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Chart 2.1. The overall summary index and its three main components vy
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Panel A. Overall strictness of EPL in 2003 (version 2)2 “
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How to compute an index of institutional variation ?
@ Collect detailed information about procedures

@ Grade them according to procedural complications
® Average across aspects

Improvements with respect to previous (ordinal) versions ?
= cardinality (country differences are meaningful)
= possibility of cahnges over time

Critiques:
= law in books is different from law in practice
= collective bargaining may improve labour standards

Different dimensions of worker protection:
v’ permanent workers
v' temporary workers
v’ collective dismissals
Most countries prefer to protect permanent workers than temporary ones (median voter ?)



Panel B. Protection of permanent workers against individual
dismissal and regulation on temporary forms of employment

Protection of permanent workers against individual
dismissal, 2003

Panel C. Overall EPL strictness: version 1 versus version 2

EPL overall including collective dismissal
(version 2), 2003
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. ", " means statistically significant at 1%, 5% and 10% levels, respectively. Panel B: without Czech Republic,
Portugal, Slovak Republic, Pearson correlation coefficient = 0.568"".
@) Countries are ranked from left to right in ascending order of the overall summary index.

Source: See Annex Table 2.A2.4.



Chart 2.2. Changes over time: some convergence but relative inertia
in country rankings
Panel A. Overall EPL strictness Panel B. Overall EPL strictness
2003 Version 1, late 1980 and 2003 Verzion 2, late 1990 and 2003 2003
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Note: Countries below the 45° line are those where EPL has been eased. Countries above the 45° line have made EPL

more stringent.

Source: See Annex Table 2.A2.4,



Chart 2.3. Deregulation of temporary work as the most prevalent path 4
of EPL reforms =1
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Note: Countries are ranked from laft to right in ascending order of the owerall EFL in the late 1980s {late 19590s

when 1980s data are not availabla).

n) Data for the late 1980s are not available for the Czech Republic, Hungary, Korea, Mexico, New Zealand, Poland, the
Slovak Republic and Turkey.

Source: See Annex Table 2.A2.4.



Most countries have followed the lead of OECD advocating increasing flexibilisation in the 90s,
while now most of them are reverting their line of conduct.

The flexibilisation at the margin (i.e. easier conditions for hiring/firing women and young people)
creates the risk of a two-tier [abour market.

Does EPL affect stocks (how many people are unemployed at a given point of time) or flows
(people moving in/out of unemployment over a given interval of time) ?

Old view: EPL increases stok of unemployed
New view: EPL reduces flows in/out of unemployment



Chart 2.4. Simple correlations between EPL, labour market dynamics,
and the incidence of long term unemployment
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=5, %%, *means statistcally significant at 1%, 5% and 10% levels, respectively.

6] The unemployment inflow rate is defined as persons unemployed for less than one month a8 a percentage of the
source population (the working age population less the unemployed) and the outflow rate as the percentage of the
unemployed moving to employment or out of the Iabour force in an average month.

Source and definition: See Annex Tables 2.A2.4 and 2A3.1.



How to study the relationship between two variables (for example y =unemployment and
x =EPL)?

Simplest analysis: correlation.
No indication about direction of causality.
Possibility of spurious correlation

Linear regression: y = o+ Bx + € where ¢ is a white noise
Type of samples: cross-country — time series — panel data

Panel models exploit temporal and geographical variation
Vi =0+Px; +¢,
where i is the country and ¢ is the year.

However the relationship could be affected by external country features which are irrelevant with
respect to the unemployment (religion, ethnical conflict, etc)

For this reason the relationship is allowed to have different intercepts but the same slope

Vit + Bx, +¢,

where o, is a country fixed effect.



Table 2.2. EPL reduces labour market dynamics®
Random effects, GLS

. Incidence of long-term

Flows into unemployment!? | Flows out of unemployment! unemployment
EPL -0.165*** (005) -5.030*** f1.07) 327 [1.36)
Centralisation/co-ordination index -0.015 {004) 0.003 {0.84) —0.904 {1.10)
Bargaining coverage 0.001 {203} -0.053 (.05} 0.108 (0.0}
ALMPE 0761 {0.31) —-1.327*** (043}
Tax wedge 0.002 {001) -0.143 {f.14) 0.0B0*** {0.15)
Unemployment benefits pag7r**  (o08)
Output gap -0.0af** foo1) 1.064*** {0.24) 0574 fD18)
F-testd RIT il 4 g 598"
B-P LM =t Bo@ == B38 g=** 1417.0%**
Hausman test! 106 56 09
Coefficients on EPL estimated using
other methods
Fixed effects -0.ngzs (005} -3.106** (127} 1.763 {1.53)
Pooled OLS -0.300*** {003) 6568 [0.7E) 5.002*** {10d)
Mao. of observations 295 276 270
No. of countries® 19 19 19
=%, *%, * means statistically significant at 1%, 5% and 10% levels, respectively. All regressions include a constant term;
standard errors in italics.
a) As the explanatory variables are not able to fully account for the rapid increase in Finnish and Swedish

b)

unemployment rates in the early 1990s (13 and 7.4 percentage points between 1990 and 1993 for Finland and
Sweden respectively), data for Finland and Sweden in 1991 and 1992 are not included in the regression. Germary
iz only inclnded for the post-unification period (1991 onwards). The sign and significance of the coefficients do
not change when the output gap is replaced wih time durmnmies, in the RE specification.

The unemployment inflow variable is defined as persons unemployed for less than one month as a percentage of
the source population (the working-age population less the unemployed) and the unemployment outflow variable
as the percentage of the unemployed moving to employment or out of the labour force in an average month.
ALMP is instrumented on its average owver the entire estimation period in the RE specification.

F-test of the hypothesis of absence of country-specific effects. Breush and Pagan LM test for random effects,
distributed as a x%yy. Hausman (1978) specification test, distributed as a 2.

Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germary, Italy, Japan, Netherlands, Mew Zealand,
Morway, Portugal, Spain, Sweden, Switzerland, United Kingdomn and United States.

Source and definition: See Annex Table 2.A3.1.



Chart 2.5. EPL and labour market performance: simple cross-country correlaﬁoga,

Total employment rate, 2002

Total unemployment rate, 2002
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.7, " means statistically significant at 1%, 5% and 10% levels, respectively.

Source and definition: See Annex Tables 2.A2.4 and 2.A3.1.
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Table 2.4, The employment effects of EPL vary across population groups®

Coefficient on EPL
Dependent variable: employment rate
Prime-age men Prime-age women Youth Older Low zkilled

Random effectst 01a7 {0.249) -1.381** [0 -2062*** (D& -0.298 {0.54) -0.051 {0.548)
Fixed effects 0.543 {036} -1.488** (065 -0.234 {081} -0.088 {0.54) 1.183* {064}
Pooled OLS QEE2*** w29 -3.030*** f1.11) -3 7e0 {45 4419*** @E3) 185+ [B57)
F-test® 4564 23354+ TR 20844+ 72402

B-P LM testt &3 .8*~* 1135 B1B.4%** 30B.4*** B2a.7
Hausman test® B4 04 ST 520 23,74

No. of obzervations 285 142 278 153 224

No. of countries® 19 16 18 18 19

=%, %, * means statistically significant at 1%, 5% and 10% lewels, respactively. Three sets of estimations are shown,
corresponding to three different methodologies, namely random effects, fixed effects and pooled OLS (see Box 2.3 for
the explanation of these methodologies). All regressions include: output gap, tax wedge, high coordination dummny,
low-coordination dumnmy, expenditure on ALMP per unemployed, unemployment henefits replacement rates. Prime-
age wormen regressions include, in addition: relative tax rate of the second earner, child benefits, public spending on
child care and days of paid leawve. Youth and Low skilled regressions include, in addition: minimum wages as per cent
of average wages. Clder workers regressions include, in addition: average retirement age, implicit tax rate on
contimied work. Detailed results are available on request. Standard errors in italics.

!

b)

o

As the explanatory variables are not able to fully acoount for the rapid increase in Finnish and Swedish
employment rates in the early 1990s (12 and 10 percentage points between 1950 and 1993 for Finland and Sweden
respectively), data for Finland and Sweden in 1991 and 1952 are not included in the regression. Germary is only
included for the post-unification period (1991 cnwards). Employment regressions for women and youth include a
trend to acoount for the strong rise in fernale participation and the tendency of youth to stay longer inachool and
delay entry to the lsbour market.

ALMP iz instrumented con its average over the entire estimation period. The sign and significance of the coefficient
on EPL for wormen and youth do not change when the output gap is replaced wih time dummies. The effect of EFL
on employment rates of older workers and the low skilled becomes positive and significant when the output gap
iz replace with ime dummies.

F-test of the hypothesis of absence of country-specific effects. Breush and Pagan LM test for random effects,
distributed as ay”,; Hausman (1978) specification test, distributed as a »*.

Australia, Austria, Belgium, Canada, Denmark (not for older), Finland, France, Germarny, Italy (not for women),
Japan (not for wornen), Netherlands, New Zealand, Morway, Portugal, Spain, Sweden, Switzerland (not for
women), United Kingdom and United States.

Source; Sea Annex Table 2.A3.1.



Chart 2.8. Unemployment benefits re-assure workers while EPL
makes them worry

& Employees on permanent contracts
== Trendline for employees on permanent contracts

Security index 2 [ate 1990s

5.8

3.6

3.4

3.2

3.0

2.8

2.6

2.4

2.2

2.0

sk @

il L]
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the unemployment benefits per unemployed, it is 0.58" for permanent contracts and 0.59 for temporary contrats.

a) Average answer, by country, to the following question from ISSP “Do you worry about the possibilities of losing

your job?” - Scale from 1 (I worry a great deal) to 4 (I don’t worry at all).
b) Expenditure on unemployment compensation divided by LFS unemployment .

Source: Data on security index taken from the International Social Survey Programme 1997 (ISSP); OECD database on

Labour Market Programmes; OECD database on Labour Force Statistics.



Table 2.3. A summary of empirical findings

q0D g

Variation Cyclical contrals shock Estimation w Q:FJ
Dependent variable  Data frequency in institutional variables, and institutional  Results Remarks o
. methodology &
variables controls b,
Baker of & (2004)  Unemplayment. Five-year averages.  Time varying Change in inflation. EPL is found fo have no effect  The authors use several different specifications Aandam effects
institutions. EPL, UB replacement rates,  on unemployment rates, to illustrate the lack of robustness of panel data and fixed effects.
LB duration index, union except for estimates found in the literature. Some specifications
density, union coverage, the sub-period 1980-38 include interactions between UB dumtion and
coordinatian index, when EPL is found to reduce  replacement rates, union density and wage bargaining
tax wedges. unemployment. coordinatian, tax wedge and coardination.
Belot and wan Ours  Structural Annual. Time-varying Change in inflation. EPL is found to hawe no effect  The paper includes interactions between institutions. Fixed effects.
(2000) unemployment. institutions. EPL, UB replacement ratez,  on structural unemployment  This has a sound theoretical foundation as policy
unian density, union at mean value of union complementarities are likely to play an important role
coverage, coordinationindex, density and coverage, in shaping labour market performance. A drawback
tax rates. and bargaining coordination. of the model is that it is static so that the within-country
EPL mises structuml persistence of unemployment is excluded.
unemployment when union
cowerage is higher
than average.
Bertola efaf (2002) LUnemployment. Five-year averages.  Congtantand time-  TFP growth; lsbour demand  Constant EPL is found The authors find that institutional changes raizs Fixed effects.
varying inatitutiong.  shocks; real interest rate. to significantly increaze unemplayment slightly more than shocks
Pluz: share of youth [15-24) the effect of shocks ind demographics do. The interaction betwesn
in the population. on unemployment. Thiz is institutions (time-warying or constant) and shocks
EPL, ALMP, LB replacement no longer the case when EPL  remains impartant in explaining the divergence in
rates, LIB duration index, iz allowed to chanpe over unemployment rates across countries.
unian denaity, union time.
coverag e, coordination index,
tax wedpe.
Blanchard Unemployment. Five-year averagez.  Constant TFP growth; labour demand ~ EPL reinforces the negative  The paper focuses on explaining lang-run shifts Fixed effects.
and Waolfers { 2000) institutions. shocks; real interest rate effect of shocks in unemployment with the interaction between constant
shocks. on unemployment institutional wariables and long-run changesin the level
EPL, ALMP, UB replacement in the long run. of TFP growth, labour demand and the real interest rate.
rates, UB duration index,
unian density, union
coverage, coondination index,
tax rates.
Elmeskoy & & Sfructural Annual. Time-varying Dutput pap. EPL iz found to increaze The result on EPL is consigtent with the idea that when  Handom effects.
{1998) unemplayment. institutions. EPL, ALMP LB replacement structumlunemployment, insiders have strong bargaining power, they may more

rate, union density,
coordinatan index,
corporatism index, fax
wedge, minimum wages.

with its effect reinforced
at intermediate levels ofwage
bargaining coordination.

easily resiat attempts by employers to lower wages
= a result of higher dismissal costs, even if this works
to the defriment of outsiders.




Table 2.3. A summary of empirical findings (cont.)

qD g

S
Variation Cyclical contrals shock Estimati i sz‘
Dependent variable  Data frequency in Institutional variables, and institutional  Results Remarks mation o
. methodology &
variables controls b= L
Heckman and Pagés Employment and Annual. Time-varying GOP level, GOP growth. EPL is found to have & The authors uge a sample of OECD and Latin American  Random effects,
(2000) unemployment institutions Plug: female participation negative and significant countries and their own meazure of EPL. They uze RE, fixed effects, pooled
[by gender and age) (two pericds only).  rates and proportion ofthe  effect on owerall employment  FE and OLS and only employment results for men QaLs.
and incidence popu lation aged 15-24. rates. The effect of EPL and youth are found robust across metheds. The effect
of long-term Job security index { bazed On prime-age men of EPL on prime-age wamen emp loyment vary wid ely
unemplayment. on notice periods employment iz amal ler acress estimation procedures. Effects on unemployment
and Severance pay), than the averall effect, are nearly always positive and stronger
TIiNi MU m Wages, union while the effect on youth for OECD countrieg.
centralisation. employment iz larger than
the overall effect. The effect
of EPL on unemployment
iz not significant in most
specifications. No effect
iz found an lang-term
unemployment.
Nickell (1957) Unemployment, Five-year averages. Some time-varying  Change in inflation; dummy  EPL is found to have The paper uses five-year averages of the data, including Random effects.
long-term institutions for second period. no significant effect on total  averages of some time-varying institutions, in order
unemployment, {constant EPL). EPL, ALMP, UB replacement unemployment but to smooth outcyclical factorz. The result
employment rates, UB duration index, it iz shown to significantly on employment rates is driven by the effect of EPL
to population ratio unian density, unicon increase long-term on the labour market position of under-represented
{overall and coverage, coordination index, unemployment; EPLis also  groups.
for prime-age men). tax wedge. found to reduce employment
to population ratios and
participation rates. No effect
iz found on employment
rates of men aged 25 to 54.
Nickell ef & Sfructural Annual. Time-varying Time dummies, money EPL is found to hawe an The paper estimates a dynamic model with actual Fixed effects +
(2001, 2003) unemployment institutions. supply shock, change in TFR  impact on structural unemployment explained by institutional factors lagged dependent
and the employment grawth, labour demand unemployment, mainky that impact on equilibrium unemployment and shocks  wariable.
rate {in another shock, realimport price pperating via its impact on  that cauze unemployment to deviate tempararily from
paper). shocks, redl interest rates. raizing unemployment equilibrium unemplayment. Bhifts in labour marest

EPL, UB replacement rateg,
LB duration index, union
density, coordination index,
tax wedge, cwner occupation
rate.

perzistence (captured by the
interactian af the EPL
variah e with lagged
unemployment). A twin
working paper applies

the same structure to

the employment rate

and finds a non-significant
effect of EPL.

ingtitutions are found o explain about55%

of the change in unemploeyment, while imteractions
between constant institutions and shocks appear
to make no significant add itional contribution.




Table 2.3. A summary of empirical findings (cont.)

o D Fgr

‘ariation Cyclical contrals shock Estimation wd QF‘
Dependent variable  Data frequency in Institutional variables, and institutional Results Remarks o
) methodology &
variables contrals b
QECD {18899, Unemployment and  Six-year averages.  Time-warying Output gap. In most cases, the impactof  The chapter uses two-period (1985-80 and 1 992-97) Randam effects.
Chapter 2) employment ratez institutions. EPL, ALMP, LB replacement EPL on both unemplayment  panel regressions to estimate the effect of EPL an
{in log and by rates, LB duration index, and emplayment rates is various labour market outcomes.
gender, age and unian dengity, union found to be negative but not  EPL is found to decreaze unem ployment inflow and
skill). coverag e, coordingtion index, statistically significant. outflow rates and to raise mean employment d uration.
centralisation index, tax Nepgative and statistically EPL i5 alsa found to increaze the s hare of self-
wedge. significant effectare found  employment All of these effects are statistical i
on prime-age men significant.
unemployment only. Positive
but not statistical ly
significant effectare found
on prime prime-age men
employment and youth
unemployment.
QECD (20023, Employment rate. Annual. Time-varying Output gap. EPL is found to decrease The negative and statistically significant effect of EPL Fixed effects.
Chapter ) institutions. EPL, UB replacement rates,  overall employment rates. iz mostly found in countries with intermediary levels
union denzity, product of bargaining corporatism.
market regulation index.
Scarpetta (1996) Btructural Annual. Time-warying Output gap. EPL is found to mise The paper estimates 2 dynamic model — az wellas a Aandam effects +
unemplayment. institutions. EPL, ALMP, LB replacement structuralunemploymentand siatic one —and shows that EPL reduces the adjustment lagged dependert

rates, union density,
coordinatian index,
corporatism index, tax
wedge.

non-employment, with

apeed of unemplayment prezumab iy by raising real

stronger effectz foryouthand  wage rigidity.

long-term unemployment.

variable.

ALMP: active labour market policies; EPL: employment protection legislation; FE: fixed effects; OLS: ordinary least squares; RE: random effects; TFP: Total productivity factor;

UB: Unemployrnent benefit.



