield only limited

results in the short term.

An alternative to this would be to accept regional disparities as a natural outcome of
market processes and to devote attention more to issues of efficiency rather than
regional equity. In the end effect this would imply strengthening the existing growth
poles and thus increasing regional disparities, at least initially. Clearly this would seem
particularly tempting in many new member states and candidate countries since it is
more compatible with the goal of aggregate (nation - wide) growth and avoids much of
the inefficiencies generated by policies of providing subsidies to backward regions. While
these features may seem attractive, a precondition for such a strategy to at least
contribute to the goal of social (if not regional) cohesion, is sufficient inter regional
mobility of the work force, since workers in depressed regions can only reap the benefits
from the policy by moving to centres. In the absence of mobility, focusing policy on
growth poles in all likelihood will increase labour demand in low unemployment regions,
which cannot be satisfied through migrant labour from depressed regions. Thus in the
current low mobility context of new member states and candidate countries, such a
policy — while aggravating unemployment in the periphery — may be counterproductive
by generating excess labour demand in centres - at least in the short run, Clearly a
policy that takes measures to remove barriers to migration in transition economies in
order to avoid the "poverty-cum-liquidity" trap (Bornhorst and Commander, 2004) in
which residents of more backward regions find themselves now, is needed in new
member states and candidate countries and should have a very high priority in all
countries. The results in the AccessLab project suggest that such a policy should take a
relatively wide view on migration barriers and would need to address housing market
inefficiencies (in particular for rental housing), capital market inefficiencies (which may

be at the root of liquidity constraints in financing migration) and a range of wider
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institutional measures. Furthermore, policies should be targeted towards the groups of

people, who have the greatest difficulties in adjusting to structural change

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

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

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

transmission of deprivation.

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

particular in depressed regions this could activate endogenous development potentials.

Finally, in section III 4. we focus on the potential spatial impact of enlargement both on
the new member states as well as the incumbent countries of the European Union by
summarising results on the incidences of previous enlargements and European
integrations. We focus on the likely impacts of integration on border regions as well as

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

instance the case in many Eastern German labour markets.

Furthermore, in a number of regions, enlargement will bring additional new challenges.
Benefits of integration to border regions accrue neither immediately nor automatically.
Removing the barriers to integration through improving cross-border regional policy and
increasing integration as are foreseen in the framework of objective III in the next
structural funds period could potentially yield high rewards for regional development in
candidate countries and new member states. In particular the foreseen policies to
improve the institutions delivering cross-border regional policies could be of high

relevance in this context.

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

peripheral regions.

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

accession in the future. In addition the limited experience of many new member states
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and candidate countries in European policy and in some cases limited capacities for

implementation suggest that programs should be kept simple and easy to implement.

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

movement of labour of services.

With respect to monetary union the new member states under the stipulations of the
accession agreement are obliged to pursue the goal of joining the monetary union as
soon as possible. The earliest date for this membership could be after two years of
membership in ERM 1I, i.e. in the year 2006. Fidrmuc (2005) argues that the results of
the AccesslLab project as well as related literature suggest that in all likelihood the new
member states of the European Union are not an optimal currency area in terms of the
criteria set up in the classic contributions of the optimum currency area theory.
Furthermore, he argues that new member states should follow a “wait and see strategy”

for monetary integration, in order to avoid the potential risks involved in such a step.

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

due account of both the goal of cohesion.

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

employment and/or education.
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This suggests that adequate education policies and high demand for high skilled could
reduce the risks of brain drain effects. Furthermore some results of the AccessLab project
indicate that the freedom of movement of labour involves some risks for regional labour
markets of the old member states,- despite increased welfare, — may hold the risk of
increased unemployment and reduced employment of natives in some regions. In
particular these results suggest that benefits from integration are hardest to achieve in
regions which are structurally weak and not competitive and where the market potential
across the border is low. A humber of our results suggest cases in which particular policy
intervention may be necessary. In particular rural-peripheral regions are facing problems.
Migration may further increase adjustment problems in these regions. A number of old
EU member states regions at the border to the CEEC in particular at the German-Polish
border are characterised by such structural problems and relatively high wages which
impede on their competitiveness. This indicates that these regions may have substantial
labour market adjustments ahead of them. Increasing the flexibility of regional labour
markets and the adaptability of the work force in these regions may be an important

element in remedying the potential problems of these regions.

Furthermore, our results suggest that benefits to integration to border regions accrue
neither immediately nor automatically and that increased integration will reinforce
tendencies of divergence in the new member states and candidate countries. Thus some
policy measures may be needed to help the transitory adjustment problems of border
regions. We would argue that aside from posing institutional challenges to regional
administrations, increased crossborder co-operation will also necessitate a review of
national policies which impede on cross-border exchange. In consequence in the field of
migration as in issues relating to monetary union the commission should take a realistic
view. On the one hand increased incentives are necessary to encourage old member
states to liberalise their labour markets, on the other hand the potential risks for
individual sectors, regions and groups of the population involved in a complete

liberalisation should be minimised through appropriate policies at the European level.
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I. EXECUTIVE SUMMARY

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

parallel or even exceed those of many European economies.

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

national unemployment.

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

as well as on the potential impact of migration on sending and receiving regions.

Finally, high and persistent regional disparities may also have political repercussions
which go far beyond narrow economic analysis. These may reach as far as the

disintegration of existing countries (in particular when regional disparities are associated
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with ethnic or national differentials).! Thus understanding the causes and potential

remedies of regional disparities is thus also of a wider political importance.

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

focus of the AccessLab project.

After a short description of the data and regional breakdown of the countries considered
in the next section, section II 2.presents some stylised facts concerning the development
of regional labour market disparities in new member states and candidate countries and
summarises the findings, concerning the causes for the marked differentiation of living
conditions among regions. Section III 1.considers the regional differences in labour
market situation among region types within the new member states and candidate
countries as well as relative to EU (15) - member states. We suggest that large and
persistent regional labour market disparities developed in virtually all new member states
and candidate countries and that there is some evidence of polarisation. Furthermore,
differences in starting conditions and market access seem to be the major reasons for
regional divergence in transition. Urban centres and border regions have shown better
regional development, while rural peripheral and in some countries mono-industrial

regions have fared worse.

Section III.2. then considers the relationship between structural change and regional
development. We argue that there is little general indication that regions are becoming
increasingly specialised in transition or that industries have tended to concentrate. This is
important because it implies that there is little evidence of sectoral shocks becoming
more asymmetric in terms of regional developments. We, however, also present results
of the AccessLab project which suggest that regional specifics (such as the above

mentioned access to market potential, R&D intensity and infrastructure endowment) are

! For instance Fidrmuc, Horvath and Fidrmuc (1999) argue that the economic reasons for disintegration of
Czechoslovakia were high regional disparities between what is now the Czech Republic and Slovakia.
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more important for regional growth than sectoral specialisation. This is of relevance
because it indicates that both sectoral as well as macro-economic policies are unlikely to

reduce regional imbalances in CEE labour markets.

Section III.3. considers the results of the AccessLab project on the potential of labour
market adjustment mechanisms to equilibrate regional disparities. We find that hopes for
regional disparities to diminish automatically through the operation of market incentives
seem to be rather bleak. Labour mobility is low in most new member states and
candidate countries, investments primarily go to regions which are already performing
better and overall evidence on wage flexibility suggests that wages are only slightly more
flexible in most transition economies than in EU labour markets, which are often
considered sclerotic and incapable to adjust to asymmetric shocks. In general, as in
many European labour markets, adjustment to regional demand shocks takes the form of
changes in participation rates, while migration is ineffective in adjusting regional shocks.
Again this is important from a policy perspective because it suggests that without policy

interventions, depressed regions are unlikely to recover quickly.

Finally, in section III.4. we focus on the potential spatial impact of enlargement on the
new member states of the European Union by summarising results on the incidences of
previous enlargements and European integrations. We focus on the likely impacts of
integration on border regions and consider the potentials impacts of brain drain on
sending regions. We show that based on previous experiences with EU-enlargement and
integration fears of substantial brain drain through emigration from the new member
states may seem exaggerated but that one may expect some wage increases in the
regions bordering on the EU in new member states, while effects on old member state
regions can be expected to be modest. Also we present evidence which suggests that

existing patterns of regional disparities will be reinforced through integration.

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

We also argue that in order to tackle the substantial regional labour market problems in
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new member states and candidate countries, a coherent but regionally differentiated
regional policy will be needed and a review of the institutions delivering regional and

labour market policy should be undertaken.
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11. BACKGROUND AND OBJECTIVES OF THE PROJECT
1. Data

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

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

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

comparison.

In particular the countries analysed differ substantially among each other in geography,
regional autonomy granted to sub-national administrative bodies such as regional
governments and their labour market situation. Thus wide generalisations across
countries and country groups may be misleading when attempting to provide policy
advice. For instance in some of the smaller countries even first tier regions may cover
territories of just over 100.000 inhabitants and some of these regions (as for instance in
the case of Slovenia) may not have any regional authorities. By contrast in the larger
new member states, such as Poland, regions may cover territories which exceed this
population size by a factor of four. Clearly such heterogeneity will have implications for
the findings since heterogeneity among regions increases as the regional break down
analysed becomes smaller. For instance some of the regional disparities found in

Slovenia would clearly be missed if regions were made comparable to Polish territories.

* In addition in workpackages 4 and 5 a number of individual data sets were used.
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Table 1. Data Availability and regional Breakdown of countries

Country Tier of Number of Average | Time period for
Regions regions Population | which data is
per region available

. a) 1991 - 1998
Bulgaria NUTS III 28 309,162 b) 1999 - 2003
(Cbzee]fohreRig;g')'S okresy 77 137,773 | a) 1991 - 1998
%gg; Republic (after |\ g 111 14 730,314 | b) 1999 - 2003
a) 1991 - 1998

Hungary NUTS III 20 509,385 b) 1999 - 2003
Poland (before 1998 Voivodships 49 779,248 a) 1991 - 1998
Poland (after 1998) NUTS III 41 792,226 b) 1999 - 2003
. a) 1991 - 1998
Romania NUTS III 41 566,017 b) 1999 - 2003
. a) 1991 - 1998
Estonia NUTS III 5 305,306 b) 1999 - 2003
Latvia NUTS III 5 470,980 b) 1999 - 2003
Lithuania NUTS III 10 348,130 b) 1999 - 2003
i a) 1991 - 1998
Slovenia NUTS III 12 165,784 b) 1999 - 2003
Slovakia (until 1996) okresy 38 139,646 a) 1991 - 1998
Slovakia (after 1996) NUTS III 8 667,463 b) 1999 - 2003

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

A further data problem making comparisons difficult is that the regional divisions in these
countries were repeatedly reformed during transition. This leads to complications in
comparisons of regional disparities over time. For instance in the Slovak Republic the
current Nomenclature of Territorial Units for Statistics (NUTS) II and NUTS III regions
replaced the old system. The pre-existing 38 third tier regions were abolished and 76
new (NUTS IV) regions were introduced, so that data pre- and post 1996 cannot be made

comparable. Furthermore, in Poland a new regionalisation — which is incomparable to the

24



previous voivodships — was introduced in 1998. In other cases we were able to overcome
the changes in regionalisation since at least the lowest tier regions remained unchanged
and comparisons can either be conducted at this lower tier level (as in the Czech
Republic)® or some data could be aggregated from lower tier level data (as in Slovenia
before 1996). The most distinct break in our data is that between the data from official
Eurostat sources and the privately compiled AccessLab/Regspec data set, however. While
the first provides consistent information for most candidate countries and new member
states from the end of the 1990's onwards at the NUTS II and III level, the second
provides information from the early 1990s to the late 1990's. Since Eurostat data must
be considered more reliable and comparable, we do not attempt to merge the two data
sets for this report, but provide statistics from the early 1990's from the
Regspec/AccessLab data base and take data from 1999 to the latest available from

Eurostat.

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

institutions.

While conscious of the problems associated with data, our approach to these problems in
this summary report is pragmatic. Our main aim is to use data available to highlight
some of the common features of regional development by which transition countries have
been characterised from a "bird's eye" perspective and thus to provide a comparison
against which the more detailed results of the AccessLab project will be summarised.
Furthermore, since this clearly holds the danger of over generalising heterogeneous
developments, we augment this summary with literature surveys of more detailed
individual country studies or cross-country comparisons in order to highlight the
substantial heterogeneity, which undoubtedly exists among candidate countries and new

EU member states.

3 However, even this comparison is made difficult by the introduction of an additional region in 1996 in the
Czech Republic.

* These caveats are most relevant for data on the early transition period, and are documented in more detail in
lara et al, 2004. We omit this description here, for reasons of brevity of the report.
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2. Some stylised facts on regional development in transition

Large and Increasing Regional Disparities

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

"winners" and "losers" among regions.

Indeed regional disparities in unemployment rates, employment rates and GDP per capita
levels are comparable to those in many of the high unemployment countries in the EU.
This is documented in Table 2 which uses the most recent data available from the EU
database. Differences between the regions with the highest and the lowest
unemployment rate exceeded a factor of 3 in the year 2003 in all but the smallest
transition countries (Slovenia, Latvia, and Lithuania) and Romania. GDP per capital levels
ranged from 70 - 80% to up to over 200% of the national average in the majority of
transition economies. Finally, employment rates also indicate a substantial differentiation
of regions with differences between maximum and minimum employment rates ranging
from over 10 percentage points to over 25 percentage points at the NUTS III level of

regional aggregation.

Table 2. Indicators of regional labour market disparities in transition economies at NUTS

III level Registered Unemployment Rate 2003

Average Minimum Maximum Coefficient | Capital City
of Variation Region

Bulgaria - - - - -
Czech 7.5 4.2 14.8 0.401 4.2
Republic

Hungary 6.3 3.3 11.3 0.311 3.6
Poland 20.1 8.5 33.4 0.258 18.3
Romania?) 7.0 5.9 8.6 0.148 -
Estonia 10.6 0.4 17.4 0.322 9.0
Latvia 10.4 8.2 15.4 0.227 10.8
Lithuania 12.3 7.5 16.9 0.204 11.7
Slovenia 7.3 4.7 10.2 0.298 4.7
Slovakia 17.2 1 23.9 0.363 7.1
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GDP per capita 2001 (In Euro)

Average Minimum(% | Maximum(% | Coefficient of | Capital City

of average) of average) Variation Region
Bulgaria 1,669.3 71.4 214.9 0.2692 214.9
Czech 6,233.3 81.9 238.5 0.3875 238.5
Republic
Hungary 4,854.8 65.5 237.0 0.3656 237.0
Poland 4,843.3 67.2 229.2 0.3407 -
Romania® 1,891.4 60.2 164.3 0.2292 164.3
Estonia 4,041.5 65.8 192.2 0.4657 192.2
Latvia - - - - -
Lithuania 3,424.6 67.9 155.5 0.2417 155.5
Slovenia 9,976.0 78.2 152.5 0.1868 152.5
Slovakia 4,386.3 59.3 214.7 0.4470 214.7

Employment rate 2000 (in % of total population)
Average Minimum Maximum Coefficient of | Capital City
Variation Region

Bulgaria 35.61 31.40 42.62 0.0778 42.6
Czech 45.24 40.42 58.29 0.0964 58.3
Republic
Hungary 36.90 28.53 51.01 0.1507 51.0
Poland 37.67 28.67 52.27 0.1362 -
Romania® - - - - -
Estonia 39.69 35.67 48.93 0.1199 48.9
Latvia 42.66 35.66 47.14 0.0927 47.1
Lithuania 41.43 38.10 48.82 0.0710 48.8
Slovenia - - - - -
Slovakia 37.19 30.78 57.58 0.2131 57.6

Source: Eurostat, New Cronos and Goskomstat. — 1) Nuts 2.
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Figure 1. Coefficient of Variation in Wages
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The development of these sizeable disparities is closely linked to the process of

transition. In socialist times regional disparities in wage and employment rates tended to

be small. For instance as shown by Huber and Palme (2001) the ratio of regions with the

highest wages relative to that to the lowest ranged at about 1.3 in the Czech Republic

and at around 1.2 in Slovakia in the 1980s; once market oriented reforms were

undertaken regional disparities quickly increased. To illustrate this, figures 1 and 2

display the coefficient of variation in regional unemployment rates and wages for the

time period from 1992 to 1998 using the Regspec/AccessLab data set and of
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unemployment rates and GDP for the period from 1999 using the EU's New Cronos Data

Base.’

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

Poland) in the last three years (see figure 2).’

Divergence of regional unemployment rates by contrast was somewhat less pronounced,
but once more in the majority of the countries analysed the coefficient of variation
increased in the 1990 to 1998 period. The notable exceptions to this are the Czech
Republic and Romania. In both these countries regional disparities in unemployment
rates decreased after some oscillation. In particular in the Czech Republic this is due to
the statistical effect of extremely low average unemployment rates in the beginning of
transition on the coefficient of variation. Furthermore, in those countries where
unemployment rate disparities have increased in the last decade this process has almost

come to a stop and increases have been modest in all countries but Slovakia.

Regional unemployment is also positively correlated with regional non-participation (in all
countries but Lithuania and Romania), indicating that at least some of the labour force is
discouraged from searching for employment (see EBRD, 2003). This suggests that the
actual amount of labour which could become available on markets when unemployment

rates reduce could be underestimated by only focusing on unemployment rates and thus

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

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

7 Differences in the magnitude of the coefficient of variation should not be over interpreted since these depend
strongly on the number and size of regions in a country and may thus reflect the differences in geography and
regionalisation.
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that disparities in the degree of under — utilization of labour are even higher than implied

by the registered unemployment data reported in Table 2.

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

years.

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

Estonia similar observations apply to wage levels.®

¥ In Huber (2003 in workpackage 2)we show that these coefficients of correlation are slightly lower in the
candidate countries than in EU15 member states, which suggests smaller persistence than in Western Europe.
Correlation coefficients for employment growth by contrast are in general insignificant for both candidate
countries and European member states.
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Table 3. Correlation of unemployment rates, wages and Participation rates in the regions

of transition countries

1992-1998

Bulgaria (NUTS II) 0.46 - 0.89
Czech Republic 0.65 - 0.84
(okres)

Hungary (NUTS III) 0.90 0.86 0.91
Poland (old 0.90 0.85 0.95
voivodships)

Romania (NUTS II) 0.42 0.96 0.78
Estonia (NUTS II)* 0.97 0.98 0.46

Latvia (NUTS III - -

Lithuania (NUTS III) - -

Slovenia (NUTS III) - -

Slovakia (okres) 0.80 0.68 0.93

Source: Regspec/AccessLab, Goskomstat @ in % of total population.
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Post 1999”

Correlation Registered Participation Wages
Unemployment Rate Rate®
1999-2003 1992-2000 1999-2001

Bulgaria - 0.898 0.912
Czech Republic 0.853 0.971 0.999
Hungary 0.773Y 0.994 0.975
Poland 0.837 0.995 0.990
Romania 0.103% - 0.843
Estonia 0.977 0.976 0.999
Latvia 0.915% 0.967 -
Lithuania 0.031 0.900 0.991
Slovenia 0.806 - 0.987
Slovakia 0.947 0.991 0.999

Source: Eurostat, New Cronos. — 1) 2000/2003. 2) Nuts 2. 3) 2002/2003. a) In % of

total population. b) all at NUTS 111 level, c) Oblast level.

This suggests that first of all the increasing regional disparities among regions are rooted
in factors and deficits lying in the period prior to transition, and second that regional
disparities may be of a long run nature rather than a transitory phenomenon. Recent

econometric evidence by Rémisch (2002) for EU accession candidate countries and new
member states and Profit (1999) for the Czech Republic supports this hypothesis. They
find that divergence has been accompanied by an increased polarisation of regions. The
distribution of regional unemployment rates and GDP per capita has become increasingly
bi-modal with two distinct groups arising: One characterised by high unemployment and
relatively low income levels and another with low unemployment and high income levels.
This suggests that even though some of the divergence process may be transitory in the
long run regions may become clustered into distinct groups of prosperity: one covering a
relatively small group of well to do regions and another large group of relatively poor
regions.
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Table 4. Resident Population and Employment Share by Unemployment Rate Categories

less than % 5.0%06 10.09%06 to | 15.0%906 to more than
4.9%0 to 9.9%06 14.9%0 19.9%0 20%

Share of Population living in regions in..

Candidate 6.1 15.6 44.7 23.5 10.1
Countries

EU Regions 24.7 41.6 20.6 6.4 6.6
Total 21.4 36.9 25.0 9.5 7.3

Share of Employment working in regions in..

Candidate 6.9 17.3 44.9 22.3 8.6
Countries

EU Regions 27.9 43.0 19.3 5.6 4.2
Total 24.3 38.6 23.6 8.4 5.0

Source: Gacs and Huber (2003) Notes: Data excluding Romania, Source Cronos.

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

disparities.

Furthermore, Gacs and Huber (2003) show that in comparison to old EU member states
there is a more pronounced tendency of polarisation in candidate countries and new
member states and that enlargement leads to an increase in the share of population
living in high unemployment regions in the EU. Around 78% of the population (and
around 75% of the workforce) of the candidate countries and new member states lived in
regions which had average unemployment rates exceeding 10% in the period 1998 -
2001, and around one third of both the population and the workforce lived in regions with
an average unemployment rate in excess of 15% (see table 4). In EU member states by
contrast only around 13% of the population lived in regions where average
unemployment rates (from 1998 to 2001) exceeded 15% and less than 10% worked in

such regions. Integration of the candidate countries (excluding Romania) would thus
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have increased the share of population living in such high unemployment regions by

around 8.8 percentage points.

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

unemployment regions will diminish rapidly.
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111. SCIENTIFIC DESCRIPTION OF PROJECT RESULTS AND METHODOLOGY

1. Differentiation of Regional Prospects

1.1. Differences in starting conditions and access to market potential are

the most important causes for divergence

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

candidates for differentiation of regional fortunes in transition.

1) Starting conditions have been repeatedly named as determinants of regional

welfare: Regional developments in transition can only be understood in the
context of the legacies of the former socialist system. For instance Smith (1998)
in his account of regional disparities in socialist Slovakia shows that regions,
which turned out with worse performance, were usually industrialised in the
socialist era. He argues that regional policy in the socialist era, (which put more
emphasis on the goal of regional equalisation and bringing work to the workers
than is the case in most market economies,) paired with the tendency of
socialist industrial policy to generate large enterprises, led to a situation where
new production locations were developed mostly as a site for a plant of much
larger firms. In consequence newly established plants in peripheral regions
experiencing socialist industrialisation (as Smith 1998 terms this pattern)
tended to serve low skill assembly and production, only. Many did not have
research and development, design or even "“sales” functions (Smith, 1998).
These enterprises were often controlled entirely from centres of large firms in
large cities and unsurprisingly were also the first to experience economic
problems in transition. This was aggravated by the fact that often only one such
large enterprise served one community or even region. In a similar vein Dostal
and Hampl (1994) document that 51% of all Czech firms had their central office
in Prague in the 1960s, that the vast majority of export firms (that is firms,

which had the permission to export and import from western market economies)
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was located in Prague and in the 1980s almost 60% of the R&D departments

resided in the capital.

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

infrastructure and company headquarters).

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

of foreign direct investment.

3) The impact of transition policies such as stabilisation, trade liberalisation and

banking reform by contrast has been less intensively researched, since in many
of the smaller new member states and candidate countries most reforms have
been conducted on a national rather than a regional scale. The results available,
however, suggest that the link between the speed of privatisation and net job
creation may be ambiguous. The reason for this is that in regions with more
rapid privatisation, job destruction in old formerly state-owned enterprises was
faster. This led to higher employment losses. At the same time, however, job
creation in new enterprises in these regions was higher. This led to employment
gains. Depending on which of these tendencies - higher job creation in new
enterprises or higher job destruction in state owned firms - prevailed, regions
with more rapid privatisation experienced higher or lower employment declines

in transition (see Faggio and Konings, 2003; and Duffy and Walsh, 2002). In
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consequence for most of the new member states and candidate countries
correlations between privatisation and employment growth are ambiguous.
Scarpetta (1995) finds ambiguous results concerning the impact of the private
sector share on unemployment levels, while Fazekas (1996) finds that an index
of entrepreneurial capacity9 in a region reduces unemployment. Finally, Sibley
and Walsh (2002) find that in Poland regions deemed to be further advanced in

transition are also regions with higher internal regional disparities.

Furthermore, great care has to be taken in interpreting the causality of these results,
since to the degree that political decision makers will privatise enterprises with good
growth prospects first, a positive correlation between regional employment growth and
fast privatisation may arise because high employment growth facilitates privatisation and

not because privatisation helps employment growth.®

The results of the AccessLab project reconfirm the important role of market access in
shaping regional growth experiences in candidate countries and new member states post
transition. In workpackage 6 Egger, Huber and Pfaffermayr (2004) document a positive
association between the rise of regional disparities and growth in foreign trade volumes.
In general in countries where foreign trade grew more rapidly regional disparities also
increased faster. Iara (2004) finds that aside from sectoral specialisation the export
orientation of a region was the most important determinant of regional GDP per capita
growth in Hungary in the period 1995 - 2000. This is important because together with
the results of the literature, these results suggest that increased integration will lead to
increasing rather than reduced regional disparities in the candidate countries and new

member states.

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

of enterprises in the new member states and candidate countries. They show that:

1) The dominant position of the capital cities is also reflected in enterprise level
adjustment processes. According to Aidis and Mickiewicz (2004) location in

capital city has a positive effect on employment growth in particular for SMEs.

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

191t should be noted that similar arguments apply to the association between FDI and employment growth. To
the degree that foreign firms are more likely to invest in prosperous firms a positive correlation between FDI and
employment growth will be found even if FDI's are not causal to creating new jobs.
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This is consistent with the general pattern of regional heterogeneity and with
capital cities playing a role of outliers with high growth rates in the economic
development of the new EU member states, due to the political, economic and
administrative centralisation inherited from the command economy system and

is consistent with earlier findings (see also: Mickiewicz and Bell, 2000).

2) The vicinity to a high demand potential plays an important role in firm level
employment growth in candidate countries and new member states. This
conclusion is reached in a number of contributions to workpackage five of the
AccessLab project. Links to foreign markets, (i.e. exporting) play an important
role supporting employment creation in SMEs (see Aidis and Mickiewicz, 2004).
Furthermore, for Romania Telegdy (2004) shows that the link between
employment dynamics and the impact of the distance from the Western border
(i.e. with Hungary), which may be seen as a measure of distance from the key
foreign market, has a highly significant positive impact on firm level
employment and wage growth. Furthermore, closeness to the Western markets
implies higher responsiveness of employment to wages and there is evidence
that regional growth is directly correlated to the employment behaviour of firms:
better regional performance implies more employment growth on firm level,

regardless of own characteristics.

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

better infrastructure create more employment at least in Poland.

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

new managers endowed with human capital, which matter for firm results. This
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is important because it suggests that with the completion of the privatisation
processes, the focus of technical assistance oriented on firms performance and
employment growth should switch to skills enhancement, since it seems to be
primarily the complementarity of skills and management incentives that have

the largest impact to improve corporate governance.

5) Also, the quality of the institutional environment matters: corruption, both on the

6)

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

government.

Finally, it seems that fighting the disincentives to individual adjustment that
inevitably develop in low-wage environments requires careful policies addressing
demand-side deficiencies and transaction costs, rather than aggregate level
policy intervention aimed at labour supply. This is evidenced by Kertesi and
Kolld's (2004) study in workpackage 4 of the AccessLab project on the natural
experiment of doubling the minimum wage in Hungary 2001-2002, which was a
straightforward attempt to break low equilibrium by widening the gap between
wages and benefits. In extension of this result one could expect that other more
macro oriented policies directed at increasing search incentives for the
unemployed (such as reductions in unemployment benefit entitlements) are also
unlikely to contribute to reducing high unemployment in particular in regions
with low labour demand. Kertesi and Koéll6 (2004) find that although total
employment seems to have been only marginally affected, minimum wage
increases in Hungary significantly increased labour costs, reduced employment
in the small firm sector, and adversely influenced the job retention and job
finding probabilities of low-wage workers. Furthermore, higher minimum wages
also seem to be an inefficient instrument in reducing regional disparities.
Depressed regions were equally or more severely hit, suggesting that the
demand-side reactions dominated everywhere. While this suggests that higher

minimum wages are unlikely to yield substantial improvements in terms of
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unemployment, they may contribute to higher labour force participation in some
cases. Hazans (2004) in workpackage 4 of the AccessLab project finds some
evidence that increasing minimum wages led to higher participation and reduced
the share of discouraged workers in the workforce in Lithuania. In Estonia by

contrast increased participation is only found for teenagers and young males.

1.2. Capital cities and border regions have shown better performance,

rural-peripheral regions have faced considerable problems

Furthermore, one of the robust findings in the AccessLab project — as well as in the
research on regional development of transition economies in general - is the privileged
role of urban agglomerations (in particular capital cities) in regional development. This
can be illustrated for a subset of member states and candidate countries (Hungary,
Czech Republic, Poland, Romania and Bulgaria) by employing a taxonomy of the
candidate countries regions' developed by Scarpetta and Huber (1995) which has been
widely used in regional labour market analysis in candidate countries (see: Burda and
Profit, 1996, Boeri and Scarpetta, 1996, Boeri and Terrell, 2002). This divides the
regional units of the countries analysed into industrial, agricultural, urban (which also
have the highest share of service sector employment) and diverse regions (the latter can
also be interpreted as peripheral regions).11 Table 5 (taken from Gacs and Huber, 2003a)
reports the average participation rates and unemployment rates relative to the national
average in 1992 and 1998 in the respective regions of the candidate countries. A value
larger than one indicates that the average region of this type has shown a value higher
than the national average, while a value smaller than one indicates a lower value than
the national average. Urban regions - which account for a little over one-eighth of the
regions, but a higher share of population - have shown substantially smaller
unemployment rates and slightly higher participation rates throughout transition. This
finding is broadly consistent with the results of related literature: for instance Rutkowski
and Przybyla (2002) show that a high share of service industries is associated with higher

regional hiring rates in Poland.

! These regions usually similarly to urban centres have a diverse economic structure, but are characterised by
substantially worse endowment with infrastructure and human capital.
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Table 5. Regional Indicators relative to National Average by region Types

Participation Rates Registered Number of
(In 26 of total population) Unemployment Rates Regions
1992 1998 1992 1998
Agricultural 0.90 0.95 0.93 1.03 71
Regions (0.16) (0.14) (0.27) (0.39)
Industrial 0.97 0.98 0.99 1.11 61
Regions (0.14) (0.12) (0.39) (0.38)
Urban 1.10 1.04 0.67 0.73 26
Regions (0.19) (0.31) (0.33)
Other 0.96 0.96 1.20 1.18 56
Regions (0.10) (0.09) (0.30) (0.29)

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

standard deviations.

Source: Gacs and Huber (2003a).

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

particularly concentrated.

41




Figure 3. Evolution of employment, unemployment rates and labour force participation
in EU border regions and the CEE average, 1992-1998
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Note: Figure reports unweighted averages (standard deviations) of variables normalised
by national averages for candidate countries' border and non border regions only (border

regions are regions bordering to the EU).
Source: Gacs and Huber (2003a).

In part this finding may be traced to the lower quality of infrastructure found in
agricultural and peripheral regions and to lower levels of human capital endowments.
Mickiewicz, Gerry and Bishop (2004) in workpackage 5 of the AccessLab project show
that firms in regions with better infrastructure create more employment at least in Poland
and evidence also suggests that in particular regions with bad infrastructure and human
capital endowments face particular problems with the outflow of unemployed to
employment. Again this is consistent with other results in the literature: Rutkowski and
Przybyla, 2002 find that regional hiring rates are strongly correlated with both
infrastructure measures such as the number of telephone lines as well as human capital
measures, although only human capital measures have a significant impact on hiring

rates in a regression analysis.
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1.3. Labour market problems in CEE regions are comparable to EU

countries

Finally regional heterogeneity in labour market problems in the new member states and
candidate countries parallels that of the EU. In Gacs and Huber (2003) we collected
information on 45 NUTS II regions of 9 candidate countries for the years 1998 to 2001
and the 184 NUTS II regions of the 15 current EU member states for the same time
period. We use the indicators used by the European commission to evaluate the labour
market situation in EU member states, (the employment rate (in percent of total working
age population), the gender difference in employment rates (as the ratio of male
employment to female employment rates) and the employment share of the elderly
(employment of those older than 55 relative to total employment) on the "employment"
side. On the "unemployment" side we focused on overall unemployment, gender
difference in unemployment rates, long-term unemployment (relative to total
unemployment) and the unemployment rate of the young (relative to total labour force)
as well as the participation rate and gender differences in participation rate to perform a
cluster analysis dividing both EU and candidate countries' regions into four groups.12 Our
findings suggest that new member states and candidate countries are not characterised
by completely different regional labour market problems from those of the old EU

member states.

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

most comparable to new member states and candidate countries regions.

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

X — iy

we formed Z-values such that = = with px the (unweighted) mean of the indicator and ox its standard
deviation across all European regions). rurthermore, we used squared Euclidean distances and average within
group linkage to define groups. To decide on the number of clusters reported we look at the distance between the
two merged clusters. We decided for 4 groups in order to avoid an excessive amount of groups.
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Figure 4. Group Membership

0.00
1.00

I 200
B 300
) 4.00

ustrew, %
“danlh
o

A

- .*' . \
R

i 17 "./2
7 iy i
(/ %%@’,, ""}:z*’:’ j.:' &
7 2 g "
f/ [ L)
FrELS

44



Note: Group 0 implies the respective region was not considered, Source: Gacs and Huber

(2003)

Table 6. Group Means and Summary Statistics on Cluster Membership of European

labour Market Clusters

Group 1 Group 2 Group 3 Group 4

Unemployment rate 12.97 4.82 6.09 14.57
Youth 8.46 3.86 4.71 10.28
Unemployment
Long Term

45.69 35.56 36.91 51.57
Unemployment
Employment Rate 58.64 65.60 69.23 52.82
Employment Rate 7.57 7.48 11.91 11.83
of the elder
_Gender differences 0.82 0.70 0.81 0.55
in employment rate
Gender differences
in unemployment 0.84 0.55 1.12 0.47
rate

Number of regions from
New Member
States® and
Candidate 41 3 1 0
Countries
EU-Regions 38 37 71 38
38 of this Southern 2 15 4 37
Europe
Total 81 55 76 75
Share of Population living in Clusters from...
Candidate 93.92 4.62 1.46 0.00
Countries
EU-Regions 23.55 17.04 39.06 20.36
Total 36.28 14.79 32.25 16.68
Notes: a) Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia,

Slovenia, b) Bulgaria, Source: Gacs and Huber (2003).

Further groups where new member state and candidate countries'

regions are

represented are groups two and three. Three Czech regions are grouped into group two.
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This comprises the low unemployment rate regions in Central and Northern Europe
(Austria, Northern Italy, Netherlands, and Belgium) as well as a few low unemployment
southern European regions. Furthermore, this group has employment rates only slightly
above average as well as low employment rates of the elder. Prague (the capital city of
the Czech Republic) is grouped into group three, which otherwise may be considered a
cluster of the northern labour markets of Sweden, Denmark and Great Britain as well as
Germany. This group is characterised by only slightly higher unemployment rates as
cluster two, but substantially higher employment rates (in particular for the elder) and

lower gender differences.

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

participation and employment population rates and extremely high gender differences.
2. Structural Change and Sectoral Specialisation
2.1. Structural change at the regional level was high in border regions

Aside from divergence and polarisation tendencies, transition has also been associated
with substantial structural change in the composition of employment in the last decade.
Boeri and Terrel (2002) for instance report that the private sector employment share in
Central and Eastern European candidate countries increased to 67.7% from virtually zero
and that the share of services in total employment increased by 10.1 percentage points
from 1989 to 1998. Mickiewicz (2001) finds that the employment share of industry has
decreased in virtually all transition countries but that there have been two distinct forms
of sectoral restructuring, which he terms the vertical path, where de-industrialisation has
been associated with an increasing share for the agricultural sector, and the horizontal
path, where service sector activity has replaced industrial activity. The vertical path has
been followed by countries such as Romania, Russia and Ukraine, while the horizontal
path characterises many of the more advanced transition economies such as those of the
Vysegrad-4 as well as Estonia and Croatia. Recently, Raiser, Schaffer and Schuchhardt
(2004) find similar results but suggest that the pace of structural change in the transition

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

related to regional disparities in the new member states and candidate countries.

In figure 5 we use data on sectoral employment shares from 1992 to 1998 in a limited
number of transition economies (Czech Republic, Hungary, Romania and Bulgaria) to
document that structural change has varied substantially across regions in early
transition by plotting the structural turbulence indicator'®. As can be seen in this figure
sectoral employment shares shifted most dramatically in regions closer to the west in
both Hungary and the Czech Republic, while in both Romania and Bulgaria a more even
dispersion of such structural change emerged. Thus border regions - which also
experienced better development in these countries - also seem to have experienced
higher structural change in the countries closest to the EU. By contrast, capital cities in
all countries range in the lower part of the distribution, suggesting that these regions -
although also having higher growth rates - did not experience so much structural

change.'*

'3 This is defined as half the sum of changes in sectoral (agriculture, industry and services) shares between 1992
and 1998 in the region i.e. as 5;j =1 -"'3%5"55(5 yir~Sge-1) with sy, the share of sector i in region j at time t. It takes i on
values between 0 (no changes m shares) and | (complete change from one sector to another). It can be
interpreted as the minimum number of employees changing sector of employment within a given time period.

' This result is primarily due to differences in starting conditions: As administrative centres capital cities already
before transition were characterised by relatively large service shares and low industrialisation. This limited the
scope for structural change in these areas. Clearly, focusing on narrower industrial categories may also reveal
higher structural change in large agglomerations.
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Figure 5. Regional - Sectoral Structural Change between 1992 and 1998
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These stylised facts are of particular interest for two reasons: First, during the last two
decades there has been a growing academic and policy interest in the spatial impact of
economic integration, related to a general concern that structural change accompanying
economic integration is likely to result in increasing regional specialisation and
concentration of industrial activity, which in turn may cause increased regional disparities
and may make regions vulnerable to asymmetric shocks. In such a case, industry-wide
demand shocks may become region-specific shocks and short-term adjustment costs
may be high if firms are closed or relocated.!® Second, the substantial changes in
sectoral employment shares in the time period considered raise the issue, to what degree
sectoral specialisation determines regional development and to what degree genuinely

regional factors are of importance.

'> This point has been forcefully made in the literature by so called "new economic geography" models such as
in Fujita, Krugman and Venables (1998).
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2.2. Regional specialisation has ambiguous effects on regional labour

market development

While the primary concern of the AccessLab project was with the latter question, the
literature on changes in regional specialisation and concentration seems to suggest
relatively few common stylised facts concerning the relationship between regional
specialisation and growth. Traistaru, Nijkamp and Resmini (2002) investigate patterns of
regional specialisation and geographic concentration of manufacturing industries and
their determinants in new member states and candidate countries using regional
manufacturing employment data for the period 1990-1999. The overall finding, however,
as well as the existing country studies in their collective volume (see: Spindrova, 2002,
Redei, 2002, Traistaru and Pauna, 2002, Damijan and Kostevc 2002, Fainshtein and
Lubenets, 2002) suggest few common features. Regional specialisation has increased in
Bulgaria and Romania, decreased in Estonia and has not significantly changed in Hungary

and Slovenia.

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

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

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

economies of scale tend to locate in regions close to industrial centres (the capital cities
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in Bulgaria, Romania and Hungary; European markets in the cases of Estonia, Hungary

and Romania).

2.3. Regional differences are more important in explaining employment

outcomes than sectoral developments

The results of the AccessLab project extend on this last finding by suggesting that
regional factors such as market access, infrastructure and R&D potentials are more
important in shaping labour market developments in new member states candidate
countries than sectoral specialisation. Traistaru and Wolf (2003) in workpackage 2 of the
AccesslLab project investigate and explain regional differentials in employment changes.
They find that over the period 1990 - 1999 employment in the industrial sector declined
in all candidate countries but Hungary, Slovakia and Poland, while employment in
agriculture increased in Bulgaria and Romania. Using a shift-share method this paper
finds that the variance of regional employment change is driven almost entirely by
region-specific factors, while regional specialisation and regional competitiveness play
only a minor role in explaining regional employment change differentials. Employment
change differentials are uniform across sectors and vary across regions. Regions lagging
behind thus suffer from uniform employment growth differentials across sectors and
shocks are regional rather than industry-specific. According to Traistaru and Wolff (2002)
regional factors account for between 70% and 90% of the total variance of regional

employment growth in the candidate countries.

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

however, experienced larger region specific shocks to employment.

50



3. The Adjustment Capability of regional labour markets in Transition

3.1. As in most European labour markets a substantial part of regional
adjustment is borne through participation decisions in the new member

states and candidate countries

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

accounts for a much larger share of the adjustment (see Table 7).

Quantity adjustments such as changes in participation rates and unemployment rates,
however, are slightly less persistent in candidate countries and new member states than
in the old EU member states, so that unemployment and participation rates return more
rapidly to their long run levels following an adverse shock. This seems to be a very
robust result. Huber, (2003) Gacs and Huber (2003a) and Bittner (2003) in
Workpackage 2 of the AccessLab project all suggest that persistence of regional
unemployment rates is lower than in EU member states, in particular in first round
candidate countries. In both first and second round candidate countries persistence in
participation rates is lower than in EU member states. Furthermore, the evidence
presented in Gacs and Huber (2003a) suggests that region specific shocks lead to a

slightly higher long run change in employment at least in the new member states.
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Table 7. Comparison of Shares of Shock Accommodated by Alternative Variables in the

Literature

Employment | Participation Net

Rate Rate Migration

Europe (1975 - 1987, 51 Regions) 22 75 4
Spain* (1976 - 1994, 17 regions) 36 23 41
Sweden (1966 - 1993, 24 regions) 8 26 66
Finland (1976 - 2000, 11 regions) 27 65 8
Netherlands* (1993 - 1999, 18 regions)** 14 74 12
Belgium (1970 - 1995, 3 Regions)a -4 to 22 3to 33 45 to 99
Germany (8 regions, 27 years) 12 93 -5
Italy (11 regions, 27 years) 37 62 1
UK (11 regions, 27 years) 12 91 -3
US (1978 - 1990, 51 States) 34 26 40
Australia (1978 - 1997, 7 States) 20 20 40 40
AccessLab Results
Member States 35 68 -3
Candidate Countries overall (200 regions) 16 71 12
First Round (1992 - 1998, 141 regions) 10 69 21
Second Round (1992 - 1998, 69 regions) 54 76 -41

Sources: Decressin and Fatas (1995) for Europe, Jimeno and Bentolila (1998) for Spain,

Fredrickson (1998) for Sweden, Pekkala and Kangashartju (2002) for Finland, Boersma
and van Dijk (2002) for the Netherlands, Deglaigle and Lohest (1999) for Belgium,
Blachard and Katz (1992) for US and Debelle and Vickery (1998) for Australia Fatas

(2000) for Germany, ltaly, UK (approximate figures estimated from graphs)* Quarterly

Data, ** First quarter a) separate for each of three regions. Own results are based on

single equation robust Arellano-Bond estimations of log relative employment, log relative

participation rate (participation rate defined as labour force to total regional population)

and log relative employment rate where relative refers to relative to the CEEC average.

Hungarian data from 1992 to 1997 employment growth and participation rate for

Germany 1989 — 1994 Excluding overseas territories (Acores and Madeira).

Comparison of the above results with existing empirical evidence on the United States

and other non-European OECD countries (see: Gacs and Huber, 2003a) suggests,

however, that both participation rates and unemployment rates are more persistent than
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in the more flexible labour market environments of the US. Thus relative to non-
European OECD countries the regional labour markets of the new member states and

candidate countries seem as inflexible as most EU labour markets.

There are also some important regional differences in labour market adjustment (see
table 8). In particular, some of the differences between high and low unemployment rate
regions are attributable to differences in the adjustment of regions to shocks in labour
demand. High unemployment rate regions are characterised by larger (mostly negative)
shocks to labour demand, a higher persistence of these shocks, and larger adjustment
through unemployment rates rather than migration. Furthermore, urban regions are
characterised by a very high persistence of the (mostly positive) shocks to labour
demand, while in agricultural regions a substantial part of the adjustment is carried by

changes in unemployment rates.

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

Size of Shock % of %o of Share of shock accommodated in
shock shock the first year by...

remaining | remaining

after One after

year t=2 three

years t=4
Employment | Participation | Net
Rate Rate Migration

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

Note: German employment growth and participation rate 1989 - 1994, excluding
Portuguese overseas territories (Acores and Madeira) Hungarian data from 1992 to
1997.high unemployment rate regions = regions with unemployment rates in excess of

10% in 1998; Low unemployment rate regions = regions with unemployment rates lower
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than 7% in 1998. Regional typology for candidate countries according to Scarpetta and

Huber. Results for region types refer to candidate countries regions only.

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

and new candidate countries. This is also found by Bornhorst and Commander (2004).

3.2. Migration is low in transition countries and has fallen despite

increasing regional disparities

One of the most outstanding features of the regional labour markets in the new member
states and candidate countries, however, is the low inter regional migration even relative
to the EU15 member states (see table 9). Fidrmuc (2003 in workpackage 3) comparing
internal migration in the Czech Republic, Poland, Hungary, Slovakia and Slovenia with
that in Italy, Spain, the Netherlands and Germany concludes that migration is little
effective in reducing regional disparities in the new member states and candidate
countries. Ederveen and Bardsley (2003 in workpackage 3) finds evidence that after
controlling for methodological and data construction differences between studies,
migration in the candidate countries is less reactive in particular to differences in
unemployment rates. Huber (2004 in workpackage 4) finds that migration is less reactive
to regional disparities in accession countries than in EU-15 states. If reaction to
disparities were similar gross migration should increase by 10 to 50 per cent and net

migration by a factor of between 2 and 10.

Table 9. Migration indicators by country and year

Gross Migration Net Migration Share of net

Rates™ Rates™ Migration®
1992 1999 1992 1999 1992 1999
Czech Republic 0.57 0.50 0.009 0.063 1.64 12.61
Estonia 0.87 0.53 0.203 0.024 23.24 4.64
Hungary 1.49 1.32 0.094 0.054 6.30 4.11
Poland 0.37 0.29 0.053 0.033 14.48 11.20
Romania n.a. 1.23 n.a. 0.013 n.a. 1.09
Slovenia n.a. 0.30 n.a. 0.021 n.a. 7.15
Slovakia® n.a. 0.22 n.a. 0.023 n.a. 10.25
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Notes: Gross and net migration rates are measured in % of the population. Gross
migration is the share of people moving across regional borders within the country in a
year. Net migration is calculated as half the sum if absolute values of net migration
across regions, the share of net migration is the ratio of net to gross migration a) Polish
data for 1992 are 1990 figures b) Slovak data are from the year 2000. n.a. - data not

available 1) Figures are in %. Source: Eurostat New Cronos, Huber 2004.

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

European Labour markets.

Furthermore, results also show that migration rates in the candidate countries have fallen
substantially in the decade after the 1990's and thus relative to the socialist era although
regional disparities have widened. Indeed this "stylized fact" seems to apply even more
ubiquously than low migration rates themselves. Fidrmuc (2003 in workpackage 3) for
the big central European candidate countries, Hazans (2004a in workpackage 3) for the
Baltic states and Kallai (2004 in workpackage 3) for Romania all find this decline in
migration rates. The major difference is that in some countries (in particular in the Baltic
Countries) this decline ends shortly after transition, while in others (in particular in the
CEEC) this decline continues well into the mid 1990's.

Finally, the scarce evidence on commuting - which may serve as a substitute for
migration — available in the transition economies does not seem to indicate that this is a
viable alternative. Boeri, Burda and Koll6 (1998) cite evidence that in Hungary migration
in excess of 20 kilometres could cost as much as the minimum wage and travelling more
than 50 kilometres would cost more than the average wage in Hungary, while Hazans
(2003) finds that in the Baltic countries between 23% (Estonia and Lithuania) and 19.3%
(Latvia) of the full time employees commute across municipal borders. This seems small
given that commuting is measured across communal borders.'® Hazans (2003), however

also finds that commuting has contributed to reducing regional labour market disparities.

' In Austria for instance — which is a country where commuting is difficult due to geographic conditions in
many areas, — around 42% of the employed (i.e. double as high a share) commuted across communal borders in
1991.
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In the framework of the AccessLab project Bartusz (2004) analyses the commuting
behaviour of Hungarian job finders. He finds that travel to work costs severely constrain
the commuting distance of unemployed workers in Hungary. Long-distance commuting
seems conditional on employers’ contribution to travel to work costs with only 15 per
cent of the commuters self-financing their travels. Estimating a model of commuting
decisions, he finds that travel to work costs limit the distance of self-financed commuting

to 20 km with women and 50 km with men.’

3.3. Liquidity constraints, housing market imperfections and the changes
in migrant behaviour seem to be the most important factors accounting

for low migration

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

put forward and were analysed in the context of the AccessLab project:

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

long distance categories.

"7 These findings are similar to those of earlier research by Kertesi (2001), who found that commuting costs tend
to lock low-wage workers into high-unemployment villages while high-educated residents are able to access
urban labour markets.
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e Second, and closely related, skill mismatch in may be an important element. New
jobs are created mainly in the service sector in urban regions, these jobs may

require skills not available to unemployed blue collar workers in other regions.

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

protection are robustly associated with lower internal migration rates.

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

migration rates.

e Fifth, inefficiencies in the housing markets could have led to decreasing migration
(see: Faini et al, 1997). This may be the case in particular in countries where rent
controls are important and taxation of housing transactions is high. The evidence
on the impact of this factor collected in workpackage 3 of the AccessLab project
suggests that housing supply considerations may represent less of an impediment
to migration in candidate countries. Hazans (2003a in workpackage 3) finds that
commuting and migration are complements rather than substitutes (i.e. high
migration is associated with high commuting in the same direction rather than vice
versa) in the Baltic countries, which suggests that migration is not foregone due to
the unavailability of housing. Huber and Fidrmuc (2004) as well as Kallai (2003) in
workpackage 3 find little evidence of a significant effect of housing availability on

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

adaptability of the workforce.®

e Sixth, high nation-wide unemployment rates may discourage internal migration, as
they indicate falling probability of finding employment. This factor, however, seems
to play only a minor role in explaining declining migration rates in candidate
countries. Huber and Fidrmuc (2003 in workpackage 3) show that increasing
aggregate unemployment rates are uncorrelated with the fall of Czech migration

rates in the late 1990's after controlling for other factors impacting on migration.

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

decline in migration is entirely due to changes in behaviour among migrants

'® The hypothesis that the structure of housing supply and institutional factors in the housing market act as an
impediment to migration is also suggested in Hegediis (2004). He argues that the lack of private rental housing,
local government interventions and lacking transparency of housing prices are the major deficiencies of the
housing market in Hungary.
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e Eighth, in particular in the context of candidate countries, where income levels are
substantially lower than in the EU, liquidity constraints could play an important role
in shaping low migration rates. Kallai (2003 in workpackage 3) provides some

evidence concerning the importance of this aspect of migration.®

In summary these findings suggest that low migration rates are one of the major
obstacles to equalisation of regional disparities as well as to effective absorption of
asymmetric shocks in the candidate countries. The results, however, also suggest that
low internal migration rates in the candidate countries have a wide range of reasons of
which housing and capital market imperfections, are probably the most important but in
which spatial matching and labour market institutions as well as changing migrant

behaviour also have a role to play.
3.4. Wage flexibility is only slightly higher than in old EU-countries

Most studies that have attempted to empirically analyse wage determination in regional
labour markets in transition economies focus on the elasticity of regional wages with
respect to some measure of regional labour demand such as the unemployment rate.
Within this framework there are two competing approaches. One class of studies follows
the wage curve approach (see Blanchflower and Oswald, 1994) where the cross-sectional
variance in variables is used to assess the impact of unemployment on wages, and
second models use the longitudinal variance in data (i.e. the notion of Phillips Curves)
(see Baddeley, Martin and Tyler, 2000).

Most of the evidence concerning the reaction of wages to regional unemployment rates in
transition countries has been based on the wage curve approach. Results have been
mixed. Boeri and Scarpetta (1996) find correctly (negatively) signed but insignificant
parameters when estimating equations that relate regional wage change to changes or
levels of unemployment rates, and Commader and McHale (1995) report ambiguous
results for the Visegrad countries. By contrast, Kertesi and Ko6llé (1995), using smaller
regional units, and Kertesi and Kollé (1997), using individual data for Hungary, find a
significant negative impact of unemployment levels on regional wages and present
evidence that the elasticity has increased in the course of transition. Kallai and Traistaru

(2001) report a significant impact of unemployment rates on wages in a wide variety of

' A further reason for the declining rates of migration could be changes in the registration behaviour of
individual. There are, however, reasons to doubt this. First the decline is continuous, which suggests that at least
it is not the result of an abrupt policy change. Second, in some countries the decline starts already before changes
in registration legislation start and third, and most importantly, in those cases where migration by distance is
available (e.g. Fidrmuc and Huber, 2003 and Huber 2004 in workpackages 3 and 4 of the AccessLab project) the
decline is almost fully accounted for by the reduction in moves over a distance of 100 kilometres.
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specifications for Romania, while Duffy and Walsh (2001) find robust elasticities of wage
levels with respect to unemployment rates using both Polish regional as well as individual
data from 1991 to 1996 of around -0.1.

The contributions of the AccessLab project extend this literature in three ways: First they
compare the new member states and the candidate countries to the old EU member
state. Second, they analyse in detail the regional interaction in wage setting. Third they
provide evidence on the role of regional labour market conditions on the adjustment of

wages and employment at the firm level. The results indicate that:

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

market conditions at all.
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Table 10. Studies on regional response of wages to unemployment rates

Countries | Dependent Elasticity with respect to
variable unemployment rate
Kallai and Traistaru .
(2001) Romania | Wage level 0.13 to -0.25
Duffy and Walsh
(2001) Poland Wage level 0.16 to -0.11
Huber (2002) Czech R Wage Elasticity with respect to
Slovak R. change unemployment rates is slightly
Poland higher in candidate countries than in
Hungary the EU, the elasticity with respect to
national unemployment rates is
lower in candidate countries
Kertesi and Kollo Hungary | Wage levels | Unemployment rate has significant
(1997) negative impact on wage level
Kertesi and Koll6 Hungary | Wage levels | Unemployment rate has significant
(1995) (ind. data) negative impact on wage level
Boeri and Scarpetta Czech R. Wage Coefficients of change in
(1996) Hungary change unemployment are insignificant
Poland
Slovak R.
Commander and Hale Wage level There is substantial heterogeneity
Vysegrad .
(1995) . among countries, results are
Countries )
ambiguous
Buttner (2004) Czech wage level regional unemployment rate is
Republic significant and correctly signed in
Poland Bulgaria, Czech Republic; Hungary;
Hungary Poland Slovakia and Slovenia In
Estonia these countries generally wage
Romania flexibility is higher in CEE than in
Slovakia Italy or Germany
Slovenia
Iara and Traistaru Bulgaria wage level Significant negative impact of
(2004) Hungary regional unemployment rate in all
Poland countries but Romania
Romania

Source: Burda, Boeri, Koll6 (1998), own research.

2) In contrast to the findings of much of the literature on the EU, spatial

interactions in wage setting and labour market conditions seem to be relatively

unimportant in new member states and candidate countries. Iara and Traistaru

(2003 in workpackage 2) find that spatial interaction effects play an important

role only in Hungary. In addition, Gacs and Huber (2003 in workpackage 2) find

that the labour market position of neighbouring regions has little explicative
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power for determining a regions labour market situation and Huber (2003)
shows that nation wide unemployment rates have a weaker impact on regional
wage changes in the candidate countries and new member states than in the
EU15 member states. This is indicative of the low spatial mobility found in new
member states and candidate countries as documented in the results above.
Since internal migration in the candidate countries is low, the unemployment
rates of neighbouring regions' have little impact on the wage bargaining process
in the home region and labour market conditions are largely independent of

vicinity effects.

3) Firm reactions to regional labour market conditions seem to be relatively high
but vary substantially among firm types. Again this finding is highly robust
across the countries analysed and is found in Mickiewicz, Garry and Bishop
(2004), Koll6 and Mickiewicz (2004) as well as Telegdy (2004) for Hungary,
Poland and Romania, respectively in workpackage 5 of the AccessLab project. In
particular wage dynamics in the state firms are highly sensitive to regional
unemployment, unlike the private sector firms. This result is consistent with
findings for the earlier transition period, in the literature and indicates that wage
curve effects may have been evolving over time in countries, which undergo
ownership transformations. We thus expect the unemployment elasticity of
wages to decrease as a result of the privatisation process. In addition, it was
found that it is the change in local unemployment, not the level of
unemployment, which affects wage behaviour more significantly. In particular,
where local unemployment is growing, the wages are becoming more sensitive
to the sales/employee measure. The tentative interpretation is that the
bargaining power of workers is affected by the changes in outside option.
Finally, firm level wages are also influenced by regional wages. We find

significant and positive regional wage coefficients in wage regressions.

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

in reaction to continuing restructuring wage responsiveness may even fall in the future.
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3.5. Members of ethnic minorities and lowly qualified have the largest

difficulties in adjusting

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

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

Using survey data the Kertesi (2004) in his in-depth analysis of the exclusion from the
labour market of Hungary’s sizeable Roma community (accounting for about 6 per cent of
the country’s population) in workpackage 4 of the AccessLab project suggests that under
socialism (1984) 75 per cent of the Roma adults were steadily employed in large
industrial organisations rather than traditional Gypsy occupations. By 1994 their
employment ratio fell to 35 per cent and remained at that level until recently.20 The
study demonstrates that those staying in employment also have shorter job spells. About
half of the employment gap can be attributed to lower education of the Roma, and their
regional affiliation adds a further compositional effect. Industry-specific shocks do not
explain the residual gap given that the Roma were not over-represented in industries
severely exposed to the transition shock. Both the time path and the regional patterns of
Roma unemployment suggest, however, that they were ‘crowded out’ by majority
workers on a massive scale. Roma employment started to decline prior to 1989 as
Hungary introduced a series of market institutions and hardened the enterprises’ budget
constraints. The bias against Roma workers also appears in their relative employment

rates across regions. The employment gap between the Roma and the non-Roma sharply

* The 2001 Census, for instance, suggested that the Roma population’s employment ratio fell short of 1/3 of the
country’s aggregate employment ratio.

63



increases with the local unemployment rate - an observation that is hard to reconcile

with non-discriminatory practices.

Segregation in education also seems to play a role in transmitting the disadvantageous

21 For the Baltic

position of ethnic Russians in Estonia and, less clearly, Lithuania.
countries Smith (2004) identifies substantial ethnic earnings wage gaps in Estonia and
Latvia, and lower returns to human capital for members of the Russian minority in
Estonia. In Estonia the bulk of the earnings gap is attributable to differential returns to
human capital. The case is different in Romania where Andren, Earle and Sapatoru
(2004) workpackage 4 of the AccessLab project find no statistically significant gaps in
returns to human capital comparing ethnic Romanians, Hungarian and Germans. In
particular their findings on the Romanian labour market refute the hypothesis that
minorities’ higher potential to migrate leads to higher wages and/or higher returns to

human capital.

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

activities played key role in the doubling of returns to education.

Low skilled workers are, however, also found to be disadvantaged in a number of further
respects relevant to their labour market adjustment. They are likely to have the lowest
willingness to migrate (see Fidrmuc and Huber 2004 workpackage 4 of the AccesslLab
project) and have lower chances to participate in the labour market (see: Hazans 2004c
workpackage 4 of the AccessLab project). While this finding is in accordance with much

of the literature on labour market adjustment in the old EU member states it does

I According to newer results based on data with exact wages rather than intervals, ethnic earnings gaps
(although smaller), however, also exist in Lithuania.
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suggest that issues of the education of the workforce are an important aspect in

facilitating regional labour market adjustment.

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

addressed at mobilising inactive parts of the workforce.

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

reducing regional disparities in future.
3.6. Capital mobility is unlikely to contribute to regional equalisation

In textbook economic models labour market adjustments are, however, only one
mechanism by which regional differences can be diminished. An alternative method could
be capital mobility. If capital is mobile but labour is not, increased investments into low
cost (or equivalently low wage) regions may provide a substitute mechanism for regional
equilibration through migration. This prediction of standard theory, however, rests on a
number of rather restrictive assumptions. More realistic theories of regional development
such as the new economic geography models (see Fujita, Krugman and Venables, 1999)
often argue that a firms location decision is shaped by centripetal (agglomerative) as well
as centrifugal (disagglomerative) forces. Agglomerative forces such as localised supply
and demand networks, internal and external economies of scale, human capital spillovers
and specialised infrastructure lead to higher productivity in centres of production and
may compensate firms for higher wage (and land) costs, and thus creating incentives for

firms to locate in economic centres.
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Disagglomerative tendencies such as the desire of firms to reduce wage and land costs,
escape from high competition in central places and to serve immobile workers demand at
low transport costs, by contrast, create incentives for firms to locate in the periphery.
Thus even with high wage flexibility and capital mobility, new investments will not
automatically flow to depressed regions. Much rather the direction of capital flows

depends on whether agglomerative or disagglomerative forces prevail.

Figure 6. Share of total number of foreign owned firms located in Capital Cities in 1998
(in %)

Slovenia

|

21.77

Bulgaria 52.79

T
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Source: AccessLab/Regspec.

While capital mobility was not a topic in the AccessLab project the evidence available on
firm location in transition economies suggests that agglomeration forces prevail. Recent
studies suggest that FDI - while having a positive impact on a region's wage and
employment growth - has remained concentrated in particular on capital cities and other
centres of economic activity as well as region's closer to western European borders. For
instance Fazekas (2000) provides an account of how FDI went primarily to Budapest and
more Western regions in Hungary.
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Similar stylised facts apply to other transition economies. In Figure 6 we plot the share of
total FDI located in the region of the capital city.?* While this data is on the number of
enterprises and may thus distort findings relative to figures based on capital invested or
employment at foreign owned firms, it is highly suggestive. In all of the countries but
Slovenia — where the smallness and proximity to western European markets may have
led to a more dispersed structure of FDI - at least over one half and up to almost three
quarters of FDIs are concentrated in capital cities. This suggests that foreign investors
prefer high wage central locations, to more depressed low cost regions as location of

production in transition economies.

Table 11. Correlation of changes in enterprise humbers and investments with regional

wage and unemployment levels in 1994

Dependent variable Percentage change in number of Investments
Enterprises between 1994 and 1999 (NUTS 1995 to
111 Level) @ 2000 (in %
of GDP 1995
at NUTS 11
Level) ®
GDP per
Correlation with Wages (1994) Unempl(olygn;j;]t Rates Capital
(1995)
Including | Excluding | Including | Excluding
Capitals Capitals Capitals Capitals
Bulgaria 0.49 0.37 -0.37 -0.27 -
Czech Republic - - - - 0.17
Estonia 0.78 0.49 -0.39 0.32 -
Hungary 0.31 0.05 -0.32 -0.22 0.75
Poland (1998-2000) - - - - 0.83
Slovakia - - - - -0.51
Slovenia 0.18 0.35 -0.53 -0.58 -

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

Similarly domestic investments seem to be unlikely to compensate for the concentration
of FDI. This is evidenced in Table 11 where for a small group of countries for which we
have data available we correlate the percentage change in the number of domestic firms
between 1994 and 1999 with the wage levels and unemployment rates prevailing at the
beginning of the period (i.e. 1994) and for another group we use Eurostat data at NUTS

IT level to correlate regional investments in the period 1995-2000 (as a percentage of

2 We would like to thank Iulia Traistaru for providing the data used in this section.
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1995 GDP) with GDP per capita of the regions at the beginning of the time period (i.e.
1995).

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

transition countries.
4. What can one expect from Integration?

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

newly acceding countries.

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

border rendering of services with limited market areas, only impact on border regions.
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The experience of German unification suggests that "Brain Drain” may cause

only slightly slower regional growth

Aside from the concerns of old member states concerning the potential impact of
migrants on their labour markets (see Boeri and Bricker, 2001) one of the central
concerns related to migration issues in the accession negotiations was the potential
emigration of highly qualified workers from the new member states. It was repeatedly
stressed by both experts as well as policy makers that this could lead to "brain drain",
which in turn would cause a reduction in growth in these countries. In the AccessLab
project Briicker and Triibswetter (2003 and 2004) use the experience of German
unification to gauge the effects of migration on the sending countries. This is a
particularly interesting example in the context of enlargement, since it represents the
only example of a formerly planned economy that was fully integrated into a market

economy.

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

rather than the emigration of the working educated.

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

most able migrate.

The consequences of this selectivity of migration with respect to education may have
implications for the sending regions. Briicker and Triibswetters (2004 in workpackage 4

of the AccesslLab project) find some indication of a negative effect of "brain drain" for the
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immobile residents of a region. East German workers can realise higher wage growth if
there is a high share of highly qualified in the same district and a lower emigration of
highly qualified out of this district. For immobile workers in sending regions it would thus

be preferable to restrain qualified worker from migrating.

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

average in a region would lead to a reduction in wage growth by 0.3%.

Labour market effects on border regions of existing EU member states are likely to be

small, while border regions in new member states can expect substantial gains

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

effects.

Recent economic theories in the tradition of “geography and trade” models, suggest that
determining, whether border regions are positively or negatively affected from
integration may be difficult to assess from a purely theoretical perspective. In these
models the combination of increasing returns and localised externalities as well as
agglomeration and transport costs leads to two countervailing effects when cross border

transport costs are reduced (which is a synonym for increased integration in these
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models). On the one hand the increased demand potential leads to border regions
becoming more attractive locations for production, because a larger demand potential
can be accessed at low transport costs after integration. On the other hand this "market
access effect" is countervailed by a "market crowding effect" which arises because firms
located across the border will now also have improved access to the home market. This,
ceteris paribus, will create incentives to move production away from the border in order

to escape from more severe competition.

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

allowing for migration.

Theory thus suggests that the effects of integration on border regions may be highly
specific to the case studied. Recent empirical evidence corroborates this suggestion. For
instance Hanson (1996, 1997 and 1998) finds that trade liberalisation and integration of
Mexico led to more rapid wage and employment growth in Mexican border regions, but
finds no effects on US production. This may be attributed to the fact that the Mexican
market potential was to small to matter relative to the sizeable US market. Similarly, the
few studies on European integration which focus primarily on the opening of Central and
Eastern Europe or German unification in the 1990's (see Niebuhr and Stiller, 2004 and
van Houtem 2004 for surveys) find that investments and firm start-ups in border regions

have been only weakly affected by trade liberalisation.

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

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

in these regions.

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

having the highest relative cost advantage in accessing the market.

3) Despite these small effects of previous integrations on European border regions,
borders still are an important impediment to economic activity. The estimates of
border effects in the wage structure presented by Pfaffermayr, Huber and
Wolfmayr-Schnitzer (2004) suggest that neighbours within the EU15 but in
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different countries affect each others wages significantly, but that for the EU15
regions the purchasing power of Non-EU1l5 regions is still an unimportant
determinant of the wage level. Thus there are still significant border effects

between EU15 and non-EU15 countries.

4) The returns to reducing border effects could be high. Huber, Pfaffermayr and

5)

Wolfmayr-Schnitzer (2004 in workpackage 6) estimate that wage effects due to
a reduction of cross border transaction costs (border effects) in the process of
EU enlargement are of a much higher magnitude for the new EU member states
in the sample than for EU15 countries, and that regions closest to the borders of
the "old" and "new" EU are to gain most in terms of wage increases. In
particular, the simulations (presented in Figure 7) suggest that wages in regions
in the new member states near to the EU15 border should increase by 30% to
over 100% if border effects were of the same magnitude as within the EU15.
Regions more distant from the borders of the EU15 would also have higher
wages in this case. For the old member states effects would be much smaller.
Regions near the old EU15 border should experience wage increases between
0.4% and 1.56%. At the country level, the results for EU15 countries indicate
the most pronounced wage effects for Austria (0,6%), followed by Germany
(0,4%), Denmark, Sweden and Italy. Within the group of the new member

countries the Czech Republic is to be most affected.

While increased integration in the international division of labour increases
regional growth rates, not all regions will be able to achieve this goal to the
same degree. Thus, trade liberalisation and or FDI inflows may well contribute
to increasing regional disparities. This is shown for the case of increased foreign
trade by Egger, Huber and Paffermayr (2004 in workpackage 6). They find that
the speed with which regional disparities within candidate countries and new
member states have increased is positively correlated with the increase in trade
volumes. Thus trade liberalisation has contributed to increased regional

disparities in the new member states as well.
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Figure 7. Estimated Impact on Wages of the EU-Enlargement by Hungary, Poland and
the Czech Republic. Simulation based on regression results for Specification II — medium

decay (Simulated wage change in percent)
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Source: Huber, Pfaffermayr and Wolfmayr-Schnitzer (2004)

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

may require some policy initiatives to reduce their disadvantages in market access.
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IV. CONCLUSIONS AND POLICY IMPLICATIONS

This summary report on the AccessLab project surveys the contribution of the project to
the literature on regional development in the Central and Eastern European new member

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

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

transition countries.

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

interventions, depressed regions are unlikely to recover quickly.

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

changes in participation, rather than migration and or capital mobility.

e Based on previous experiences with EU-enlargement and integration, fears of
substantial brain drain through emigration from the new member states are

exaggerated but based on the experiences of the current EU one may expect some
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wage increases in the regions bordering on the EU in new member states, while
effects on old member state regions in general can be expected to be modest.
Existing patterns of regional disparities will thus in all likelihood be reinforced
through accession. Furthermore, allowing for migration may, however, impact
negatively on labour market outcomes in the receiving countries' border regions, in
particular when the competitiveness of these regions is low and labour markets are

sclerotic, as is for instance the case in many Eastern German labour markets.

Together with the more detailed results of the individual studies of the AccessLab project,
this leads to a number of policy relevant predictions and suggestions relevant to the
fields of labour market policy, regional policies and to the future of the integration

process:

Changing institutions and labour supply oriented policies alone are unlikely to solve the

labour market problems in the new member states candidate countries

In particular the results suggest that changing labour market institutions and directing
policies at labour supply issues alone will not be fully effective in reducing high
unemployment rates. Labour market institutions do not differ so dramatically between
the new member states and the remaining differences to EU15 member states cannot
explain the differences in labour market outcomes to the new member states and
candidate countries. A number of studies both in the AccessLab project as well as in
existing literature suggest that fighting the disincentives to individual adjustment which
inevitably develop in low-wage environments requires careful policies addressing labour
demand-side deficiencies and transaction costs, rather than aggregate level policy

intervention aimed at labour supply.

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

problems. Furthermore, Hazans (2004) finds relatively annual flow rates between
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unemployment and employment as well as from unemployment to inactivity among Baltic

countries, despite substantial variation unemployment benefit policies.

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

is more likely to contribute to regional equality.

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

reducing discrimination in other fields of life as well (e.g. in education and housing).

In this respect the AccessLab project shows that minority issues are and will be a major
issue in the policy debate on social cohesion in the new member states as well as in the
candidate countries for some time to come. The findings, in sum, call for action in

educational and regional policies as well as in the enforcement of anti-discrimination
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laws. The degree and nature of social exclusion demonstrated in the individual papers
warns that the re-integration of the Roma (in the CEEs) as well as ethnic Russians (in the
Balkans) should be given high priority in an EU committed to social cohesion. Fighting
school segregation seems particularly important in order to block the intergenerational

transmission of deprivation.

Among the institutional factors, improving implementation at all levels of government

and the development of good governance are important fields.

This focus, however, should not mask that institutional aspects of labour market
governance are still of importance. Our results suggest that relative to the early years of
transition, where the major challenge for the set of countries analysed was in developing
institutions typical for market economies, currently the challenge is with providing
efficient implementation at all levels of government and the development of corporate
governance. Again the results of the AccessLab project are indicative of the foci that
policies to address these issues could take. They suggest that delay in industrial
restructuring, poor implementation and potentially even corruption at the local level and
inefficient corporate governance structures are an impediment to employment growth
and job creation. In particular firm level job creation depends mainly on internal firm
organisation (size, ownership status and multi-vs. single plant firms) and human capital
endowment of managers. Issues of corporate governance thus are important also from a
labour market perspective since the incentive structure of managers has a direct impact
on firm level employment behaviour. Good corporate governance also improves long run
employment prospects. Our results, however, also suggest that with the completion of
the privatisation processes, the focus of technical assistance oriented on firms
performance and employment growth should switch to skills enhancement, since it seems
to be primarily the complementarity of skills and management incentives that have the
largest impact to improve corporate governance. Furthermore, since small and medium
sized enterprises are important contributors to employment growth, focusing policies of
skill enhancement to foster the development of SME's may add substantially to
alleviating unemployment problems. In particular in depressed regions, this could

activate endogenous development potentials.

Finally, our results suggest that in new member states and candidate countries as in the
new EU member states the relevant comparative advantages are moving in the direction
of high human capital. In particular the substantial increases in returns to education in
the new member states and candidate countries suggest that the increased demand for
better educated workers exceeded the supply of such workers. As in the old EU member

states education policy and strategies to implement life long learning seem are a key
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element in facilitating the adaptability of the workforce in new member states and
candidate countries. While in this respect both candidate countries and new member
states do not differ much from the old EU-member states, we would argue that the
priority given to designing efficient strategies of increasing the human capital stock in
new member states and candidate countries (and in particular in backward regions),
should even be higher, because the dramatic increases in returns to education and the
low mobility of less skilled workers, suggest substantial skill mismatch in the regional

labour markets.

1. Policies to reduce barriers to mobility are needed in candidate countries and

new member states.

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

migration.

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

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

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

While these features may seem attractive, a precondition for such a strategy to at least
contribute to the goal of social cohesion, is sufficient inter regional mobility of the work
force, since under this strategy workers in depressed regions can only reap the benefits
from the policy by moving to centres. In the absence of mobility, focusing policy on
growth poles in all likelihood will increase labour demand in low unemployment regions,
which cannot be satisfied through migrant labour from depressed regions. Thus in the
current low mobility context of new member states and candidate countries, such a
policy may be counterproductive by generating excess labour demand in centres, - at

least in the short run, — while aggravating unemployment in the periphery.

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

Women).23

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

depressed regions

» Furthermore country size will play an important role in deciding on the need for differentiated regional
policies. Clearly smaller countries — where regional spill-overs can be deemed to operate more effectively - are
less in need of a policy directed at regional equalisation than large countries.
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Aside from this, however, also strategies are needed to enhance job creation in
depressed regions. Many results in the AccessLab project indicate substantial
heterogeneity in regional problems in backward regions which range from lacking
infrastructure over low human capital endowments to problems of mono-industrialisation.
We would thus also argue that there is a need for differentiating regional policy within

countries, so that it can fit the individual needs of regions.

The results of the AccesslLab project suggest a number of types of regions that may be
"target groups". Agricultural peripheral regions have been shown to suffer most severely
from low human capital endowments and bad infrastructure, individual industrial regions
- in particular those industrialised in socialist times - suffer under ongoing restructuring
at the enterprise level and low R&D capacities and border regions at the new external

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

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

regional policies could be of high relevance in this context.

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

peripheral regions.
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2. Institutions at the regional level matter for efficient deliverance of policy

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

employment growth in particular of SMEs as at the national level.

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

problems.

EU-policies require no fundamental change due to the accession of new member
countries, but accession and further integration policies should prioritise the goal of

growth and convergence over deeper integration

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

addition the limited experience of many new member states and candidate countries in
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European policy and in some cases limited capacities for implementation suggest that

programs should be kept simple and easy to implement.

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

of movement of labour and services).

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

the potential risks involved in such a step.

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

monetary union.

e With respect to the current derogation periods on the freedom of movement of
labour and services the results suggest that from the point of view of the new
member states the risks associated with potential brain drain should not be
overrated. Freedom of movement of labour in all likelihood will not lead to the
emigration of high skilled workers from the new member states to the extent that
this will have detrimental aggregate effects on the sending country labour markets.

This, however, does not preclude the possibility of some effects in particular
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demographic groups, regions and/or sectors. In particular the results of the
AccesslLab project suggest that the emigration of high skilled will attain quantitative
significance for the young, who either are looking for a first employment and/or
education. Thus adequate education policies and high demand for high skilled could

reduce the risks of brain drain effects.

Furthermore some results of the AccessLab project (in particular those by Bittner and
Rincke, 2004) indicate that the freedom of movement of labour involves some risks for
regional labour markets of the old member states. Despite increasing welfare,
immigration may also lead to increased unemployment and reduced employment of
natives in some regions. This risk is highest in regions which are structurally weak and
not competitive and where the market potential across the border is low. A number of
our results suggest cases where such negative effects are possible. In particular rural-
peripheral regions are facing problems. Furthermore, our results also indicate that
migration may further increase adjustment problems in these regions. A number of old
EU member states regions at the border to the CEEC in particular at the German-Polish
border are characterised by structural problems and relatively high wages which impede
on their competitiveness. This indicates that these regions may have substantial labour
market adjustments ahead of them. Increasing the flexibility of regional labour markets
and the adaptability of the work force in these regions may be an important element in

remedying the potential problems of these regions.

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

national policies which impede on crossborder exchange.

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

impede on the more fundamental goals of growth and cohesion for the European Union.
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VII. ANNEXES
AccesslLab Workshops
Accesslab WORKSHOP 27.-28.09.2002, ZEI (Bonn),
Programme
Friday, September 27

Stylised Facts of Labour Market Developments in the Accession Candidate

Countries
13:30-14:15 Peter Huber: Regional and Labour Market Developments in Candidate
Countries: A Literature Survey

14:15-15:00 Iulia Traistaru: Regional Specialization and Employment Dynamics in

Transition
Countries (joint work with G. Wolff)
discussant: Ronald Moomaw

15:00-15:45 Tomek Mickiewicz: Deindustrialisation: Lessons from the Structural

Outcomes of
Post-Communist Transition (joint work with A. Zalewska)
discussant: Patrick Puhani

15:45-16:15 Coffee break

Wage Adjustment in Accession Candidate Countries

16:15-17:00 Thiess Buttner and Iulia Traistaru: Regional Wage Adjustment: A

Comparaison of EU Member States and Accession Countries
discussant: Mihails Hazans

17:00-17:45 Anna lara and Iulia Traistaru: Regional Wage Flexibility in EU Accession
Countries

discussant: Mihails Hazans
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17:45-18:30 Tomek Mickiewicz and Kate Bishop: Determinants of wage pressure in

Polish companies
discussant: Ken Troske
19:30 Dinner
Saturday, September 28
Labour Market Adjustment and Mobility in Accession Candidate Countries

08:30-09:15 Peter Huber: Intra-national Labour Market Adjustment in the CEEC: A

Comparison with the EU
discussant: Ronald Moomaw

09:15-10:00 Jan Fidrmuc: Migration and Regional Adjustment to Assymetric Shocks
discussant: Alexandr Hobza

10:00-10:45 Jan Fidrmuc and Peter Huber: The Puzzle of Falling Migration Rates in the
Czech Republic

discussant: Partick Puhani
10:45-11:15 Coffee break
Labour Mobility in the EU Member States

11:15-12:00 Peter Huber: Comparing Inter-Regional Mobility in the EU and the

Candidate Countries: Evidence from Place to Place Data
discussant: Michele Belot

12:00-12:45 Herbert Briicker and Parvati Tribswetter: Determinants of East-West

Migration in Germany
discussant: Alexandr Hobza

12:45-13:30 Sjef Ederveen: The Influence of Wage and Unemployment Differentials on
Labour Mobility in the EU: A Meta-Analysis

discussant: Michele Belot

13:30-15:00 Buffet Lunch
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Organisation, Coordination, Group Discussion etc
15:00-16:45 16:45-17:15 Coffee break 17:15-18:45
19:30 Dinner
Accesslab WORKSHOP Budapest, 21.-22.02.2003,
Programme
Friday, February 21
Introduction
12:30 - 12:40 Peter Huber
Labour Markets in the Candiadate Countries
Chair: Gabor Kertesi

12:40-13:25 Iulia Traistaru and Guntram Wolff: Regional Spezialisation and Employment

Dynamics in Accession Candidate Countries
discussant: Johannes Rincke

13:25 -14:10 Vera Gacs and Peter Huber: Regional Labour Market Problems in the

Candidate Countries: A Descriptive Analysis
discussant: Karoly Fazekas

14:10-14:55 Jan Fidrmuc: Optimal Path towards the EMU Membership: Big Bang or

Gradualism?
discussant: John Bradley
14:55-15:20 Coffee break
Regional Labour Market Adjustment in Candidate Countries and the EU
Chair: Jan Fidrmuc

15:20-16:05 Anna lara and Iulia Traistaru: Regional Wage Flexibility in EU Accession

Countries

discussant: Ronald Moomaw
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16:05-16:50 Kate Bishop and Tomasz Mickiewicz: Wage Determination in Transition: The

Impact of Ownership Status and Regional Labour Market Conditions
discussant: Gabor Korosi

16:50-17:35 Peter Huber: Quantity Adjustments in Regional Labour Markets
discussant: Laszl6 HALPERN

17:35-17:50 Coffee break

Discussion

17:50-18:30 Policy Conclusions: Day 1 (WP2)

TO BE ARRANGED Dinner

Saturday, February 22

Migration in Candidate Countries and Western Europe

Chair: Iulia Traistaru

08:30-09:15 Peter Huber: Inter Regional Mobility in Europe: Some Cross Country

Evidence
discussant: John Bradley

9:15-10:00 Sjef Ederveen: The Influence of Wage and Unemployment Differentials on
Labour Mobility in the EU: A Meta-Analysis

discussant: John Bradley

10:00-10:45 Parvatti Tribswetter and Herbert Briicker: Are East-West Migrants in

Germany positively self selected
discussant: Gabor Kezdi

10:45-11:15 Coffee break
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Migration in the Candidate Countries

Chair: Tomasz Mickiewicz

11:15-12:00 Mihail Hazans: Determinants of Regional Mobility in the Baltic Countries

discussant: Tamas Bartus

12:00-12:45 Ella Kallai: Determinants of Regional Mobility in Romania

discussant: Almos Telegdy

12:45-13:30 Jan Fidrmuc: Preparedness to Migrate: Survey Evidence from the Czech

Republic

discussant: Zsombor Gergely

13:30-15:00 Break

Organisation, Co-ordination, Group Discussion etc.

15:00-16:30 Co-ordination of Workpackages 2 & 3

16:30-16:45 Coffee break

16:45-18:15 Co-ordination of Workpackages 4 through 6

Accesslab WORKSHOP Berlin, 7.-8.11. 2003,

Programme

Friday, November 7

Introduction

12:00 - 12:30 Peter Huber, Herbert Bricker

12:30 - 13:30 Lunch at DIW

Wages and Labour Supply in Candidate Countries

Chair: Herbert Blicker

13:30-14:15 Gabor Kertesi and Janos Kollo: Challenging ~low equilibra™ by doubling the

minimum wage - Hungary~s experiment of 2001-2002 discussant: Viktor Steiner
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14:15 -15:00 Gabor Kertesi: The Roma in the labour market - Evidence from Hungary
discussant: Chris Gerry

15:00 -15:45 Jan Fidmuc: Regional and Individual Determinants of Support for

Enlargement

discussant:Tilman Bruck
15:45-16:00 Coffee break
Firm Behaviour in Candidate Countries
Chair: Janos Koll6

16:00-16:45 Tomasz Mickiewicz: While Labour Hoarding May be Over, Insiders Control is
not. Determinants of Employment Growth in Polish Large Firms, 1996-2001

discussant: Herbert Bricker

16:45-17:30 Sjef Ederveen and Laura Thissen: The impact of wage-setting institutions in

the accession countries: some first observations
discussant: Viktor Steiner

17:30-18:15 Jan Fidrmuc: Enterprise Performance and Post-Privatization Managerial

Turnover: Evidence from the Czech Republic
discussant: Peter Huber
20:00 DINNER
Saturday, November 8
Border Regions, Integration and Regional Convergence
Chair: Tomasz Mickiewicz

09:30-10:15 Peter Huber: The Wage and Employment Effects of Integration on Border

Regions: Evidence from Austrian Border Regions
discussant: Parvatti Tribswetter

10:15-11:00 Thiess Biittner und Johannes Rincke: Economic Integration and the Labor

Market Performance of Border Regions: Evidence from German Reunification
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discussant: Herbert Bricker

11:00-11:45 Anna lara: Integration, regional specialisation and growth differentials in EU

acceding countries: Evidence from Hungary
discussant: tba

11:45-13:00 Lunch break

Organisation, Coordination, Group Discussion etc.

13:00-15:30 Round up day 1 and day 2 Content Co-ordination WP4, WP5, WP6 Budget

for next year
Accesslab WORKSHOP Vienna, 28.-29.06.2004,

Programme
Monday, June 28
Labour Market Adjustment in Candidate Countries: Institutions and Incentives
Chair: Janos Kollo
9:15-10:00 Laura Thissen and Sjef Ederveen: Can labour market institutions explain
unemployment rates in new EU member states?

discussant: Vera Gacs

10:00-10:45 Jana Fidrmuc and Jan Fidrmuc: Can You Teach Old Dogs New Tricks? On

Complementarity of Human Capital and Incentives
discussant: Andrea Weber

10:45-11:00 Coffee break

Wage Adjustment in Candidate Countries

Chair: Jan Fidrmuc

11:00-11:45 Janos Koll6 and Tomasz Mickiewicz: Wage Bargaining, Productivity and

Outside Options: Evidence from Hungary

discussant: Martin Falk
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11:45-12:30 Janos Koll6 and Gabor Kertesi: Challenging " low equilibra’ by doubling the

minimum wage - Hungary ' s experiment of 2001-2002
discussant: Andrea Weber

11:45-12:30 Lunch

Migration and Labour Market Adjustment

Chair: Thiess Buttner

14:00-14:45 Peter Huber and Jan Fidrmuc: Regional and Individual Determinants of the
Willingness to Migrate in the Czech Republic

discussant: Sjef Ederveen

14:45-15:30 Herbert Bruecker and Parvati Tribswetter: The Impact of Emigration on

East German Workers
discussant: Andrea Poeschl
15:30-16:15 Tomasz Bartusz: tbc
discussant: Jan Fidrmuc
16:15-16:30 Coffee break
Border Regions: The Experience of previous Accessions
Chair: Tomasz Mickiewicz

16:30-17:15 Peter Huber: The Wage and Employment Effects of Integration on Border

Regions: Experiences from Previous Integrations
discussant: Thiess Buttner (tbc)

17:15-18:00 Michael Pfaffermayr, Yvonne Wolfmayr Schnitzer and Peter Huber:

Integration, Border Effects and the European Wage Structure
discussant: Werner Miller

19:30 Dinner
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Tuesday, September 29

9:30-13:30 Organisatorial meeting
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