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Abstract In this paper, we address the following questions: (i) what is the relative importance of
aggregate and local rigidities in the adjustment process in the labor market ? (ii) has Italy effectively

used national monetary policy to smooth nationwide shocks ?
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1. INTRODUCTION

Establishing whether countries entering a monetary union are mainly affected by
idiosyncratic shocks and characterized by sluggish regional adjustment or by a low level
of sinchronicity of the dynamic reply to common shocks is important to assess if a
monetary union may prove costly and may turn out to be problematic. Because country-
specific shocks often affect subnational regions differently, sluggish regional
adjustment, if uncorrected by policy reforms, will worsen the pain- they inflict, and
thereby complicate life under the single currency (Bayoumi and Prasad 1996,
Decressing and Fatas 1995; Eichengreen, 1990, 1993, European Commission, 1997,
Fatas, 1997, Forni and Reichlin, 1997, Obstfeld and Peri, 1998, Vinal and Jimeno,
1996).

In this paper we analyse the size of regional non-adjustment and evaluate the
potential for reforms at the national and local level. To this aim, following Forni and
Reichlin (1997), we estimate a dynamic factor model to decompose annual regional
unemployment rates into common (national) and idiosyncratic (regional) components
on a period between 1959-1993. This will allow us to empirically address the following
questions: (i) what is the relative importance of aggregate and local rigidities in the
adjustment process in the labor market ? (ii) has Italy effectively used national monetary
policy to smooth nationwide shocks and hence, does the delegation of national
monetary policy to a European Central Bank imply large costs in terms of stabilization?

The paper is organized as folbws: section 2 presents the statistical model, section 3

presents the results, section 4 concludes.






2. THE MODEL AND THE ESTIMATION PROCEDURE

Let us denote with y! the first difference of regional unemployment rates expressed
in deviation from the regional mean. Let also assume that y; could be written as
yi=d'(Lyn, +b' (D)L}, (1)
for i(regions) = 1, ..., 18, r = 1959-1994." where n, indicates the national shock
(common shock), I/ indicates the regional shocks (idiosyncratic shocks), both of them

are unobserved unit variance white noises, mutually uncorrelated at all leads and lags.

The functions »'(L) and a' (L) are rational functions in the lag operator L. b'(L)l/ and

a'(L)n, represent the local components (mutually orthogonal) and national components

(mutually correlated) respectively. The national shock could have a propagation
mechanism different across regions, that is regional series could be affected by the same
shock with different delays (asynchronous cycles) or even with opposite sign
(asimmetric shocks).

To estimate the unobservable component model (1), an adapted version of the
procedure proposed in Forni and Reichlin (1997) is used. The intuition of the procedure
is the following one: aggregating across regions the idiosyncratic component should be

small in variance as compared to the common one and the unobservable component #,

may be estimated using a weighted average of the series. The optimal weights are

chosen to minimize the ratio of the variance of the idiosyncratic component over the

total variance of y! 2. After substituting the common unobservable shock with the

weighted average defined above, model (1) can be estimated OLS equations by

equations.

3. RESULTS

The estimation of model (1) leads to the results reported in Table 1, 2. Table 1 summarizes

the relative importance of common vs. idiosyncratic (local) shocks: the most important feature

' Source of the regional data: Prometeia (1994).

*The weight of region i must be larger, the larger is the covariance of region i and the aggregate, and smaller is

the variance of the idiosyncratic component. See for details Forni and Reichlin (1997). s



is that common shocks account for a larger proportion of the total variance in more
industrialized and export led regions (Piemonte, Lombardia, Veneto, Emilia). The result is
overturned in other regions, specially in the high unemployment southern regions. On
average, the local shocks accounts for a 66.75 per cent of the total variance of the
unemployment, compared to the 33.25 due to the aggregate shocks. These results, as
expected, provide evidence for large non-adjustment in the regional labor markets in Italy.

Table 2 presents the average (across regions) variance decomposition by frequency for
each of the two components (local and national). In particular, we report average variances for
cycles of period less than 5 years (short run), cycles of period between 5 and 10 years
(medium run) and cycles of period larger than 10 years (long run). This decomposition helps
the interpretation of the nature of this non-adjustment and will be considered as an estimation
for the potential of different policy reforms.

The national component gives account for around 33.25% of the total variation of regional
unemployment rates. 17.64% is due, on average, to medium-long run cycles in the national
component. This gives evidence for an aggregate source of persistence in the rate of
unemployment in Italy and can be interpreted as a measure for aggregate rigidities influencing
the reply of the regional unemployment rates to long lasting common shocks. This source of
variance in the regional unemployment rates id due to sluggish reply to common shocks (e.g.
an oil shock) and is related to factors like the rigidity in the aggregate labor cost, national
legislation about hiring and firing costs, etc. and as such represents the potential gain from
policy reforms at the aggregate level.

Moreover, 15.61% of the total variation in the regional unemployment rates is due to the
aggregate business cycles. This is a measure for a potential target of national monetary policy
stabilization and hence a measure for the maximum amount of potential stabilization which
could be lost after the establishment of EMU’.

The local component gives account for around 66.75% of the total variation of regional
unemployment rates. This estimate shows a large presence of asymmetric shocks in driving
the dynamics of the regional labor market in Italy. In particular, 25.2% of the total variance is
due to medium-long run cycles (of period greater to 5 years) in the local component. In other
words, around % of the total variance is due to sluggish responses of the regional labor market
to long run idiosyncratic shocks. Given that the main adjustment mechanism to long lasting

local shocks is mainly related to labor mobility (migration), since in the medium-long run

? Forni and Reichlin (1997) find that in the case of a symmetric shock at European level, the potential smoothing

of a European common monetary policy is greater than a national one.



prices are assumed to adjust®, we consider this as a measure for potential target for structural
reforms of labor markets at regional level to reduce local rigidities (barriers to labor mobility,
such as systematic transfers). This result is in line with other studies, for example, by Vinals
and Jimeno (1996), D’ Amato and Pistoresi (1997a, 1997b), Forni and Reichllin (1997),
Obstfeld and Peri (1997) in which evidence for important asymmetric localized shocks is
found. In particular, Fofni and Reichlin (1997) find that this measure on local rigidity for an
average of regions belonging to 9 European countries is equal to 10.1%. We can interpret this
difference as evidence for a larger presence of local rigidities in Italy compared fo the average
European region.

Finally, 41% of the total variance is due, on average, to short run cycles in the local
component. This figure represents the percentage of the variance of unemployment as a reply
to short run local shocks and it is the major source for unemployment variation. It is an
indicator for potential improvements in the dynamics of the labor market to be gained by
reforms moving towards decentralization of the wage bargaining5 leading to a larger

variability in relative wages to adjust short run region specific shocks.
4. CONCLUSION

Region specific cycles are shown to be the major source for unemployment dynamics in
Italy. The larger role of local rigidities in Italy compared to the average European region,
suggests that the potential target for structural reforms of labor markets at regional level to
reduce local rigidities (barriers to labor mobility, such as systematic transfers) is large and
greater than the potential improvements in the dynamics of the labor market to be gained from

reforms at the national level about hiring and firing costs etc.

* The adjustment to long lasting shocks may also trigger the response in the participation rate. However, the
reply of the participation rate to these shocks in Italy has already been shown to be higher than average in
Europe and among the OECD countries. See Decressing and Fatas (1995), Eichengreen (1993).

% See Calmforms and Driffill (1988) and OECD (1997). Calmforms and Driffill find that “both heavy
centralization and far-reaching decentralization are conducive to real wage restraint, whereas intermediate
degrees of centralization are harmful”. With respect to this hump-shaped relation between centralization and
wages, Italy is in the intermediate case and hence a higher degree of decentralization may conduce to lower

wages and unemployment.



Moreover, delegating monetary policy to the ECB does not have a large cost in terms of
underprovision in the stabilization of the shocks specially in the regions where the labor

market is performing bad (South of Italy) where idiosyncratic cycles prevail.

Table 1 Percentage of the variance explained by the national and local component

Regions 012\1 /6% ol /0% Total
Piemonte+ v.d’a 61.29 38.71 1
Lombardia 54.03 45.97 1
Trentino 22.87 77.13 I
Veneto 54.66 45.34 I
Friuli 52.24 47.76 1
Liguria 39.13 60.87 1
Emilia 50.78 49.22 1
Toscana 56.87 43.13 1
Umbria 32.04 67.96 1
Marche 53.93 46.07 1
Lazio 35.59 64.41 1
Abruzzo + molise 26.41 73.59 1
Campania 42.75 57.25 1
Puglia 43.73 56.27 1
Basilicata 17.62 82.38 1
Calabria 25.19 74.81 1
Sicilia 3445 65.55 |
Sardegna 19.83 80.17 1
Average 0.3325 0.6675 1

Notes: North-West: Piemonte + Valle d’Aosta, Lombardia, Liguria. North-East: Trentino, Friuli, Veneto.

Center: Emilia, Toscana, Umbria, Marche, Lazio, Abruzzo+Molise.

o 2N / 0'32(: variance of the national component over the total variance

(o) 17: /G %{: variance of the local component over the total variance



Table 2 Average long run, medium run, short run variance

Period (years) National Local Total
component component
Cycles > 10 years 8.42 10.52 18.94
5 <cycles <10 9.22 14.68 23.90
Cycles <5 years 15.61 41.55 57.16
Total 33.25 66.75 1

Notes: Variances derived by the spectral density function f{@) of the average of 4‘(L)n, (national components) and
average of p' (L)l (local components) at different frequencies, ®. Period = 2n/w. For example, f(0) is the spectral

density function at zero frequency corresponding to a period equal to infinity, in other words to a infinite cycles, i.e
trend; £(0.63) corresponds to a period equal to 10 years (10 years per cycle), f(1.26) corresponds to a period equal to 5
years (5 years per cycle).
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