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1. Introduction

The purpose of this paper isto examine how unemployment and active labour market
programmes influence red wages in the Czech and Sovak Republics. The sudy is rdated to two
branches of recent research on wage determination, unemployment and labour market policies.

One drand of this research isthe so-called wage curve literature, associated with Blanchflower
and Oswad (see Blanchflower & Oswad (1994)). They daim, using different data sets, thet there
issrong empirica support for the existence of a negative rdationship between wages and
unemployment, ardationship they labe ‘wage curve . Thisdam is not uncontroversd,

however. There are questions about the theoretical foundations as well asthe empiricd

robustness of the results. Only few studies have esimated wage curves for the countriesin

Centrd and Eastern Europe. Using pooled micro data from five Central and Eastern European
countries, Blanchflower and Oswad (1999) find asmilar degree of wage flexibility asin

Western OECD countries. Evidence of wage curvesin the former Eastern Germany isdso
reported by Batagi, Blien and Wolf (2000).

Ancther grand of reseerch ismainly of Nordic origin. The issue hereisto study the effects of
active labour market programmes (ALMPs) in abroad sense. ALMPs are usudly defined as
including direct job crestion, labour market training and job broking for the unemployed. The
main objective of ALMPsisto increase the employability of the participants, which should lead

to decreasing unemployment rates. However, ALMPswill aso affect non-participants: taxes have
to be raisad to finance the programmes, the competition for the exigting jobs will increase, and
the wages of participants and non-participants are likely to be affected.

Theissuein this pgper is whether active labour market programmes contribute to wage pressure,
thereby crowding out regular employment. Empiricd studies on Nordic countries report mixed
evidence of such effects (see e.g. Cadmfors and Nymoen (1990); Camfors and Fordund (1991),
Fordund (1994), Edin, Holmlund and Ostros(1994), Raaum and Wulfsberg (1997), Rodseth and
Nymoen (1999), and Fordund and Kolm (2000)).

1 A survey of macroeconomic evaluations of labour market programmes is given in Calmfors (1994)



In the 1990s, active |abour market policy has been used in Central and Eastern Europe as an
important meesure to increase the employatiility of the unemployed. The use of ALMPs has
varied congderably between countries and time periods. For examplein 1997, the share of
personsin active labour market programmesto thetota number of unemployed was 11.4 percent
in the Czech Republic, 24.4 in Sovakia, and 20.5 in Hungary?.

Most of the exiding evauations of ALMPsin Centrd and Eastern Europe focus on the effects of
participants futureincome or employment (Puhani (1998); Lubyova and van Ours (1998);
Terdl and Sorm (1998); and Kluwe, Lehmann and Schmidt (1999)). A few sudies have
etimated augmented matching functions to study effects of ALMPs on the matching process of
vacancies and unemployed persons (Boeri (1997); Boeri and Burda (1996) and Burda and
Lubyova (1995)). Pannenberg and Schwarze (1998), which to my knowledge is the only study
that try to estimate effects of ALMPs on red wagesin atrangtion country, esimate individud
wage equations for the former East Germany using regiond deata on unemployment and ALMPs

In this paper, | useregiond pand datato examine effects of ALMPs on wage seiting in the Czech
and Sovak Republics. The outline of the paper is asfollows. Section 2 describesthe

deve opments on the labour market and the use of ALMPsin the Czech and Sovak Republicsin
the 1990s. Section 3 discusses the wage setting processin the Czech and Sovak Republics.
Section 4 outlines the theoretica framework. The datais presented in section 5 and the results of
the empiricd anadlyd's are reported in section 6. Section 7 concdudes.

2. Unemployment and Active Labour Market Policy in the Czech and Slovak Republics3

The Czech and Sovak Republics have had very different labour market experiencesin the 1990s
(see Fgure 1). The Czech unemployment rate was until 1997 lower than four percent, much
lower than in al other post-communist countriesin Central Europe, and the Czech Republic's

2 Total number of unemployed is defined as the n umber of openly unemployed plus the number of patticipants in active
labour market programmes

3 The information and statistics in this section are mainly based on MPSV (1998) for the Czech Republic, Czech and
Slovak legal provisions (mainly amended versions of the laws of employment No 1/1991 in the Czech Republic and No.



labour market performance was until recently characterised asa“miracle’. However, after a
recesson in 1997-98, the hao has tarnished and Czech unemployment rate reached nine percent
in the end of 1999*. In Sovakia, the unemployment rate increased fast in the beginning of the
1990s to double-digit levels. After being stable around 13- 14 percent during must of the decade,
it sarted to increase again in 1998. In the end of 1999, more than 18 percent of the labour force

was unemployed in Sovakia

Figure 1: Unemployment rate in the Czech and Slovak Republics'
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Active labour market policy was introduced in the former Czechodovakiain the second haf of
1991 as akey device to hamper an expected unemployment criss. Expenditures on active labour
market programmesincreased fast in 1992 and 1993 (see table 1 and 2). The expenditures were
divided on a per capita bad's between the two republics, which led to ahigher number of
programme places per unemployed in the Czech part of the country, where the unemployment

387/96 in Slovakia) and discussions with officials at the Czech Employment Setvices and the Slovak National Labour

Office.



rate was lower®. Differencesin ALMP spending have been regarded as akey factor explaining

the different labour market performance in the early 1990s of the Czech and Slovak Republics

(seefor example Boeri and Burda (1996)).

Table 1. Active labour market programmes in the Czech Republic.

1992 1993 1994 1995 1996 1997 1998
Regisered unemployed 166,820 153064 172809 156091 159,230 216026 302,379
Unemployment rate 30 30 34 31 31 44 6.1
Adtivelzbour market programmes® 102327 119834 80425 53614 36354 27,969 28833
%dhaein.  Traning 43 22 36 a7 6.0 78 79
Public works 12 52 7.7 108 153 22 239
Wage abddies 85 8.7 8L0 740 664 579 521
Y outh programmes 00 80 7.7 104 123 141 161
Share of ALMPsin total unemployment? 30 439 318 256 186 115 87
T Average number of persons in unemployment and labour market programmes
2. Total unemployment is defined as openly unemployed plus ALMP participants
Source: Ministry of Labour and Social Affairs of the Czech Republic.
Table 2. Active labour market programmes in Slovakia.
1992 1993 1994 1995 1996 1997 1998
Regigered unemployed 281080 318,723 366026 351412 325379 337412 332818
Unemployment rate 113 129 144 137 126 131 147
Active labour market programmes 75133 115471 115525 127,110 135558 108,656 na
% share Training 6.0 26 22 24 2.7 36 na
in
Public works 255 6.5 48 147 192 204 na
Wage subddies 68.5 90.9 93.0 82.9 782 76.0 na
Shaeof ALMPsintotd 211 26.6 240 26.6 294 244 na
unemployment?
1. Average number of persons in unemploymen and Tabour market programmes

2. Total unemployment is defined as openly unemployed plus ALMP participants

Source: National Labour Office of the Slovak Republic.

After the divison of Czechodovakiain 1993, the spending on ALMPsin the Sovak Republic

incressed fast and ALM P spending continued to be high during the following years. The Czech
government chose adifferent path and the number of programme places decreased every year

until 1998. In Sovakia, financid restrictions decreased spending on ALMPsin 1997. After the

4See OECD (1998) for a discussion of the “Czech miracle”

5 Burda and Lubyova (1995)




change of government in the Czech Republic in 1998, the trend has reversed and spending on
ALMPswasincreasng in 1999.

The scope of the active labour market policy used has been more or less the same during the
whole 1990s in both the Czech and the Sovak Republics and includes a broad range of measures,
where the most important are labour market training, subsidiesto Simulate job creation, public
works and support to saf-employed. The most important active labour market measuresin the
Czech and Sovak Republics during the 1990s have been different programmes to support job
creation (wage subsidy programmes)®. To stimulatecreation of permanent jobs motly in the
priveate sector, the labour offices could subsidise part of the labour cogts of anewly hired
unemployed worker. In both the Czech and Sovak Republics, the subsidised job must last a
minimum of two years The subsdy could be given to the employer in the form of loans, adirect
subsidy to cover part of the participant’ s wage, to cover interest payments on credits, or to cover
apat of pecified invesments. In the second haf of the 1990s, the direct wage subsdy hesbeen
the most frequently used subsidy form. Specid wage subsdy programmes is targeted at sdif-
employment, youth, and disabled. The employer determines the wage for the participant in
discussons with the locd |abour office. Collective agreements aretaken under consderation and
the paid wage should correspond to the overdl wage leve in the sector.

Public works are subsidies for short-time manud jobsin the public sector for long-term
unemployed and persons with low atachment to the labour market The subsidy rate varies, but it
is often dlose to actud |abour cogts. The programmes are normally lagting for aperiod up to 6-12
months. When the programme expires, the unemployed could be placed in anew programme
ater awating period. The public works programme is often used by the labour officesasa
screening device to test how interested an unemployed isto obtain ajob. The employer and the
locdl Iabour office determine the wage for the participant. The wage is often not much higher

than the minimum wage.

6 Social Purposeful Jobs (In the Czech Republic, Spolecensky ucelne pracovne mista and Mista pro ziskani odborne praxe
absolventu skol. In Slovakia , Spolocensky ucelne pracovne miesta up to 1996 and Pracovne miesta na samozamestnanie
(§88 in the Law of Employment (c. 387/1996 Z.z)) u zamestnavatela (§89) and pre absolventa skoly alebo mladistvych
(§90) since 1996).

7 Verejne prospesne prace in the Czech Republic and Verejnoprospesne pracovne miesta (since 1996 (§91)) in Slovakia



The number of personsin labour market training has been very low by OECD gandardsin the
Czech and Sovak Republics. Mot of the participants are offered training to meet a specific
employer’ s needs. The length of the training is between afew weeks to a couple months. The
participants recave a bendfit that is dightly higher than the regular unemployment benefit.

Intable 3 and 4, goproximeations of the average subsdy for different programme types are
displayed. The average subsidy is caculated as the spending divided by inflow to a programmein
ayear®. The average subsidy for a participant in the wage subsidy programme has been much
higher in Sovakiathan in the Czech Republic during 1992-1996. Average subsidies for
paticipantsin public works and labour market training have, however, been a the sameleve in
both countries

In the Czech Republic, an overdl budget for ALMPsis decided in the beginning of each year by
the centrd authorities. It is financed through the Sate budget. Thealocation of resourcesisthen
divided between digtricts depending on locd Iabour market conditions as unemployment levels
and rates, unemployment/vacancy ratios, socks of participantsin ALMPs, and past records of
local labour offices in implementing programmes. Loca labour offices have discretion over the
dlocation of the annud ALMP budget for different ALMPs. 10 — 15 percent of the budget is
digtributed during the year to cover specid needs and finance specid projects.

In Sovakia, the labour market policy isfinanced by aspecid payroll tax of 4 percent of the wage
of the employed (3 percent is paid by the employer and 1 percent by the worker). Funds are
digtributed from the Nationa Labour Office through regiond labour offices down to the district
labour offices’. Funds are alocated to local labour offices on aquarterly basisand follows arule
that is governed by the following criteria unemployment rate, number of unemployed, shere of
unemployed in long-term unemployment, share of unemployed in retraining, and the number of
contributions to the Employment Fund in the region. The regiond labour offices have some
discretion in digributing funds to the didtrict Iabour offices. Asin the Czech Republic, locd

8 As the programmes often last more than one year, this approximation is not entirely correct.

9 After the administrative reform in 1996, Slovakia consists of 8 regions (kraj) and 79 districts (okres)



Table 3. Cost of active labour market programmes in the Czech Republic

1992 1993 1994 1995 1996 1997 1998
Wage subsidies
Inflow of participants 87277 19630 16,727 11,895 8,99% 6,446 18,201
Expenitures (mil CZK) 1294 463 368 281 202 168 374
Average cogt of aprogramme place 15700 23600 22000 23600 22500 26000 20500
(CZK)
Public works
Inflow of participants 25503 11,760 12927 10821 10259 11,888 11,088
Expenditures (mil CZK) 223 160 184 190 199 224 281
Average cogt of aprogramme place 8700 13600 14200 17600 19400 18800 25300
(CZK)
Labour market training
Inflow of participants 17590 12095 14814 13454 12107 11448 16540
Expenditures (mil CZK) %8 73 103 100 <) P0 147
Average cog of aprogramme place 5600 6,000 7,000 7400 7,600 7,900 8900
(CZK)
Total
Inflow of participants 125370 43485 44468 36170 31362 20,782 45829
Expenditures (mil CZK) 1615 6% 655 571 493 482 802
Average cogt of aprogranme place 12900 16000 14,700 15800 15700 16200 17,500

CzZK

(Source): MPSV (1998) ahd Munich/Jura da/Cihak (1999)
Table 4. Cost of active labour market programmes in Slovakia

1992 1993 1994 1995 1996 1997
Wage subsidies
Inflow of participants 84314 33501 30529 42851 24460 Na
Expenditures (mil SKK) 3088 808 158 3217 2650 2014
Average cog of aprogramme place 36600 24000 52200 75000 108,700 Na
(SKK)
Public works
Inflow of participants 40977 13137 14962 43520 35856 Na
Expenditures (mil SKK) 419 166 171 819 130 744
Average cogt of aprogranme place 10200 12600 11400 18800 27,000 Na
(SKK)
Labour market training
Inflow of participants 25582 13908 14100 19175 20533 24,848
Expenditures (mil SKK) 305 122 114 156 215 217
Average cost of aprogramme place 11900 880 8100 8,100 10500 8700
(SKK)
Total
Inflow of participants 150873 60636 64666 105546 80,849 Na
Expenditures (mil SKK) 382 1006 1878 4192 4204 Na
Average cog of aprogramme place 25300 18200 29000 39,700 52,000 Na
(SKK)

Source: National Labour Office In Slovakiaand L ubyova/Ochrankova (1999)




labour offices have discretion over the dlocation of the ALMP budget for different ALMPs.
About 10 percent of the budget are didtributed during the year to cover special needs and to
finance specid projects.

In Figure 2 and 3, the corrdation between inflow of participantsin an ALMP in 1998 and the
unemployment rate in the end of 1997 is displayed by didrictsin the Czech Republic and
Sovakia Asthe strong corrdation indicates, the distribution of funds for ALMPs depends on the
locdl Iabour market Stuation.

Figure 2: Unemployment rate and inflow of participants into ALMPs by districts
in the Czech Republic'
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1. The unemployment rate in the end of 1997 and the inflow of ALMP participantsin 1998

10 After the administrative reform in 1996, Slovakia consists of 8 regions (kraj) and 79 districts (okres)



Figure 3: Unemployment rate and inflow of participants into ALMPs by districts
in Slovakia'
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1. The unemployment rate in the end of 1997 and the inflow of ALMP participants in 1998

Too summarise, during 1992-1998, the average number of programme participants per
unemployed are a the same leved in the Czech and Sovak Republics. But whereas the level has
been more or less gable in the Sovak Republic, the trend has been negeative in the Czech
Republic. The pragramme “portfalio” israther amilar in the two countries The main difference
between the active labour market policy in the Czech and Sovak Republicsisthat average
expenditures for a participant in the wage subsdy programme are higher in Sovakia

10



3. Wage formation in the Czech and Slovak Republics™*

At thefirg years of trangtion, red wages in the Czech and Sovak Republics sharply dedlined
because of the high inflation thet was aresult of the price liberdisation (see table 5). Since 1993
in the Czech Republic and since 1994 in Sovakiared wages sarted to catch up. While red
wagesin Sovakiaincreased in line with GDP growth per worker for mogt of the 1990s, Czech
real wages had amuch sronger development than productivity until 1997. The strong redl wage
deve opment in the Czech Republic has been cited as one of the main reasons for the exchange
rete crisesin 1997 that was the start of the recession’?.

Table 5: Wage developments in the Czech and Slovak Republics

1991 1992 1993 1994 1995 1996 1997 1998
Czech Republic
Nomind wages" 3,789 4585 5817 6,369 8166 9679 1069% | 11,709
Nomind wage growth (%) 16.7 21.0 269 181 189 185 105 95
Inflation (%) ° 56.6 111 20.8 100 91 88 85 10.7
Red wage growth (%) -39.9 9.9 6l 81 9.8 9.7 20 -12
GDP growth -113 -33 0.6 32 6.4 38 0.3 -2.3
Slovak Republic
Nomind wages" 3748 4519 5379 6,24 7195 814 9226 10,347
Nomind wage growth (%0) 165 20.6 19.0 170 14.3 133 131 12.2
Inflation (%) ° 61.2 101 232 134 99 58 6.1 6.7
Red wage growth (%) -44.7 105 -4.2 36 44 75 7.0 55
GDP growth (%) -146 -6.5 -3.7 49 6.9 6.6 6.5 44
Source: Czech Statistical Office and Statistical Office of the SJovak Republic

1. Czech respective Slovak crown's, annua average
2. Year to year changes in annual averages
3. Changesin CPI, annual average

In the Czech and Sovak Republics, a decentraisation of wage bargaining has taken place during
the 1990s. In 1989, dl employeesin the Czech and Sovak Republics were covered by asystem
where the government regulated wages. In 1998, only about a third of the private-sector workers
in the Czech Republic were covered by collective agreements. The corresponding figure for

11'This section is based on discussions with officials at the Ministry of Labour and Social Affairs and the Czecho-
Moravian Confederation of Trade Unions in the Czech Republic, the Ministry of Labour, Social Affairs and Family and
the Confederation of Trade Unions in the Slovak Republic.

11




Sovakiawas about 50 percent. As not dl collective agreements involve wages, the actud
number of workers thet negotiate wages through collective bargaining is even lower. Wage
bargaining tekes place a the industry and the firm level. Occasiondly, there has dso been
bargaining through atop-levd tripartite body, composed by representatives from trade unions,
employer associations and the government. In 1998, 25 (56) industry-leve collective agreements
and severd thousands firm-leve collective agreements were Sgned in the Czech (Slovek)
Republic. The trade union or the employer association can goply to the Minigtry of Labour to get
the indugiry-level agresment extended to firmsinitialy not covered by the agreement. This

option has only played a minor role during the 1990s in the Czech Republic, but it isused
extengvey in the Sovak Republic.

Wages to employees paid by the state budget is regulated through a complex tariff sysem, where
the wages among ather things depend on experience, education and the character of the work.
About athird of the workforce in the Czech and Sovak Republics were covered by thissysemin
1998. The tariffs, and the wages, are changed irregularly by the government. For examplein the
Czech Republic, the wages were not increased a al in 1997 and 1998 due to the tight fiscd
discipline maintained by the government. In the beginning of 1999, wages were then increased by

17 percent.

The remaining share of the workforce, not covered by collective agreements, is negatiating ther
wagesindividudly at ther firms The wage- setting process is however influenced through a set
of laws thet regulate minimum wages, remuneration for overtime and other working conditions.

A legdly binding minimum wage was introduced in the former Czechodovakiain 1991. When
the minimum wage was introduced, it was assumed thet it should not be lower than the minimum
living standard and not lower than 50 percent of the average wage. During the 1990s, the
minimum wage has not been raised a the same pace as average wages. Thus, the effect of the
minimum wage on the wage formation has gradudly eroded. In 1998, the monthly minimum
wage was 2,650 CZK and 3,000 SLK in the Czech and Slovak Republics respectively. Thet is
22.6 percent and 29.5 percent of the average wage for dl workers. As acomplement to the
minimum wage, athree leve (tweve-levd) minimum wage tariffs exis in the Czech (Sovek)

12 OECD (1998) p. 15
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Republic. It spedifies aminimum wage depending on the satus, responghility and difficulty of
the job. These minimum wage tariffs are legdly binding for firms not covered by collective
agreements.

Asan am to prevent excessve wage growth from the liberdisation of prices, wage regulationsin
the form of atax-based income policy was in place 1991- 1995 in the Czech Republic and
sporadicaly 1991 — 1994 and 1998 in the Sovak Republic. Prohibitive taxes were imposed on
firmsthat raised wages subgtantialy more then the inflation. The tax dso sometimes depended
on firm performance. Some of the regulaions were not gpplied to al industries and frequent
exemptions were given.

4. Theoretical framework

Following Camfors and Fordund (1991), | will discuss how unemployment and labour market
programmes influence wage formation. The wage is assumed to be determined by amonopoly
union*>. The employer then unilateraly sets employmentt. In the Czech and Slovak Republics,
unions play amgjor role in bargaining over wagesin some sectors (in particular in sectors where
date ownership il isimportant). The wages determined in these sectors are often used as
basdines for bargaining in other sectors where unions are weeker.

A union attached to a specific firm maximises an objective function thet is given by

U, =N (w)-7) ()

1 1

where N, isemploymertinfirm i, V" the utility of aworker employed by firmi, and 7 the
utility for alad-off worker. Theindividua union maximises (1) subject to alabour demand

function for workers N, = N, (w,), where N, / fw, < 0.

Assuming an interior solution, the firs-order condition for the optimal wageis given by:

13 The same qualitative results will go through in the case of Nash bargaining between unions and firms or in efficiency
wage models.

13



F=(w)-7)s v - @
w Tw
Inasymmetrica equilibrium w, = w for dl i. Thus, (2) will represent an aggregete wage

equation.

Labour market conditions will influence the wage equation through the utility of alaid-off
worker, . Wehave sgndw/ dV = sgn F >, assuming that the second order condition isfulfilled.

Clealy F > > 0.

In examining the effect of labour market conditionson 77, we assume that alaid- off worker will
enter one of three different states. First, the worker can be re-employed receiving 77(w), or
become openly unemployed recaiving V(b) , or be enrolled in alabour market programme
receiving (). The atemative uiility of alaid-off worker can be written as aweighted average
of the utility in these three dates, i.e,

vV =av(w)+bv(a)+(@1-a- b (p) (3)

where aisthe probability of being re-employed and b the probability of being enrolled ina
labour market programme.

The re-employment probability for aworker is assumed to be increasing in the employment rete
and decreasing in average job search effectiveness (given constant job search effectiveness of the
worker).

&aV a«eU 6 e R o

=ag—, + ==a(l-U- R, j s, - 4
a=ag b et b pa=al s, i (s, 5,)) )

where s and s aretheleve of job search effectiveness of the openly unemployed and
programme participants. U isthe unemployment rate and R isthe participation rate, both relative
to thelabour force, L. U/U+R) is, thus, the share of openly unemployed in total unemployment.
j = RI(U + R) isthe share of programme participantsiin total unemploymert, thus the

14



accommodative stance of the government or the locd [abour office. The probability of being
enrolled in aprogramme, b, depends positively on the accommodetive sancej , b = b(i )

If totd unemployment, defined as the sum of the open unemployment rate and the rate of
programme participants to the labour force, U+R, increases given that the accommodative sance

is congtant, the utility of not being employed, 7, will decrease and the wage will be reduced.

4
U +R)|

=- al (5)

Thus, the wage will unambiguoudy decrease if unemployment increases. Consder now an
Increase in the accommodative stance, | , given that totd unemployment, U+R, is condtart. The
tota effect on the dterndive utility of alad- off worker is

T =06 o) vle)+auls, - <)o) o) ®

Two effects are present. Frdt, an increase in the accommodetive stance will increase the utility of
alad-off worker, and the average wage, if the utility of being enrolled in a programme is higher
than the utility of being open unemployed. Second, an increase in the accommodative sance
reduces the utility of alad-off worker, and the average wage, if the search effectivenessis higher
for a programme participant than for an open unemployed and the utility of being employed is
higher than the utility of being openly unemployed. The competition for available jobs increases,
which will decrease the re-employment probability for an individua job seeker and put
downward pressure on the average wage. Camfors and Lang (1995) show that this effect will be
sronger if programmes are targeted at long-term unemployed or |abour force entrants.

If labour market programmes reduce the flow out of the [abour force, job competition will

increase and the re-employment probability will decrease, which will put downward pressure on
wages. On the other hand, the decreased risk of dropping out of the labour force will put upward
pressure on wages given that the utility of not participating in the labour force islower thanin

other states (see Cdmfors and Lang (1995)). Thetotd effect of labour market programmes on the
wage is thus ambiguous.

15



Which effects can we expect from different kinds of active labour market programmes?in
generd, programmes that will am to increase the employability, in raisng search effectiveness,
of the unemployed will contribute to job competition and have asmdler effect on wages.
Programmes that increase the relative utility of participants will have the opposite effect.

Labour market training focus directly on increasing the employability of the unemployed and the
benefit for participants are often not higher than the unemployment benefits. The wage effect of
an increase in labour market training is thus expected to be smdler. Wage subsdy programmes,
where the wage for programme participants often sgnificantly exceeds the unemployment benefit
leve, increase the utility for participants. The effect of wage subsidy programmes on wagesis
thus expected to be stronger. If the wage subsdy programnme targets long-term unemployed, or
unemployed with alow probability of obtaining ajob, the effect will be samdler. Public works are
an example of thiskind of a programme.

5. The Data

The data come from two sources. The Czech Statigtical Office and the Statisticd Office of the
Sovak Republic provide annud data by digtrict on employment and wages derived from surveys
of most of the employers, both public and private, in the Czech and Sovak Republics'®. The data
on unemployment and number of personsin different labour market programmes are provided by
the Minigtry of Labour and Socid Affairsin the Czech Republic and the Nationd Labour Office
in Sovakia

Sovakiacaried out amgor adminidrative reform in 1996. The old territoria structure with 38
digrictswasturned into a new structure with 79 didricts. The geographica composition of the
new digricts differs consderably from the old divison of the country and aggregation into the
old digrictsis not dways possible. Only 22 out of the 38 old didricts are possible to recredie.
Through adding of old didtricts and re-crestion of didrictsthat are dmost possible to recregte
(where the difference is only afew municipdities with a popuation lower than 5,000

14 The samples change slightly over time. Since 1997, the sample include all employers with more than 20 employees.
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inhabitants), | have been able to condruct 29 didricts that cover dmost the entire area of the
Sovak Republic™™.

To cdculate average annud wages by didtricts, | use annud datathat is based on the location of
the workplace. The average wage is cdculated by dividing the annud wage sum with the annua
average number of employees for each workplace within the digtrict. One concern isthat the data
do not separate between employees with different working hours. The number of employeeswith
shorter working hoursis however very low in the Czech and Sovak Republics.

Information on the number of unemployed and the number of programme participantsis
measured on a monthly basis. In the estimations, | use the stock at the end of December the
preceding year. Thiswill, a least partidly, control for the Smultaneity problem thet arises
because the number of unemployed and programme participants depend on the labour market
Stuation and, hence, on wages.

Programme participants are divided into three categories: labour market training, wage subsdies,
and public works. Badcally, this categorisation is based on the theoretica presumptions thet
different kind of programmes could have different effects on the wage formation. These
categories do dso to alarge extent coincide with the policies pursued by the Czech and the

Sovak governments.

To control for digtrict-specific shocks, | have condructed aloca demand index using a one-digit
breskdown by industry of employment in digricts. The index is congtructed as the changein
employment that would occur between two years given thet the digtrict hed the same employment
development by industry as the whole country. *©

15 The area surrounding Bratislava was not possible to recreate in any good way. The old districts Galanta, Bratislava-
vidiek and Senica are therefore not included in the analysis.

N,
ji-1 , where N'denotes employment, 7 district, # time, and

16 The labour demand index is calculated as LDI ;, = é N
j jt-1

Jindustry,
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Thisleaves uswith apand of 73 digtricts for the Czech Republic ad 31 didtrictsin the Sovak
Republic for the period 1992-1998"". The basic characteristics of the varigbles are displayed in

Table 6.

Table 6. Basic characteristics of the variables for Czech and Slovak districts

Czech Republic Slovak Republic
Variable Deﬁnitiqn Mean Std. Dev. Mean Std. Dev.
RWAGE Redl wage" 5,132 780 4,425 526
UN Thetotal number of 0.076 0.036 0.236 0.079

unemployed?® by December
31"/ labour force?

TMP The number of programme 0.217 0.165 0.234 0.114

participants/ total number of
unemployed (by December
3llh)

Mt The number of participantsin 0.012 0.011 0.011 0.0089

training / total number of
unemployed (by December
Sllh)

ws TNeTUMDer OF participants in 0.187 0.159 0.191 0.108
wage subsidy programmes /
total number of unemployed
(by December 31"

o
o puicwonks/tod numberof | 0010 0.018 0,032 0.038

unemployed (by December
3llh)

DI Cabour demand Moex (See 67,706 92,940 48,885 37,238

text)

T. 1992 prices, adjusted by CPI, Czech respective SIovak crowns
2. Thetotal number of unemployed equals the openly unemployed plus participants in active labour market programmes

To better digolay the time series and cross-sectiond corrdation in the data, | present so cdled
Box-Whisker plotsin the gppendix for the key variables by year in both countries (red wage,
unemployment rate, and the share of ALMP participants in unemployment, Figure A4-A9)%°.

17 Because the districts surrounding the main Czech cities, Prague and Brno, more or less are integrated into the Prague
and Brno labour market, the districts Praha, Praha-vychod and Praha-zapad, and Brno and Brno-venkov, has been
merged to one large district for Prague and Brno repectively.

18 The line in the middle of the box represents the median or 50t percentile of the data. The box extends from the 25t
percentile (x23) to the 75% percentile (x75). The lines emerging from the box are called whiskers and they extend to the
upper and lower adjacent values. The upper adjacent value defined as the largest data point less than or equal to x75+
1.5%(x75 - x25) and the lower adjacent value is defined as the smallest data point greater than or equal to x5 - 1.5%(x75 -
x235).Observed points more extreme than the adjacent values, if any, are referred to as outside values and are individually
plotted (StataCorp (1999)).

19 Mlada Boleslav is the hometown of the Volkswagen-owned Skoda Auto

20The line in the middle of the box represents the median or 50t percentile of the data. The box extends from the 25t
percentile (x23) to the 75t percentile (x75). The lines emerging from the box are called whiskers and they extend to the
upper and lower adjacent values. The upper adjacent value defined as the largest data point less than or equal to x75+
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Note that the wage digperson by didtricts has not increased in the Czech Republic, exduding
Prague and Mlada Bolesa**, during the 1990s. In Slovakia, wage dispersion as messured by the
box (the 75" percentile - 25 percentile) has more than doubled.

In Appendix (Figure A10-A13), | dso display graphs of the correlation between red wagesand
the total unemployment rate (the share of ALMP participantsin totd unemployment) by year in
both countries. The corrdaion between redl wages and total unemployment is srongly negetive
in Sovakia, but dmaogt no corrdaion is found in the Czech Republic. The share of ALMP

paticpants in the tota unemployment rate is negetively corrdated with the red wagein the
Czech Republic, but no corrdation is found in Sovakia

6. Results

Following the theoretical discusson in section 4, | choase an empirical specification given by
In RWAGE , =s, +| InUN,, +gLMP, + mLDI,, + f, +e,, 8

where i denotes district, 7 year, s, isatimedummy, RWAGE, the averagered wage, UN,, the
total unemployed rate (U+R), LMP, the number of progranme participants to the total number
of unemployed, thus the accommodative gance (j = R/(U+R)), and LDI ,, thelabour demand
index. ; isadigtrict fixed effect that do not vary over timg, and e, isanerrorterm. |, gand m
are parametersto be estimated (see table 6 for definitions of the variaoles).

Firg, | assume that the fixed effects, £;, are equa for dl didricts. To do this, | gpply ordinary leest
squares, OLS, on pooled datafor the Czech and Slovak Republics, respectively??. The results are
presented in Table 7 and Table 8 (Column 1 and 2).

1.5%(x75 - x25) and the lower ad jacent value is defined as the smallest data point greater than or equal to x5 - 1.5%(x75 -
x25).0bserved points more extreme than the adjacent values, if any, are referred to as outside values and are individually
plotted (StataCorp (1999)).

21 Mlada Boleslav is the hometown of the Volkswagen-owned Skoda Auto

22 Time dummies and a constant are included
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Table 7. Results for different specifications for the Czech Republic'

(1) 2) 3) 4) ) (6)
InUN -0.0I3% [-0.016"*|-0.042"**[-0.042"**[-0.018"* [0.069* **
(0.007)) | (0.007) | (0.008) | (0.008) | (0.009) | (0.017)
. - - - - -0.086*** -
InUNweigh (0.012)
LMP -0.119%** - 0.013 - -0.00008| -0.150
(0.036) (0.022) (0.022) | (0.045)
LMP,,.; - - - - 0.150*** -
nelgh (0.035)
InUN + InUN,ign - - - - - -0.086***
(0.012)
LMP + LMPeigh - - - - - |0.150%*
(0.035)
LMT - 0.239 - -0.082 - -
(0.295) (0.170)
WS - -0.159%** - 0.017 - -
(0.037) (0.023)
PW - 0.096 - -0.033 - -
(0.189) (0.108)
LDI (in 100,000 persons) ~ |0.443*** (0.754***| 0.192* | 0.193* |0.267***|0.267***
(0.039) | (0.082) | (0.099) | (0.099) | (0.094) | (0.094)
District fixed effects No No Yes Yes Yes Yes
No of districts 73 73 73 73 73 73
R-square 0773 | 0768 | 0948 | 0948 | 0954 | 0.954
T. TheTog of the real wage (INRWAGE) s the dependent variaole. Jandard erors In parentneses, * |

ndicates significance at the 10 percent level,

** gignificance at the 5 percent level, and *** significance at the 1 percent level. Year dummies are included.

Table 8. Results for different specifications for the Slovak Republic!

1) 2) 3) 4) 5) (6)
InUN -0.1285F*1-0.133***[-0.109**[-0.11/~**[-0.10Z"* [ -0.082F
(0.014) | (0.014) | (0.015) | (0.016) | (0.018) | (0.042)
ln l]]Vneigh - - - - -0.020 -
(0.029)
LMP 0.148*** - 0.092* ** - 0.079** | 0.018
(0.041) (0.029) (0.032) | (0.072)
LMP i - - - - 0.062 -
(0.054)
InUN + anNneigh - - - - - -0.020
(0.029)
LMP + LMPneigh - - - - - 0.062
(0.054)
ILMT - -0.220 - -0.546 - -
(0.511) (0.373)
WS - loasmee| - |o.08ar**| - -
(0.043) (0.031)
PW - 0.230**| - |o0126%*| - -
(0.107) (0.059)
LDI (in 100,000 persons) 1.09*** [ 1.08*** [ -0.224 | -0.258 | -0.215 | -0.215
(0.128) | (0.129) | (0.268) | (0.267) | (0.269) | (0.269)
District fixed effects No No Yes Yes Yes Yes
No of districts 29 29 29 29 29 29
No of observations 203 203 203 203 203 203
Resquare 0808 | 0.810 | 0897 | 0.899 | 0897 | 0.897
T. Thelog of the real wage INRWAGE) Is the dependent variable. Standard errors N paenineses

5, * indicatessgnificance a the 10 percent leve,

** gignificance at the 5 percent level, and *** significance at the 1 percent level. Y ear dummies are included.
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The results show aggnificant negative effect of unemployment and asgnificant postive effect

of the accommodeative stance of labour market programmes on wagesin Sovekia In the Czech
Republic, the effects of labour market programmes are sgnificant and with a negative sgn, while
the effect of unemployment on wagesis much smdler than in Sovakia

To invedtigate to what extent these differences between the Czech Republic and Sovekiaarea
result of imposing equa fixed unobservable effects between didtricts, /'S, | goply a standard fixed
effect modd, i.e. OLS on deviaionsfrom individua means. The results are presented in Table 7
and Table 8 (Column 3 and 4). The fixed effect regressons confirm thet the results for Sovakia
are dronger than for the Czech Republic.

The unemployment dadticity of pay is more then two times higher in Sovakia This meansthat if
the digtrict unemployment rate doubles, real wages will decrease with 7 percent in Sovakiaand 3
percent in the Czech Republic. The unemployment dadticity of pay for Sovakiaisequd to, but
the dadticity for the Czech Republic islower than the 0.1 estimated by Blanchflower & Oswad
(1994) for severa western countries. The results for the Czech Republic are more in line with the
results reported by Blanchflower & Oswad (1999) for five Centrd and Eastern European
countries (induding the Czech Republic, but not Sovakia). They useindividud wage dataand
regiona labour market datafor the time period 1990- 1995 and estimate an unemployment
dagticity of pay of -0.042%°.

The dadticity of the accommodative sance of labour market programmes to wagesis not
ggnificant in the Czech Republic. In Sovakia, | found a poditive sgnificant coefficient for the
accommodative stance of |abour market programmes (table 8, column 3) and a postive
ggnificant coeffident of the wage subsdy programme (WS) and public works (P W) (table 8,
column 3). Less precisdy, | dso esimate a negetive coefficient for labour market training (LMT).
The wage subsidy programme seems to exert upward pressure on wages in Sovekia If the
number of participantsin the wage subsdy programmein relation to the totd number
unemployed in adigrict increases with 10 percentages, holding total unemployment condart,
average red wages will increase with 0.9 percent. Following the theoreticd discussion in section

23 They also teport estimations for the shorter time petiods, 1991-1995 and 1992-1995, where the unemployment
elasticity of wages is estimated to —0.063 and -0.090, respectively.
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4, paticipation in the wage subsdy programme and public works increases the utility (or
decreases the disutility) of becoming unemployed, and the negative effect of increased wages (in
form of increased joblessness) becomes less awvkward for the trade union or individud workers.
For labour market training, which has a sronger focus on skill formation and where the average
subsdies are lower, we do not find this effect on wages.

The edimated effects of the influence of unemployment and ALMPs on wagesin adidrict are
unbiased only if adidrict coincides with alabour market area. This need not dways be the case. |
will test for dternative measures of labour market aress by introducing variables of the labour
market Stuation in neighbouring didricts. Thus, the variable UN;eiqn COrrespondsto the total
unemployment ratein al adjacent districts®*. The variable LMP eign is constructed in asimilar

way.

Theresults are presented in Table 7 and 8 (column 5). Effects of unemployment and ALMPs
from neighbouring didricts are very srong in the Czech Republic. Thus, the digrictsin the
Czech Republic do not seem to correspond to labour market areas. Strong effects of
unemployment and ALMPs are shared between adjacent districts. When including neighbouring
digrictsin the equation for the Czech Republic, | estimate a 9gnificant pogtive effect on wages
from ALMPs and a sronger negdive effect from unemployment.

In Sovakia, the effects from the unemployment rate on wages within digricts outweigh the
effects from neighbouring digricts. The effect of the accommodative Sancein adidrict is,
however, does not differ much from the effects of the accommodative stance in neighbouring
digricts

The 9ze of the didricts usad in the esimations in the Czech Republic and Sovakiaare on
average equd (with aworking-age population of around 90,000). The results indicate that [abour
market areas are amdler in Sovakiathan in the Czech Republic. This could be caused by less
commuting and less diverdfied regiond labour marketsin Sovakia

UN neigh ;; = é UN P / é LF [P where £ is the adjacent districts.
k k

22



Toted if the effects within didricts are equd to effectsin neighbouring didricts, | estimate the
Specification

In RWAGE, =%l ,InUN, +1,(INUN,, +InUN,

neigh;,

)+QLMP, +g,(LMP, + LMP,,,, )+>(9)

Ifl ; =0and g =0, the coefficient of the unemployment rate and ALMPsin onedidrict isequa
to the coefficient of the unemployment rate in neighbouring digtricts. The results from these
etimations are presented in Table 7 and 8 (column 6). The restriction does not hold for the Czech
Republic (1, 1 0 and g, 1 0). In Sovakiathe restriction hold for ALMPs, but not for the total

unemployment rate (1, * 0 and g, = 0). Theeffect of ALMPsis however nat Sgnificant in
Sovakiawhen dlowing for effects from neighbouring didricts

7. Conclusions

Inthis paper, | have presented results regarding the effects of unemployment and labour market
programmes on real wages in the Czech and Sovak Republics using didtrict paneldata for the
period 1992-1998. Clear evidence of a“wage curve’ exigts in both countries. The estimated
unemployment dadticity of pay is, however, higher in the Sovak Republic, than in the Czech
Republic. The wage subsidy and the public works programme exert upward pressure on redl
wagesin Sovakia When accounting for effects from adjacent didricts, a postive sgnificant
effect of labour market programmesis dso estimated for the Czech Republic.

According to the esimations in this paper, the use of active labour programmes had sgnificant
postive effects of wagesin both the Czech and Sovak Republics. Following the theoreticd
framework presented in section 4, increased focus on active labour market programmes have two
competing effects on wages. Increased utility among the unemployed will decrease the pain of
becoming unemployed, and consequently, it will have a postive impact on wages. On the other
hand, increased competition among jobs seekers will exert negative pressure on wages. In the
Czech and Sovak Republics, thefirg effect dominates. According to Camfors and Lang (1995),
the second effect will be stronger if programmes are targeted at long-term unemployed or |abour
force entrants. Some evidence (see for example Ham et d. (1994)) indicates thet participation in
active labour market programmes, at least early in the 1990s, to alarge extent was offered to the
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best gpplicants, rather than thase with poor re-employment prospects. The evidence presented in
this paper is conagtent with these observations.

In this study, | found some differences between the Czech and Sovak Republics. These countries
have had mgor differencesin labour market performance during the 1990s. They have dso to
some extent chosen different policy options. It would be interesting to extend or complement this
study with results from other countries in the region, for example Poland, Hungary and the Bdltic
countries. These countries have chosen other policy options and the labour market outcome
varies congderably in the region. Ancther interesting extenson would be to anadyse crowding—
out effects of programs on regular employmerntt.
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Figure Al: Administrative map of the Czech Republic
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Figure A2: Administrative division of Slovakia before 1996
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Figure A3: Administrative division of Slovakia after 1996
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Figure A4: Box - Whisker plot of the real wage by year in the Czech Republic
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Figure AS: Box - Whisker plot of the real wage by year in the Slovak Republic
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Figure A6: Box - Whisker plot of the total unemployment rate’ by year in the Czech
Republic
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Figure A7: Box - Whisker plot of the total unemployment rate' by year in the Slovak
Republic
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Figure A8: Box - Whisker plot of the share of ALMP participants in total unemployment by
year in the Czech Republic
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Figure A9: Box - Whisker plot of the share of ALMP participants in total unemployment by
year in the Slovak Republic
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Figure A10: The correlation between real wages and the total unemployment rate by year
in the Czech Republic
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Figure A11: The correlation between real wages and the total unemployment rate by year
in the Slovak Republic
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Figure A12: The correlation between real wages and the share of ALMP participants in
total unemployment by year in the Czech Republic
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Figure A13: The correlation between real wages and the share of ALMP participants in
total unemployment by year in the Slovak Republic
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