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Abstract

This paper investigates the impact of the great recession of 2007-2009 and the
debt crisis on the evolution of wages in the public and the private sectors, and the
changes in the public-private sector pay gap in a group of 26 EU countries. The
results indicate that earnings decreased in both sectors in most of the analysed
countries between 2008 and 2013. However, the decline in wages was mostly
due to the differences in returns to workers’ and jobs’ characteristics while the
endowment effect affected earnings in the opposite direction. The findings suggest
that the overall public-private wage gap reduced or remained unchanged in the
majority of the European countries over the crisis, which was due to diminishing
differences in the observed characteristics of workers and their jobs as well as

shrinking positive discrimination of public employees.
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1 INTRODUCTION

The great economic crisis of 2007-2009! is depicted as the most severe economic cri-
sis since 'the great recession’ of the 1930s. However, the recent downturn is associated
not only with negative economic growth in the global economy but was followed by
the indebtedness crisis, which touched most of the EU countries. An accelerated in-
crease in public debt and a worsening fiscal position among the EU members impelled
governments to implement fiscal consolidation measures in order to slow down further
debt growth.

The unfavourable economic conditions also had a negative impact on the labour
market in the EU — the unemployment rate in the EU-28 rose from 7% in 2008 to
10.9% in 2013, although there is a large cross-country heterogeneity in the response of
the labour market; in the Southern European countries the unemployment rate more
than doubled at that time. However, the adjustments in the labour market took place
not only through the employment channel but also through changes in wages.

The decisions undertaken by the public and the private sector regarding employment
and earnings policy differ as those sectors face differing goals, resources and limitations.
The main objective of a private sector is to maximise its profits; hence, it endeavours
to optimise wages and sets them at the level that reflects workers’ productivity. Ad-
ditionally, it can be expected that the private sector reacts more quickly to changes
in economic conditions, especially if the role of trade unions in the wage bargaining
process is limited. In contrast, in the case of the public sector, political considerations
or fiscal fundamentals are likely to play an important role in wage-setting policy. On
the one hand, the government can decide to overpay a particular group of workers,
e.g. low-skilled ones, to set social norms. Moreover, trade unions actively participate
in a collective bargaining process in many EU countries and, for example, can reject
wage cuts in order to protect their members. Finally, the authorities are not able to
adjust immediately the public sector wage bill in response to changes in the country’s
economic activity because the general government expenditure limits are determined
in the state’s budget act, which is traditionally prepared once per year.

The aim of this paper is to investigate how the public and the private sector re-
sponded to the slowdown of the early 2010s in economic activity and, related to this,
the adjustment of general government expenditures that occurred in most of the Eu-
ropean countries. Additionally, this study provides an answer to the question of the
impact of the recession and austerity measures on the size of the public-private wage

premium. For the purpose of my analysis, I use the EU-SILC data for the group of 26

! According to the National Bureau of Economic Research (NBER), the recession in the US started
in December 2007 and lasted till June 2009 but many EU countries faced negative growth also in next
years.



EU member states and apply the modified version of the Oaxaca-Blinder decomposition
to estimate the changes in earnings that took place between 2008 and 2013, separately,
in the public and the private sector. Then, the evolution of the inter-sectoral pay gap
over time is examined and its main drivers are identified.

The rest of the paper is organised as follows: Section 2 provides the literature review.
The dataset is described in Section 3. Then, I present my empirical approach. Section
5 analyses the changes in wages over the crisis in the public and the private sectors as
well as investigating the variation in the wage gap. Finally, Section 6 gives concluding

remarks.

2 LITERATURE REVIEW

The existence of a public-private sector wage gap is a well-established fact in the
literature, with the first studies dating back to the 1970s, see e.g. Smith (1976);
Gunderson (1979). However, there are remarkable differences with respect to the size
and the sign of gap depending on the countries analysed.

Most of the studies focused on developed economies are fairly unanimous and indi-
cate that there is a positive wage premium paid to public sector workers, see e.g. Ehren-
berg and Schwarz (1987); Bender (1998); Gregory and Borland (1999); Christofides and
Michael (2013); de Castro et al. (2013). Earnings differentials are unequal along the
wage distribution — usually, the least skilled workers are better rewarded by the public
sector, the premium declines along the earnings distribution and is negative for the
upper deciles (Melly, 2005; Giordano et al., 2011). The literature concentrated on de-
veloping countries is relatively scarce and provides more ambiguous results compared
to advanced economies. The literature review prepared by Lausev (2014) dedicated to
Central and Eastern European (CEE) countries provides evidence of a positive premium
paid to private sector workers for both genders in the majority of post-Communist Eu-
ropean countries. However, most of the studies reviewed focus on the transformation
period, i.e. the late 1990s and early 2000s, while most of the CEE countries have
achieved significant real and nominal convergence toward the 'old’ EU countries in re-
cent years. Hence, the conclusions drawn from those papers might no longer be valid
as, due to the catching-up process, both the structure of the labour market and com-
position of wages in the CEE countries can be consistent with that in the Western
European countries. This finding is confirmed by Christofides and Michael (2013) in
their cross-country study that covers all EU countries — in most of them, public sector
employees are better rewarded compared to their private sector counterparts.

Although the outbreak of the last economic crisis resulted in a revival of the con-

siderations about the inter-sectoral pay differentials, there are few studies that revolve



around the evolution of wages in the public and private sectors over the recession or are
aimed at assessing the impact of the economic downturn on the pay gap. Christopoulou
and Monastiriotis (2016) focus on Greece, which seems to be a pretty natural research
object as the recent global recession hit the Greek economy particularly hard and it
has had to put up with an economic adjustment programme of unprecedented severity.
Analysing the data from 2009 to 2013, the authors suggest that there are significant
differences between sectors regarding the speed and size of adjustments in wages — earn-
ings in the private sector were affected faster and, overall, more deeply in comparison to
the public sector. Contrary to all expectations, the public wage premium increased at
the beginning of the crisis and started to fall very slowly after 2011 but never declined
below its 2009 level. Additionally, the reduction in public sector premium touched
mostly well-skilled workers at the upper tail of earnings distributions.

Pérez et al. (2016) investigate the fiscal and macroeconomic effect of government
wages and employment reforms, giving special attention to the Euro Area countries.
By a comparison of the pay gaps in 2007 and 2012, they find evidence that the recent
public wage restraint has contributed to the partial correction of the positive public-
private pay differential in the Euro Area. Just like Christopoulou and Monastiriotis
(2016), the authors conclude that the observed decline in pay gap was larger at the
upper tail of income distribution than at the bottom.

The aforementioned results are just partly in line with the findings for Croatia.
Rubil (2013), who studies the changes in wage gap between 2008 and 2011 on the basis
of the data from the Labour Force Survey (LFS), concludes that the public-private pay
differential increased in the analysed period, both at the mean and across the earnings
distribution. However, the rise in the wage gap was primarily due to the growth in the

gap-increasing wage structure effect.

3 DATA

The analysis is based on the European Union Statistic on Income and Living Con-
ditions (EU-SILC) dataset, which nowadays is one of the most frequently used data
sources in this field of studies, see e.g. (Christofides and Michael, 2013; Giordano
et al., 2014). The data comprise a comprehensive set of information on an individual’s
personal and family characteristics and his/her working and living conditions, which
enables one to estimate the wage differential between public and private sector workers.
The unified methodology applied to collect the data in all countries that participate in
this survey ensures comparability of the obtained results. The analysis covers 26 EU

member states? and focuses on the changes in wages that occurred between 2008 and

2Croatia and Slovenia are excluded from the analysis due to data availability.



2013.

This study concentrates on comparison of wages between public and private sector
workers. The major drawback of using the EU-SILC dataset for this purpose is that
the EU-SILC questionnaire does not contain a question about the sector of employment
itself. Therefore, I follow Depalo et al. (2015) and Christofides and Michael (2013),
among others, and distinguish between public and private sector workers on the basis of
NACE Rev.2 classification.? In the literature, two main approaches of defining a public
sector employer using EU-SILC data and NACE classification can be found. The public
sector is either an aggregation of 'Public Administration and Defence, Compulsory
Social Security’ (Section O), 'Education’ (Section P), and "Human Health and Social
Work Activities’” (Section Q) or it is restricted just to the first of the aforementioned
sectors. In this analysis, the broader definition of a public sector is used.

The dependent variable is defined as a natural logarithm of an hourly wage. The
employee’s hourly wage is computed with the use of gross annual employee cash or
near cash income divided by the number of months worked during a year and number
of hours usually worked in a week. Additionally, I assume that there are four weeks
in a month. The potential advantage of using an annual income instead of a monthly
wage as a base for computing an hourly wage arises from the fact that it includes all
supplementary payments such as 13th or 14th month payments, bonuses, holiday pay,
etc., which might constitute a pretty large share of annual income, especially in the case
of public sector employees. Even though, in theory, respondents are obliged to include
these payments while giving their monthly earnings, it seems probable that people do
not internalise such payments as a part of their monthly income and tend to report
their contracted gross monthly wage. Additionally, the latter variable is collected for
a smaller number of countries comparing to an annual income. The hourly gross wage
is deflated in 2013 Euro currency using each country’s Harmonized Index of Consumer
Prices (HICP).

The set of explanatory variables used in my analysis can be divided into two cate-
gories: worker’s characteristics and job’s characteristics. The first group of covariates
consists of: gender, age, and age squared?, level of educational attainment, marital
status, and number of children in a household that are below 18 years old. The set

of job features includes: firm size, type of contract (temporary/permanent and full-

3The classification NACE Rev.2 has been used since 2008, before the classification NACE Rev.1.1
was in force.

4The variable denoting professional experience is unavailable for all analysed countries. Therefore,
for consistency reasons, working experience is approximated by age squared.



time/part-time), and position (working as a manager)? .

In order to make the results comparable across years and countries, additional con-
straints are imposed on the sample. The study is restricted to employees who are older
than 25 and younger than 60 years old.” Additionally, I exclude those who are still in
education, collect pension benefits, work in the agricultural sector, or are in army. Due
to the fact that, in many countries, public sector jobs are not open to foreigners, they
are also withdrawn from the sample. Finally, all observations with missing values for
variables of interest are also excluded.

Table 1 presents the unadjusted real wages in 2008 and 2013. Regardless of the
sector of employment, significant regional differences among the analysed countries
can be observed. Luxembourg and Denmark are characterised by the highest hourly
wages, exceeding 30 Euro. At the opposite extreme are post-Communist countries from
Central and Eastern Furope, with average earnings of around 2.50 Euro in Romania
and Bulgaria and 5.00 Euro in countries like Latvia or Poland. Between 2008 and
2013 the most dramatic decline in a real hourly wage was reported in Greece — wages
dropped by 25.9% in the private sector and by 38.7% in the public sector at that time.
In contrast, the highest growth in wages was observed in Ireland (13.4%) and Denmark
(13.2%) in the private sector and in Estonia (19.0%) in the public sector.

Table 1: Real hourly wage in the public and the private sectors in 2008 and 2013

AT BE BG CY CCZ DE DK EE EL ES FI FR HU
PUBLIC SECTOR
2008 23.3 222 25 186 H8 178 29.1 58 173 185 20.2 16.2 5.6
2013 215 228 24 174 55 181 294 69 106 156 224 158 3.8
PRIVATE SECTOR
2008 213 214 25 128 5.7 187 280 6.6 11.6 134 214 16.6 4.7
2013 221 221 25 123 5.7 183 317 7.1 86 121 22,5 177 3.8
IE 1T LT LU Lv MT NL PL PT RO SE SK UK
PUBLIC SECTOR
2008 30.6 204 5.0 410 6.3 8.2 264 6.7 11.7 3.0 214 44 194
2013 294 16.5 45 385 48 89 241 5.7 9.1 2.2 19.7 4.9 18.3
PRIVATE SECTOR
2008 232 15.1 5.1 315 54 85 264 56 74 26 234 4.5 19.7
2013 263 152 43 308 H3 87 244 47 73 20 225 48 204

5For consistency reasons, regional dummies are not included in earnings regressions as they are not
available for all analysed countries. The regression results do not differ significantly if regional effects
are taken into account.

6The completed list of independent variables and their definitions are presented in table A.1.

"The upper age limit is set at 60 to avoid the problem of using country-specific retirement age, as
well as the problem of having to adjust the retirement age in time due to pension reforms, which were
recently introduced in many European countries and are aimed at increasing the retirement age.



4  EMPIRICAL APPROACH

For the purpose of my analysis, I follow the approach proposed by Oaxaca (1973)
and Blinder (1973), which belongs to a group of relatively flexible methods that allow
one to analyse not only differences in earnings between two distinct group of workers
but also to investigate wage evolution in time.

In the most general form, the Oaxaca-Blinder decomposition is based on two sep-
arate earnings equation of a Mincerian type (Mincer, 1974), which take the following

form:

wy = E(wy|X;) = X+ €40y, g={PUB,PRIV}, i=1...,N (1)

where w, denotes the natural logarithm of an hourly wage expressed in 2013 real prices
in sector g, X is the vector of explanatory variables measuring a range of individual
and job characteristics, 3, represents the corresponding vector of coefficients in sector
g, €, is the i.i.d. error term in sector g and E(g,) = 0%.

In the next step, the raw wage differential (R) between public and private sector
workers can be decomposed into two components — the ’explained’ part that is at-
tributable to differences in observed characteristics and the 'unexplained’ portion that
results from differences in coefficients. The Oaxaca-Blinder decomposition in the most

general form proposed by Oaxaca and Ransom (1994) can be written as follows:

R =E(wpup) — E(wpriv) = E(Xpus) Brus — E(Xpriv) Brriv =
= [E(Xpup) — E(Xpriv)]'B* +£E(XPUB)/(BPUB — ") + E(Xpriv) (6" — Brriv) (2)

J

VvV
endowments coefficients

where §* is traditionally called a non-discriminatory coefficient vector and its form
depends on the researcher’s belief concerning the nature of discrimination. Taking
the assumption that public sector workers are the advantaged group, equation 2 in its

estimated form can be rewritten as:

A

— — v - i~ _/ = iy
Ry, =wWpyp — Wprrv = gXPUB - XPRIV>/6PUBJ+:XPRIV(6PUB - BPRIV)/ (3)
endov:;ents coeﬁ?i(;ents

As has been mentioned before, the relatively large flexibility of the Oaxaca-Blinder
decomposition allows one to investigate not only the differences in earnings between

two distinct groups of workers but also to examine the changes in wages in time (see

8In order to simplify the notation i subscript is omitted.



equation 4). My interest lies in assessing the impact of the recent economic crisis on
wage differences. For this reason, I estimate the changes in earnings between public
and private sector employees before (¢y) and after (1) the outbreak of the crisis — 2008
is defined as the pre-crisis period and 2013 as the post-crisis period. Since I want to
isolate the changes with respect to the pre-crisis period (o), the benchmark coefficient
is defined as Sy, .

Rt =Wy — Wy, = (ytl - Yto)Bto + (Btl - Bt())ytl (4>

where t; and ty denote compared years.

The first term of the right-hand side of equation 4 is interpreted as the part of
the raw changes of wages over time that can be explained by differences in observed
characteristics, while the second term is attributable to changes in coefficients between
compared time periods. As mentioned in the previous section, economic conditions
play a crucial role in wage-setting policy in the case of the private sector, while fiscal
fundamentals and political considerations are important factors that affect wages in
the public sector. Due to the fact that the public sector does not adjust automatically
to the improvement or worsening of economic conditions in the labour market, changes
in the wages and salaries policy of the government, e.g. wage bill freeze or rise in
wages for a particular group of workers, seem to be the only reason for that worker’s
characteristics to be differently evaluated by the government. In other words, focusing
on changes over time in public sector wages, the unexplained component reflects switch
in wage policy. Consequently, the unexplained component of the private sector part
indicates the changes due to economic conditions, as wages in the private sector should
adapt to the situation in the labour market.

The investigated time period (2008-2013) is specific at least due to two reasons. On
the one hand, a worsening of the fiscal position in most of the EU countries resulted
in the adoption of fiscal consolidation measures. According to Pérez et al. (2016),
although the containment of the public wage bill played a subdued role in the period
of fiscal retrenchment (2010-2014), it was accounted for 15% of the improvement in the
structural general government budget balance-to-GDP ratio between 2010 and 2014
for the whole EU. Thus, changes in coefficients between 2008 and 2013 in the case of
the public sector can measure the effectiveness of the implemented public employment
and wage policies that were mainly aimed at public wage bill reduction®. On the other
hand, this was also a time of significant slowdown in economic activity in most of the
EU countries. For this reason, changes in coefficients over time in the private sector

reflect the impact of recession on wages.

9A detailed description of implemented policy measures with a direct impact on the general gov-
ernment sector wage bill can be found in Pérez et al. (2016)



The change of the wage gap in time can be considered from two perspectives. It can
be seen as the difference between the public-private pay gap in time (between time ¢;
and tg) or as the difference in earnings over time between two groups of workers (public

and private sector workers).

AR = AR, = (W, pup — Wy, ,pr1v) — Wy, puB — Wiy, PRIV) = (5)

= (W, pu — Wiy puB) — (Wi, PRIV — Wty PRIV) = AR:

The aim of this analysis is not only to assess the changes of wages within given
sectors but also to analyse the main drivers that force the evolution of a wage gap in
time. For this purpose, equation 5 can be further decomposed in the spirit of Oaxaca
and Blinder. It is possible to isolate the part of changes in the pay differential that are

due to differences in observed characteristics and due to changes in returns.

AR = (W, pup — Wiy, puB) — (Wi, PRIV — Wiy PRIV) =

= [(Ytl,PUB - Yto,PUB)BtO,PUB/“— (BtLPUB - Bto,PUB)Ytl,PUBl_

(. N

changes in public due to characteristics changes in public due to returns

— (X4, priv = Xty pr1v) B, prIv + (Bt PRIV = Bro PRIV) Xt PRIV]
Vv Vo
changes in private due to characteristics changes in private due to returns

Taking into account the fact that changes in wage policy are responsible for dif-
ferences in the wage gap due to coefficients in the case of the public sector and that
economic conditions force changes in the wage gap due to coefficients in the private

sector, equation 6 can be rewritten as follows:

AR = (W, pup — Wty pun) — (W, PRIV — Wiy PRIV) =

= [(ytl,PUB - Xm,PUB)BtO,PUB - (Ytl,PRIV - yto,PRIV)Bto,PRIV] +

(. J

d (7)
changes in wage gap due to characteristics

+ (Bu,puB — ﬁto,PUB)Ytl,PUEi - (Bu,priv — ﬂto,PRIV)Ytl,PRIV/

N N

TV TV
changes in wage gap due to wage policy  changes in wage gap due to economic conditions

To understand the source of changes in wages over time, I decompose the wage
differential into components describing the contribution of groups of characteristics
— namely, the impact of workers’ and jobs’ attributes are distinguished. However,
there is still a remaining issue that has to be considered in analysing the results of a
detailed decomposition. The contribution of separate groups of characteristics for the

unexplained component depends on the nature of continuous variables'® and a choice

10The contributions to the unexplained component depend on an arbitrary scaling decision in the



of reference category in the case of categorical variables, see e.g. Jones (1983); Jones
and Kelley (1984); Oaxaca and Ransom (1999); Yun (2005). To avoid problems with
the interpretation of the results, the changes in wages due to differences in coefficients
are presented without performing a detailed decomposition of this part. The detailed
decomposition of the explained component is less troublesome as the total contribution

of the categorical variable is unaffected by the choice of the base category.

5 RESULTS

Tables 2-4 present the results of the decompositions of changes in wages that oc-
curred between 2008 and 2013. In most of the countries, real hourly wages in the public
sector were significantly lower in 2013 compared to the pre-crisis period. However, the
size of the total reduction ranges from 0.066 log points (6.4%) in the Czech Republic
to 0.451 log points (36.3%) in Greece and is remarkably larger in the case of peripheral
Euro Area countries such as Portugal, Italy, Greece, and Spain, where it exceeds 15%.
The latter finding is in line with expectations and reflects exceptional adjustments of
the public sector wage bill, i.e. its freeze or reduction, in this group of EU countries.
Additionally, countries that did not adopt any strategies aimed at public wage bill
containment, such as Denmark, Finland, and Malta recorded an increase of earnings
in the public sector that ranged from 1.3% to 7.5%.

The results for the private sector are more ambiguous — the number of countries
that reported a decrease in wages is smaller than in the case of the public sector (there
was a significant reduction of wages in 15 and 9 countries in the public and the private
sector, respectively). Furthermore, in most countries the changes in time in the private
sector are less pronounced compared to the public sector, e.g. in Greece, which is a
country in which earnings shrank the most, the average hourly wage dropped by 24.0%
in the private sector compared to 36.3% in the public sector over the analysed period.
It is worth mentioning that in less than 30% of EU member states the deterioration
(improvement) in wages is greater (smaller) in the private sector than in the public
sector. Additionally, Austria and France are the only countries in which earnings did
not follow a similar pattern but, rather, moved in opposite direction — a decline of
wages in the public sector was accompanied by their growth in the private sector.
These findings provide evidence of considerable spill-over effects and linkages in the
wage-setting process between the two sectors. Moreover, they can suggest either a
deeper reaction of the public sector to the recession in many EU countries or can be

a sign that adjustments in both sectors are not implemented simultaneously. To be

case of continuous variables that do not have natural zero points, see e.g. Jones (1983); Jones and
Kelley (1984)
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specific, earnings in the private sector might start slowly to recover as the labour market
conditions improve, while the wage bill in the public sector can still be frozen due to
further fiscal consolidation needs or low wage pressure in the public sector.

Regardless of the sector analysed, the observed decline in earnings over the crisis is
more than fully explained by changes in coefficients, while in most cases the endowment
effect affects the changes in wages in an opposite direction. In fact, Bulgaria, Hungary,
and Sweden are the only countries in which the explained component is negative, but
only in the case of the public sector. The results of a detailed decomposition suggest
that positive changes in observed characteristics are mostly attributable to workers’
features in the public sector, while job characteristics play an important role in rising
wages over time in the private sector. These findings indicate an improvement in the
quality of the workforce that might have been due either to productivity growth of so
far employed people or dismissal of the least productive workers. Additionally, one can
conclude that despite the slowdown in economic activity, working conditions remain
unchanged in a country’s public sector or even improved, in some cases, in its private
sector.

Tables 5-7 present the estimates of a public-private sector pay differential in 2013
and 2008. In a majority of the analysed countries public employees were better re-
warded, both in 2013 and 2008, in comparison to their private sector counterparts.
In fact, the raw difference in earnings was in favour of private sector workers only in
Denmark, France, and Sweden in 2013 and in Estonia, Finland, and Sweden in 2008.
However, there is a huge heterogeneity in the size of the overall pay difference among
the EU countries. Indeed, the smallest but still significantly positive difference between
earnings of public and private sector employees was recorded in Belgium in 2008 (2.9%)
and 2013 (3.4%); Greece and Cyprus can be found at the opposite end with a wage
difference of 49.2% (Greece) in 2008 and 44.5% (Cyprus) in 2013. The positive contri-
bution of the endowment component in a majority of countries indicates that observed
characteristics are in favour of public sector workers. Additionally, the results of a
detailed decomposition suggest that differences in personal characteristics rather than
working conditions play a crucial role in wage differentiation. As mentioned before,
the difference in earnings due to coefficients is interpreted as a public-private sector
wage premium. The presented findings imply the existence of a regional pattern —
the unexplained component is larger in Southern European countries, such as Cyprus
(28.4% in 2013) or Spain (17.1% in 2013), while it is much lower in Western European
and Central and Eastern European countries, e.g. Belgium, Denmark, or Austria and
the Czech Republic, Estonia, or Romania (the coefficient is insignificant in all of the
mentioned countries in 2013). Finally, there are three countries in which the positive

public sector wage premium diminished in the analysed period: the Czech Republic,
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Italy, and Portugal.

The overall public-private pay difference decreased or remained unchanged in the
majority of European countries between 2013 and 2008; in fact, the wage differential
grew significantly only in Germany, Estonia, and Malta (the raw change in pay gap
equalled 16.8% in Estonia, 6.0% in Malta, and 4.1% in Germany). The largest ad-
justments in earnings of public and private sector employees are observed in countries
that have faced considerable fiscal consolidations, e.g. Latvia (21.5%), Italy (16.7%),
or Greece (16.2%). Hence, wages in the public sector adjusted more deeply in those
countries that recorded a decline in wages over the analysed period. The endowment
effect works in favour of a downward wage gap adjustment. Therefore, the difference in
observed characteristics between public and private sector workers diminishes in time.
Additionally, for countries in which the explained component contributes positively to
changes in earnings in time, this finding provides evidence of a larger improvement in
the quality of the workforce in the private sector than in the public sector. The overall
change in earnings is mostly explained by the changes in returns to employees’ and
jobs’ characteristics (it explains at least 68% of the total difference in pay gap), which
indicate that modification of wages policy in the government sector driven by fiscal
considerations as well as changes in economic activity play an important role in pay
gap reduction. Bearing in mind the fact that the unexplained component of decompo-
sition over time is, in most cases, of a negative sign in both analysed sectors, it suggests
that the adjustment of returns to characteristics is larger in the public sector compared
to the private sector. In other words, the decline in wages in the public sector due to
introduced fiscal measures, i.e. wage bill freeze or cut, and is greater than a drop in
earnings in the private sector, which reflects worsening economic conditions. Addition-
ally, it also provides evidence of a decreasing positive premium of public employees.
This implies that people employed in the public sector could have been overpaid before
the crisis. The necessity of fiscal consolidation forced the authorities to modify wages
and set them at a level that better reflects workers’ productivity.

In order to test the robustness of the obtained results as well as to investigate
whether there were any differences in the evolution of the wages pay gap over time be-
tween genders, separate estimations for males and females are done (tables A.2-A.15).
Generally, the results are in line with the findings for the total sample and do not in-
dicate notable differences between genders. Over the analysed period, wages declined
or remained unchanged in a majority of countries both for men and women. How-
ever, the drop in earnings was larger in the case of men in those countries that faced
the sharpest reduction in wages, such as Greece, Latvia, or Spain. Comparing the
unexplained component of a public-private pay gap, one can conclude that if pay dif-

ferentials are in favour of public sector employees, generally, they are larger for women
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than for men (Malta and Romania are the only exceptions). The opposite statement
is true for men — if private sector workers are better rewarded than their public sector
counterparts, then the gap is higher for men. Similarly, as for the total sample, the
decline in the raw pay gap was mostly attributable to changes in coefficients, while the
differences in observed characteristics had no significant impact on the reduction of a

wage gap.

13
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6 CONCLUSIONS

This paper studies the impact of the last economic crisis on the evolution of wages
in the public and the private sector and the changes of the inter-sectoral wage gap in
a group of European countries. Using the EU-SILC data and the modified Oaxaca-
Blinder decomposition method, I formally tested to what extent the worsening of eco-
nomic conditions and implemented austerity measures affected earnings between 2008
and 2013.

As expected, the results provide evidence that real wages declined over the crisis
and that the decrease in wages was especially remarkable in the peripheral Euro Area
countries. The study shows that deterioration in earnings can be mostly attributable
to the differences in returns to human capital and other wage determinants, while the
positive impact of the endowment effect suggests an improvement in the quality of
workers. This last finding indicates that workers’ productivity increased over time or
employers decided either to hire more productive people or to dismiss the least-skilled
workers.

The comparison of the public-private wage differences in 2013 and 2008 indicates
that in most of the analysed countries public sector workers earn more than their private
sector counterparts. However, a large part of the difference in earnings results from
the superior characteristics of public sector workers. Additionally, there is a positive
public sector wage premium, but mostly in the Southern European countries, while
the unexplained component remains insignificant for most of the Western, Central and
Eastern European countries.

The overall public-private wage gap declined or remained unchanged in the majority
of the European countries over the analysed period, and both differences the endowment
component and differences in returns to workers’ and jobs’ characteristics contributed
to this drop. On the one hand, it suggests that the differences in the human capital and
other wage determinants became less noticeable; on the other hand, it provides evidence
of a decreasing positive premium of public employees. Additionally, the findings show
that modification of wage policy in the public sector driven by fiscal considerations as
well as slowdown in economic activity played an important role in pay gap reduction.

Even though the decrease in earnings during the crisis could be anticipated and
economically justified, it is still perceived as a negative and undesired phenomenon by
employees. However, the reduction of the public-private pay gap that was accompanied
by the wage decline in the last recession should generally have a positive impact on the
economy. Firstly, wage cuts increased the competitiveness of private companies and
helped to narrow fiscal imbalances. Additionally, the relative attractiveness of being

employed in the public sector against the private sector decreased. This factor can
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prevent the gathering of well-skilled workers in the public sector that constantly over-
pays its employees. The drop in attractiveness of a public sector employment is partly
reflected in the diminishing differences in the observed characteristics of employees —
in the past, the public sector was able to lure better educated and more experienced
people in comparison to the private sector, so the differences in average characteristics
were more noticable. Finally, the reduction or freeze of wages in the public sector en-
abled the EU countries to consolidate public finances and improve their fiscal positions.
The expected limited willingness to increase earnings of public sector employees in the

near future should help to constrain public expenditures.
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A  APPENDIX

Table A.1: Variables description — wage equation

Variable

Description

Hourly wage

Demographic
characteristics
Age

Female

Child

Cohabiting
Education
Primary (reference)
Secondary
Post-secondary

Tertiary

Labour
Firm small (reference)

Firm medium
Firm big
Permanent
Supervisory

Full-time

Continuous variable.  Hourly earnings in euro in 2013
real prices (annual income/(4*number of hours worked per
week*number of months worked per year).

Continuous variable. Age at the income reference period.
Dummy variable. 1 if female, 0 otherwise

Count variable. Number of children younger than 18 years
old.

Dummy variable. 1 if married or cohabiting, 0 otherwise.

Dummy variable. 1 if no education, pre-primary education
or primary education, 0 otherwise.

Dummy variable. 1 if lower secondary education or upper
secondary education, 0 otherwise.

Dummy variable. 1 if post-secondary non-tertiary education,
0 otherwise.

Dummy variable. 1 if first or second stage of tertiary educa-
tion, 0 otherwise.

Dummy variable. 1 if number of persons working at the local
units equal to or lower than 10, 0 otherwise.

Dummy variable. 1 if number of persons working at the local
unit ranges between 11 and 49 persons, 0 otherwise.
Dummy variable. 1 if number of persons working at the local
unit exceeds 50, 0 otherwise.

Dummy variable. 1 if a person has a permanent job/work
contract of unlimited duration, 0 otherwise.

Dummy variable. 1 if a person works at managerial position,
0 otherwise.

Dummy variable. 1 if a person is an employee and self de-
clares to be full-time employee, 0 otherwise.
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