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Summary findings

After Central and Eastern European and Central Asian relationship between stabilization, structural reform, and

economies abandoned central planning, nearly 195 private sector development on the one hand, and labor

million workers had to adjust to new rules of work and incomes on the other. The balance between the benefits

life. Most transition economies have not yet fully of such a path (dynamic growth of private employment

committed themselves to the rules of the marketplace. and wages) and the drawbacks (labor force withdrawal,

A few that have are already enjoying growth in wages increasing unemployment, income differentiation, and

and employment; in other countries, labor income poverty) improves every year in the leading reform

growth is still to come. countries.
Not all workers have a bad memory of life under Continued stagnation in the countries resisting reform

central planning. Some earned huge rents, and most could result in persistently low labor income. But there

enjoyed job security. But the initial good performance of could also be a positive demonstration effect from

centrally planned economies led to stagnation in wages, macroeconomic stabilization followed by privatization

productivity, and intersectoral employment shifts, and and coherent structural reform, including new types of

ultimately the crash. The crash coincided with the start labor contracts that enhance worker mobilitv across jobs,

of market-oriented reform - but most countries suffered occupations, and regions. Such contracts must be

not from the reforms themselves but from shocks from supported by help to the most vulnerable as well as

trade losses and energy price increases as the Council for active labor market policies designed to increase the

Mutual Economic Assistance collapsed (CMEA). Since effective labor supply, to maintain labor force

the CMEA's collapse, the people of countries such as participation, and to effectively match jobs and workers.

Estonia and Slovenia have generally accepted rapid The OECD experience with active labor market policies

reform as the only way to increase wages and incomes. has not been entirely encouraging but in the transition

Reform has not been so well accepted in countries that economies such policies - if well designed - could help

were forced to enter the transition. build social acceptance of reform and smooth the labor

Transition brought increasing differentiation in wages, force's adjustment to new demands.

incomes, and employment status. But there is a positive
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EXECUTIVE SUMMARY

Nearly 195 million workers in Central and Eastern Europe and Central Asia had to adjust
to new rules of work and life after these economies abandoned a development path based on
central planning. Although an increasing number of countries have committed themselves to the
rules of the marketplace, most economies in the region have not yet fully moved to a new path.
A few of those who embraced this opportunity are already enjoying real wage and employment
growth. In other countries, however, labor income growth is still to come.

Not all workers have a bad memory of life under central planning. Some were earning
huge rents, and almost all worked in an environment of complete job security and zero open
unemployment. But the initial good performance of centrally planned economies was followed
by stagnation in wages, productivity, and intersectoral employment shifts that ultimately led to a
crash. Although the crash coincided with the start of market-oriented reforms, most countries
suffered not from the reforms themselves but from shocks due to trade losses of and energy price
increases as the Council for Mutual Economic Assistance collapsed. Apart from Russia and the
other energy exporters, these shocks would have had large adverse effects on the labor market
irrespective of the reforms. As a result, the system that was characterized by, among other
things, tariff-based wages, relative income equality, controlled unions, and huge labor hoarding
was brought to an end. Since its collapse, rapid reform has turned out to be the only way toward
increasing wages and incomes. While this conclusion is accepted by most of the population in
countries like Estonia, Hungary, and Slovenia, it is still awaiting popular acceptance in countries
that were forced to enter the transition period.

Transition brought an increasing differentiation of wages, incomes and employment
status. For the reforms, however, there is a positive relationship between swift macroeconomic
stabilization, structural reforms, and private sector development on the one hand and labor
incomes on the other. There are already examples of a dynamic growth of private employment
and wages among the leading reformers. But there has also been growing labor force withdrawal
and increasing unemployment, income differentiation, and poverty among them. Most of these
effects are temporary, and the balance between the benefits and drawbacks of profound reforms
improves every year.

There is a risk that continued stagnation in countries resisting reforms will lead to
persistently low labor incomes. But there is also a chance of a positive demonstration effect of
macroeconomic stabilization followed by privatization and coherent structural reforms. These
reforms should include labor policies with new types of labor contracts that enhance worker
mobility across jobs, occupations, and regions. Such contracts may need to be supported by an
appropriate mix of transfers assisting the most vulnerable, as well as active labor market policies
helping to increase effective labor supply, maintain labor force attachment and effect matches
between jobs and workers. While the OECD experience with active labor market policies is not
entirely encouraging, there is a role for these policies in transition economies, although a
supplementary rather than a pivotal one. Active labor market policies can help build social
acceptance of reforms and smooth the adjustment of the labor force to new demands.
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Mechanisms that reduce market risks, balanced against the erosion of the incentives to seek jobs
and to perform on the job, can play a positive role in transitions, especially when combined with
efficient collective bargaining and policies to reduce poverty.

The outlook is bright for countries that lead the transition. In other countries, however,
there is a risk that a mix of paternalism and populism will produce partial and timid reforms.
That may cause these economies to get stuck in an increasingly unproductive and corrupt
environment. If that happens, workers will suffer tremendously because private capital shies
away from countries that lack credible and consistent policies. It is in the best interest of workers
to embrace market-based reforms fully and coherently, including appropriate labor policies.



WORKERS IN TRANSITION

The transition economies of Europe and Central Asia are undergoing of a
comprehensive shift from a centrally planned to a market economy. But they do not form a
homogeneous group. Per capita income levels range from about $500 in Tajikistan to more than
$7,000 in Slovenia, the share of employment in agriculture varies from 3 percent in Slovenia and
7 percent in the Czech Republic to 40 percent in Uzbekistan and more than 50 percent in
Albania, and the registered unemployment rate is less than 5 percent in Lithuania and
Turkmenistan, but above 14 percent in Bulgaria and Poland. Despite these differences, all the
countries have a lot of features in common as a result of having been subjected to a development
strategy based on central planning, for 45 (Central and Eastern Europe and the Baltics) to 70
(most of the former Soviet Union) years.

This paper is concerned with the determinants of labor market outcomes in
transition economies, and with the role of public action in improving household welfare through
the rapidly changing labor market. It starts by reviewing the legacies of central planning. Then
it analyses the early effects on workers of the combination of external shocks and a
comprehensive switch to market-oriented and outward-looking strategies. Finally, it examines
the role of government policies in determining the fortunes of workers in transition and assesses
what type of policies make sense in a rapidly opening and democratizing world.

Three main messages emerge. First, workers do better in countries pursuing
market-based strategies. The central planning system created an unsustainable combination of
excess demand for labor and widespread provision of security. Second, the combination of
external shocks and failed planning had an immense impact on labor markets with labor force
withdrawals and falling wages, a feature common to almost all the transition countries. Finally,
a new set of relations among households, workers, and the state needs to be developed based on
market realities. Far-reaching macroeconomic and structural transformation, must be
accompanied by policies directly associated with labor: provision of targeted transfers to address
risks and protect the vulnerable, and active labor market policies to equip workers for change.

THE LEGACIES OF CENTRAL PLANNING

Labor productivity slowdown and decline

The socialist development strategy aimed to achieve zero open unemployment by
mobilizing all available labor resources. Under this strategy the industrial sector absorbed a
massive share of the agricultural work force and women previously working in households. But,
despite massive physical capital accumulation and heavy investment in skills, labor productivity
growth proved unsustainable and open unemployment was soon replaced by "on-the-job"
unemployment. By the 1 960s the governments of these economies recognized that growth based
on increasing inputs could not continue indefinitely. The slowdown did not come until the
1 980s, however, when the growth rate of GDP per worker in the centrally planned economies fell
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markedly. The massive drop after 1990, coincided with the discontinuation of the old strategy,
and massive unemployment and falling living standards replaced the stability of earlier decades
(Figure 1).

The collapse of the centrally planned economies was partly the result of socialist
development strategies that failed to expand markets, increase efficiency, and encourage
productive accumulation. Industry developed quickly, but at the cost of forced saving, heavy
taxation of agriculture, and maintenance of an underdeveloped service sector. Attempts to
transform agriculture through collectives and state farms further weakened incentives and
reduced agriculture's contribution to the economy. High investment rates financed massive
accumulation of physical capital (Figure 2), and average years of schooling were much higher
than in developing countries and higher than in many OECD countries (Figure 3). But these
investments bore low returns. Distorted prices and the state's dominance over resource
allocation encouraged the accumulation and misuse of the wrong kind of capital. Moreover, a
narrow range of capital goods and skills was produced. By reproducing existing capital rather
than expanding the range of productive inputs, output per worker stagnated and eventually
declined. The outputs obtained from input production were worse under central planning than in
market economies (Bergson 1987). At the enterprise level, socialist enterprises used more inputs
to produce the same quantity of output.

Figure 1 The growth in labor productivity in centrally planned economies was not sustainable
(GDP growth rate per worker)
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Source: World Bank data, European Bank for Reconstruction and Development 1994, and
Komai 1992.
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Figure 2 Centrally planned economies had higher investment rates
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Figure 3 Centrally planned economies had high human capital investments
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Falling real wages and living standards

The failure to generate real wage and consumption increases was among the main
factors contributing to the collapse of workers' confidence in centrally planned economies. Real
wages grew for a time but then stagnated and collapsed. Achievements in education and health
were impressive, especially full literacy and universal health care coverage. Equally remarkable,
however, were the extremely poor environmental conditions and deteriorating quality of health
and other social services.

A comparison between Poland and Spain illustrates the reasons for public
discontent in centrally planned economies and the magnitude of these systems' failure (Sachs
1993). In 1950 Poland and Spain had similar economic conditions. Both were largely
agricultural regions of Europe that since the nineteenth century had lagged behind the rest of
Europe in terms of economic and political modernization. They had about the same population-
25 million-people in and similar per capita income. By 1988, however, Spain's per capita
income was four times Poland's (Figure 4).

Figure 4 Spain fared better than Poland 1955-1988

Per capita income

Constant dollars (thousands)
8-

1955 1988 1955 1988
Poland Spain

Source: Sachs 1993.
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The socialist labor market

For enterprises, the system of central planning was a blend of rigid planning and
soft budget constraints (Komai 1990). Thus, although output plans were rarely feasible, financial
constraints were seldom-if ever-binding. This asymmetry of pressures led to excess labor
demand and widespread labor shortages. Shortages, in turn, induced firms to hoard inputs. This
produced massive labor hoarding, estimated at up to 15 percent in Czechoslovakia in the late
1970s (Brada 1989) and 25 percent in Poland (Rutkowski 1990). Labor hoarding was in
management's interest because few penalties were imposed on enterprises that had cost overruns
or failed to meet profit targets, and the extra resources could be used in last-minute attempts to
meet plan targets. Such an approach contributed to low labor productivity.

Labor markets in centrally planned economies developed a few other
characteristic features. They had high participation rates, especially among women: more than
70 percent of the labor force in Central and Eastern Europe was women, in the European part of
the Soviet Union female participation was more than 80 percent, and in Central Asia around 60
percent. This contrasts sharply with Western Europe, where female participation averaged about
50 percent. The centrally planned labor markets also had only a few small firms; the average
employment per firm was about 200 workers, compared with 80 workers in Western Europe. In
addition, large collective farms dominated in agriculture, with their number in the Soviet Union
rising from 1,600 in 1918 to 242,000 in 1938. The command economies had small wage and
income differentials: the incomes of two randomly selected workers differed by less than 45
percent in Central and Eastern Europe, while it differed by 65-75 percent in Western Europe and
more than that in the United States and most developing countries. Finally, as mentioned earlier,
enrollments were high and basic education was of high quality with literacy rates approaching
100 percent. Secondary and higher education however, saw enrollments fall after 1965 as these
economies grew more fragmented and isolated from the global economy. For instance, Spain
had fewer students than Poland in 1965, but by 1987 a higher share of the Spanish population is
enrolled in tertiary education.

Centrally planned economies provided an extraordinary degree ofjob security.
Once workers had a job and went through a probationary period-which in most cases was merely
a technicality-their job was guaranteed until they wished to leave. The legal system made it very
difficult to dismiss employees for redundancy or incompetence, and some groups (older workers,
pregnant women, and the handicapped) were considered vulnerable and were legally protected
against dismissal. Workers received full pay and because they were supported by state subsidies,
enterprises were not permitted to fail (Estrin, Schaffer, and Singh 1994).

Cash benefits were comprehensive in most centrally planned economies. In
Central and Eastern Europe these benefits included a generous system of earnings-related
pensions guaranteed by the state and available at retirement ages that were often significantly
lower than in industrial countries. Pensions in the Soviet Union were not generous, but the
retirement age was lower than in other centrally planned economies: sixty for men and fifty-five
for women with many industry-specific exceptions making effective retirement ages even lower.
These economies had generous systems of sick pay and family benefits, as well as long maternity
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leaves. Full job security allowed working mothers to stay at home (for three years in most
countries) without losing their claim on their job and while receiving an allowance.

Centrally planned economies also exhibited low levels of inequality. Measured
inequality was lower than in most industrial countries, and comparable to that in Scandinavia
(Milanovic 1995). Poverty was not large. At the end of the 1980s the percentage of these
population classified as poor was in single digits, with the possible exception of Albania and
Romania and the less developed parts of the Soviet Union.

UNEMPLOYMENT, WAGES, AND PARTICIPATION DURING THE TRANSITION

The introduction of market-oriented reforms coincided with major shocks
involving energy supply, price increases, and trade losses. Except for Russia and the energy
exporters (Kazakhstan, Turkmenistan), these shocks would have had large adverse effects on the
labor market even without the reforms. Some sectors became uncompetitive before growth could
take hold. There was an unprecedented fall in GDP. And the structure of labor demand changed
rapidly accelerating the redeployment of labor across industrial sectors (Figure 5). Employment
turnover significantly exceeded the long-term levels of about 20 percent found in industrial
countries.

The emergence of open unemployment

Nearly 195 million workers had to adjust to new rules of the game as reforms proceeded
with job security ending for many of them. Open unemployment appeared and grew sharply, and
official real wages fell (Table 1). Drops in real wage should be interpreted cautiously, however
(Box 1). Wage differentials increased in many countries: in Poland for instance the wages of two
randomly selected white-collar workers differed by 42 percent in 1987; in 1992 the difference
was 51 percent. Regional differentials became explicit in both large and small countries:
regional unemployment in 1993 ranged from 7 to 46 percent in Hungary, and from 3 to 22
percent in small Latvia.
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Table 1 Transition economies show a variety of labor market adjustment patterns

1989 1990 1991 1992 1993 1994
Ofricial real wage index

....... I................................................................................................................................._,.,,,,,,,_

Belarus 100.0 96.0 76.0 70.5 45.3
Bulgaria 100.0 106.8 64.6 69.3 63.2 48.1
Czech Republic 100.0 93.9 69.9 76.1 77.8 80.1
Estonia 100.0 63.7 41.4 43.9 45.9
Hungary 100.0 98.7 96.6 97.9 96.8 100.5
Kazakhstan 100.0 87.2 56.4 50.9 33.3
Latvia 100.0 73.9 49.6 54.7 55.0
Poland 100.0 75.7 75.5 73.4 71.2 72.5
Russia 100.0 96.6 67.6 70.9 65.2
Ukraine 100.0 119.0 85.7 60.0 49.9~~~~~~~............................... ........................................................................................... _,,,,

Registered unemployment (percent)
Albania 8.6 14.4 16.2 29.3 18.3
Belarus 0.0 0.0 0.0 0.5 1.4 2.1
Bulgaria 0.2 1.4 10.8 15.0 16.0 14.1
Croatia 9.3 11.9 13.4 12.9 12.8
Czech Republic 0.1 0.8 4.1 2.6 3.5 3.1
Estonia 0.0 0.0 0.1 2.0 2.4 3.2
F.Y.R. of Macedonia - 24.5 26.8 28.6
Hungary 0.4 1.6 7.5 12.3 12.1 10.9
Kazakhstan 0.0 0.0 0.1 0.5 0.6 1.0
Latvia 0.0 0.0 0.1 3.0 5.3 6.4
Lithuania 0.0 0.0 0.6 1.5 1.7 2.5
Poland 0.1 6.3 11.8 13.6 16.4 16.0
Romania 0.0 3.0 8.1 10.2 10.9
Russia 0.0 0.0 0.0 1.0 1.5 2.3
Slovak Republic 0.1 1.6 11.8 10.4 14.4 14.8
Slovenia 4.0 4.7 8.2 11.6 14.5
Ukraine 0.0 0.0 0.0 0.2 0.3 0.4
Uzbekistan - - 0.1 0.2 0.3

.............................................................. _... ,... .............................. ,,_,..................................

Cumulative employment fall (percent)
Bulgaria 6.8 18.2 25.0 47.8 52.3
Czech Republic - 1.0 6.3 0.9 11.8 13.6
Estonia - - 0.5 12.5 23.8 25.0
Hungary - 0.0 3.7 12.8 20.0 23.6
Kazakhstan - - 1.3 2.6 9.2 11.8
Poland - 7.5 11.5 13.8 14.9 14.4
Russia - 2.0 4.4 5.8 7.0
Slovak Republic - 1.8 5.9 13.7 17.6 21.6
Ukraine - - 1.6 3.5 5.9 9.4

Note: Real wages = 100 at the start of transition (1989 for Central and Eastern Europe, 1990 for
the Former Soviet Union).
Source: Statistical Handbook 1994 of the FSU; World Bank data.

Although open unemployment is the most visible impact of the shocks,
unemployment rates disguise important differences across countries in the increase in
joblessness. The cumulative declines in employment declines was much higher than the growth
in unemployment in most countries during 1989-94, ranging from 52 percent in Bulgaria to 24
percent in Hungary to a low of 7 percent in Russia. Net withdrawals from the labor force were
higher for women than for men. The relation between the change in employment and the change
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in unemployment also differs across countries, but in most the ratio indicates that much of the
employment decline has been the result of withdrawal from the labor force (Table 2).

Box I Are real wages a reliable indicator of living standards in transition economies?
Statistical declines in real wages can overstate drops in living standard for a number of reasons. Declines in

nonwage incomes can be smaller than declines in wages. It is difficult to collect accurate data in economies that are
undergoing restructuring. And, declines in wages and incomes do not reflect changes in product variety and quality
or changes in shortages of consumer goods at official prices. The latter two factors are of primary importance in
assessing changes in standards of living in the past-centrally planned economies.

For instance, a 32 percent decline in real wages in Poland in 1990 is much higher than the 14 percent decline
in consumption that year, and the difference can be explained by the smaller decline in nonwage real incomes than
in real wages. The decline in consumption, however, was calculated on the basis of measured retail sales. This
measure relies on state-owned retail networks and does not fully reflect the sales of new private shops and trading
outlets. Using consumer and expenditure data, Berg and Sachs (1992) put the drop in consumption in Poland in
1990 at 5 percent, not taking into account the rise in product variety and quality, and the end of queuing that
prevailed after 1989, a year of huge shortages.

Can we account for the positive welfare effects of the end of shortages and queuing? A recent attempt to
estimate the effects of the ending of shortages in Poland and Russia suggests that the welfare gains were large;
indeed, they may even have completely offset the welfare losses from falling real consumption (Roberts 1995).
Such results call for caution in interpreting real wage trends.

Figure 5 Europe and Central Asian transition economies experienced larger macroeconomic
declines and more redeployment of labor than other reforming economies
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Turbulence = number ofjobs which changed sectors in a year across two-digit industries.

Note: The turbulence index is based on the number ofjobs that changed sectors in a given year. Indexes are for
three-year periods starting in 1980 (Cote d'lvoire), 1981 (Mexico), 1982 (Chile), 1983 (Ghana), 1985 (China, Costa
Rica, Tanzania, and Viet Nam), 1989 (Central and Eastern European countries), and 1990 (former Soviet republics;
two-year periods for Tajikistan and Ukraine). Source: World Bank staff estimates.
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In some countries, especially the Czech Republic, a significant increase in self-
employment has offset up to 70 percent of the drop in paid employment (see Table 2). In the
countries of the forner Soviet Union open unemployment is lower than in Central and Eastern
Europe, and drops in employment exceed unemployment growth by much more than in Central
and Eastern Europe. In addition, there is widespread evidence of increased labor hoarding and
job sharing in the formner Soviet Union. Job sharing was made possible by huge drops in
measured real wages, exceeding those in Central and Eastem Europe (see Table 1). The average
real wage drop for the former Soviet Union countries is above 40 percent, while it is less than 25
percent for Central and Eastern Europe.

Table 2 Unemployment growth and self-employment growth were lower than the
employment fall

(percent)
Unemployment growth Self-employment growth relative to

Region relative to the employment the employment fall a/
fall

Central and Eastern Europe (1989-94)
...a'':a................................................ ....... -.......................................... I............................................................................................................

Bulgaria .27 n.a.
Czech Republic .23 .69
Hungary .46 .18
Poland 1.11 .06
Slovak Republic .69 .24
Former Soviet Un/n (1990-94j) - --- --------------------~~~~~~............. .... i --- -w w .

Esonia .13 n.a.
Kazakhstan .09 n.a.
Russia .32 n.a.
Ukraine .04 n.a.
.a/ Until 1993
Source: World Bank staff estimates: Commander and McHale 1995.

Differences in the patterns of labor market adjustment can also be seen in labor
market flows. In most Central and Eastern European countries, inflow rates to unemployment
have remained small relative to OECD countries. The outflow rate is even smaller which is why
open unemployment grew fast. The Czech Republic and the formnerly Soviet countries display a
different pattern: hiring rates have remained high limiting the number of unemployed (Table 3).
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Table 3 Inflow and outflow from unemployment were low in most Central and Eastern
Europe countries, but not in the Czech Republic and Russia

Inflow rate Outflow rate
Country 1992 1993 1992 1993

Bulgaria 1.2 0.9 5.8 7.5
Hungary 1.7 1.5 9.7 6.2
Poland 0.6 0.7 4.4 4.9
Romania 0.6 0.3 1.3 2.4
Slovak Republic 0.9 1.2 10.2 8.2
C z ~ R R c.....................................0'.6 ............................................. 7........................................... 2... 5....I.............................................20......... .....................................................................Czech Republic 0.6 0.7 25.1 20.3
Russia 0.3 0.3 18.2 15.2
Source: Commander and McHale 1995.

Official unemployment rates are sensitive to incentives to register as unemployed.
In all transition countries, official rates are based on administrative rather than survey data.
Incentives to register as unemployed are generally strong to start with, but typically fall off
sharply when unemployment benefits are exhausted. Thus administrative data may start out
overstating unemployment but end up understating it. Labor force surveys undertaken in high
official unemployment countries (Hungary and Poland), however, found only slightly higher
unemployment rates than the administrative rates (although the composition of the unemployed
was quite different-almost one-third of the registered unemployed appeared not to be genuinely
unemployed, while a similar number of unregistered unemployed were revealed). In low official
unemployment countries (Kazakhstan, Russia) the survey-based rates are significantly higher
than the administrative one. In Russia in 1993, for instance, the official unemployment rate was
1.5 percent, while the survey-based rate was 5.5 percent. In Kazakhstan the difference was even
higher: the numbers were 0.6 and 9.3 percent respectively.

The reasons for low open unemployment rates and other differences in labor
market adjustments in the former Soviet Union countries are primarily policy and institution
related and are examined in the third part of the paper. The Czech Republic case is different,
however, because the country is the only one with a low unemployment rate and large labor
market flows in a region of countries with roughly similar policies and institutions. Most
countries in Central and Eastern Europe-including the Czech Republic-did not experience
such dramatic falls in real wages and increases in labor hoarding as the formerly Soviet
republics.

Three factors explain the low unemployment in the Czech Republic: a significant
decline in labor force participation, a low share of employment in agriculture (Table 4), and
dynamic job creation in the private sector in big cities and in areas close to the German border
(Table 5). Labor force participation fell because large number of women and working pensioners
were forced to retire. Textile and clothing-female-dominated industries-were heavily affected
by employment drops.

The Czech Republic had the lowest share of employment in agriculture among
Central and Eastern European countries (Table 4). As a result, the decline of employment in
agriculture had less of an effect on overall unemployment less than it did in other countries.
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And a relatively small initial share of employment in the service sector, combined with the
inflow of foreign direct investment to big cities and border areas of Bohemia and Moravia,
helped create jobs. The share of employment in the service sector in the Czech Republic grew
faster than in Hungary and Poland (Table 5).

Table 4 A lower share of employment in agriculture helped the Czech Republic avoid high
open unemployment

(percent)
Unemployment rate in National Share of unemployed Share of agriculture in

agricultural areas Unemployment rate from agriculture total employment
Country (1993) (1993) (1993) (1990)

Czech Republic 3.6 3.0 8.2 11.8
Bulgaria 16.3 15.9 - 18.5
Hungary 16.1 12.1 15.3 16.1
Poland 17.1 15.7 10.1 b 27.6
Romania 11.8 9.2 29.1
Slovak Republic 12.5 10.4 15.8
" Regions with agricultural employment greater than the mean plus one half the standard deviation of the share of
agricultural employment across regions.
b Refers to the fourth quarter of 1992.
Source: OECD 1994.

Table 5 New jobs in the service sector grew faster in the Czech Republic
(share of employment)

Country 1989 1993 Change
Czech Republic

Agriculture 11.9 7.4 -4.5
Industry 45.3 44.0 -1.3
Service 42.8 48.6 5.8

Hungary
Agriculture 16.1 10.1 -6.0
Industry 32.8 35.6 -2.8
Service 51.1 54.3 3.2

Poland
Agriculture 25.8 26.5 0.7
Industry 28.8 24.4 -4.4
Service 45.4 49.1 3.7

Source: OECD, 1994; World Bank data.

Employment restructuring

A key element in the labor market restructuring has been the growth of private
sector employment in both new private firms and privatized enterprises. The share of private
sector employment in total employment has increased rapidly in some countries: for instance, the
private sector of Slovenia's work force employed less than 10 percent in 1990; by 1994 the
private sector employment share was 55 percent.
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The shedding of excess labor, however, began prior to privatization in the
transition economies. Empirical work done in the Czech Republic and Poland found that state
enterprises displayed significant changes in their employment and wage behavior (Basu, Estrin,
and Svejnar 1994). Unemployment is not the route along which people move from state to
private sector jobs. In the initial shakeout many people become unemployed (in Central and
Eastem Europe) or are sent on unpaid leave (in former Soviet Union), but as the private sector
grows it draws workers not from the pool of unemployed, but from those still working in the
state sector. Even in the Czech Republic and Russia, where outflows from unemployment are
higher than elsewhere, job-to-job movements are more common than unemployment-to-job
movements.

Despite significant falls, employment remains high relative to output. Labor
hoarding persists in both high unemployment and low unemployment countries. In Russia
excess labor is common among both the remaining state firms and those either privatized or in
the process of privatization (Commander, Dhar, and Yemstov 1995). In Poland state firms are
also hoarding labor, but only a minority of privatized firms regard themselves as having excess
employment (Belka and others 1994). The difference between experience of state and privatized
firms in Russia and Poland is consistent with the difference between the reasons for persistent
hoarding: while in Russia hoarding results from expected recovery, benevolence, and ethical
reasons, in Poland the resistance of workers is commonly cited as the binding factor. Since
worker resistance is much weaker in privatized firms excess employment is less common in the
private firms in Poland. In Russia the privatization process has yet to translate into larger
employment adjustments, including involuntary separations. New private firms are different in
this respect: neither in Russia nor in Poland do they hoard labor. In Poland, in fact, more than 20
percent of new private firms view current employment levels as too low.

Employment decisions are almost unaffected by wages in either state firms or in
privatized ones (Basu, Estrin, and Svejnar 1994; Commander, Dhar, and Yemstov 1995). The
response on employment is also almost insensitive to the size of output shocks or market
structure (monopolies react similarly to others). The size of the firm is also irrelevant. Except
for new firms, hiring decisions are also not related to investment and there is no systematic
difference between the hiring decisions of state and private enterprises. While firms with
positive investment have the largest hiring rates, the rates are not significantly different from
those for firms where investment has collapsed.

Poverty and inequality

Shifts in employment status have profound effects on household welfare. Most
formal sector workers who lose their jobs or suffer steep cuts in real wages come from
households that were not poor before the changes occurred. Yet some move into poverty as a
result of those changes. Where unemployment has increased significantly, it has contributed to
increased poverty. In 1993 Polish households with two or more unemployed members were
three times more likely to be poor than the average household. In Russia, that same year, 63
percent of households headed by an unemployed person were poor, while 25 percent of all
households were poor. The story is similar for the Kyrgyz Republic.
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The number of working poor in the post-centrally planned economies has risen
across the board, especially in countries where working hours were cut rather than employment.
In Central and Eastern Europe the stretching out of the income distribution may have contributed
to the rise in poverty, although most of the stretching has come from changes at the top rather
than at the bottom of the wage distribution. For instance, wages and incomes at the high end of
the scale have increased substantially in Poland, reflecting a buildup of highly-paid white-collar
workers (Rutkowski 1994). There has been no concomitant drop in the wages of the lowest-paid
workers. The ratio of the wages of the poorest 10 percent of workers to the median wage barely
changed over the 1987-92 period (from 64.5 percent in 1987 to 63.6 percent in 1992), and for
blue-collar workers the ratio even increased (from 59.5 percent to 62.5 percent). Similar results
were reported in the Czech Republic and eastern Germany. In the former Soviet Union the
stretching out of the wage distribution contributed more directly to the rise in poverty. In Russia
an increase in wage differentials was related to the growing number of employees with low
wages, often working short hours.

The major factor associated with the incidence of poverty is the number of
children per household. In 1992, 46 percent of Russian households with two children under age
six were poor, and 85 percent of households with three or more children were poor. Romania
and the Kyrgyz Republic had similar patterns. Women tend to fare worse than men at blue-collar
jobs, because skilled blue-collar jobs are dominated by men. But women in transition economies
are benefiting from the expansion of services. Studies in Slovenia and the Czech Republic
indicate that, overall, women do not fare worse than men in the labor market.

The biggest culprit in the fall in living standards is aggregate macroeconomic
decline, and the number of poor is likely to fall with economic growth, which has resumed in a
number of transition economies. Aggregate shocks can make a big difference for households
whose incomes are close to the poverty line. The number of households that slip into poverty
increases with each drop in income-in other words, there is an increasing elasticity of poverty
with respect to income.

Although poverty will be a transitory phenomenon for most workers, a group of
hard-core poor is emerging: those who are immobile and poorly educated. This group will
remain poor unless they acquire broader skills and greater mobility. Consequently, the picture of
poverty five to ten years will likely be very different from today's. Trends in the labor market
are producing two groups of workers. The first group consists of those who may suffer a
temporary wage decline or unemployment but regain employment and wages when the economy
recovers. The second group stands to suffer permanent losses-many of these workers were
collecting rents in protected sectors before reform.

POLICY REFORM AND LABOR MARKET CONDITIONS

Three kinds of policies critically affect workers in transition. First, there are
macroeconomic policies and structural reforms, which have a direct impact on aggregate labor
demand. Second, there are transfers and other social services linked to the labor contract, which
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have an impact on the risks faced by workers and which significantly influence the standards of
living of the most vulnerable. Third, there are active labor market policies aimed at equipping
workers for change. The policy mix chosen -and hence the shape and potential success of
reforms-reflects the nature of a new, usually implicit, social contract among households,
workers, and the state.

Credibility and macroeconomic reforms

Although it is difficult to distinguish between the effects of transition and effects
that would have appeared even in the absence of transition, countries with strong and credible
reforms have chosen a path that is better for labor. Workers in the countries may initially have
lost more in terms of real wages and employment, but recovery came faster and the overall
outcome is already better than in countries that failed to launch credible reforms without delays.
Until 1994 reforms in Belarus and Ukraine were weak and workers suffered. By contrast, the
Czech Republic and Estonia had strong, credible reforms that brought wage recoverv (Figure 6).

Why is this the case? The most important factors are increases in efficiency
following macroeconomic stabilization and improvements in incentives as a result of getting
relative prices right as well as improvements in responses to these incentives coming from
privatization and a reduced role of the state. Together these factors provided a clear sense of
direction and purpose in the most successful countries. Policy makers were able to predict not
only the implications of each individual measure, but also to see how each measure fit into a
larger program. This is why it is in the long-run interests of workers to have credible reforms
that attract new investment and move economies toward job-creating growth paths.
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Figure 6 Where reform is more credible labor income recovers more quickly
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Structural transformation and the role of the private sector

A key element in the process of getting workers to benefit from reforms is
improved allocation of resources-including labor resources. The allocation of labor in centrally
planned economies was different from what would have emerged in a private sector-based open
economy. Has the increased role of the private sector already influenced the fortunes of workers
in the transition economies?

It is clear that new employment policies are being promoted by the emerging
private sectors with new small firms choosing labor-intensive activities. These new private firms
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offer the most desirable pattern of growth from a labor perspective, that is, one in which growth
in labor demand is associated with an increase in labor productivity. This productivity growth
drives further output expansion and labor demand growth, as opposed to the "growthless jobs"
offered by state firms in all transition economies and by privatized firms in countries where
insiders still control a majority of shares.

When outside investors are in charge, private enterprises have less labor hoarding
and more vacancies. They have higher potential for growth since they have a relatively modern
capital stock relative to state enterprises. They also have higher capacity utilization rates (Brada
and Singh 1994). But, if insiders dominate, as in Russia, none of the above is true, (Commander.
Dhar, and Yemtsov 1995). New private firms and privatized state firms only change if control
over the firms has been moved toward outsiders. The positive effects of such a move are evident
in the Czech Republic, where after the initial phase of insider privatization the fast development
of investment funds led to a shift of control toward outside investors. Outside control seems to
have a positive influence on both firing and hiring in these firms, making the Czech labor market
restructuring faster.

The process of building a mature private sector with outside investors is a major
institutional and developmental undertaking. When successful, labor benefits. When this does
not occur, there is a risk that workers will suffer from both lower productivity and from the
excessive growth of an informal economy. When genuine outsider-owned private firms are
scarce, state firms are able to enter into inefficient or harmful informal agreements with the
informal sector. For example, state enterprises in Bulgaria have developed informal joint
ventures with private firms, and state enterprise profits have been siphoned to the informal sector
(Bogetic and Hillman 1995). State enterprises have been leasing land and equipment to informal
establishments owned by managers of state firns, or a private firm has been both supplying a
state firm with inputs and receiving its output isolating it from the market. Because informal
profits and incomes are not taxed, the public turns against formal privatization, and private and
state firms involved in informal ventures seek to formalize their commercial relations through
self-privatization proposals that preempt disruptions by outsiders.

Despite problems with measurement, there is strong evidence of rapid informal
sector growth in the transition economies. While the informal sector can play a positive role to
some extent, its share of about 20 percent of GDP and 30 percent of employment in some Central
and Eastern European countries is high, and reflects the often distorted business relations
between the state and the private sectors (Dallago 1993).

Labor market adaptability

Adaptable labor markets are essential if workers are to participate fully in
recovery. Labor markets in the transition economies of Europe and Central Asia proved
adaptable in terms of intersectoral movement of labor, real wage flexibility, and increasing
returns to human capital (Orazem and Vodopivec 1994, Chase 1994). Wage differentials have
increased. Labor code reforms removing biases against large employers are under way in many
countries. And in some countries, tax-based incomes policies that impeded adaptability in the
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1990-93 period have been abolished or replaced with more flexible mechanisms, such as average
wages negotiated with unions.

These developments do not, however, indicate a sufficient adaptability.
Transitions call not only for movement of labor across sectors, but also for geographical
movement of workers across different localities. Although labor turnover was not low during the
socialist period, residential mobility was (for example, a number of persons who changed the
place of living in a one-year period was 4 percent in the Soviet Union, much less than 8-10
percent in Western Europe and 18 percent in North America), and evidence suggests that it
remains low. Factors explaining this labor mobility are the functioning of the housing market,
the provision of social benefits by enterprises, regional economic disparities and the power of
unions.

Housing market and labor mobility. In centrally planned economies housing
markets were severely constrained by the small share of private ownership, limitations on
exchanging apartments and houses, and broad tenant rights, including lifetime occupancy and
protection from eviction. In addition to these constraints, the residency permit system was
enforced in the Soviet Union.

Although the first two features are gone-ownership is mostly private and
principle apartments and houses can be fully traded-vestiges of the old system remain,
impeding geographical labor mobility. Tenant rights are still much more extensive than in most
market economies and reduce incentives to participate in the real estate market. The ability to
make and enforce contracts regarding the lease and sale of residential real estate is still poor. In
Belarus, Russia, and Ukraine residency permits are still used to regulate migration.

The effects of these constraints are consistent with the evidence on labor mobility.
Intersectoral labor mobility (Figure 5) is high because mainly it consists of mobility within cities
or localities-and thus is not impeded by housing regulations or the functioning of the housing
market. Labor mobility across localities is, however, much lower. According to a 1994 survey of
the three Baltic States, 9 percent of employed Estonians, 7 percent of Latvians, and 8 percent of
Lithuanians were likely to move to work in a different city. But 31 percent, 33 percent and 42
percent, respectively, expected to change employers (Rose and Maley, 1994). These results
should be read cautiously, however, since all three countries are very small.

Although it is very important to increase geographic mobility, no quick fixes are
available at this stage. Abolishing the residence permit system is a priority, but the main
challenge is building the institutions and regulations of a modern, dynamic housing market. This
process will take some time.

Enterprise-provided services. Enterprises in socialist economies generally
provided a significant range of nonmonetary benefits including housing and health care to
incumbent workers. Many are still doing so. Spending on social benefits and services by
Russian firms amounted to 4.1 percent of GDP in 1992 and 3.3 percent in 1993. In Poland the
magnitudes were smaller-less than 1.5 percent of GDP.
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Nonwage benefits are likely to hinder labor mobility because changing jobs can
mean losing access to benefits, at least temporarily. Indeed, the evidence for Russia points to a
negative association between quits and the size of benefits offered by firms (Commander, Lee
and Tolstopiatenko 1995). Among these benefits. however, housing is not a key impediment to
labor mobility because most residents of enterprise-owned apartment buildings have lifetime
rights to occupy their apartments, regardless of whether they work for a different enterprise.
Also, neither health care nor child care facilities seem to be, by themselves, important
impediments to mobility. The evidence for Russia suggests that it is the whole benefit package,
as a tax-free nonmonetary compensation, that makes workers unwilling to quit enterprises
providing sizable benefits. With cash wages falling in almost all the transition economies, the
market value of benefits has increased.

Governments should help transfer enterprise-provided social services to local
governments. Some assets could be privatized, but enterprise privatization does not help much
because the provision of benefits is associated with the size, not the ownership, of enterprises:
both state and privatized large enterprises provide more benefits. Transferring of assets to local
governments would make wages more transparent and remove the disincentive to moving from
large to small enterprises. On the other hand, such a transfer would require local government
financial reform because the transfer would increase spending by local governments. As in the
housing market, delinking social services from enterprises is at least a medium-term effort.

Persistent disparities and depressed areas. Even if the problems arising from
poorly functioning housing markets and provision of services by enterprises were solved,
geographical labor mobility may still be insufficient. Most centrally planned economies in
Central and Eastern Europe and Central Asia disguised long-standing regional disparities by
using equalizing mechanisms in the allocation of capital and setting of wages. Such disparities
have since been accentuated by major localized shocks-and the equalizing mechanisms have
been scaled back. Thus regional imbalances in transition economies, already marginally larger
than in market economies, have grown larger. Some areas-such as those built around mining
and heavy industry-are being particularly affected (for example, Kemerovo in Russia).

In principle, greater labor mobility can solve geographical imbalances. But as
experience in OECD countries shows, regional differentials persist even where migration rates
are high. Moreover, attempts to encourage migration, such as mobility grants to the unemployed
or to workers about to be made redundant, are not very helpful because people seem to move for
reasons that are unrelated to local labor market considerations (Jackman 1995). In most OECD
countries net migration flows, are small relative to gross flows indicating the dominance of
noneconomic factors in migration.

In most industrial countries government involvement in labor mobility takes the
form of inducements to firms to locate a new plant or undertake new investment in depressed
regions. These activities, however, lead to additional distortions, because they encourage firms
to install highly capital-intensive technology, and thus attract capital-intensive industries to the
depressed regions. Thus they often end up costing a lot of money while creating few jobs. A
possible lesson for transition economies from the experience of industrial economies is that it
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may not be cost-effective to pursue the recovery of depressed areas with mobility grants or
regional investment subsidies. Instead, efforts should focus on removing barriers to spontaneous
mobility and ensuring that public expenditures on transport and infrastructure are spread evenly
around the country.

One-company towns pose a particular problem for transition economies because
of the limited opportunities for workers when the companies fail or are shut down. In the
Russian coal sector a number of mines are located in isolated areas and provide the bulk of
employment in those areas. In general, policies toward one-company towns should resemble
those toward lagging regions. Governments should encourage change: migration, creation of
new jobs, and new firms. But such efforts rarely solve the problem in the short run. When the
prospects for change are limited-or when adjustment is bound to be slow-temporary policies
that sustain existing enterprises may make sense if the negative social and political externalities
of job destruction are large and the value of the firm's output exceeds the value of the inputs
used. The biggest problem in designing schemes to support enterprises in isolated areas is
avoiding perverse incentives. Any industrial support scheme must be temporary to ensure that
enterprises use the support to restructure their activities rather than to perpetuate inefficiency.

The less developed the economy, the simpler and more transparent the
mechanisms should be. Thus a special severance scheme that tops up nationwide severance
schemes is better than an extension of unemployment benefits, because it is administratively
simpler. To avoid introducing biases against labor demand, schemes should not be financed with
payroll taxes. For reasons of fairness and efficiency, laid-off employees should be offered a
choice among several exit options. To reduce the danger that the best workers will leave, wage
structures should tighten the link between performance and pay. Finally, rules requiring advance
notice of layoffs may help workers adjust. But since advance notice can slow voluntary exit and
encourage workers to wait for retrenchment packages, it may be appropriate to accompany
advance notice measures with lower remuneration for workers who remain. Other components
of these schemes popular in the West, such as on-site employment services, are a function of
administrative capacity. They may be useful in transition economies with strong government
capabilities.

Unions. Labor market adaptability in some transition economies, especially in
Central and Eastern Europe, will have to be achieved in a heavily unionized environment with
powerful and well-organized unions. Transition economies inherited heavily unionized labor
markets, with 60-90 percent of workers belonging to unions in 1990. Union coverage had
already declined by 1990 and has fallen further since (Figure 7). This is in sharp contrast to
developing countries, where a much smaller share of workers are unionized, as well as to
industrial European countries, where unionization levels range from 15 percent in France to 80
percent in Denmark. Still unions' role in representing workers has undoubtedly increased since
that time when they served merely to channel government funds to workers.
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Figure 7 Trade union membership has fallen in Central and Eastern Europe
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The key precondition for good outcomes of bargaining with unions is the
existence of competitive product markets. Competitive product markets limit unions' ability to
obtain higher wages for their members if higher wages are inconsistent with the firm's
productivity. Raising wages would force unionized enterprises out of business unless the higher
wages could be justified by increased productivity. Where competition is lacking, unions will
attempt to capture economic rents and ally themselves with their employers and with politicians
who promise to perpetuate those rents. Promoting domestic competition and openness to
international markets can help curtail the negative effects of unions.

An important principle in industrial relations is to ensure that the parties engaged
in bargaining internalize the costs of the outcome rather than shift them to third parties. This
principle has many applications. In some countries, for example, in Poland in the early 1 990s,
labor laws require that workers be paid even when they are on strike-a clear disincentive to
compromise. Worse, unions can force distorted outcomes when third parties bear the cost of
negotiated agreements. When a government provides subsidies or easy credit to a financially
troubled enterprise, it is consumers and tax payers-not the workers or enterprise managers who
negotiated the increase-who must cover the enterprise's increased costs. There are many
anecdotal observations from transition economies of managers and unions lobbying governments
for softfinancing to enable pay increases.

The goal of internalizing costs has implications for the structure of unions and the
scope of bargaining. The experience of several countries indicates that bargaining at the
enterprise level can achieve positive economic effects. On the other hand, coordinated
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bargaining, in which labor negotiations take place at a national level, is common in Northern and
Western Europe. Although these systems have undergone substantial adaptations as Europeans
grapple with rising unemployment and inflexible labor markets, they have produced decades of
positive industrial relations and good wage and employment outcomes.

The choice of the level of wage bargaining depends on the country's size and
union coverage. Although coordinated (national) solutions can be appropriate in an inflationary
transition environment (Rutkowski 1991), they require that most workers be covered by union
agreements. If this is not the case, national bargaining tends to benefit the unionized sector at the
expense of the unorganized and poor groups in society. In Europe most cases of successful
centralized bargaining are in relatively small countries. Among the transition economies, the
best example of countrywide agreements between unions and employers can be found in the
Czech Republic, a relatively small country with a corporatist tradition. Despite its success in the
Czech environment, however, centralized solutions may be inappropriate for other countries. For
instance, centralized bargaining in Ukraine led in April 1993 to an unreasonable and damaging
agreement that, among other things, mandated that wages be indexed at a level higher than the
inflation level. Centralized bargaining works well if workers feel the negative effects of
excessive wage growth. But if the burden is shifted to other groups and coordination is difficult,
centralized bargaining does not work.

In industrial economies outcomes are rarely good if bargaining takes place at the
industry level (as in the United Kingdom). But outcomes can be good both in cases of
centralized and decentralized bargaining. The European examples of successful centralized
bargaining are well known: Sweden and Austria were for years given as examples. Examples of
successful decentralized bargaining can also be found in Canada and the United States. Unions
in transition countries are trying to adapt these different experiences as they develop their own
approach to bargaining. It may be that a multi-tiered bargaining system in which different issues
are dealt with at different levels will be the most practical approach.

The burden and design of transfers

When macroeconomic and structural policies enable labor to reap the benefits of a
market economy, complementary policies must be developed to protect those who are likely to
suffer permanent losses as a result of the transition. Macroeconomic and structural policies are
likely to be insufficient for workers who, because of their skills, their habits, or the changing
pattern of labor demand are not prepared for change. In this context the government must
determine how active it will be in providing transfers to the needy, that is, how much it will
collect in taxes from the general population to provide support to the poor, the vulnerable, the
unemployed, and other groups in need.

The government's policy choice has a number of implications for the labor
market, the most visible being the open unemployment rate. Taxes (such as required employer
contributions to social insurance funds) and regulations (such as minimum wages) raise the cost
to firms of offering jobs and thus reduce the wages they are willing to pay. At the same time,
benefits such as unemployment insurance reduce the incentive for workers to accept jobs and
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thus raise the wages they demand. When a government's transfer policy includes both benefits
to the unemployed, and a tax on employment, it drives a wedge between the productivity of
workers and their take-home pay. Workers will be discouraged from accepting employment
because there will be a floor on the wages they will accept (or the wages they are allowed to
accept, if minimum wages are imposed by law or by organized labor). As a result, workers
whose take-home pay is less than the floor (called the reservation wage) will become
unemployed.

Is this picture a realistic approximation of the reality of transition economies? It
implies that in cross-country comparisons there should be a positive relationship between
unemployment and both the tax wedge (or minimum wage) and benefits to the unemployed. An
examination of economies in transition suggests that, indeed, there are two different pattems of
labor market adjustment. First, there is a systematic difference between the payroll tax rate in
Central and Eastern Europe and that in the former Soviet Union. In 1992 the average payroll tax
rate in Central and Eastern Europe was more than 45%, while in the former Soviet Union it was
less than 35% (Table 6). Second, unemployment benefits tended to be more generous and last
longer in Central and Eastern Europe: most Central and Eastem European countries had
earnings-related benefits lasting a year, while most of the formerly Soviet countries had flat-rate
benefits lasting six months. Not surprisingly, as mentioned earlier, open unemployment rates
were - and are - much lower in the formerly Soviet countries. Minimum wages did not seem
to contribute to unemployment; possible because there has been a substantial drop in the
minimum wage relative to the average wage in the transition economies (Figure 8)

The difference between the formerly-Soviet and the Central and Eastem European
pattem is strikingly similar to the difference between U.S. and Western European labor markets.
In transition economies, as in the U.S. and Westem Europe, there is a tradeoff where jobs are
concemed: if workers accept lower wages, unemployment does not need to rise so high. States
with generous welfare provisions will always have higher unemployment rates than nations that
allow markets to function more freely. Moreover, the main factor contributing to higher
unemployment seems to be the rise in wage inequality that comes from the dismantling of central
planning and an exposure to the market. The increase in inequality implies that the wages of
low-paid workers fall relative to the average, while those of high-paid workers rise relative to the
average. Unless reservation wages (benefits) fall, the number of unemployed workers raises
because more workers find that available pay rates are below their reservation wage.
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Table 6 The Payroll tax burden is greater in Central than the Eastern Europe and the
former Soviet Union, 1992

(percent)
Country Payroll tax
Central and Eastern Europe... ... .. ... .. ... .. ... .. ... ... .. ... .. ... .. ... .. ... .. ... ... .. ... .. ... .. ... .. ... .. ... ... .. ... .. ... .. ... .. ... ... .. ... .. ... .. ... .. ... .. ... ... .. ... .. ... .. ... .. ... ..

Bulgaria 50.0
Czechoslovakia 49.5
Hungary 53.0
Poland 45.0
Romania 41.0.....................~~........................................... ........................................ ....................................................................................................................

Former Soviet Union............................................................................................................................................................................................................................
Estonia 20.0
Kazakhstan 38.0
Latvia 38.0
Lithuania 31.0
Russia 40.0
Uzbekistan 34.5
Source: Fox 1994; World Bank data.

Figure 8 The ratio of the minimum wage to the average wage decreased during transition
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The reason the formerly Soviet countries have experienced a smaller rise in open
unemployment has to do not only with their lower level of benefits and labor hoarding, but also
with the remarkable buoyancy and flexibility of their labor markets. The buoyancy of Kazakh,
Russian, and Ukrainian labor markets is reflected in the large number of new jobs being created.
Their flexibility is reflected in the fact that employees are willing to accept much lower real
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wages rather than lose their jobs. Even in declining sectors, firms are paying their workers less
and sending them on unpaid leaves rather than firing them.

The high wage flexibility has meant that firms can keep old workers on longer,
and can even hire new ones. The typical Russian employee is not pushed into redundancy, but
can stay with a firm until he or she is pulled into a new job in a prosperous sector. Because
unemployment benefits are so low, and social services are often attached to a factory, it makes
sense for a worker to stay with the firm. From an employer's standpoint, keeping inexpensive
workers means not having to dole out severance pay. It also can help the firm's profits, thanks to
an excess wage tax that some countries impose if a total salary bill rises above a set level
calculated as a payroll, not a pay rate. The cheaper the workers, the less tax is paid.

Is such a strategy better than open unemployment? The answer depends on two
factors: which approach speeds up the development of more competitive firms and which has
lower social costs, especially in terms of long-term unemployment. Open unemployment
provides clearer evidence of the need for restructuring, but it incurs high social costs for those
without work and is expensive for governments-especially if a long-term culture dependency of
forms. Under the Russian or Ukrainian system, by contrast, the social cost is borne more directly
by the workers, through lower incomes.

Does this mean that the burden of transfers is essentially a matter of societal
choice and that there are always reasonable tradeoffs between labor demand and welfare
objectives? Not necessarily. First of all, the tradeoff may become unfavorable at higher levels of
taxation, especially if taxation is biased toward the tax on labor. Second, the choices are not
GDP growth-neutral, and approaches that emphasize labor market flexibility and limit transfers
tend to be associated with better growth. Third, design matters: if certain mistakes in design are
avoided, the tradeoff is more favorable.

These three points suggest that there are potentially serious problems to come,
especially for Central and Eastern European economies. These economies have high payroll tax
rates. They also devote a large share of total resources to cash transfers: about 15 percent of
GDP, compared with 8 percent in the former Soviet Union and 4 percent in the relatively high-
transfer Argentina (Krumm, Milanovic, and Walton 1994). Although OECD countries have
almost the same level of cash transfers as Central and Eastern Europe they have much higher
incomes. Plotting total and cash public spending against incomes, the transition economies of
Europe and Central Asia are clear outliers for their income levels (Figure 9). Recent research
indicates that growth is 1.0-1.2 percent less for every 10 percentage points of GDP in extra
spending. For the transition economies, this translates into at least 1 percent of GDP growth
each year.
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Figure 9 Transition economies in Europe and Central Asia spend more on transfers than do
other countries at their income level
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To improve tradeoffs at a given transfer burden, transition economies, especially
those in Central and Eastem Europe, should change some design features. First, there is
obviously room to reduce payroll taxes and to shift financing of some transfers-especially
family benefits and other non insurance-related transfers-to general revenue. This should
improve employment prospects in countries like Bulgaria and Poland, where rigidities make it
impossible for employers to shift the entire payroll tax burden to employees. Second, transition
costs should be addressed by temporary rather than permanent mechanisms. Although it is
important in the long run to reform social insurance schemes, in the short run the priority is often
just to maintain transfers to the poorest and the vulnerable. In most transition economies large
families and the unemployed appear to be more adversely affected than old people: therefore
targeted social assistance schemes (either means-tested or categorical, depending on the
possibilities for categorical targeting and administrative capacity for means testing) and job
search-enhancing severance pay and unemployment benefit schemes should be of highest
importance.

A few basic principles apply for these schemes. Severance pay financing should
be socialized so that lack of liquidity does not stop enterprises from restructuring.
Unemployment benefits should be simple and should avoid the disincentive effects of long-
duration and high-replacement rates. This is why most policies that provide long-term benefits
to address transition problems are bad: they reduce labor supply and are pro-inflationary. Only
for older workers who have accumulated a stock of highly specialized skills and who face
particular difficulties in adapting to a changing environment can the use of retirement pensions in
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lieu of unemployment benefits be justified. These older workers likely would not compete in the
labor market anyway, and they are particularly difficult to retrain and remotivate.

Equipping workers for change

Most transition economies in Europe and Central Asia use active labor market
policies - defined as any measure other than unemployment benefits and early retirement-to
help workers adjust to change by increasing their productivity (with retraining), improving
matching (with job search assistance and retraining), maintaining their labor force attachment
(with retraining and public works), and increasing demand for labor (with wage subsidies,
business startup schemes, and public sector employment). The rationale for these policies comes
from the experience of industrial economies, which have used active policies for the past 25
years. Unfortunately, little reliable information exists on the effectiveness of these programs:
they have rarely been rigorously evaluated, even in OECD countries (and most evaluation have
been done in the U.S.). Since fiscal resources in transition economies are much more constrained
than in industrialized countries, careful monitoring of active labor market policies is of critical
importance.

There are sharply different views on the role of active labor market policies,
ranging from almost unconditional support for them as a means of reducing the duration of
unemployment and cutting spending on unemployment benefits to criticism pointing to the lack
of evidence on their effectiveness. Governments in transition economies use active policies
because workers lack information on job opportunities (which justifies public job search
assistance and counseling), because workers face credit constraints (which points to a need for
state financing of placement activities), because private providers of retraining and other active
labor market programs are undeveloped (an argument for public provision), and for political
reasons (an argument for governrnents to be seen as active in helping workers). Some arguments
limit the possibilities for private sector involvement in these programs, including firm-financed
retraining, because most firms' short time horizon leads them to engage in poaching more readily
than private firms in stable market economies.

Transition economies tend to follow closely the OECD approach in terrns of in
spending on different kinds of policies-active as well as passive (unemployment benefits).
None of the Central European countries with a long track record in active labor market policies
spend on any of the policies outside the OECD range (Table 7). The highest spender, Hungary,
spends more or less the same share of GDP as high OECD spenders, such as Canada and
Sweden. The lowest spender, the Czech Republic, spends at the level of low OECD spenders,
such as Japan and Switzerland (Table 8). Poland is a mid-case. Programs in both Hungary and
Poland are dominated by unemployment benefits. Such a structure is typical of programs in
almost all the OECD countries except for Sweden, which had long been known for its high share
of spending on active labor market policies and modest unemployment benefits. The Swedish
pattern of spending is mirrored by the Czech Republic, although the overall level of spending is
so much lower in the Czech Republic(O.53% of GDP compared with 3.75% of GDP in Sweden)
that comparisons of the two programs are inappropriate. The small share going to labor
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programs also invalidates the argument that the structure of spending on labor market policies
helped contain unemployment in the Czech Republic.

Table 7 OECD and Central and Eastern European countries (Czech Republic, Hungary,
and Poland) devote resources to similar labor market policies

(Percentage of GDP)
Program OECD Central and Eastern Europe
Public employment services 0.02-0.22 0.11-0.16
Retraining 0.20-0.81 0.01-0.24
Youth measures 0.00-0.69 0.05 a
Vocational rehabilitation 0.00-0.23
Wage subsidies to private firms 0.00-0.12 0.02-0.12
Self-employment 0.00-0.21 0.01-0.05
Public sector employment 0.00-0.58 0.03-0.14
Work for the disabled 0.00-0.68 0.01 '
Unemployment compensation 0.00-3.48 0.20-2.14
Early retirement 0.00-1.24 0.11 b

a. Czech Republic only
b. Hungary only
Source: Lehmann 1995.

Table 8 Spending levels on different labor market policies in OECD in Central and
Eastern countries is comparable

(percentage of GDP * 100)
Program Austria Canada Gernany Japan Sweden Switzerland U.S. Czech Hungary Poland

Republic
.Public 11 22 22 2 21 7 8 10 16 11
employment
services

.Retraining 12 36 47 3 80 2 9 1 24 6

.Youth measures 1 2 5 - 12 - 3 5 - -

.Vocational 3 - 13 1 10 11 5 - - -

rehabilitation
. Wage subsidies to I - 4 6 3 - - 10 11 12
private firms

.Self-employment - - - - I - - 3 5 4

.Public sector 4 2 20 - II - 1 3 14 7
employment

.Workfordisabled 2 - 9 - 68 5 - I - -

.Unemployment 100 225 152 32 160 37 59 20 214 161
compensation
Early retirement 9 - I - 8 - - - 11 -

Total 144 287 273 44 375 61 84 53 295 201
Source: Lehmann 1995.

The high share of spending on active labor market policies in total spending on
labor market policies is not the only peculiarity of the Czech Republic. Two others are its high
share of spending on wage subsidies in the private sector (the Czech Republic spends almost as
much as Poland and Hungary on wage subsidies, but spends four times less than Poland and six
times less than Hungary on active labor market policies as a share of GDP) and its low share of
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spending on retraining (relative to Hungary and Poland). And while spending on retraining is
modest, the number of participants in retraining is not. Thus, the Czech Republic spends
exceptionally little money on each retraining participant. The ratio of participant inflows (as a
percentage of the labor force) to spending on retraining (as a percentage of GDP) was 34 in the
Czech Republic in 1992 and 20 in 1993, compared with 6 in Hungary in both years and 12 and
15 in Poland. Typical OECD ratios are between 7 and 12. This means that Hungary made an
effort to increase the quality of training and reduced the coefficient almost to the level of Sweden
(4.5), while the Czech Republic tried to maximize the number of people treated by retraining
without increases in expenditures per participant.

Is the idiosyncratic pattern of spending in the Czech Republic part of a different
labor market policy strategy? The combiration of low spending on unemployment benefits and
retraining and relatively high spending on wage subsidies suggests that the Czech government is
both afraid of long-term unemployment and the culture of dependency associated with it, and
skeptical about the effectiveness of active measures, especially retraining. Still, the government
puts many unemployed through retraining schemes, acknowledging that such schemes play an
important social role and signaling that it cares about unemployment. In sum, social
considerations appear to dominate economic ones in the case of Czech active labor market
policies.

Do active labor market policies work? Can the experiences of the relatively rich
Czech Republic , Hungary, and Poland be useful for other transition economies of Europe and

Central Asia? The answer is difficult because there have been almost no evaluations, or
controlled experiments those who receive the assistance and those who do not.

In Hungary there has been a quasi-experimental evaluation of retraining and
public sector employment schemes in which treatment and control groups were selected after

intervention and various techniques were adjusted for differences in observable attributes (such

as sex, education, age, region) and unobservable characteristics (such as motivation, family
connections). The results show that when observable characteristics of treatment and control
groups are taken into account, training is only marginally successful in increasing the probability

offinding employment. Controls for unobservable attributes have ambiguous results. Training

is not at all successful in raising earnings. Public employment programs do not raise either
reemployment probabilities or earnings. Further attempts using different quasi-experimental
techniques-matched pairs, regression-adjusted, and selectivity-corrected-also yield poor
results for training and especially for public sector employment (O'Leary 1994).

In Poland there has been an evaluation based on a flow analysis of administrative
data to establish the overall effect of a specific labor market policy on outflows from
unemployment. The idea was that a measure that was administered on a large scale could be

considered effective if there was a statistically significant positive correlation between such a

measure and outflows from unemployment. Retraining was not found effective in this study, but,
the small number of participants in retraining may have been partly responsible for the results.
Other evaluations for Poland found retraining of unemployed workers rather ineffective, while
retraining of employed, workers was found quite effective (G6ra 1994).
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The limited body of evidence underscores the need to monitor and evaluate active
labor market policies using easily interpretable and feasible techniques. Otherwise, there is a
danger that money will be wasted. Results for Hungary show that training serves as a substitute
for attributes (such as education, being younger, being female, and being from certain regions)
that increase reemployment probabilities in the absence of any intervention This highlights the
importance of netting out the effects of observable attributes in determining program effects,
especially when equity considerations are important. In Hungary, since public employment
programs are not effective, cost considerations are not relevant. For training, however,
combining costs (about $2,300 per trainee) and effectiveness reveals that at an 8 percent discount
rate, it would take more than 30 years to recover program costs (Gill 1995). Although this
reflects ratios between private benefits and social costs, one fact is clear: given the marginal
effectiveness of retraining in increasing the probability of reemployment, the potential savings
from unemployment benefits-with eligibility duration of one year-would be insignificant (less
than $100). Therefore retraining, at least in Hungary, cannot be justified as a means of reducing
expenditures on unemployment benefits. If continued, retraining needs to be justified on some
other grounds.

Preliminary evidence from Russia indicates that Hungary's results are not
aberrant-the effectiveness of active labor programs is low, (Lehmann 1995). OECD studies for
retraining (for example in Sweden, the U.K., and the U.S.) generally show disappointing results
under better overall labor market conditions. There is also a risk of distortions from active labor
market policies that are common in Western Europe: the unemployed undergoing retraining are
locked in to their benefits and do not search for jobs, wage subsidies lead to a substitution of
subsidized for nonsubsidized employment (or to employing those who would be employed
anyway), business startup schemes may drive nonassisted businesses out of business, public
sector employment merely redistributes employment between groups, and job search efforts are
reduced in the presence of these schemes and unemployment benefits. Some of these effects are
less likely to appear in transition economies: for instance, the underdeveloped private service
sector reduces the chance of displacing other businesses and, indeed, the preliminary assessment
of such schemes in Poland is quite encouraging. There are, however, effects that are more likely
to appear, especially substitution effects in subsidization schemes.

Given these risks and findings, the question whether active labor market policies
should be given a high priority is pertinent, especially in countries where spending on such
programs diverts attention and resources from other critical social expenditures. Additionally, if
labor market weaknesses are caused by falling labor demand, supply-side interventions such as
retraining will not result in either sustainable employment creation or higher wages. Demand-
side interventions such as public sector employment and wage subsidies will also only provide
temporary relief, but may have other labor-related benefits such as preventing a decay of work
habits during long unemployment spells.

There is a temptation to use active labor market policies for on political reasons,
because governments must be seen as doing something. Such an approach, however, may not
buy much time for governments if these programs are not effective. Careful monitoring and
evaluation is therefore critical: results may be different in every country and in each country the



30

relative cost-effectiveness of labor programs varies. On these grounds alone, the transition
economies of Europe and Central Asia should be persuaded of the value of rigorous evaluations
in deciding which programs are best used and where.

Table 9 Policies equipping workers for change

Policy Effectiveness and recommendations

Retraining Limited number of thorough evaluations, even in industrial countries. State
financing is desirable in some cases for those hurt by changes, at least on
welfare and political grounds. Need to develop private provision.

Job search assistance Inexpensive and often effective in industrial countries in increasing job
placements, though only relevant for a fraction ofjob-seekers. Important for
the long-term unemployed. Need to allow private job exchanges to operate.

Employment subsidies Only minor net effects in industrial countries. Can undermine commitment to
reforms. May make sense if narrowly targeted, for example in one-company
towns.

Allowances (grants, loans, or Net employment effects rarely properly evaluated. Positive effects in terms of
prepayment of benefits) to support business durability and loan repayment in some transition economies. Only
business startups apply to a small minority of workers, even in industrial countries.

Public employment programs and Mixed results. Rarely properly evaluated. Some positive effects of programs
public support of apprenticeship carefully targeted to dropout minorities and disadvantaged groups (like the

long-term unemployed) when mixed with on-the-job training.
Administratively intensive and difficult to implement outside industrial
countries.

The lack of evaluations and mixed evidence in existing evaluations make any
generalizations on the possible effectiveness of various labor policies very risky (Table 9). Two
general recommendations stand out. First, it is important to resist the temptation to offer a wide
menu of active labor market policies. Instead, it is better to concentrate on one or two policies
that are likely to be effective and to evaluate them carefully. Some policies do not make any
sense in certain cases. For instance, with widespread labor hoarding in most formerly Soviet
countries, generalized wage subsidies seem pointless. Second, a combination of focusing
programs on disadvantaged groups with careful testing of potential participants for flexibility and
ability can be a viable option in countries with fewer administrative constraints and higher staff-
client ratios in employment services. Still, even under the best circumstances, active labor
market policies play only a marginal role in equipping workers for change and bringing down the
unemployment rate. And since these policies can be very expensive, there is no escape from the
need for careful monitoring and evaluation.
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THE OUTLOOK

How will workers in Central and Eastern Europe and Central Asia fare in the
medium-term future? For Central and Eastern Europe and the Baltics external conditions are
favorable. Recently acquired preferential access to the European Union provides new
opportunities and a credible anchor for macroeconomic policies and reforms. The inflow of
complementary capital will be important in generating growth, allowing the twin processes of
job creation and job destruction to proceed smoothly, and retraining existing human capital.
Most of the formerly Soviet countries do not, however, enjoy these advantages and will have to
rely on internal sources of growth.

The development path of the past has left the region with rich stock of human
capital and a developed (but aging) infrastructure. The key to renewed growth is a successful
reorganization of labor out of the public sector and into higher-productivity activities. This
process involves mass privatization, reduced trade protection, and a more workable financial
system. The implied structural change will hurt some workers, either temporarily when
reallocations are involved or permanently when labor productivity is below the old wage. The
main challenge is to allow the transformation to a private economy while minimizing the costs of
transition.

Labor markets have exhibited a fair degree of downward flexibility, especially in
the former Soviet Union; the challenge is to increase geographical mobility. Non-wage labor
costs are high and should be reduced in the context of a comprehensive reform of social
insurance schemes. New wage bargaining schemes need to be created.

There is, however, a serious risk of a stalled or incomplete transition if structural
reforms are incomplete or social tensions are not addressed. The main risks are of slow overall
engagement in the international economy, led by difficulties in internal structural reforms; of
rising macroeconomic imbalances, associated with rising poverty; and of the creation of a new
underclass of up to 20 percent of the population, hurt by passage through long-term
unemployment and widening regional disparities. Managing the social dimensions of the
transition, maintaining the quality of social services, creating the conditions for rapid job
creation, and avoiding the creation of new poverty are all key goals, but they must be balanced
with fiscal probity to ensure social and macroeconomic stability. Success is likely to breed
success by attracting foreign capital. But failure to address the economic and social concerns
risks prolonging the transition, at a high cost in human terms and in lost opportunities.
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