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INTRODUCTION

The purpose of this paper is to construct a summary indicator capturing the adaptability

of labour markets to economic and structural changes.  

We think of adaptability as a different concept than the more popular notion of

flexibility: the former includes the latter but - at least potentially - it goes far beyond.

Indeed, our working definition of adaptability refers to the ability of the labour market

to 

i) provide protection against uninsurable labour market risk, 

ii) provide training in order to ensure that labour skills continuously match

demand as economic development and technological advance take place and as

the international division of labour evolves;

iii) preserve an efficient degree of geographical mobility and mobilise labour

supply;

iv) ensure a sizeable labour force

To date, most of the theoretical and empirical efforts have been devoted to the analysis

of flexibility, which in the international policy debate is often referred to in terms of a

country’s Employment Protection Legislation (EPL).  Yet, as we shall see, there are a

number of reasons why the notion of adaptability can be more meaningful and useful

than flexibility in assessing labour market performance. Our study focuses on the labour

market adaptability against potential market failures in the protection and training of

workers. In other words, we believe that the labour market should be able to provide,

through a variety of institutions, protection and training, two dimensions that are not

necessary provided by market forces. Yet, introducing these institutions impose some

costs on the ability of the labour market to provide jobs and mobility, and accordingly,

an adaptability measure should take these also these dimensions into account. 
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Starting from the existing work on EPL…..

To develop our reasoning, let’s start from EPL, the set of legal rules that regulates

dismissals.   Following the OECD Jobs Study (1994) guidelines, a broad international

policy consensus has associated the notion of strict EPL with a poorly functioning

labour market.   The argument goes like this: strict EPL makes the labour market rigid,

while loose EPL makes the labour market flexible.   Further, it is fairly obvious that

European labour markets do not provide enough job opportunities when compared to

the North American labour market. Since the latter market is characterised by a very

loose EPL, it follows automatically that European labour market needs flexibility and

strict EPL becomes synonymous of "poorly functioning" labour market.   We argue that

this reasoning is clearly attaching normative judgement to the simple existence of an

institution, without considering why such institutions have been introduced in the first

place.   

The economic literature on EPL takes a broader perspective, and reaches conclusions

that are not as straightforward as those put forward in the policy circles. A large number

of studies have been devoted to the impact of EPL on labour markets' performance.

EPL indicators simply measure the presence of institutions (taken as exogenous) that

affect labour market outcomes in terms of flows, stocks and their composition.   The

empirical evidence of this work has no clear cut predictions, since EPL has a clear

impact on flows but ambiguous effects on the employment stocks.   With reference to

our debate, the economic literature concludes that EPL certainly matters for labour

market outcomes, but such indicators cannot be taken as synonyms of "good" and "bad"

markets.   

….we move toward a broader definition of adaptability

In this paper we argue that if one is looking for an index, or a set of institutional

indexes, to be used for assessing the labour market, it is first necessarily to recall that

any institution must serve a purpose.  This implies that any institution must necessarily

benefit somebody, otherwise it would simply not be in place.   Further, we believe that

any normative indicator should simultaneously consider the costs and benefits linked to
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the existence of any institution.   Clearly, this cost-benefit analysis is not currently

present in the mono dimensional  index proposed by the OECD.

While EPL clearly remains a key aspect of labour market adaptability, this paper

emphasises that the main purpose of EPL is to protect workers against uninsurable

labour market risk, without imposing any direct tax burden on labour.   However, in

providing this benefit, EPL bears some obvious costs, since it protects only the insiders

(mainly prime age males) at the expenses of the outsiders (the youth and the

unemployed).   As a result, as it has been clearly shown in the economic literature, strict

EPL makes the labour market sclerotic, leading to low unemployment flows and long

unemployment duration.  Further, strict EPL is likely to marginalize the outsiders (high

youth and female unemployment), and to stimulate the informal sector.  In other words,

it generates dualism.

However, strict EPL is not the only institution that provides insurance against

unemployment risk.  The unemployment insurance system, or simply the

Unemployment Benefits (UB), plays a similar role.  Similarly to EPL, unemployment

benefits have costs and benefit, since they provide income during the unemployment

spells, but they impose a fiscal burden on labour, and in most cases they protect only the

laid-off with employment history.   Moreover, even though they may increase

participation, they could discourage search.

This discussion should make clear that it is incorrect and incomplete to assign

normative implications to the mere existence of a single institution.  In reality, any

normative judgement should properly assess the costs and benefits of each institution,

and a proper “normative indicator” should consider the objectives of the institutions and

quantitatively assess their costs and benefits.

We thus go beyond the narrow concept of flexibility and EPL and consider a broader

indicator aimed at describing in a synthetic way the overall labour market adaptability.

Our working definition of adaptability tries to capture i) the ability of the market to

protect against uninsurable risk, ii) the ability to make sure that skill requirements are

met while simultaneously allow for a iii) sizeable labour market and iv) labour mobility.

To summarize, we believe that the labour market should be able to provide, through a

variety of institutions, protection and training, two dimensions that are not necessary
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provided by market forces. In this sense, our study focuses on the labour market

adaptability against potential market failures in the protection and training of workers.

Yet, introducing these institutions impose some costs on the ability of the labour market

to provide jobs and mobility, and accordingly, our index explicitly take these

dimensions into account. 

While we are aware that our exercise will involve some of the aggregation pitfalls

typical of the EPL literature that we review, we believe that it is still worth doing it. It’s

payoffs are potentially sizeable, since our proposed measure explicitly takes into

account not only the reasons for which the institutions are put in place, but also the

endogenous responses of an imperfect labour market to the introduction of the

institutions.  

…..With important Caveats.  

Some issues can be raised against the significance (and therefore the usefulness) of a

single index.  Like any single indicator, our proposed measure has inevitably a large

degree of arbitrariness and it suffers from serious aggregating difficulties. Further, our

indicator, while certainly useful for cross-country comparison, does not make

particularly straightforward a time series interpretation. 

Further, for data limitation and for limited availability of more recent data on training,

our proposed measure of adaptability refers to the mid 1990s. Nevertheless, we believe

that the objective of our study is not to provide the definitive measure of which

countries are more adaptable than others, but simply to provide a unified and coherent

framework for thinking about adaptability, and to provide a synthetic indicator. In case

policy makers will find useful and interesting our proposed measure, further efforts

should me made for collecting data in a timely fashion and allowing a prompt measure

of our proposed indicator. 
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Finally, it might argued that adaptability of labour markets is a much broader concept

than the relative narrow concept proposed in this paper. While we are sympathetic with

this view, we believe that there is an important trade-off between the idea of a synthetic

indicator and the need to cover several potential dimensions of adaptability. Thus, our

paper does not deal with important issues, like the role of taxation and wage flexibility,

that albeit important from a policy makers standpoint, are very difficult to include in a

single index similar to the ADA index proposed in this paper.

The Road Map

Our paper proceeds as follows.  PART A focuses on Employment Protection

Legislation, which in the current policy debate is widely considered an indicator of

flexibility of labour markets. First, we discuss the case for further progress in analysis

and measurement of how EP institutions affect labour market outcomes, and conclude

the section by arguing that that there is still much to be done on this field.  Second, and

most important, we argue that focusing only on EPL measures in order to assess how

labour markets work is largely an incomplete and incorrect approach, since it keep the

analysis to a very narrow perspective.

We next provide a theoretical and operational definition of an aggregate "adaptability"

index (ADA), and each of the four sub-sections of PART B are devoted to the analysis

of the single components of the ADA index.  I this respect, section B1 deals with the

issue of PROTECTION against the risk of unemployment.  Section B2 aims at

assessing the ability of labour markets to provide TRAINING to the workforce (both

employed and unemployed).  Section B3 argues that an adaptable labour market should

also be able to preserve an adequate degree of MOBILITY of labour across labour

regions and sectors.  Section  B4 focuses on the SIZE of the labour market. Section B5

aggregates the index and provides a numerical value for the ADA index. 
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PART A

MEASURING AND EVALUATING EMPLOYMENT

PROTECTION REGULATIONS:  

THE STATE OF THE ART

The current policy debate, as well as the existing measures, almost identify labour market

flexibility with Employment Protection (EP) provisions.  To date, theoretical and

empirical work have made important progress towards measuring EP provisions and

assessing its economic impact.  Much, however, remains to be learned.  

In fact, developments in the past decade, notably reforms on EP in most European

countries and the expansion of non-standard forms of employment, have, on the one

hand, rendered obsolete existing information, and, on the other hand, called into question

the methodological basis for such empirical exercises.

Despite significant efforts have been made to update existing information and to take into

account the increasing complexity of the relevant institutional features of EP, the case for

further progress in analysis and measurement of how labour market institutions affect

labour market outcomes is still very strong, and comes basically from two main

weaknesses of current measures: a) omitted variables in EP measurement, and b)

endogeneity of EP with respect to labour market performance.

The Existing Measures of Employment Protection Legislation

Employment protection legislation (EPL) refers to a heterogeneous set of legal rules

that describe how and when an employment relationship can be terminated.  In terms of

the economic analysis of EPL, it is very important that the decision to interrupt an

employment relationship may require a court judgement, whose role is to check that the

separation is ‘fair”, where fairness is somehow defined in the legal codes.  The
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legislation prescribes also that a job separation, if allowed, must be accompained by a

side payment (severance payment) and that a firing be notified to the employees within

a legislated period of time (advance notice).   Another important dimension of EPL

refers to the set of procedures that must accompany a job separation.  Such procedures

are particularly important for mass firing, since the legislation often requires that a firm

discusses with the union the terms of the dismissal.  Finally, EPL varies with different

job characteristics, such as firm dimension and the economic sector.  From such simple

discussion, it is clear that EPL is a multidimensional phenomenon.

Inevitably, the complex set of legislation implies a cost to the firm.  It is indeed very

difficult to exactly assess the total cost of an individual dismissal, since the total value

depends from the probability that a worker appeals the firm decision, and from the

probability that a court rules in favour of the firm.  In the case of Italy, for example,

EPL requires also that following an unfair ruling a worker be reinstated in its previous

job.  A recent study estimated that an Italian firm with more than 15 employees that

fires a blue collar and loses the legal battle with a probability of eighty percent incur a

total cost of 15 monthly wages.  

In terms of economic analysis, the multi-dimensions of EPL can be described in two

main components.  The first is a monetary transfer between the firm and the worker

conditional on a job separation.  This component is akin to a wage payment, since it

requires a transaction from the employer to the employees.  The second component is

similar to a tax, since it is paid to a third party, outside the employment relationship.

Conceptually, the severance payment and the advance notice refer to the monetary

transfer while the legal costs and other procedural inconveniences refer to the tax.  On

average the transfer component is by far the largest, and amounts to some 70 percent of

the total cost.  

EPL  Measurement and international comparison

The previous section defined EPL and argued why the set of rules implies a firm cost.

Unfortunately, there are no measures of the average firing costs in the different

countries.  Economists interested in international comparison apply a method called

“rankings of the rankings”.  This implies assigning a number (e.g.  from 1 to 6) to each
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country relatively  to each dimension of EPL.  Larger numbers refer to more “rigid”

regimes.  Averaging out across the various components, we obtain a synthetic measure

of the strictness of EPL.  Table 1 reports the synthetic indicator of EPL for 35 counties.

In order to obtain the synthetic indicator, it is necessary to simultaneously consider the

strictness of EPL for individual dismissals for regular contracts, for temporary contracts,

as well as the collective dismissal.  The average of the previous measures yields the

global indicator.  Obviously, each component is obtained as the average of further

indicators.  If we consider the indicator that describes individual dismissal, the numbers

of Table 1 are  obtained as the average of 4 different indicators: procedural

inconveniences, the length of the notice period, the size of the severance payment and

an indicator of the difficulty of dismissal, which is linked to the complexity of the court

procedures in each country.   Clearly, in order to obtain Table 1, it is necessary to

consider a huge number of variables.  

From Table 1 we learn that United States, Canada and Australia, the Anglo-Saxon

countries, are the most flexible economies while Spain, Italy and Germany have the

most rigid labour markets.   Table 1 reports also the value of the index in the mid

eighties, and allow us to observe changes in the strictness of EPL.  The Table shows

that, relatively to permanent contracts, the degree of protection is basically unchanged.  
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Table 1. Employment Protection Legislation Index

late 80s late 90s late 80s late 90s late 80s late 90s
Austria 2.6 2.6 1.8 1.8 2.2 2.2
Belgium 1.5 1.5 4.6 2.8 3.1 2.1
Denmark 1.6 1.6 2.6 0.9 2.1 1.2
Finland 2.7 2.1 1.9 1.9 2.3 2.0
France 2.3 2.3 3.1 3.6 2.7 3.0

Germany 2.7 2.8 3.8 2.3 3.2 2.5
Greece 2.5 2.4 4.8 4.8 3.6 3.6
Ireland 1.6 1.6 0.3 0.3 0.9 0.9

Italy 2.8 2.8 5.4 3.8 4.1 3.3
Netherlands 3.1 3.1 2.4 1.2 2.7 2.1

Portugal 4.8 4.3 3.4 3 4.1 3.7
Spain 3.9 2.6 3.5 3.5 3.7 3.1

Sweden 2.8 2.8 4.1 1.6 3.5 2.2
United Kingdom 0.8 0.8 0.3 0.3 0.5 0.5

Group A 3.5 3.0 4.3 3.8 3.9 3.4
Group B 2.4 2.5 3.1 2.3 2.8 2.4
Group C 1.2 1.2 0.3 0.3 0.7 0.7
Group D 2.4 2.2 2.9 1.5 2.6 1.8

European Union 2.6 2.4 3.0 2.3 2.8 2.3

United States 0.2 0.2 0.3 0.3 0.2 0.2
Group A (Southern Europe): Italy, Portugal, Spain, Greece
Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands
Group C (Common-law countries): United Kingdom, Ireland
Group D (Scandinavian countries): Denmark, Finland, Sweden
Source: OECD Employment Outlook, 1999.

regular temporary overall

EPL - Employment Protection Legislation
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A.1

OMITTED VARIABLES IN EPL MEASUREMENT

Failure to capture labour market dynamics and heterogeneity

OECD indicators simply average out EPL indicators over various areas (notably,

regular employment, temporary contracts and collective dismissals).  However, in the

late 1980s and through the 1990s, European labour markets' reforms have been

relatively frequent, although piecemeal in character.  Eligibility requirements have often

become tighter for unemployment benefits, notably for early retirement and invalidity

pensions.  Job security provisions have generally been kept for standard employment

contracts, but less protected forms of employment (part-time and temporary) have been

allowed.   Until recently1, the role of such atypical forms of employment was not always

captured by the standard EPL measures.   Moreover, the economic impact of the

resulting multi-tier labour market structure has yet to be assessed on a comprehensive

cross-country basis.  EPL reforms in most countries have increased the duality of labour

markets, creating a large segment with short-tenures and low protection along with the

traditional long-tenures, high-protection component.  Fixed term contracts are

becoming increasingly important in Europe.   It is essential to take into account the

incidence of these contractual forms in total employment, especially as regards flow

information on the relevance of temporary contracts in total hiring and on the likelihood

of transition from fixed-term to permanent contracts.

Moreover, there are many exemptions to the application of EPL legislations.   For

instance, small units are usually exempt from the reinstatement obligations and other

procedural requirements in the light of the fact that these obligations are a source of

fixed costs and hence affect particularly small units.   One could possibly weight the

tightness of EPL regulations on the basis of the share of employment exempted from

these regulations (e.g., the share of employment in small units).   However, the size of

this exemption area is endogenous, and coverage of EPL provisions can have important

                                                          
1 Oecd Employment Outlook 1999.
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effects on the size distribution of firms and on the industry composition of employment.  

Failure to capture the crucial role of enforcement procedures

The existing indicators of EPL are ill-suited to track asymmetries across countries and

over time in the degree of enforcement of employment protection.  Yet, there are several

important indications that such asymmetries may be more marked than differences in

legislative norms and that they may play a crucial role in affecting the work of labour

markets.

Table 2 displays correlation coefficients between, on the one hand, various features of

EPL (the OECD overall index and three sub-indexes) and, on the other hand, two labour

market statistics: the ratio of job losers to total employment (JOBLOSS) and a rough

measure of unemployment inflows as a percentage of employment (INCIDENCE).

Economic theory suggests that both JOBLOSS and INCIDENCE should be negatively

associated with the broad stance of EPL provisions.  The three sub-rankings of the

overall OECD measure of employment protection capture respectively: 1) procedural

inconveniences to be activated when issuing a dismissal notice, 2) notice and severance

pay requirements, and 3) difficulty of dismissals, capturing legal obstacles, ranging

from the strictness of the legal definitions of unfair dismissal to the monetary

compensation typically required in case of unjustified dismissal.  Clearly, the third

feature is the one offering the closest approximation of the interpretation given by

jurisprudence of EPL legislation.  Interestingly, the sub-index “difficulty of dismissal”

bears the strongest (and negative, as predicted by economic theory) correlation with

JOBLOSS and INCIDENCE.  As the correlation between the other two features of EPL

and labour market flows is not statistically significant, it would seem that the measure

which best captures the enforcement of EPL drives the negative correlation between

flows and the overall EPL index.  

Moreover, the role of jurisprudence on terminations of employment contracts in the

work of labour market may have increased in importance over time together with the

increasing complexity of EPL provisions.  In fact, greater institutional complexity
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endows administrations and judges with more degrees of freedom in the enforcement of

EP, thereby increasing their social responsibilities vis-à-vis workers and employers.

Table 2 Employment protection and labour market performance

(rank correlation coefficients)

JOBLOSS nobs INCIDENCE nobs
Overall EPL ranking -0,49 ** 12 -0,52 ** 13
Sub-indexes:
Procedural inconveniences -0,27 12 -0,20 13
Notice and severance req. -0,39 12 0,07 13
Difficulty of dismissals -0,78 *** 12 -0,50 * 13

Notes: one asterisk denotes significance at 90,two at 95, three at 99 confidence levels.
JOBLOSS = % of currently non-employed who left their job due to a layoff (average over the 1990s).
INCIDENCE = unemployed with tenure shorter than one-month as a % of total employment (av. 1990-6). 
Source: Bertola et al. (1999), Table 6, page 16.
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A.2

ENDOGENEITY OF EMPLOYMENT PROTECTION

Influence of labour market conditions on institutions (reverse causation)

As argued above, jurisprudence is likely to have an important role in shaping the

effective strictness of EPL regulations, and its role may have increased in importance

over time together with the increasing complexity of EPL provisions.  One relevant

empirical issue is whether the predominance of enforcement over legislative norms

alters the effects of EPL and makes employment protection legislation dependent on

labour market conditions, e.g., because judges and PES officials feel that under

conditions of severe labour market slack in a region or during a cyclical downturn,

workers should be more heavily protected against dismissals than in buoyant labour

market conditions.  

Despite its paucity, available information on the enforcement of EPL is relevant: as

discussed in Bertola et al.  (1999), the nature and stringency of EPL enforcement does

vary across countries in meaningful ways, and its behaviour over time appears to be

strongly influenced by underlying labour market conditions.  Moreover, it is quite likely

that the degree of legislative EPL itself is influenced by the dynamics of labour markets.

As also pointed out in Nickell-Layard (1999) and Blanchard-Wolfers (2000), higher

unemployment can be a source of pressures to increase the strictness of employment

protection, thereby creating the conditions for reversed causation between labour market

performance and firing costs.

All this suggests that labour market conditions can play an important role in the

magnitude and nature (more or less favourable to employees) of EPL norms and

enforcement.   Indeed, the evidence points to an endogeneity of jurisprudence, which

should be duly acknowledged when assessing the causal relation between EPL and

unemployment (or other economic variables).  Other problems arise in this context.  For

instance, a convergence of EPL legal codes across countries may not bring about a
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convergence in labour market as long as the variation across countries and over time in

enforcement remains the same or follows a different pattern.

We have argued above that labour market conditions can play an important role in the

magnitude and nature (more or less favourable to employees) of  jurisprudence.

Available information on the enforcement of EPL - discussed in Bertola et al.  (1999) -

suggests that the nature and stringency of EPL enforcement does vary across countries

in meaningful ways, and its behaviour over time is strongly influenced by labour market

conditions.   In Chart 1 we plot the incidence of long term unemployment against the

number of cases brought before courts (relative to total employees) for several OECD

countries, and find a positive relationship between the two variables.   

Another dimension of jurisprudence which seems to be linked to labour market

conditions, both across countries and over time, is the percentage of cases favourable to

workers.  As shown in Chart 2, the countries where tribunals are most frequently

involved in labour disputes, arising from the termination of contracts tend also to be

those with the highest percentage of cases favourable to workers.  Spain is a case in

point.  Here almost 72% of cases were in 1995 won by the workers compared with less

than 50% in North-American countries and a low 16% in Ireland, all countries where

tribunals seem to intervene rather infrequently in labour disputes concerning contract

termination.  The high incidence of judicial procedures in France may also be partly

explained by a large share (74%) of cases favourable to workers.  The likelihood that

the court rulings are favourable to employees tends to play an important role in inducing

workers to bring their case to the courts, although it may, on the other hand, also

encourage employers to reach extra-judicial agreements.  

Other relevant information on the enforcement of EPL can be obtained by analysing the

time-series properties of data on jurisprudence.  Bertola et al.  (1999) find a very

marked covariation of the incidence of jurisprudence (cases as a percentage of labour

force) and unemployment in Germany.  Co-movements of indicators of jurisprudence

and unemployment are also observed in Spain, especially when the focus is on cases

ended with sentences favourable to the employees.  

Empirical evidence on case law in Italy also points to a strong link between law

enforcement and regional labour market conditions (Macis, 2001).  
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Chart 1. Incidence of Long-term unemployment and litigiosity rates (year 1995)

Elaborations on Oecd and Bertola et al. (1999) data.

Chart 2.  Litigiosity rates and % of cases favourable to employees (year 1995)

Source: Bertola et al. (1999)
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The plot in Chart 3 suggests a significant and positive relation between the incidence of

long-term unemployment and the number of cases brought before courts (relative to

total employees) taken at the regional level in Italy.

One of the reasons behind this striking correlation may be that local labour market

conditions influence the propensity of laid-off workers to appeal against the dismissal.

In fact, in regions where unemployment spells are significantly longer, workers

involved in layoffs may not have better exit options, and resorting to courts can

represent a more appealing solution than it would be in more dynamic labour markets.

Intuitively, we would expect to see a positive relation also between litigations and the

percentage of cases favourable to workers, as seen in the cross-country sample.  On the

contrary, as shown in Chart 4, the relationship between these two variables taken at the

regional level is found to be strong and negative.  Does this mean that courts' rulings

tend to be more favourable to workers in regions with lower unemployment rates?  Not

necessarily, since one has to take into careful account the strong selection bias affecting

the cases which go before courts (Priest and Klein, 1984, Ichino et al, 2000).   The

decision of the tribunal is indeed only the last step of a longer sequence of choices and

decisions.   First of all, the firm has to decide whether or not to fire the worker, then the

latter has to decide whether or not to file the case for trial.  The decision of the firm

takes into account the probability that the worker appeals to a court against firing, as

well as the probability of a sentence favourable to the employee.  In turn, each of these

two probabilities is likely to be affected by underlying labour market conditions.  As

argued by Ichino et al.  (2000), if judges are expected to be biased in favour of the

employees (for example, in regions with high unemployment), firms would layoff

workers only when they are fairly confident to have a strong case even in front of a

biased judge.  

As a result, the cases reaching the trial stage are those in which the position of the firm

is, on average, much stronger than in the entire population of dismissals.  It follows that

the higher the bias of judges in favour of workers, and the higher the probability that

dismissed employees file the case for trial -- both factors likely to be affected by labour

market conditions --  the tighter the effective stringency of employment protection.  This

may explain why in Southern Italian regions, where the unemployment rate is at 22%,
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only 45% of disputes are settled in favour of workers, against 60% of workers’ victories

in Northern regions, characterised by far lower unemployment rates (7%).

Chart 3.  Long-term unemployment and litigiosity rates in Italian regions 

(1995-1998 averages)

Chart 4.  Litigations and percentage cases favourable to employees in Italian regions

(1995-1998 averages)
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Ichino et al.  (2000) observe that the effects of local labour market conditions in Italy

are significant at each stage of the selection process, and that the hypothesis that courts

are biased by such conditions cannot be rejected.  The evidence from Italian regional

data is indeed consistent with these hypotheses.  Moreover, the degree of efficiency of

local administrative and judicial systems is likely to play a crucial role.  As Chart 5

shows, the North-South divide is striking also when then focus is on the average delay

between the start of the procedure and the final verdict.  If in Northern Lombardia trials

take, on average, around 11 months, in Central Lazio they last 17 months and in the

South  the average delay between the filing of the case for trial and the verdict is a

striking 23 months, that is, almost 2 years.  However, the factors at work are diverse.

Chart 4 reveals a significant variability in the proportion of verdicts in favour of

workers among industries.

Chart 5.  Average delay between the start of the procedure and the verdict (months) 
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The evidence clearly points to an endogeneity of jurisprudence which should be duly

acknowledged when assessing the causal relation between EPL and unemployment (or

other economic variables). 

Interactions between different institutional features

The OECD overall EPL index arises from quite a number of sub-indicators covering

regular employment contracts, temporary contracts and collective dismissals.  The

overall index can therefore change because of variations in one or more sub-indicators.

However, this may bring significant inconveniences, insofar as changes in the sub-

indicators are not independent from one another.   For instance, the increasing shares of

employment under fixed-term contracts may also be a consequence of strict

employment protection for regular workers rather than a sign of greater labour market

flexibility per se (Boeri, 1999).  Actually, this is one of the main shortcomings arising

from too much aggregation in the construction of the indexes.  An aggregate index

which simply adds-up (or averages-out) indicators for regular contracts and for

temporary contracts is misleading inasmuch as it neglects interactions between the two

measures.  

Moreover, EPL does not work in isolation.  There are relevant interactions between job

security provisions and other institutional features, like unemployment benefits, wage

dispersion and, more broadly, wage setting institutions.  Details of other relevant

institutional features must be kept in mind when assessing EPL as they tend to co-vary

with EPL and affect its impact on the labour market.  

The compression of wage structures induced by various institutional aspects, such as

centralised wage bargaining structures with administrative extension of union contracts

and minimum wages, tends to be associated with stronger employment security.  If

wages are free to adjust, then they may undo the economic effects of employment

protection.  In many countries, wages are not free to adjust, and the institutional features

that constrain wage adjustment interact importantly with EPL.   Labour market

institutions aim at protecting workers from dismissal and/or at offering unemployment

compensation to job losers.  However, protection from job loss is all the more desirable

when only scant unemployment insurance is available, and unemployment insurance is
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very much appreciated when weak job security provisions make joblessness likely to

occur.  Indeed job security, notably jurisprudence in favour of the employees, does

appear to be inversely correlated to the coverage and level of unemployment insurance.

Therefore, details of other relevant institutional features must be kept in mind when

assessing EPL as they tend to co-vary with EPL and affect its impact on the labour

market.   

Chart 6 offers suggestive evidence of negative correlation between the dispersion of the

wage structure (measured by the ratio of the ninth earnings decile to the first earnings

decile) and the stringency of EP provisions.  

Chart 6.  Employment Protection for Regular Contracts vs Wage Dispersion
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However, the econometrician observes only EPL (and not EPL*), because the strength

of enforcement procedures (ENF) and some other relevant variables included in X* are

not taken into account.  Instead of the “true” model, we therefore have a relationship

with some relevant variables omitted: 

(2) U = a0 + a1EPL + a2X + e

Moreover, the extent of EPL procedures, as argued above, is likely to be endogenous: 

(3) EPL* = β0 + β1U + β2Y + ε2

The discrepancy between the “true” model and the “constructed” model arises because

of measurement errors.  Our statistics of interest (for example, α1 ) will be biased to the

extent that this measurement error cannot be classified as a classical measurement error.

In small samples, as those found in virtually all studies of the relation between EPL and

labour market outcomes, we have no good reasons to expect this error to be zero.  Thus,

we end up with a problem of endogeneity coupled with omitted variable bias, and

subsequently, the estimated relationships between the so called “rigidities” and labour

market performance are distorted.  

The “true” relation between EPL*, EPL, ENF and U is well described by the following2:

(4) EPL* = f(EPL,ENF, U) = EPL + w1ENF + w2U + ε3.

Despite its simplicity, this framework highlights a number of important points: 

1) How large are w1 and w2? 

2) Do agents anticipate a sizeable gap between EPL and EPL*? 

3) What is the sample correlation between ENF and EPL? 

In short: what is the magnitudes of the bias in current work? 

                                                          
2 As argued above, higher unemployment can lead over time to stricter (legislative) EP.  Therefore, we
may find reverse causality also in the observed magnitudes, that is: EPL = g(U) + µ.
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PART B

BEYOND EPL AND FLEXIBILITY: 

LABOUR MARKET ADAPTABILITY

We go beyond the narrow concept of flexibility and EPL, and think about a broader

indicator aimed at describing in a synthetic fashion the degree of labour market

adaptability resulting at the aggregate level.  While this latter exercise is likely to

involve some of the aggregation shortfalls typical of the EPL literature, its payoffs are

potentially sizeable.

There are a number of reasons why adaptability can be a more meaningful and useful

object to focus on when evaluating labour market performance.  Indeed, adaptability

measures would explicitly take into account the reasons why such institutions are put

into place, and the fact that they are likely to emerge as an endogenous response to an

inherently imperfect labour market.

As a first step, we need to define what we do mean by “adaptability” or  what our index

of adaptability should describe.   As we argue in the introduction, we propose a measure

of labour adaptability that captures the ability of a labour market to protect and train

workers, while simultaneously preserve an adequate  number of jobs and a sufficient

degree of mobility. We believe that an adaptability index should refer to the ability of

the labour market to do the following: 

I) provide protection against uninsurable labour market risk (PR)

II) provide training across the possible labour market states  (TR)

III) preserve an adequate degree of mobility (MO)

IV) ensure a sizeable labour force (S).

Up to date, adaptability is devoid of an operational measure.  This is not surprising,

since the concept of adaptability -- up to previous paragraph -- had yet to be defined. 
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Once having provided a (tentative) definition of adaptability, our next step is to provide

a viable way to translate concepts into a summary index.   This is a dauntingly difficult

task, since any summary measures is certainly arbitrary, and some discussion is needed.

First of all, we should emphasize that our proposed measure implies a positive

relationship between adaptability and protection. To many observers, this positive

relationship may sound surprising, since the more the market is protected, the  stricter is

EPL. Nevertheless, our first goal is to measure labour market adaptability against

uninsurable labour market risk. In this respect, the greater is the protection provided,

the greater is the labour market adaptability.  Second, our notion of adaptability rewards

the labour market ability to provide training. In a world with ongoing structural change,

the labour market must provide workers with the necessary training tools. In the

economic literature, there is a long standing debate over the role of government

intervention in the training market, particularly so among the non employed workers.

As a result, we consider training as a second key dimension in which some form of

government intervention is required, so that training is summed to protection in our

overall index.  Finally, our adaptability measure considers also how the overall labour

market responds to the provision of training and protection. The measures that we

consider are mobility and market size, so that the protection and training measures are

amplified in our index in such a way that the larger is mobility and market size, the

larger is adaptability. 

As a result, a tentative adaptability index is the following:

ADA =  S*[(PR+TR)*MO]

Where: 

• PR is the component relative to the protection against uninsurable market risks, 

• TR refers to training provided to the labour force, 

• MO is the mobility component of the adaptability measure, and 

• S measures the size of the labour market.  

Of course, each of the four dimensions considered (PR, TR, MO and S) must be

properly defined and translated into meaningful numbers.  This is exactly what we are

going to do in the following Sections.  



27

Our ADA Index increases with PR and TR but it is reduced if MO is low and if the size

S of the labour market is small.  While our index is obviously incomplete (important

dimensions of adaptability, such as wage flexibility, are so far ignored), and partly

arbitrary (as any other indicator, however), it has some economic rationale. To

summarize, we believe that the labour market should be able to provide, through a

variety of institutions, protection and training, two dimensions that are not necessary

provided by market forces. Yet, introducing these institutions impose some costs on the

ability of the labour market to provide jobs and mobility, and accordingly, our index

explicitly take these dimensions into account. 
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B1

INSIDE ADAPTABILITY: PROTECTION

Protection Against The Risk Of Unemployment

The state can intervene to protect individuals against unemployment risk in two ways:

(i) by imposing legal restrictions against firing – the so called employment protection

legislation (EPL); (ii) by providing unemployment benefits in addition to those

established by collective bargaining (UB).  The differences between these two systems

are clear: EPL protect those who already have a job, and do not impose any tax burden;

UB can also be targeted to specific groups, but generally provide insurance to the

population at large and are typically financed by a tax on those who work.  Thus

insiders, those with a stable and regular job, typically prefer EPL to UB.  Most

industrial countries employ both tools, though to varying degrees. The previous section

has analyzed in great details the measurement of EPL.  The index of EPL used herein

draws on the measure of employment protection for regular workers provided by the

OECD, but it also takes into account of the actual coverage of these measures, that is,

the fraction of employment whose these regulations apply.  In particular, the coverage

rate displayed in Table 3 is obtained by simply deducting from 100 the self-employment

rate and the fraction of workers with temporary contracts.  The overall measure of EPL

is then obtained by simply multiplying the EPL strictness measures for the coverage

rate.  Unlike the overall OECD ranking, this measure takes into account of the limited

enforcement of these regulations, notably of the increasing dualism of European labor

markets, where employees with permanent contracts coexist with a large pool of

workers with fixed-term contracts or involved in agency work.  

In the last five rows of the Table we have grouped the EU countries into four groups

(Southern, Continental, Common-law and Scandinavian countries), which correspond to
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widely used taxonomies of European labour market institutions (Bertola et al., 2001).

Finally, we normalise the overall measure.  More specifically, we assign a value of 10

to the numerical value corresponding to the average value of the index multiplied by

two standard deviations. This generates values of the index comparable to those

obtained for the other institutional features.  Note that with this value in miind it is

technically possible to have a final value that is larger than 10, so as to detect the

presence of outliers in the sample. 
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Table 3. Overall Index of Employment Protection Legislation. 

Unemployment Benefits Systems

The two key features of the UB system are the amount of the benefit and the length of

time for which the benefit is provided.   Another important measure of the generosity of

the UB system is its coverage of the unemployed population.  Table 4 presents these

features: the first column shows a summary measure of generosity tabulated by OECD,

which is based on the average of the net replacement rates offered by unemployment

insurance and unemployment assistance during the first four years of unemployment for

(1) (2) (3) (4)
EPL 

strictness
EPL 

coverage % (1) * (2) EPL scaled 
index

Austria 2,6 68% 1,77 6,50
Belgium 1,5 81% 1,21 4,44
Denmark 1,6 81% 1,30 4,76
Finland 2,1 77% 1,61 5,90
France 2,3 80% 1,84 6,76

Germany 2,8 81% 2,27 8,30
Greece 2,4 40% 0,96 3,52
Ireland 1,6 77% 1,23 4,52

Italy 2,8 60% 1,68 6,16
Netherlands 3,1 80% 2,47 9,06

Portugal 4,3 54% 2,32 8,51
Spain 2,6 48% 1,24 4,56

Sweden 2,8 78% 2,18 8,01
United Kingdom 0,8 82% 0,66 2,40

Group A 3,0 50% 1,6 5,7
Group B 2,5 78% 1,9 7,0
Group C 1,2 80% 0,9 3,5
Group D 2,2 79% 1,7 6,2

European Union 2,4 70% 1,6 6,0

United States 0,2 88% 0,18 0,68
Group A (Southern Europe): Italy, Portugal, Spain, Greece

Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands

Group C (Common-law countries): United Kingdom, Ireland

Group D (Scandinavian countries): Denmark, Finland, Sweden

Notes: See the text for details on the scaled index

(1) OECD Employment Protection Index for Regular Contracts, mid-90s

(2) Share of employment of workers with regular contracts

Source: OECD Employment Outlook, 1999.

THE EPL INDEX
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selected categories of individuals3 The second column displays the percentage of

unemployed covered by such schemes.  The overall index is then obtained by

multiplying the generosity measure by its coverage in a way fully consistent with what

we did for the EPL measure.

Table 4. The Unemployment Insurance (UI) systems and the UI Index

  

                                                          
3 See Martin (1996) for details.

(1) (2) (3) (4)

UI generosity UI coverage (1) * (2) UI scaled index

Austria 30,00 88% 26,40 3,98
Belgium 59,00 81% 47,79 7,21
Denmark 81,00 85% 68,85 10,39
Finland 59,00 84% 49,56 7,48
France 55,00 44% 24,20 3,65

Germany 54,00 64% 34,56 5,22
Greece 20,00 9% 1,80 0,27
Ireland 37,00 69% 25,53 3,85

Italy 19,00 19% 3,61 0,54
Netherlands 69,00 38% 26,22 3,96

Portugal 46,62 17% 7,93 1,20
Spain 49,00 29% 14,21 2,14

Sweden 67,00 58% 38,86 5,87
United Kingdom 51,00 62% 31,62 4,77

Group A 33,66 19% 6,23 1,0
Group B 53,40 63% 33,64 4,8
Group C 44,00 66% 28,82 4,3
Group D 69,00 76% 52,21 7,9

European Union 49,76 53% 26,55 4,3

United States 16,00 15% 2,40 0,4
Group A (Southern Europe): Italy, Portugal, Spain, Greece

Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands

Group C (Common-law countries): United Kingdom, Ireland

Group D (Scandinavian countries): Denmark, Finland, Sweden

Notes: See the text for details on the scaled index  

(2) % of unemployed receiving unemployment benefits

(3) 4=4 years or more

Sources: (1): FRDB calculations on OECD data; (2) Oecd data; (3) Nickell (1999).

THE UI INDEX

(1) OECD Summary generosity measure (average of the net replacement rates for 3 categories of individuals in the first 4 years of 
unemployment)
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As in the case of the EPL index, we have grouped the EU countries into four groups

(Southern, Continental, Common-law and Scandinavian countries), which actually show

different combinations of the three features of the benefit system.  A) Averagely

generous, covering less than 50% of unemployed and provided for a short length in

Southern Europe.  B) Averagely generous, covering all the unemployed for a longer

length in Continental Europe; C) Scarcely generous, almost universal and for a very

long length in Common-law countries.  D) Very generous, covering a large proportion

of unemployed for a limited length of time in Scandinavian countries.  

The difference between the EU average and the US is striking.  On average, the EU

countries provide averagely generous benefits, to a large proportion of unemployed, and

for quite a long period of time, while in the US benefits are barely existent (very poor

and provided for a very short length).

The Epl-Ub Trade-Off

Since UB and EPL are two instruments designed to achieve a similar purpose, there is a

trade-off between them.  Having a generous unemployment insurance system reduces

the need for firing restrictions, and vice versa.  This trade-off is indeed well visible over

a cross-section of European countries (Chart 1).  It is clear that the EU member states

have chosen very different points in the trade off between the two main instruments to

protect individuals against unemployment risk.  

Chart 7.   The EPL-UI Trade-Off
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In particular, a divide between Continental and Southern welfare states can be traced to

asymmetries in the provision of unemployment benefits and employment protection.   In

countries like France and Germany, but also in Belgium, unemployment benefits are

particularly generous, notably they are available for long durations, while EPL has

traditionally been close to the EU average.4  Southern European countries like Italy,

Spain and Greece, on the other hand, are historically characterised by very strict

employment protection regulations and a rather low coverage of unemployment

benefits.5 Such a low coverage is partly a by-product of the fact that unemployment hits

disproportionately the youngsters, who are without previous work experience, and

hence do not qualify for unemployment insurance.  However, high youth unemployment

rates can also be seen as an endogenous response of the system to a lack of broadly

based unemployment benefit systems.   To the extent that only the job of the

breadwinner is protected (by EPL) and insured (by UB covering only workers with long

tenures), the provision of income support to the unemployed is ultimately assigned to

the family (see Boeri et al., 2000).

Interestingly, this trade-off between UB and EPL is also apparent in the responses

collected in a survey conducted by Boeri, Boersch-Supan and Tabellini et al. (2001),

involving four European Countries (Germany, France, Italy and Spain).  The vertical

axis of Chart 1b measures the fraction of working individuals in the survey stating that

they are covered by unemployment insurance (within each country).  The horizontal

axis reports the perception of the risk of job loss in each country – measured by the

fraction of workers stating that it is "very unlikely" or altogether "impossible" that they

could lose their job in the next two to three years.  Again, there is a striking inverse

relationship between the coverage of unemployment benefits and risk of job loss.  In

countries where a larger fraction of workers is covered by UB, such as Germany, more

workers also perceive a risk of job loss, suggesting that EPL are perceived as less strict. 

                                                          
4 France is the only OECD country have increased the strictness of EPL between the mid-1980s
and the mid-1990s.   See OECD 1999.
5 In Spain EPL has been eased in the second half of the 1980s and during the 1990s while the
coverage of UB has been expanded.
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Chart 8. The Trade Off Between Unemployment Insurance and EP, Italy Germany

France and Spain

The Trade-off between Unemployment Insurance and Employment Protection
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The differences between these systems of protection against the risk of job loss can be

traced back to their origin.  The Italian and Spanish social welfare system were

historically designed to protect the heads of the households, the breadwinners.  Only

employees in mainly large manufacturing firms were protected against the risk of job

loss and were offered indeed strong protection.  First, employment protection legislation

and legal decisions traditionally unfavourable to employers created almost

insurmountable barriers to dismissals.  Second, those involved in redundancies were

offered very generous treatment ending, almost by definition, in an early retirement

scheme.  Third, a “seniority” pension was provided, especially to civil servants,

allowing them in Italy to stop working and draw a full pension after just 20 years of

service (15 for married women).  

An Overall "Protection Index"

Our overall PROTECTION INDEX takes into account the two ways to provide

protection: EPL and UB.  It is obtained by simply averaging out the two sub-indicators

(EPL and UI) defined above:
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PR = (UB+EPL)/2

Table 5.  The Overall Protection Index

(1) (2) (3)
EPL INDEX UI INDEX PR INDEX

Austria 6,50 3,98 5,2
Belgium 4,44 7,21 5,8
Denmark 4,76 10,39 7,6
Finland 5,90 7,48 6,7
France 6,76 3,65 5,2

Germany 8,30 5,22 6,8
Greece 3,52 0,27 1,9
Ireland 4,52 3,85 4,2

Italy 6,16 0,54 3,4
Netherlands 9,06 3,96 6,5

Portugal 8,51 1,20 4,9
Spain 4,56 2,14 3,4

Sweden 8,01 5,87 6,9
United Kingdom 2,40 4,77 3,6

Group A 5,69 1,04 3,4
Group B 7,01 4,81 5,9
Group C 3,46 4,31 3,9
Group D 6,22 7,91 7,1

European Union 5,96 4,32 5,1

United States 0,68 0,36 0,5
Group A (Southern Europe): Italy, Portugal, Spain, Greece

Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands

Group C (Common-law countries): United Kingdom, Ireland

Group D (Scandinavian countries): Denmark, Finland, Sweden

Notes: (3) (EPL + UI)/2

THE OVERALL PROTECTION INDEX
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Chart 9.  Protection Index : the European Picture 
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B. 3

INSIDE ADAPTABILITY: TRAINING

The past decades have witnessed several fundamental economic transformations, and as

the processes of globalisation and technological advance take place - with the

industrialised countries entering into a knowledge-based economy - the importance of a

highly skilled workforce is more than ever recognised.  

Indeed, the goal of "life-long learning" has recently been endorsed by the European

Commission as being a fundamental component of the "employability" pillar.  The

"employability" pillar states the importance of lifelong learning not only for people who

already have a job, but also for the unemployed, particularly the young and long-term

unemployed.  

It is therefore essential for an adaptable labour market to be able to provide training

across labour market states (i.e. to both the employed and the unemployed), in order to

make sure that workers acquire a suitable range of skills and continuously adapt these

skills.  Indeed, training can be provided to both employed (on-the-job training) and

unemployed people (off the job training, mainly through Active Labour Market

Policies, ALMP).

As pointed out in OECD (1999), there is a large variety of learning activities - taking

place in diverse institutional contexts - able to provide the workforce with skills and

competencies.  Of course, an essential foundation must be provided by a good initial

education, but at the same time it seems essential that learning continues through the

working years.  Thus, when assessing the ability of labour markets to provide training to

the workforce - which is the purpose of this Section - particular emphasis should be

given to continuing vocational training. 

Unfortunately, very little information is up to date available concerning international

comparisons of continuing training.  In this work, we use European Communities

Household Panel data. 
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The ECHP survey includes a series of questions on the extent and nature of education

and training undertaken over the year preceding the survey. In particular, it is possible

to distinguish between training for general educational and vocational purposes.  The

focus here is on the latter and, more specifically, on the vocational training received by:

a) people in employment (i.e. usually working for 15 or more hours a week),

considering separately full-time and part-time employed (part-timers are those

working less than 30 hours a week).  We refer to this kind of training as "on the job

training".

b) people in the labour force but not currently employed.  We refer to this kind of

training as "off the job training". 

Despite training is a difficult concept to define precisely, ECHP data seem to be fairly

comparable across countries.  Moreover, evidence from this source seems to be broadly

consistent with the patterns emerging from the other available sources, such as those

considered by OECD (1999). We use the 1996 wave of the ECHP survey and data refer

to 1995. 

On the job training

The level of on the job training differs significantly across EU countries.  In 1995,

continuing vocational training was relatively low in southern European countries such

as Greece, Italy, Portugal and Spain, where only 7% of the workforce received training,

and relatively high in the United Kingdom (40%), Germany (33%) and most

Scandinavian countries (more than 50%).  In general, part-timers tend to receive less

training than full-time workers.  On average, in the EU, only 16.3% of part-timers were

engaged in training activities in 1995, against the 22.9% of full-time workers.  The same

pattern is observed in most Member States: the only four countries where a larger

proportion of part-time than full time workers received training are France, Portugal,

Italy and Spain.

According to ECHP, in 1996 the average duration of training courses in the EU has

been of slightly less than 5 months.  Courses have a shorter than average duration in

Southern Europe and - quite surprisingly - in Scandinavian countries.  Indeed, there
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seems to be a tendency for the average duration of courses to be shorter in those

Countries in which a relatively larger proportion of employees participated in training,

and longer in countries where comparatively few people received training.  Denmark,

Finland, Austria and the UK are the main points in case.

Based on this information, we calculate the OnJT Index as:

OnJT  = DUR*[(TFT*FT)+(TPT*PT)]

Where DUR is the average duration of training, TFT is the share of full-time (FT)

employees receiving vocational training, TPT is the share of part-time (PT) employees

receiving vocational training.  Once again we convert the obtained measures into a scale

that takes 10 as a reference value, obtained as the value of the OnJT index equal to the

average value multiplied by two standard deviations. (See Table 6)

Table 6. On-the-job Training Index

(1) (2) (3) (4) (5) (6)

OnJ tr*-ft OnJ tr*-pt OnJ tr dur** (3)/100 * (4) scaled index

Austria 14.0 16.8 13.5 1.0 0.14 1.1
Belgium 13.8 7.6 12.7 1.8 0.22 1.8

Denmark 43.3 28.3 40.5 2.0 0.82 6.7
Finland 16.4 12.0 15.4 3.4 0.52 4.2
France 8.1 4.8 7.7 2.5 0.19 1.5

Germany 9.1 4.8 8.6 11.5 0.99 8.0
Greece 4.0 2.8 3.9 2.9 0.11 0.9
Ireland 11.9 8.6 10.9 4.9 0.53 4.3

Italy 6.4 5.5 6.2 2.2 0.14 1.1
Netherlands 8.0 6.2 6.9 3.4 0.23 1.9

Portugal 2.4 2.3 2.3 3.4 0.08 0.6
Spain 13.4 16.0 13.1 3.8 0.50 4.0

Sweden 45.5 32.7 42.3 3.4 1.43 11.6
United Kingdom 33.4 20.0 29.7 1.2 0.36 2.9

Group A 6.6 6.6 6.4 3.1 0.2 1.7
Group B 10.6 8.0 9.9 4.0 0.4 2.9
Group C 22.6 14.3 20.3 3.1 0.4 3.6
Group D 29.8 20.2 27.9 2.7 0.7 5.4

European Union 16.4 12.0 15.3 3.4 0.4 3.6
Group A  (Southern Europe): Italy, Portugal, Spain, Greece
Group B  (Continental Europe): Austria, Belgium, France, Germany, Netherlands
Group C  (Common-law countries): United Kingdom, Ireland
Group D  (Scandinavian countries): Denmark, Finland, Sweden

(1) % of full-time employees involved in on-the-job training (ECHP data)
(2) % of part-time employees involved in on-the-job training (ECHP data)
(4) Average duration of training courses (months). 12 months as a maximum length

TR 1 (On-the-job Training Index)

Notes: See the text for details on the scaled index. Duration of Finland, Netherlands and Sweden is the average of the others,
because of missing
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Off the job training

European unemployment is mainly a problem of long-term unemployment.  Short-term

unemployment is roughly the same as in the US, but in addition some 5% of the labour

force have been out of work for over a year, compared with almost none in the US.

This long-term unemployment is deeply damaging, because it makes individuals

increasingly unattractive to employers, so that even in a recovery, when labour becomes

scarce and inflation starts rising, mass unemployment continues.

In order to enhance the "employability" of the unemployed it is essential that they are

adequately equipped with skills and competencies.  

According to ECHP data, we observe significant differences across EU countries

concerning both the proportion of unemployed engaged in vocational training and the

average duration of such courses.  Scandinavian countries provide training to around

one third of the unemployed (34.7% in Finland. 32% in Denmark), against less than one

fourth in Continental Europe, less than one fifth in the United Kingdom and less than

10% in Southern Europe (with the noteworth exception of Spain).  
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Table 7 Off-the-job Training Index

Concerning the duration, we observe a longer average duration of training courses for

unemployed (7.2 months for the EU as a whole) as compared to those for people in

employment (4.7 months).  On average, courses take longer in Germany, Finland,

Greece (but here only 5.5% of unemployed are involved) and Belgium.  Instead, the

(1) (2) (3) (4)

OffJ tr dur (1)/100 * (2) scaled
index

Austria 23.4a 4.3 1.0 2.8
Belgium 19.0a 7.4 1.4 3.9
Denmark 32.4a 5.0 1.6 4.5
Finland 34.7b 11.6 4.0 11.1
France 27.5a 5.1 1.4 3.9

Germany 18.7b 14.2 2.7 7.4
Greece 5.5b 7.8 0.4 1.2
Ireland 13.1b 7.5 1.0 2.7

Italy 4.8b 5.9 0.3 0.8
Netherlands 27.2b 6.0 1.6 4.5

Portugal 4.1b 8.1 0.3 0.9
Spain 22.1b 7.1 1.6 4.3

Sweden 47.2b 6.0 2.8 7.8
United Kingdom 20.6b 4.5 0.9 2.6

Group A 9.1 7.2 0.7 1.8
Group B 23.2 7.4 1.6 4.5
Group C 16.8 6.0 1.0 2.7
Group D 33.5 8.3 2.8 7.8

European Union 21.4 7.2 1.5 4.2
Group A (Southern Europe): Italy, Portugal, Spain, Greece
Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands
Group C (Common-law countries): United Kingdom, Ireland
Group D (Scandinavian countries): Denmark, Finland, Sweden

(2) Average duration of training courses (months); 12 months as a maximum length
(1) % of unemployed involved in training courses (according to the European Community Household Panel, ECHP).

TR 2 (Off-the-job Training Index)

Notes: See the text for details on the scaled index. The a) indicates figures from ECHP 98, and b) from
ECHP 97.
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average duration of training courses is significantly lower in Denmark, the United

Kingdom and Austria.

Based on this information, our OffJT index is simply obtained as the percentage of

unemployed engaged in vocational training times the duration of training. Finally, we

convert the obtained measures into a scale that takes 10 as a reference value, obtained as

the value of the OffJT index equal to the average value multiplied by two standard

deviation.

Thus, we obtain an overall TR Index by simply averaging out OnJT and OffJT.  This

index takes into account training across the labour market states.

TR = (OnJT + OffJT)/2

Table 8. Training: the Overall Index 

(1) (2) (3)
TR 1 TR 2 TR INDEX

Austria 1.1 2.8 2.0
Belgium 1.8 3.9 2.9
Denmark 6.7 4.5 5.6
Finland 4.2 11.1 7.7
France 1.5 3.9 2.7

Germany 8.0 7.4 7.7
Greece 0.9 1.2 1.0
Ireland 4.3 2.7 3.5

Italy 1.1 0.8 0.9
Netherlands 1.9 4.5 3.2

Portugal 0.6 0.9 0.8
Spain 4.0 4.3 4.2

Sweden 11.6 7.8 9.7
United Kingdom 2.9 2.6 2.7

Group A 1.7 1.8 1.7
Group B 2.9 4.5 3.7
Group C 3.6 2.7 3.1
Group D 5.4 7.8 6.6

European Union 3.6 4.2 3.9
Group A (Southern Europe): Italy, Portugal, Spain, Greece

Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands

Group C (Common-law countries): United Kingdom, Ireland

Group D (Scandinavian countries): Denmark, Finland, Sweden

Notes: (3) (TR 1 + TR 2)/2 

THE OVERALL TRAINING INDEX
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Southern Europe (Italy, Greece, Portugal) show a low TR index.  It is noteworth the

exception of Spain.  Continental Europe countries (Austria, Belgium, France) show an

average TR index, while Germany shows a fairly high TR.  Finally, Scandinavian

countries present a very index. 

Chart 10. The Overall Training Index
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B. 4

THE LABOUR MARKET RESPONSE: MOBILITY

Labour markets are continuously hit by idiosyncratic, aggregate and reallocative

shocks.  Such shocks inevitably require the labour markets to reallocate labour across

units and sector, and some mobility within the labour market is a key condition for

allowing this reallocation process to take place effectively. The "protection" institutions

we examined before tend inevitably to prevent mobility. By explicitly looking at

mobility we want to capture within our proposed measure the trade-off

protection/mobility. 

Mobility in the labour market has at least three dimensions: across labour market states,

across regions, across type of contracts (temporary-permanent). In this work, we focus

on the first two dimensions of mobility, namely the mobility across regions and across

labour market states. We begin with the mobility across labour market states. Being a

longitudinal survey, ECHP data allow us to keep track of workers across the three

labour market states of employment (E) unemployment (U) and out of the labour force

(N) in a longitudinal fashion.  This feature, at least in principle, allows us to construct

stochastic matrices that keep track of the mobility of workers across 3 states. Yet,

preliminary data inspection suggests that the ECHP-provided longitudinal distinction

between the non employment states U and N is rather rough, since it is mainly based on

retrospective questions. We are then forced to work with two states matrices

distinguishing between employment (E) and non employment (NE) only, where the

latter state encodes workers classified as out of the labour force or unemployed in the

original ECHP data. The matrix we are estimating can be written as a two by two matrix

in the following form
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Employment Non Employment

Employment EE EN

Non Employment NE NN

Each of the element in the matrix refers to the probability of switching from the state in

the row to the state in the columns. For example, EE encodes the probability that an

employed worker at time t is still employed at t+1. Naturally, we have that EE+EN=1

and NE+NN=1. Consequently, an obvious index of mobility across labour market states

is simply M1=(EN+NE)/2, which can be interpreted as the average probability of

leaving (entering) employment and entering (leaving) non-employment. While M1 is a

restricted to be less than one, we apply our usual transformation and we assign a value

of 10 to the value of M1 corresponding to its average value augmented by two standard

deviation.

We also look at the mobility across regions. We do so by reporting the average gross

yearly inflow rate of workers from other regions, where regions in each country refer to

NUTS2 breakdowns.  We call the regional mobility index M2, which is converted into a

scale of 10 in the usual fashion. Our total index of mobility is then simply

M=(M1+M2)/2. The results are provided in Table 11. Denmark, Austria, United

Kingdom and the Netherlands score fairly high mobility, while South European

countries, such as Portugal, Italy and Spain feature the lowest mobility.
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Table 9 Mobility Index 1

(1) (2) (3) (4)

 employment 
to employment 

 non employment
to non employment  (1- (1)) + (1- (2))/2 scaled 

index

Austria 88% 86% 13% 6.506
Belgium 90% 88% 11% 5.576
Denmark 84% 76% 20% 10.178
Finland 85% 85% 15% 8.187
France 85% 90% 13% 6.909
Germany 85% 85% 15% 7.541
Greece 85% 87% 14% 6.963
Ireland 85% 84% 15% 7.577
Italy 84% 87% 14% 7.096
Netherlands 84% 84% 16% 7.746
Portugal 86% 82% 16% 7.680
Spain 79% 87% 17% 8.122
Sweden 93% 88% 10% 4.555
United Kingdom 85% 85% 15% 7.360

Group A 84% 86% 15% 7.47
Group B 87% 86% 13% 6.86
Group C 85% 85% 15% 7.47
Group D 84% 76% 20% 10.18

European Union 86% 85% 15% 7.29
Group A (Southern Europe): Italy, Portugal, Spain, Greece
Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands
Group C (Common-law countries): United Kingdom, Ireland
Group D (Scandinavian countries): Denmark, Finland, Sweden

Notes: See the text for details on the scaled index

(1) % of employed being still employed one year later (ECHP data)

(2) % of non employed being still non employed one year later (ECHP data)

MOB 1 (across labour market states)

Across labour market status: employed, unemployed, out of labour force

Elaborations on ECHP data, wave5. The figures of Sweden are from wave3. Figures of Finland, Germany and UK are the averages of the 
others, because of missing.
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Table 10 Mobility Index 2

(1) (2)

gross flows to 
population % scaled index

Austria 2.00% 7.83
Belgium 1.27% 5.13
Denmark 2.30% 9.29
Finland 0.92% 4.09
France 1.49% 6.38
Germany 1.24% 5.26
Greece 0.50% 2.08
Ireland 0.95% 3.96
Italy 0.50% 2.03
Netherlands 1.61% 6.10
Portugal 0.54% 2.02
Spain 0.60% 2.22
Sweden 1.61% 5.99
United Kingdom 2.30% 8.30

Group A 1% 2.09
Group B 2% 6.14
Group C 2% 6.13
Group D 2% 9.29

European Union 1% 5.05

United States 2.22% 10.00
Group A (Southern Europe): Italy, Portugal, Spain, Greece

Group C (Common-law countries): United Kingdom, Ireland
Group D (Scandinavian countries): Denmark, Finland, Sweden
Notes: See the text for details on the scaled index

Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands

(1) % of population coming from another region as a proportion of the population of origin 

MOB 2 (across regions)
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Table 11 Overall Mobility Index 

(1) (2) (3)
MOB 1 MOB 2 MOB

Austria 6.51 7.83 7.17
Belgium 5.58 5.13 5.35
Denmark 10.18 9.29 9.73
Finland 8.19 4.09 6.14
France 6.91 6.38 6.65
Germany 7.54 5.26 6.40
Greece 6.96 2.08 4.52
Ireland 7.58 3.96 5.77
Italy 7.10 2.03 4.56
Netherlands 7.75 6.10 6.92
Portugal 7.68 2.02 4.85
Spain 8.12 2.22 5.17
Sweden 4.55 5.99 5.27
United Kingdom 7.36 8.30 7.83

Group A 7.47 2.09 4.78
Group B 6.86 6.14 6.50
Group C 7.47 6.13 6.80
Group D 10.18 9.29 9.73

European Union 7.29 5.05 6.17
Group A (Southern Europe): Italy, Portugal, Spain, Greece

Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands

Group C (Common-law countries): United Kingdom, Ireland

Group D (Scandinavian countries): Denmark, Finland, Sweden

Notes: (3) (MOB 1 + MOB 2)/2

OVERALL MOBILITY INDEX
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Chart 11. The Mobility Index
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THE LABOUR MARKET RESPONSES:

A SIZEABLE LABOUR MARKET

Millions of people of working age are not even looking for work, so that in Europe only

around 61% of people aged 15-64 are in work, compared with 74 per cent in the United

States.  Thus, compared with the US, Europe has massive resources of people without

work who, if mobilised, could contribute to future growth and rising standards of living,

offsetting the effects of ageing on the size of he European workforce.  

Therefore, an adaptable labour market must meet the challenge to enhance employment

and to ensure that "enough" people participate in the world of work.  Although there is

no obvious optimal level of employment, the Lisbon Target specifically require EU

country to reach an employment population rate of some 75 percent.  Our ADA index

takes the employment rate as the relevant measure of size.  

As well pointed out by Boeri et al. (2000), in many of the countries of Northern Europe

the biggest problem is of benefit dependency - of people who have become effectively

excluded from the labour market by long-term unemployment or prolonged inactivity.

The task is to help these people back into the labour market, replacing "passive"

benefits by "active" help so that they find work.  In much of Southern Europe there are

regions where mass unemployment can only be cured by a mixture of job promotion

through managed programmes, wage flexibility and outward migration.  All of these

reforms are part of a strategy to raise the number of "employable" people - people who

are actively looking for work and have skills, attitudes and location that employers

want.

Some people doubt whether such an increase in labour supply will lead to a response in

the number of jobs. Yet all the experience shows that that is exactly what happens.  As

Chart 12 illustrates, the countries which allow their labour force to grow have the fastest

growth in the number of jobs.

Those countries which have high labour force participation have no more

unemployment than countries where participation is low (see Chart 13).  If anything, the

reverse is true.  Similarly those countries which have reduced their labour supply have
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had no greater success in avoiding unemployment.  This is shown in Chart 14 which, in

order to control for the business cycle, compares the 1990s as a whole with the 1980s..

If anything, unemployment has fallen most where labour supply has most increased.  

Thus retirement from the labour market is emphatically not a solution for

unemployment.  If there are fewer people in the labour force, the European recovery

will be more short-lived because employers will more quickly run into shortages of

labour.  Early retirement thus fails to reduce unemployment.  And it reduces national

income.  What is needed is the opposite: an expansion of the effective labour supply,

giving people richer lives and ending the exclusion that comes from being cut off from

the labour market and the world of work.  

Chart 12.  Percentage growth in the labour force and employment 1960-1997
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Chart 13.  Labour-force participation rate (15-64) and unemployment rate, 1999

Chart 14. Change in labour force participation rate (15-64) and change in

unemployment rate. 1990s compared with 1980s (% points)

SP

FR

GR

IT

SW FN

GE

DK

PO

NL
AU

IR
UK

BE

-4

-3

-2

-1

0

1

2

3

4

5

-5 -3 -1 1 3 5 7 9 11
change in unemploment

ch
an

ge
 in

 la
bo

ur
 fo

rc
e 

pa
rt

ic
ip

at
io

n

9

SP

IT FRGR

IRE

FN

DK

GE

SW

AU
PO

NL

UK

0

2

4

6

8

10

12

14

16

18

55 60 65 70 75 80 85

labour force participation

un
em
plo
ym
ent
rat
e



53

Table 12. The Size of the labour market: the Employment Rates

1991 1994 1995 1996 1997 1998 1999 2000 2001
Austria 68.8 66.6 68.4 66.8 67.1 67.7 68.2 67.9 67.9
Belgium 58.4 56.9 56.3 57.4 57.8 58.6 58.9 60.9 61.5
Denmark 73.5 73.5 73.9 73.4 74 75.4 76.5 76.4 76.5
Finland 72.2 61.7 61.0 62.7 64.3 65.5 67.5 68.1 69.0
France 60.9 59.3 59.0 59.4 59.4 59.8 60.4 61.7 62.4
Germany 69.2 65.8 64.7 65 64.6 64.5 64.8 65.3 65.5
Greece 52.6 53.7 54.5 53.6 53.6 54.6 55 55.9 55.8
Ireland 53.9 54.5 53.8 57.4 59.1 60.4 62.5 64.4 65.4
Italy 53.2 51.4 50.5 51.2 51.2 52 52.5 53.4 54.5
Netherlands 64.1 64.3 64.2 66.2 68 69.5 70.9 72.9 74.1
Portugal 66.3 64 63.2 64 64.8 66.5 67.4 68.1 69.0
Spain 49.8 46.6 47.4 47.2 48.6 50.3 52.3 54.7 56.6
Sweden 80.7 78.9 69.9 68.8 68.3 69 70.6 71.1 72.2
United Kingdom 69.1 67.5 69.3 69 70.1 70.6 70.6 71.2 71.6
Group A 62.1 61.1 58.8 59.9 61.0 62.3 64.1 65.8 67.1
Group B 64.0 62.8 62.5 62.7 63.0 63.9 64.5 65.3 65.7
Group C 53.2 51.4 50.5 51.2 51.2 52.0 52.5 53.4 54.5
Group D 67.4 62.8 63.1 63.7 64.6 65.3 66.2 67.0 67.7
European Union 62.4 60.1 60.6 60.3 60.7 61.4 62.1 63.1 63.1
Source: Eurostat, LFSs.

The "SIZE" of the labour markets: EMPLOYMENT RATES (15-64)
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Achieving the Lisbon Target: reducing unemployment is not enough

Arithmetic tells us that in order to achieve the Lisbon target, i.e. in order to ensure an

average employment rate of 70%, reducing unemployment is not enough.  We know

that the percentage of population (15-64) employed is equal to the percentage of

population in the labour force times the percentage of labour force employed.  This

means that in the US, an E/P ratio of 0.75 is given by 0.79 (the % of population in

labour force) times 0.95 (the % of the labour force employed), while - say - in Italy, the

E/P ratio of 0.55 is given by 0.61 (the % of population in labour force) times 0.90 (the

% of the labour force employed).  It is clear that, given the Lisbon Target of an E/P ratio

of 70%, even reducing unemployment at 0% is not enough at all, being necessary an

increase in participation in the labour force.  This is also showed in the Chart 15.

Chart 15. The Lisbon Target: is reducing unemployment enough?
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AN OVERALL ADAPTABILITY INDEX:

THE "ADA" INDEX

We here propose a numerical evaluation of the proposed index, by aggregating the

4 sub indexes we discuss (namely PO, TR MO and S) into a single ADA index. The

results are provided in Table 13 and Chart 16. The exercise suggests that in the

late 1990s the most adaptable labour markets were those of Denmark, Sweden and

Finland, followed by Germany and the Netherlands. Even though looking at single

markets can be interesting, we believe that it is more appropriate to look at group

of countries. Our numerical exercise suggests that the Scandinavian labour

markets are clearly the most adaptable, followed by the continental European

countries and with some distance, the Anglo Saxon countries. At the bottom of the

scale, there are the Southern European countries. 
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Table 13: The Ada Index, an Overall Adaptability Index

PR INDEX TR INDEX MOB INDEX (PR+TR)*MO S
ADA INDEX

S*[(PR+TR)*MO]  
SCALED

Austria 5.2 2.0 7.17 51.7 67.9 3.96
Belgium 5.8 2.9 5.35 46.5 61.5 3.22
Denmark 7.6 5.6 9.73 128.0 76.5 11.04
Finland 6.7 7.7 6.14 88.1 69.0 6.85
France 5.2 2.7 6.65 52.7 62.4 3.70
Germany 6.8 7.7 6.40 92.4 65.5 6.82
Greece 1.9 1.0 4.52 13.3 55.8 0.84
Ireland 4.2 3.5 5.77 44.4 65.4 3.27
Italy 3.4 0.9 4.56 19.6 54.5 1.20
Netherlands 6.5 3.2 6.92 67.2 74.1 5.62
Portugal 4.9 0.8 4.85 27.3 69.0 2.12
Spain 3.4 4.2 5.17 39.0 56.6 2.49
Sweden 6.9 9.7 5.27 87.7 72.2 7.14
United Kingdom 3.6 2.7 7.83 49.6 71.6 4.00

Group A 3.4 1.7 4.78 24.4 67.1 1.84
Group B 5.9 3.7 6.50 62.4 65.7 4.61
Group C 3.9 3.1 6.80 47.7 54.5 2.93
Group D 7.1 6.6 9.73 133.3 67.7 10.16

European Union 5.1 3.9 6.17 55.8 63.1 3.97
Group A (Southern Europe): Italy, Portugal, Spain, Greece

Group B (Continental Europe): Austria, Belgium, France, Germany, Netherlands

Group C (Common-law countries): United Kingdom, Ireland

Group D (Scandinavian countries): Denmark, Finland, Sweden

Notes: See the text for details on the scaled index.

THE OVERALL ADAPTABILITY INDEX
"ADA" INDEX
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Chart 16: The Ada Index
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Appendix: Description of the ECHP

The European Community Household Panel (ECHP) is a standardised annual

longitudinal survey carried out in the European Union since 1994.  All current EU

member states, with the exception of Sweden, are represented. Austria and Finland only

joined in wave 2 (1995) and 3 (1996) respectively. 

The data are collected separately at the national level by “National Data Collection

Units” – “NDUs”, either National Statistical Institutes (NSIs) or research centres

depending on the country.  The questionnaire and procedures are fairly standard across

countries, but there are differences, mainly in sample selection and anonymisation

(whereby some countries have stricter requirements by law, as for example Germany).

Comparability is ensured by Eurostat guidelines which are followed by NDUs.

The interviews took place mostly in the calendar year following the survey year (1994

for the first survey, relating to 1993, etc...).  The paper used information in all waves

(from 1994 to 1998).   In the first wave a sample of some 60,500 households - i.e.

approximately 130,000 adults aged 16 years and over were interviewed in the then 12

member countries.  In wave 2, EU-13 samples totalled some 60,000 households and

129,000 adults.  In wave 3, 14 samples included some 61,000 households and 131,000

adults.

For a detailed description of the ECHP methodology and questionnaires, see “The

European Community Household Panel (ECHP): Volume 1 - Survey methodology and

Implementation” and “The European Community Household Panel (ECHP): Volume 1

- Survey questionnaires: Waves 1-3” - Theme 3, Series E, Eurostat, OPOCE,

Luxembourg, 1996.
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