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PREFACE 

 
On 16 and 17 June 2005, the ECB has hosted a Conference on “What Effects is EMU Having on the Euro Area and its 
Member Countries?” One and a half decade after the start of the European Economic and Monetary Union (EMU) and more 
than six years after the launch of the euro, the aim of the conference was to assess what can be learned about the impact of 
economic and monetary integration and how it has benefited the euro area and its member countries. 
 
The conference brought together academics, central bankers and policy makers to discuss the existing empirical evidence on 
changes brought about, either directly or indirectly, by EMU and, in particular, the introduction of the euro in five main areas:  

Area 1.  Trade integration;  
Area 2.  Structural reforms in product and labour markets;  
Area 3.  Financial integration;  
Area 4.  Business cycles synchronisation and economic specialisation; and  
Area 5.  Inflation persistence and inflation differentials.  

 
Lead presenters for each of the aforementioned areas had been asked to put together - and interpret - all the available 
information, flag any open questions, and also discuss the implications in their respective field of expertise. With the benefit of 
hindsight, lead presenters and discussants have also addressed some initial presumptions with the evidence that has 
accumulated thus far.   
 
In order to exchange information and ideas on the above effects, and increase mutual awareness of ongoing work in the diverse 
areas, we deemed it useful to issue the five leading presentations, together with the accompanying discussions, in the ECB 
Working Paper Series.  
 
 
     Otmar Issing                                       Francesco Paolo Mongelli                                   Juan Luis Vega 
 Member of the Executive Board                          Conference Organiser                                Conference Organiser 
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ABSTRACT 

Will EMU accelerate or retard structural reform in labour and product markets? The theoretical literature is 
ambiguous. New descriptive evidence provided in this paper suggests that euro-area countries have made 
relatively good progress in structural reform. However, it is much less clear whether progress can be 
ascribed to EMU membership. To explore further the influence of monetary regime, the paper undertakes 
an econometric examination of the likelihood that countries undertake reform in five specific areas of 
labour and product market policies. Based on pooled cross-country/time series Probit regressions covering 
21 countries and the period 1985-2003, it is found that structural reform is strengthened by high 
unemployment, crisis, healthy public finances, reforms in other policy fields and small country size. 
Further, countries that pursue fixed exchange-rate regimes or participate in monetary union, and therefore 
have little or no monetary autonomy, appear to undertake less reform – with the effect possibly being 
concentrated on large countries. 

JEL: D7; O52 

Key Words: political economy; EMU; euro; reforms; labour market; product market. 
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NON TECHNICAL SUMMARY 

The Effects of EMU on Structural Reforms in Labour and Product Markets 

 Structural reforms in labour and product markets are desirable in a number of euro-area countries 
to improve economic performance. In practice, however, they have proved difficult to undertake. A 
question in this regard, which is the topic of this paper, is whether belonging to the euro area affects the 
political economy of reform in the direction of either helping or hindering structural reform. In order to 
address this issue, the paper proceeds in three steps.  

 It first reviews the theoretical arguments and the existing empirical literature – in both cases 
finding conclusions that point in opposite directions. Hence, the actual influence of EMU on reform 
patterns is essentially an empirical question.  

 In a second step, the paper uses OECD databases on labour market reform and product market 
regulation to review progress in labour and product market reform over the decade since 1993. This 
descriptive analysis of recent reform patterns suggests that euro area countries typically have undertaken 
more comprehensive and far-reaching reforms than other OECD countries over the past decade. On the 
other hand, different reform intensities between EMU and non-EMU countries need to be seen in the light 
of greater need for reform in the former. As well, there appears to have been a slowdown in the reform 
process in EMU countries after the formal advent of the euro. Furthermore, comparison of reform progress 
across policy areas shows that EMU countries have not generally made more progress in reforming the 
“difficult” areas, where political resistance is usually strong, than other OECD countries. 

 Descriptive evidence does not allow the drivers behind reform patterns to be identified with any 
confidence. In order to better identify the reform drivers, the paper therefore turns in a third step to 
econometric analysis. Unfortunately, the brief experience with EMU makes it difficult to undertake 
empirical analysis aimed at identifying the marginal impact of EMU on the introduction of major structural 
reforms. In consequence, the paper casts the net more widely and explores the impact of monetary policy 
autonomy more generally. The argument for this approach is that most structural policies are set by 
individual euro-area countries and that these to some extent resemble countries pursuing a fixed 
exchange-rate regime. It has to be recognised, however, that participation in EMU is different from 
operating a fixed but adjustable peg. Whether the greater commitment associated with EMU should imply 
more or less reform is not clear-cut, however. 

 Based on pooled cross-country/time series Probit regressions covering 21 countries and the 
period 1985-2003, many of the “usual suspects” do seem to determine the pace of structural reform, such 
as going through an economic crisis and more broadly experiencing high unemployment. There is also 
evidence that a sound fiscal balance may help, possibly because it provides governments with scope to 
compensate the losers from reform. Furthermore, implementing reforms in a given policy field is found to 
pave the way for and/or to coincide with reforms in other areas. As concerns the role of the monetary 
policy regime, the pursuit of a fixed exchange rate policy seems to be associated with lower structural 
reform activity – at least in large, more closed economies but possibly more widely. Independently of 
monetary policy regime, small economies seem to undertake more reform over the period considered. 

 The results concerning the influence of monetary autonomy and country size can be rationalised 
within a framework where structural reform is expected to initially create slack resources in economies. In 
small open economies such slack is more quickly taken up through changes in net trade and incentives to 
undertake structural reform are therefore stronger. In larger, more closed economies, by contrast, net trade 
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is less powerful as a mechanism for taking up slack. Hence, such economies may be more reliant on 
accommodation through monetary policy when they undertake structural reform, and when exchange-rate 
arrangements exclude such accommodation they may undertake less reform. This, however, does not 
exclude that scope for monetary accommodation could enhance structural reform also in smaller countries. 
In any case, structural reforms in different policy areas are likely to differ in the extent to which they create 
slack resources. Therefore, any need for monetary policy accommodation – and, hence, effect from the 
monetary policy regime – will depend on the policy area in question. 
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  1. Introduction 

 Many European countries, and in particular a number of those that belong to the euro area, are 
usually seen as being in need of structural reform. The symptoms include high unemployment and low 
labour-force participation (Figure 1). Contrary to some assertions, low employment in many euro-area 
countries is not predominantly the result of an idiosyncratic European taste for leisure but to a large extent 
reflects distortions created by policies and institutions.1 Weak employment also strains government 
budgets which, in a context of population ageing, is not only undesirable but also may become 
unsustainable. 

 In many euro-area countries, low employment is accompanied by sub-par productivity levels.2 
There are many causes for weak productivity but barriers to competition, reallocation and innovation 
created by structural policies in product, labour and financial markets are certainly among them. Indeed, in 
spite of progress over past decades, euro-area countries remain more afflicted by anti-competitive 
regulatory barriers than most English-speaking countries (Figure 2). This again underlines the need for 
structural policy reform. 

 

                                                      
1. About half of the difference between the number of hours worked per capita in the United States and the 

“old” members of the European Union reflects lower participation rates and higher unemployment in 
Europe and these differences can to a large extent be explained by different policy settings (e.g. Duval, 
2004; Jaumotte, 2004; and Elmeskov et al., 1998). Moreover, part of the gap in the number of hours 
worked per employed may also reflect policy distortions (Prescott (2004) highlighted the effect of taxes 
which may affect labour supply along both the intensive and the extensive margin) even though market 
failure (e.g. asymmetric information, inter-personal complementarities in leisure consumption) could boost 
US hours beyond the social optimum (Landers et al., 1996 and Alesina et al., 2005). 

2. Observed hourly productivity in countries like Belgium and France is as high as or even higher than in the 
United States but, to a large extent, this reflects the exclusion of low-productive workers from the labour 
force (Bourles and Cette, 2005). 
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Source :  OECD.

Figure 1. Unemployment and participation rates across OECD countries, 2004

A. Unemployment rates

B. Participation rates (15-64 years)
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Note  : The indicator of regulation is measured on a scale from 0 (most liberal) to 6 (most restrictive) and is described 
in Conway et al. (2005).

Source : OECD.

Figure 2. Strength of anti-competitive product market regulation, 1998 and 2003
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 Recent episodes of conjunctural weakness in the euro area also point to a need for structural 
reform. Indeed, the euro area has exhibited less resilience than a number of non-euro-area countries in the 
face of a series of common shocks, which since the turn of the century have included the bursting of the IT 
bubble, corporate governance scandals, terrorist attacks and higher oil prices. It is obviously difficult to 
standardise across countries but, nonetheless, it is hard to argue that differences in exposure to shocks or in 
macroeconomic policy stances between, on the one hand, the euro area and, on the other hand, Australia, 
Canada, New Zealand and the United Kingdom can account for the divergence in output gaps across the 
two country groups (Figure 3). These differences in resilience - which are also visible inside the euro area - 
probably reflect both different capacities to adjust to shocks and different responses to changes in monetary 
policy - i.e. differences in the strength of the monetary policy transmission mechanism.3 Again, such 
differences are likely to reflect structural policy settings.4 

                                                      
3. Recent work suggests that the monetary policy transmission mechanism in the euro area relies more 

heavily on effects via business investment whereas in the United States effects via private consumption 
also contribute importantly (e.g. Angeloni et al., 2003). 

4. Catte et al. (2004) emphasise the role of structural policies affecting housing and mortgage markets in this 
regard. 
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*  GDP weighted average.
Source :  Data and projections from OECD Economic Outlook 76.

Figure 3. Average output gaps 2001-2006
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 It could of course be argued that current structural policy settings reflect a collective policy 
choice and that the associated weaknesses in terms of employment, productivity and resilience are just the 
price to be paid for this choice. This argument is often presented with reference to a particular European 
“social model”. In practice, however, there is no such thing as a single European model. Indeed, some 
smaller European countries combine structural policy settings that result in much better than average 
macroeconomic outcomes with social outcomes that are as good as or better than in the larger euro-area 
economies.5 Hence, the argument that weak macroeconomic performance is the price to pay for better 
social outcomes does not ring true. 

 That said, structural reforms cannot generally be assumed to be Pareto improving. If they were, 
they would presumably be politically easy to undertake. Rather, structural reforms usually involve a 
reduction in rents and those who see their rent reduced can hardly be expected to be in favour. The 
argument in favour of structural reform thus rests on a weighing of the losses for those who see their rents 
reduced against the gains for others. It is a well-known feature of the political economy of structural 
reform that those who see their rent reduced tend to be easy to identify, to be exposed to a significant loss, 
to feel the pain up-front and to be well organised (e.g. Olson, 1965). By contrast, the gains from reform 
accrue to no clearly identifiable group, are usually widely dispersed with limited benefit for each 
individual and often occur with a considerable delay. As a general observation, opportunity cost is not a 
concept that plays well in politics. 

                                                      
5. This is the case whether hard indicators, such as poverty rates, or soft indicators, such as surveys of 

happiness, are considered (OECD, 2005a). 
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 As a result of those features, structural reform is usually an uphill battle. This paper will not 
address the overall incentives and disincentives to undertake structural reform. Rather, and more modestly, 
it deals with the marginal impact of EMU on the political economy of structural reform in product and, in 
particular, labour markets. In this regard, two caveats are in order. 

 First, putting the main focus on labour markets is justified by some of the main obstacles to 
euro-area growth, employment and fiscal sustainability being related to labour-market policies.6 At a more 
mundane level, and relevant for the empirical part of the paper, more information is available for a wider 
range of policies over a longer period as concerns labour markets than is the case for most policies directly 
affecting product and financial markets. However, the focus on labour markets should not be taken to 
imply that reforms in other markets are unimportant. 

 Second, despite the emphasis on the role of EMU, general arguments concerning the political 
economy of structural reform such as those advanced above are likely to remain more important than any 
marginal influence of EMU in terms of either facilitating or hindering structural reform. 

 The paper proceeds by reviewing in Section 2 some of the arguments that have been advanced in 
the literature as to why EMU may affect the political economy of structural reform. Section 3 then reviews 
the scarce empirical evidence presented in the literature while Section 4 presents our own attempt to look 
at some descriptive evidence on labour-market reform in euro-area and non-euro-area economies. 
Section 5 proceeds to an econometric investigation of the impact that monetary policy autonomy may have 
on the propensity to undertake labour-market reform. Finally, Section 6 sums up the evidence and 
discusses some possible policy implications. 

2. Arguments linking structural reform intensity to EMU 

 There are arguments for EMU both strengthening and weakening structural reform. Many of 
them revolve around the tension between most structural policy settings being decided at the national level 
while EMU meant transferring monetary policy competency to the euro-area level (and, in view of the 
Stability and Growth Pact (SGP), also giving up a modicum of autonomy over fiscal policy). 

2.1 Arguments for more structural reform 

 On the side of EMU strengthening incentives for structural reform, the most prominent argument 
has been TINA - There Is No Alternative.7 The argument is that in a monetary union, monetary policy 
(including nominal exchange-rate adjustment) is no longer available to individual countries to respond to 
an asymmetric shock. Hence, incentives should become stronger to undertake structural reform so as to 
facilitate a market-based adjustment to such shocks.8 In the absence of substantial migration flows - an 
important aspect of adjustment to asymmetric shocks in the United States but a remote prospect in the euro 
area - such reforms would have to strengthen wage and price responsiveness to changes in demand and 
supply. As an addition to the TINA argument, restrictions on fiscal policy in EU countries may constrain 
                                                      
6. OECD (2005b) uses a consistent procedure to derive policy priorities to enhance economic growth across 

OECD countries and identifies labour market reforms as being particularly important in euro-area 
countries. 

7. A number of authors have made this point including Bean (1998). 

8. Incentives may also become stronger for wage-setters to shorten contract periods thereby allowing greater 
wage flexibility in the face of asymmetric shocks (though a more credible low inflation environment may 
tend to lengthen contract periods and, in any case, the shortening effect may be limited according to 
Calmfors, 2001b). Such endogenous responses by private agents lie outside the scope of this paper (but 
could, in principle, weaken the TINA argument for more structural reform as a result of EMU). 
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the use of this instrument for stabilisation purposes unless countries start out from a position of fiscal 
strength. However, this latter argument may have become less valid following recent discussion and 
re-interpretation of the SGP. 

 A further variant on and amplification of the TINA argument is based on the notion that EMU 
might increase the incidence or strength of asymmetric shocks. Such a tendency would arise from lower 
trading costs under EMU leading to increased specialisation along geographical lines. In practice, however, 
evidence suggests that trade integration effects may dominate, leading to greater dispersion rather than 
concentration of shocks (OECD, 2004).9 

 Further arguments why EMU may stimulate structural reform include the greater transparency 
created by the single currency, which may expose more clearly the costs of structural rigidities as reflected 
in relative prices. As well, reduced costs of trading and greater transparency should increase 
product-market competition, thereby reducing the size of product market rents in EMU countries.10 With 
less rent to be captured, the resistance to reforms of structural policies that enable such capture may 
become smaller. 

 It has also been argued that increased mobility of capital - because the common currency lowers 
the costs of capital mobility both directly and indirectly, as it reduces the costs of trade in goods and 
services - could strengthen tendencies for countries to engage in a game of competitive structural reform so 
as to attract capital inflows.11,12 

2.2 Arguments for less structural reform 

 There are also a number of arguments as to why EMU may weaken the process of structural 
reform. Perhaps the most prominent argument is that the up-front costs of structural reform may be larger 
with a common currency (and some degree of restriction on the use of fiscal policy).13 The idea is that 
                                                      
9. Greater integration of product markets might also be seen as reducing the effective centralisation of wage 

bargaining. For countries currently near the top of the “Calmfors-Driffill hump” this could be directly 
beneficial but for countries with high centralisation at the outset that would not be so. In the latter, 
incentives for reforms that would shift bargaining further towards decentralization could then increase as a 
result of EMU (Bean, 1998). On the other hand, Calmfors (2001b) argues that EMU, at least for a while, 
could lead to increased attempts at national co-ordination of wage bargaining in order to increase nominal 
wage flexibility as a substitute for lost monetary policy autonomy. 

10. Based on evidence concerning (limited) price structure convergence among core-EMS countries as 
compared with other countries, Haffner et al. (2000) play down the likely impact of EMU on product 
market competition. 

11. To the extent that investment flows are attracted by the opportunity of monopoly rents, countries could in 
principle try to attract such flows by offsetting the increased competition resulting from the common 
currency by increasing other barriers to competition. In practice, evidence on the determinants of foreign 
direct investment (FDI) across OECD countries indicates that tariffs may induce some “tariff-jumping” 
FDI in the manufacturing sector but that domestic product market regulation, which is what is relevant in 
the context of EU competency as regards tariffs, exerts a significant negative effect on inward FDI –
 supporting the argument that competition to attract FDI will increase pressure to liberalise (Nicoletti et al., 
2003). 

12. Such competitive structural reform could in return increase pressure for the imposition of supra-national 
“minimum standards” for structural policies, possibly shifting the quest for both rent-seeking and structural 
reform to the level of the euro area. 

13. A number of authors have emphasized this point including OECD (1997) and Bean (1998). Saint-Paul and 
Bentolila (2000) modify the argument to concern in particular “major” structural reforms, arguing that the 
optimal size of reform is smaller under EMU. If, as suggested by Elmeskov et al. (1998) and Orszag and 
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structural reform expands potential output but is not necessarily accompanied by a corresponding 
expansion in aggregate demand. In a single country with an independent monetary policy, lower interest 
rates and exchange rate depreciation could in principle boost demand and thereby allow the added supply 
capacity to be “crowded in”. But in a monetary union, the main mechanism for crowding in added supply 
is a lower real exchange rate brought about by an extended period of slack and associated weak inflation. 
Given the nature of this mechanism, the up-front costs of structural reform may rise more as a result of 
moving to EMU in large, relative closed economies than in smaller, more open economies. Simulations 
using OECD’s macroeconomic model, Interlink, supports these conjectures (see Box 1). 

Box 1. The effect of a drop in the NAIRU under different assumptions 

 The role of country size and monetary policy regime for the transition costs of structural reform can be 
illustrated using the OECD’s Interlink model.1 Concretely, a hypothesised fall in the NAIRU by 1 percentage point is 
simulated on the country models for France and the Netherlands. In both cases, nominal interest rates and fiscal policy 
are assumed to remain unchanged. However, the French country model is also simulated under the assumption that 
nominal short-term interest rates are adjusted so as to stabilise inflation. 

 The demand side of the Interlink model embodies a traditional Keynesian structure, with no forward-looking 
behaviour of consumers and producers. Under these conditions, and with unchanged nominal interest rates, the drop 
in the NAIRU will set in motion a fall in inflation and the real exchange rate, thereby on the one hand boosting 
competitiveness but also raising real interest rates. 

 In the more open Dutch economy, improved competitiveness leads to market share gains that fairly quickly 
translate into a fall in unemployment towards the new lower NAIRU (see figure). In the more closed French economy 
the process is much slower (Case 1). However, in the scenario where interest rates are lowered (with no impact on the 
exchange rate assumed) the adjustment in the French economy is speeded up significantly (Case 2). 

_________ 

1. Simulation exercises with a similar flavour are presented in OECD (1997) and Bean (1998). 
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Snower (1998), there are political or economic complementarities across individual reforms, a tendency for 
the optimal overall reform size to decline under EMU could be problematic. 
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 The crowding-in argument needs to be qualified in a number of ways, however. First, its basic 
premise - that demand does not spontaneously expand in response to added supply as a result of structural 
reform - may be inaccurate. In principle, rational and forward-looking households and firms should 
respond up-front to the increase in, respectively, permanent income and output. The extent to which this 
would happen in practice might depend on features of financial markets - in particular the extent to which 
households enjoy wealth gains from higher share prices and firms are able to secure financing on the basis 
of future production possibilities rather than pre-existing collateral. In general, such spontaneous demand 
effects are likely to be weaker in euro-area countries than in the United States. Indeed, the US experience 
in the 1990s was one of higher productivity growth (driven by information and communication 
technology) that found its way quickly into demand - to the point of demand effects outstripping supply 
effects in the short run. 

 It is also the case that the balance between supply and demand effects of structural reform is 
likely to depend on the nature of the structural reforms. Experience from many countries suggests that 
structural reforms that remove restrictions in financial markets may well stimulate demand more than 
supply in the short run. By contrast, it might be thought that reforms in labour markets are susceptible to 
weaken demand in the short run to the extent they may be associated with reduced public transfers and 
increased precautionary saving. This is evidently of particular concern since euro-area reform needs are 
concentrated in labour markets.14 

 In any case, it is very difficult to predict ex ante the effects of particular structural reforms on 
potential and actual output as well as inflation. Hence, in the real world – as opposed to model scenarios – 
an autonomous monetary policy would probably be confined to reacting to inflation developments as they 
unfold rather than anticipating the precise impact of reform. In consequence, monetary policy could 
provide only partial accommodation to structural reform – even if some “testing of the waters” might be 
considered.15 

 In principle, fiscal policy could help crowd in resources in the wake of structural reform. This is 
particularly so in the case of reforms that change an economy’s structural rate of employment since such 
reforms would improve the cyclically-adjusted budget balance corresponding to a given actual budget 
balance and employment rate.16 Put differently, not changing the actual budget balance post-reform and 
before employment has had time to adjust would imply an effective tightening of fiscal policy. That said, 
empirical evidence suggests that private saving behaviour to a large extent offsets changes in fiscal 
policy.17 In any case, the SGP might be seen to constrain the use of fiscal policy to accommodate structural 
reform even though the recent reorientation of the SGP should in principle have made such 
accommodation easier (accommodation has of course been perfectly feasible all along for countries that 
undertook reform from a position of close to budget balance or surplus). 

                                                      
14. Empirical evidence on the current-account effects of structural reform seems to corroborate these 

differences across types of structural reform (Kennedy and Sløk, 2005). 

15. For further discussion, see Bean (1998). 

16. Reforms differ in their impact on budgets. Reforms that boost productivity without raising equilibrium 
employment will have only limited impacts on the cyclically-adjusted budget balance unless transfer 
recipients and public sector employees do not share fully in the real income gains created by higher 
productivity. 

17. Pooled cross-country time-series estimation across OECD countries suggests that the private saving offset 
to changes in cyclically-adjusted budget balances could be about half in the first year, rising to some 70% 
in the long run (OECD, 2004b). Tests suggest that the only significant exception to this pattern is to be 
found outside the euro area (the United States). 
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 A further argument for structural reform incentives being weaker in a monetary union focuses 
more on the long-term effects of reform. It posits that, in general, structural rigidities tend to create an 
inflation bias as policymakers try to push unemployment down below its equilibrium level. Hence, one of 
the gains from structural reform for a single country with an independent monetary policy is a reduced 
inflation bias in monetary policy. By contrast, structural reform in any individual country inside a 
monetary union is unlikely to affect union-wide inflation bias and the country’s incentive for reform is 
therefore smaller than with an autonomous monetary policy (e.g. Calmfors, 2001a). In practice, with most 
central banks being independent and focused on anchoring inflation expectations on more or less explicit 
inflation targets, this argument may be thought to be of lesser relevance. 

 A final argument for less structural reform under EMU relates to risk premia in long-term interest 
rates. With monetary autonomy, structural reform that makes an economy more resilient to shocks (via 
more rapid market adjustment and more effective monetary policy transmission) should reduce output 
volatility and the need for large swings in policy interest rates and exchange rates. In turn, this should be 
reflected in lower risk premia. Greater resilience to shocks should also limit swings in budget balances and 
reduce the risk that a large negative shock may lead to an unsustainable fiscal position, which again could 
be reflected in lower risk premia. In EMU, there is no individual country currency premium that can be 
reduced as a result of structural reform. In principle, default risk premia could be reduced but these seem in 
practice to be virtually non-existent. Hence, the gain from structural reform in terms of lowering risk 
premia is lower under EMU. 

3. A brief survey of previous empirical research 

 EMU is too recent a phenomenon to readily allow full-fledged econometric analysis of its impact 
on the propensity to undertake structural reform. Empirical inference is further complicated by EMU being 
preceded by a period of qualification during which incentives for structural reform may have resembled 
neither those existing under EMU nor those existing in the absence of EMU. In consequence, empirical 
analysis on the effects of EMU is scarce and tends to be fairly descriptive and ad hoc. 

 Relying on a descriptive approach, van Poeck and Borghijs (2001) argue that the prospect of 
qualifying for EMU should provide as big an incentive for labour-market reform as EMU membership 
itself. Hence, they consider the progress EMU and non-EMU countries made over the 1990s in 
implementing the priorities for labour-market reform established by the OECD in the context of its Jobs 
Strategy.18 The authors find that the average follow-through rate is the same in EMU and non-EMU 
countries. This should, however, be seen in the context of EMU countries having higher unemployment 
than non-EMU countries and therefore being in greater need of reform. Indeed, across non-EMU countries 
there is a positive correlation between the follow-through rate and initial unemployment, while such a 
relationship is absent for EMU countries. The authors conclude that EMU countries did not reform more 
than other countries and, unlike elsewhere, their progress on reform seemed unrelated to the initial level of 
unemployment.19 

 Also in the descriptive category of research, and covering a period stretching up to 1999, Bertola 
and Boeri (2001) reach opposite conclusions. The authors consider only reforms to cash transfers to people 
of working age (including unemployment benefits) and to job protection, and they distinguish between 
radical and marginal reforms. Calculating and comparing the average number of reforms per country inside 
and outside the euro area, the paper interprets the findings as showing that reforms accelerated more in the 
                                                      
18. The areas covered are wage formation, unemployment benefits, tax wedges, active labour market policies, 

job protection and working time arrangements. 

19. The authors pursue the same type of analysis using a completely different measure of progress in labour 
market reform and reach essentially the same conclusions. 
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euro area than outside since the early 1990s.20 In this regard, it is difficult to disentangle expectational 
effects of impending EMU from other drivers but the authors argue that the observed post-1997 spurt in 
reform is stronger in euro area countries than outside and can more safely be related to EMU. At the same 
time, however, it is found that the ratio of marginal to radical reforms has increased since 1997. 

 Based on calibrating a dynamic, theoretical model with parameters corresponding to different 
archetypes of economies, reforms and policymakers, Saint-Paul and Bentolila (2000) suggest that the 
impact of EMU on reform incentives varies across different situations. More specifically, the incentives to 
undertake reforms which speed up adjustment to country-specific shocks but do not alter the economy’s 
long-term equilibrium (i.e. reforms that do not require the crowding-in of an effective increase in 
resources) could in some cases increase as a result of EMU. Whether in practice it is possible to identify 
reforms that affect only the dynamic response to a shock but not the steady state is another matter. As 
concerns reforms which alter the economy’s steady state, i.e. increase long-run employment, the paper 
argues that the disincentives arising because the up-front crowding-in is slower under EMU typically 
outweigh the positive incentives from dealing more effectively with country-specific shocks.21 
Nonetheless, for small reforms there could be (rare) circumstances where loss of monetary autonomy 
might conceivably increase the incentives for reform.22 

 As a rare example of econometric research, IMF (2004) attempts to explain the policy stance in a 
large number of structural policy areas across many OECD countries between the mid-1970s and the late 
1990s. The study explores the impact of a range of factors including macroeconomic conditions, political 
institutions, reform design and variables aimed to capture attitudes towards structural reform. Among the 
macroeconomic conditions, the study finds that fiscal surpluses tend to favour reform in product and labour 
markets but it does not consider the influence of monetary policy. It also finds that EU membership is 
associated with faster moves towards liberalisation of product markets. Whether this represents an effect of 
EMU and/or policies to prepare for EMU is unclear, however. The internal market programme and the 
starting point in terms of over-regulated product markets are competing explanations for this finding. As 
concerns labour-market reform, the findings of the study are somewhat ambiguous, with EU membership 
(weakly) associated with greater reform in some specifications but (more significantly) associated with less 
reform in other specifications. The indicator of tax reform considered in the study is closely associated 
with improved labour-market incentives and is always strongly negatively correlated with EU membership. 
At a more general level, the study finds positive spillovers between structural reforms in different areas in 
the sense that progress in a given policy area is positively affected by reforms in other policy areas. 

                                                      
20. The conflicting findings as between van Poeck and Borghijs (2001) and Bertola and Boeri (2001) may 

reflect the difference in the coverage of reforms. Haffner et al. (2000) report evidence that core-EMS 
countries implemented more reforms over the period 1986-97 than other countries but made less progress 
in terms of following through on OECD recommendations. 

21. The paper assumes no direct demand effects from undertaking reform. 

22. The argument relies on monetary policy outside EMU following a pre-set response pattern to economic 
shocks and this pattern becoming sub-optimal post-reform, implying that the non-response under EMU 
may be less costly than following the pre-set response pattern outside EMU. By ignoring the possibility for 
the monetary policy response pattern to be altered as a result of structural reform outside EMU, the 
argument seems in reality to stack the cards very heavily in favour of EMU in some specific circumstances 
having a positive incentive effect on minor reforms. More convincingly, the paper argues that for major 
reforms the crowding-in under EMU could imply a spell of deflation which might be seen as particularly 
unattractive. 
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4. Descriptive evidence23 

 This section uses OECD indicators to shed light on the question of whether EMU has affected the 
process of structural reform. In particular, the descriptive evidence is used to look for possible associations 
between EMU membership and the intensity, timing and design of labour and – to a lesser extent – product 
market reforms. 

4.1 Labour market reforms over the period 1994-2004 

Overall intensity and timing of reforms 

 As part of the ongoing reassessment of its recommendations to address issues of high 
unemployment and low labour-force participation, the OECD has recently carried out a thorough 
assessment of recent labour market reforms (Brandt, Burniaux and Duval, 2005), on which this section 
relies heavily. All policy measures implemented by OECD member countries over the period 1994-2004 
have been evaluated for 44 possible individual categories falling under seven broad policy areas:24 

• active labour market policies (ALMPs) 

• taxes and social security contributions 

• employment protection legislation (EPL) 

• unemployment benefit systems 

• wage formation and industrial relations 

• working-time flexibility and part-time work 

• old-age pension systems and early retirement schemes 

 In each of the 44 individual policy categories, scores are assigned to reforms for every OECD 
country and each of the two sub-periods 1994-98 and 1999-2004.25 They can be either positive or negative, 
depending on whether the measure considered is in line or at odds with the general thrust of OECD policy 
recommendations, as summed up in OECD (1999). The results are then aggregated up to the seven broader 
policy areas above. 

 Whenever possible, the scoring method at the level of individual policy categories relies on 
quantitative indicators, with the score of an individual policy measure depending on the associated change 
in the relevant indicator. For example, changes in the OECD summary measure of unemployment benefits 
are used to assign a score in the sub-category “benefit replacement rates” of the broader area 
“unemployment benefit systems”. However, in certain cases, sources of information are qualitative and 
their interpretation is more subjective (e.g. some aspects of ALMPs). More broadly, some degree of 

                                                      
23. In this, as well as the following, section, EU refers to the 15 members before the recent expansion of 

membership. 

24. For full details, see Brandt, Burniaux and Duval (2005). 

25. The scores assigned for the period 1999-2004 incorporate all legislated reforms up to mid-2004, even 
though some of these may not yet have been fully implemented (e.g. some aspects of the Agenda 2010 in 
Germany, or various pension reforms that are phased in very gradually). 
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uncertainty and judgement is inherent to any effort to quantify individual reforms and, perhaps even more 
so, to aggregate such quantifications across different policy instruments.26 

 Bearing these caveats in mind, illustrative indicators of reform intensity within each of the seven 
policy areas can be calculated as the ratio of the actual to the maximum possible score, where the latter is 
the score which would be obtained if maximum scores had been reached at the level of all individual 
policy categories belonging to the relevant policy area. In addition, an illustrative indicator of the overall 
intensity of reforms is calculated as the ratio of the total actual score across the seven broad policy areas to 
the maximum possible score.27 

 Aggregate results for the entire period 1994-2004 are presented in Figure 4 (Panel A). On 
average, the propensity to carry out labour market reforms has been greater in EU than in other OECD 
countries, with six EU countries in the top six positions. Still, this progress has to be seen in light of the 
need for reform, as discussed below. Within the EU, the overall reform intensity appears to have been 
marginally lower among EMU members than in others (Denmark, Sweden, United Kingdom). Not too 
much should be made of this finding, however, since the non-EMU EU group consists of only three 
countries, among which the top reformer (Denmark) has its currency tied to the euro (through the new 
exchange-rate mechanism, ERMII). In contrast with the findings of Bertola and Boeri (2001), the advent of 
EMU did not seem to coincide with an acceleration of reforms, as shown by the lower average reform 
intensity in EMU countries over 1999-2004 compared with 1994-98 (Figure 4, Panel B). This may to some 
extent reflect the limited political capital some governments were left with after a painful period of fiscal 
adjustment in the run-up to EMU. In any case, no such slowdown was observed in non-EMU EU and it 
was less pronounced in other OECD countries. Nevertheless, one can not rule out that the fairly high 
reform intensity observed in EMU countries during the period 1994-98 was itself fostered by expectational 
effects of EMU. The time span covered here is unfortunately too short to explore this possibility. 

Disaggregated analysis by policy area 

 Labour market reforms implemented during the last ten years have been deeper in certain policy 
areas than in others, but signs of systematic divergences in reform “profile” between EMU countries and 
other countries are not very strong (Figure 5). Many countries have improved the effectiveness of their 
ALMPs, including through greater emphasis on activation, increased monitoring of work availability, 
enhanced placement efforts and more efficient administration of their public employment services (see 
Table 1 for detailed country scores in each policy field). Likewise, efforts have often been made to reduce 
labour tax wedges. In both fields, as well as concerning reforms to enhance working-time flexibility, action 
taken in euro-area countries has gone farther than in non-EU countries, albeit not as far as in non-EMU EU 
countries in the case of ALMPs. 

 Reforms have been much more modest in the areas of EPL and employment benefits where 
political resistance is likely to be greater, pointing to the role played by political economy considerations in 
shaping recent reform patterns. In both areas, reform intensity in EMU countries is broadly in line with the 
OECD average. 

                                                      
26. Problems include: i) the degree to which a given reform is actually enforced may differ widely across 

countries; ii) no account is made for the possibility of non-linear policy effects (i.e. the possibility that a 
given reform may have different impact on labour markets depending on the initial policy stance in the area 
considered) and policy complementarities; and, iii) sets of weights have to be assigned to individual policy 
categories in order to compute aggregate scores in broader policy fields. 

27. Extensive testing shows that the ranking of countries in terms of overall reform intensity can be sensitive to 
the choice of weights attached to the scores in individual policy categories (see Brandt, Burniaux and 
Duval, 2005). 

18
ECB
Working Paper Series No. 596
March 2006



 

 

Source: Brandt, Burniaux and Duval (2005).

Source: Authors' adaptation based on Brandt, Burniaux and Duval (2005).

Panel A. Overall intensity of labour market reforms in individual OECD countries, 1994-2004

Panel B. Timing of recent labour market reforms in EU, EMU and OECD countries

Figure 4. Intensity and timing of recent labour market reforms
 in OECD countries (per cent of maximum possible score)
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Source: Authors' adaptation based on Brandt, Burniaux and Duval (2005).

Figure 5. Intensity of labour market reforms in OECD countries, 1994-2004
(per cent of maximum possible score)
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Table 1. Aggregate reform intensity indicator, reform intensity indicators by area:1 1994-2004 

Summary reform intensity 
indicator2 

Score Ranking Active labour 
market policies

Taxes and 
social security 
contributions

Employment 
protection 
legislation

Unemployment 
benefit system

Wage 
formation and 

industrial 
relations

Working-time 
flexibility and 

part-time work

Early 
retirement, 

invalidity and 
old-age 
pension 
schemes

Australia 21.0 7 54 25 -7 19 27 0 17
Austria 17.8 8 15 31 13 23 2 17 33
Belgium 21.4 6 40 44 10 15 5 33 17
Canada 15.2 13 38 13 0 23 0 17 17
Czech Republic 6.2 28 17 0 -3 12 -5 -17 33
Denmark 29.3 1 56 13 10 42 27 17 25
Finland 25.0 3 48 13 13 35 0 17 50
France 14.5 16 42 31 -7 0 -5 33 42
Germany 23.9 4 58 13 17 19 9 17 25
Greece 13.8 17 42 13 7 12 5 17 -8
Hungary 12.3 19 31 25 -7 19 -9 0 33
Iceland 3.6 30 19 -38 0 19 0 0 8
Ireland 17.4 9 46 88 -10 15 -14 0 0
Italy 21.7 5 31 56 23 -12 5 33 50
Japan 8.7 25 23 -13 13 4 0 33 8
Korea 12.3 19 27 0 25 8 0 17 8
Luxembourg 14.9 15 33 38 0 4 -5 33 33
Mexico 4.3 29 8 0 0 0 14 17 0
Netherlands 25.7 2 56 25 13 12 14 33 42
New Zealand 12.3 19 42 19 -13 15 -5 0 33
Norway 15.2 13 46 -19 10 27 0 17 8
Poland 11.2 23 29 0 -3 15 5 17 25
Portugal 15.9 12 23 25 17 8 5 33 17
Slovak Republic 13.0 18 12 25 14 19 0 17 8
Spain 10.5 24 8 19 17 8 7 0 8
Sweden 17.4 9 50 13 13 12 5 0 8
Switzerland 8.7 25 23 6 0 15 0 17 0
Turkey 6.5 27 4 0 13 8 0 33 8
United Kingdom 16.7 11 50 56 -10 12 -9 0 25
United States 11.6 22 19 50 0 12 0 0 0
OECD average 14.9 15.3 33.0 19.0 5.6 14.0 2.6 15.0 19.2
EU-15 average 19.1 9.5 39.9 31.7 8.4 13.6 3.3 18.9 24.4
     EMU-12 average 18.5 10.1 36.9 32.8 9.4 11.5 2.3 22.2 25.7
     non-EMU EU 21.1 7.0 51.9 27.1 4.4 21.8 7.6 5.6 19.4
EMU-bigs 17.7 12.3 34.6 29.7 12.5 3.8 4.0 20.8 31.3
EMU-smalls 19.0 9.0 38.0 34.4 7.9 15.4 1.4 22.9 22.9

1: EMU-bigs: France, Germany, Italy and Spain.
   EMU-smalls: Austria, Belgium, Finland, Greece, Ireland, Luxembourg, Netherlands and Portugal.

2: all reform intensity indicators are expressed as a percentage of the maximum possible socre, i.e. the score that would be obtained if all possible reforms were 
    implemented. See main text for details.

Source: Brandt, Burniaux and Duval (2005).

Reform intensity indicator by area2

 

 

 Within each of these “difficult” areas, reform profiles also reflected hesitancy to take on insider 
interests. For example, most of the countries that reformed their EPL did so by easing regulations on 
fixed-term employment contracts while generally refraining from lowering EPL for permanent workers 
(Figure 6). Likewise, countries which reformed their unemployment benefit systems often tightened 
eligibility criteria, conditioned benefit receipt on participation in training and/or reduced associated work 
disincentives, but they typically did not move far in terms of reducing benefit replacement rates and 
duration or enforcing stricter work-availability criteria. Taking the two areas together, there is no obvious 
pattern differentiating euro-area countries from others in terms of either challenging or avoiding 
entrenched insider positions. 
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 Retirement systems are another area where resistance to reform is usually strong. Nonetheless, 
EMU countries (in particular Austria, Finland, France, Italy and the Netherlands) made more progress than 
OECD countries on average, possibly reflecting more urgent need for reform in this area within the context 
of ageing populations. 

 

Source: Authors' adaptation based on Brandt, Burniaux and Duval (2005).

Figure 6. Intensity of labour market reforms in specific areas, 1994-2004 
(per cent of maximum possible score)
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Strength versus comprehensiveness of reforms 

 Both theoretical and empirical evidence suggests that policy interactions can be important and 
that comprehensive reform packages tend to be more effective than “piece-meal” reforms in improving 
labour market outcomes.28 Figure 7 classifies OECD countries according to the breadth and depth of their 
reforms, in what may be regarded as a rough decomposition of the overall reform intensity indicator along 
the two dimensions.29 The breadth of reforms in each country is approximated here by the standard 
deviation of reform intensities across the seven areas mentioned previously: the lower the standard 
deviation, the more uniform reform intensities are and the broader the reform process is. Depth is defined 
as the magnitude of the reform effort in the main areas targeted by the country, measured as the average 
reform intensity across the three areas (among the seven covered in the aggregate reform intensity 
indicator) in which measured reform intensity is highest.30 

Figure 7. Depth and breadth of labour market reforms 

1. The breadth of reforms is measured as the normalised standard deviation of reform intensities across areas (the lower the standard deviation, the more uniform reform intensities are across areas).
2. The depth of labour market reforms is measured as the average reform intensity across the three areas in which the country's reform effort has been strongest. 

Source: Brandt, Burniaux and Duval (2005).
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28. For a theoretical framework stressing the importance of policy interactions, see Coe and Snower (1997). 

For empirical evidence, see for instance Belot and Van Ours (2000) or Elmeskov et al. (1998). As 
previously mentioned, complementarities may also exist as regards the political economy of reform. 

29. For example, behind the broadly similar value of the overall indicator for Austria and the United Kingdom 
lie in fact very different compositions of reform, as Austria undertook moderate efforts spread over a wide 
range of areas while the United Kingdom carried out major reforms concentrated on two areas (labour 
taxes and ALMPs). 

30. Considering the two – rather than three – highest reform intensities would alter only marginally the ranking 
of countries. 
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 On these criteria, Denmark, Finland and the Netherlands stand out for having made deep policy 
reforms in a wide range of areas since the mid-1990s, opening up for possible synergies.31 From a broader 
perspective, it is remarkable that the vast majority of countries located in the upper left quadrant of 
Figure 4.4 are EMU members (as noted above, Denmark is not a member of EMU but has its currency tied 
to the euro). At the same time, virtually no euro-area country - with the exception of Greece - is located in 
the lower right quadrant. This suggests that relative to the OECD average a number of euro-area countries 
have pursued both far-reaching and comprehensive reform strategies, while only few have confined 
themselves to either minor reforms or reforms covering only a small number of areas. 

Reform patterns with respect to initial conditions 

 Euro-area countries’ relatively favourable record in terms of breadth and depth of reform needs to 
be seen in light of their greater scope and need for reform. A noticeable feature of recent reform patterns 
within the euro area is their apparent lack of relationship with initial conditions. Based on rankings across 
all OECD countries of initial NAIRUs (in ascending order) and subsequent reform intensities (in 
descending order), those euro-area countries where reforms were arguably most needed have not 
necessarily acted more strongly, and vice versa (Figure 8, Panel A). Comparatively, and in line with the 
results of Van Poeck and Borghijs (2001) discussed above, structural policies in other OECD countries 
seem to have been more responsive to needs for reform (Figure 8, Panel B). 

Small versus large EMU countries 

 For reasons already noted in Section 2, another relevant dimension of recent reform patterns in 
euro-area countries is country size. However, based on the reform indicators little systematic difference 
can be observed between reform intensities of small and large euro-area countries (Figure 9). Nevertheless, 
the two euro-area countries where overall reform intensity was the highest (Finland and the Netherlands) 
are small open economies, like the other top reforming country (Denmark). Not only have reforms in these 
countries been more intensive but they have also been more radical,32 with important pension reforms and 
substantial cuts in labour taxes and/or unemployment benefits. 

4.2 Product market reforms during the past decade 

 An update of the OECD indicator of product market regulation (PMR)33 for non-manufacturing 
industries indicates that the reduction of regulatory impediments to product market competition between 
1994 and 2004 was somewhat larger in euro-area than in other OECD countries, to some extent offsetting 
their stricter initial policy stance (Figure 10). There has been some convergence within the euro area, with 
greater deregulation occurring in the most regulated countries (Belgium, France, Greece, Ireland, Italy, 
Portugal and Spain). However, regulatory reform has proceeded roughly in line as between EMU and 
non-EMU EU countries, even though the latter started from a much more liberal position.34 These changes 
may reflect to a greater extent the EU integration process, including the single market, than EMU. 
                                                      
31. New Zealand would have fallen in the same category if the major reforms undertaken in the early 1990s, in 

particular within the context of the 1991 Employment Contracts Act, had been taken into account. 

32. This feature is not fully captured by the indicators used in this section. Indeed, the score obtained by 
cumulating a series of minor reforms may be comparable to that reached by undertaking one single major 
reform, even if the latter in an economic sense exceeds the former. 

33. See Conway, Janod and Nicoletti (2005). 

34. Much of this move has been driven by the easing or elimination of coercive forms of regulation (such as 
command-and-control measures and price controls) and a reduction of controls on public or private 
business enterprise. Significant easing in all types of barriers to trade and investment has also been 
recorded. In contrast, progress in removing legal impediments to new entry in sectors sheltered from 
competition has been limited and the extent of privatisation has been modest. 
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Figure 8. Initial conditions and intensity of labour market reforms

 Panel A. Ranks of initial NAIRUs1 and ranks of reform intensities over 1994-2004: EMU countries 

(Spearman's rank) correlation coefficient: 0.19  

 Panel B. Ranks of initial NAIRUs1 and ranks of reform intensities over 1994-2004: non-EMU, non-transition countries

(Spearman's rank) correlation coefficient: -0.55 *

1. Nairu estimates for 1993.
   * significant at 10% level; ** significant at 5% level.

Source: Authors' adaptation based on Brandt, Burniaux and Duval (2005).
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*: Big countries: France, Germany, Italy and Spain. Small countries: other EMU countries.

Source: Authors' adaptation based on Brandt, Burniaux and Duval (2005).

Figure 9. Intensity of labour market reforms in big and small EMU countries,* 1994-2004
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*: the indicator of regulation in non-manufacturing industries is scaled from 0 (most liberal) to 6 (most restrictive).
   The broader OECD indicator (not reported here) covering both manufacturing and non-manufacturing industries is 
   described in Conway et al. (2005).

Figure 10. Evolution of the OECD indicator of product market regulation in
non-manufacturing industries,* 1994-2003
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 Finally, there is (highly) tentative evidence that product market deregulation could pave the way 
for subsequent labour market reforms, consistent with the view that reducing rents may progressively curb 
the support for labour market institutions aimed at capturing them.35 Several countries which have 
undertaken labour market reforms since 1999 had previously liberalised their product markets, as 
suggested by the cross-country correlation between the value of the aggregate labour-market reform 
intensity indicator over the sub-period 1998-2004 and the change in the OECD index of product market 
regulation for non-manufacturing industries over the previous sub-period 1993-98 (Figure 11). If such a 
political economy mechanism were to hold, EMU could ultimately facilitate the implementation of labour 
market reforms to the extent it boosts economic integration and product market competition. 

                                                      
35. See Blanchard and Giavazzi (2003) or Ebel and Haefke (2004). Product market reforms may also create 

better conditions to ease EPL via two other channels: i) they have a direct positive impact on overall 
employment, thereby reducing the incentives for incumbent workers to protect their jobs through strict EPL 
(Koeniger and Vindigni, 2003); and, ii) they increase the marginal employment gains that can be expected 
from less strict EPL (Kugler and Pica, 2004). 
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Figure 11. Changes in product market regulation over 1993-1998 and  intensity of 
labour market reforms over 1999-2004*

Correlation coefficient: 0.40
t-statistics 1.91 *

*:   EU-15 = EU-15 minus Luxembourg; EMU-11 = EMU-12 minus Luxembourg.
Source: Brandt, Burniaux and Duval (2005).
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4.3 Summing up the descriptive evidence 

 A main conclusion is that euro-area countries typically have undertaken more comprehensive and 
far-reaching reforms than other OECD countries over the past decade. It is less clear whether EMU 
facilitated this process. Reform progress may have partly reflected the greater need for reform in the euro 
area, even though responsiveness to initial conditions appears to have been more pronounced in the rest of 
the OECD. Despite their poorer labour market performance and their stricter policy stance in a number of 
areas, EMU members have not been more active at reforming their labour and product markets than non-
EMU EU countries. Furthermore, if anything, labour-market reform intensity has decelerated since the 
advent of EMU in 1999, while little or no slowdown has been observed in non-EMU EU and other OECD 
countries. However, this pattern of reform could possibly reflect expectations of EMU before its formal 
introduction. The observed correlation between prior product market reform and subsequent labour market 
reform could be a hopeful sign that if EMU strengthens product market competition then labour market 
reforms could become easier to undertake. 

5. Regression analysis 

 For the reasons set out in Section 3 of this paper, assessing the impact of EMU on the pace and 
intensity of the reform process in Europe represents a challenge for more formal empirical research. In an 
effort to get around these difficulties, this section addresses a narrower but still closely related issue, 
namely whether the degree of autonomy of monetary policy is typically associated with a higher or lower 
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propensity to carry out structural reforms. This approach makes it possible to exploit a wider 
cross-country/time-series dataset of structural reforms than would otherwise be possible. As a result, an 
econometric analysis of reform determinants can be undertaken which includes the autonomy of monetary  
policy as one of the explanatory variables. 

 An obvious drawback of the approach is that it fails to capture some of the unique characteristics 
of EMU compared with past fixed exchange-rate arrangements. Whether incentives to reform are stronger 
or weaker under EMU as compared with a fixed but adjustable peg is not clear-cut, however. On the one 
hand, EMU makes the “TINA” argument more compelling than other, less irreversible exchange-rate  
regimes. On the other hand, countries with fixed but adjustable exchange rates may have greater incentives 
to undertake reforms because of the possible exchange rate pressures and higher risk premia they may face  
if they fail to do so. Furthermore, the crowding-in mechanism described in Section 2.2, which suggests that 
monetary policy autonomy may help alleviate any short-run costs of reforms, may be more powerful under  
EMU than under past exchange rate arrangements. This is because under the latter countries still had the 
possibility to crowd-in resources via exchange rate devaluation, while this has become impossible under  
EMU. 

 Bearing the above caveat in mind, this section explores the driving factors of the structural policy 
reforms which have been carried out in OECD countries over the past two decades. Consistent with the rest 
of the paper, the analysis focuses on labour and - to a lesser extent - product markets. The modelling makes 
heavy use of OECD indicators of institutional arrangements and, in contrast with Section 4, restricts itself 
to major reforms as opposed to small ones. This emphasis facilitates the estimation of (non-linear) models  
of qualitative choice, which in theory should be more suitable than linear econometrics for the analysis of 
the decision to undertake a structural reform.36 

 The remainder of this section proceeds in three steps. Section 5.1 discusses briefly the expected  
effects of the explanatory variables featured in the regressions. Section 5.2 presents the annual dataset of  
major labour and product reforms assembled for 21 OECD countries over the period 1985-2003.37 Finally, 
Section 5.3 attempts to explain the probability to carry out major reforms by means of simple Probit 
estimates. 

5.1 Potential influences on the propensity to undertake reforms 

 The analysis essentially seeks to determine whether having an autonomous monetary policy 
facilitates or impedes the reform process. Other potential influences which are controlled for in the 
econometric analysis are the following: 

                                                      
36. To the extent EMU and fixed exchange-rate regimes reduce the optimal size of reforms (Saint-Paul and 

Bentolila, 2000), the focus on major reforms in this empirical exercise may give a biased impression of the 
impact of monetary autonomy on the overall incidence of reform. 

37. The countries covered are Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany,  
Greece, Ireland, Italy, Japan, Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, 
United Kingdom, United States. 
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− Macroeconomic situation: 

Strict regulation of labour and – possibly - product markets is more likely to be perceived as 
counter-productive when labour market performance is weak. Over and above the possible 
impact of initial conditions on reform intensity, of which some simple bivariate evidence was 
found above for non-EMU countries, economic crises could play a specific role in fostering 
reforms. This is because a crisis situation may enable governments to overcome the “status quo” 
bias which in normal times can prevent welfare-enhancing reforms from being implemented.38 

− Trade openness: 

Due to “crowding-in” effects already discussed, it may be politically easier to carry out structural 
reforms in small open economies than in larger ones. Furthermore, high trade openness and the 
resulting high labour demand elasticity in small open economies may limit the ability of insiders 
to set wages above market-clearing levels, resulting in lower rents and thus lower public support 
for existing institutions (Saint-Paul, 2004). 

− Current state of public finances: 

Running substantial budgetary surpluses provides room for compensation of losers from 
structural reforms which, if used, can facilitate reforms. Furthermore, as noted by IMF (2004), 
the prevalence of a sound fiscal situation can make governments less reluctant to spend political 
capital - that otherwise would have had to be spent on unpopular fiscal adjustment measures - on 
structural reforms. 

− Change in the situation of public finances: 

A positive change in the fiscal balance could reduce the probability of reform, for the same 
reasons that the level of the fiscal balance can be expected to increase it: implementing reforms 
may require a temporary deterioration of the budgetary situation in order to compensate losers; 
efforts to improve the fiscal situation often entail political costs that may hamper the ability of 
governments to implement other types of unpopular measures such as structural reforms. 

− Political context: 

Insofar as structural reforms have short-term political and/or economic costs, governments may 
be inclined to postpone them until after general elections have been held. Therefore, reforms 
should occur more frequently right after general elections than just before them. 

− Reforms undertaken in other fields: 

Some of the specifications estimated below also control for the fact that implementing reforms in 
certain fields may pave the way for reforms in others. As argued above, reducing rents in one 
area may undermine the support for structural policies in other areas aimed at capturing such 
rent. Learning effects may also play a role, i.e. public support for structural reform may build up 
as the benefits of past reforms become more visible. Moreover, policy packages may be easier to 
implement than isolated reforms because they spread gains and losses more evenly across 
population groups and/or facilitate the compensation of losers. 

                                                      
38. See for instance Drazen (2000). 
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5.2 Data construction 

 The econometric analysis is based on an annual database of major structural reforms in 21 OECD 
countries over 1985-2003, constructed for the purpose of this paper. Sources and methodology are 
presented in detail in Annex 1. Compared with the descriptive evidence presented in Section 4, the focus 
here is as previously mentioned on major reforms only, and the coverage of policies is restricted to those 
areas that allow for quantitative description over an extended period. Hence, only five fields are considered 
for which available quantitative indicators of the policy stance make it possible to spot major reforms: 
unemployment benefit systems, labour taxes, employment protection legislation, product market regulation 
and retirement schemes. 

 The econometric regressions presented below are based on the assumption that explanatory 
variables have the same effect on the propensity to undertake major reform in any policy area. This 
assumption may not necessarily hold, at least as regards the impact of the degree of autonomy of monetary 
policy. Indeed, the thrust of the crowding-in argument put forward in Section 2 is that structural policies 
may be more easily reformed in a macroeconomic framework which enables monetary policy to react to 
short-run economic slack. This argument is less compelling for certain policy fields, e.g. labour tax cuts 
may actually stimulate aggregate demand more than aggregate supply in the short run. However, in 
practice, the strict definition of major labour tax reforms adopted in this section - a permanent 5 percentage 
points decline in the tax wedge (see below) - should ensure that such reforms have to be financed through 
cuts in expenditures that raise concerns about crowding in. 

 In each of the five policy fields, a major reform is assumed to be undertaken when the change in 
the corresponding quantitative policy indicator (e.g. the OECD summary measure of replacement rates in 
the case of unemployment benefit systems) exceeds two standard deviations of the indicator’s sample 
average.39 This approach yields one reform indicator for each policy area, which takes the value 1 when 
observations – i.e. pairs (country, year) - correspond to a major policy reform and 0 otherwise. Cross-
country patterns of major reforms thereby identified appear to be roughly consistent with those presented 
in Section 4 for different types of reforms (both minor and major ones, covering a broader range of policy 
areas) over a shorter period (1994-2004 instead of 1985-2003) (Figure 12). 

 Many reforms do not occur in a single year but rather are spread over several consecutive years, 
in which case the indicator takes the value 1 throughout the whole period. In principle, this implies a risk 
that major, but gradual, reforms weigh too heavily in the data sample as compared with major, one-off 
reforms. As well, such gradual reforms might be implemented in years and under economic conditions that 
are significantly different from when they were decided, thereby possibly making it more difficult to 
identify the drivers of reform. In practice, however, protracted reform processes are rare in the policy areas 
and for the countries covered here. 

 The key explanatory variable considered in the regressions is the autonomy of national monetary 
policy. This variable is constructed as a dummy which takes value 1 when the country is not engaged in 
any kind of fixed exchange-rate arrangement (e.g. a peg, a monetary union or the former exchange-rate 
mechanism  of  the European Monetary System)  and zero otherwise. Information on official exchange-rate  

                                                      
39. In the field of product market regulation, there has been a strong general trend toward liberalisation. To 

distinguish particular moves toward liberalisation from this general trend the indicator of product market 
regulation was initially de-trended. Without this procedure, which admittedly is somewhat ad hoc, product 
market reforms would have weighed very heavily in the data sample (see Annex 1). 
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*: EMU-11: EMU-12 minus Luxembourg.
   Big countries: France, Germany, Italy and Spain. Small countries: other EMU countries.

Source: Authors' calculations.

Figure 12. Share of countries where at least one major reform has been implemented
over 1985-2003* (in per cent)
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arrangements is drawn from various issues of the annual IMF publication Exchange Arrangements and 
Exchange Restrictions.40 This definition obviously ignores that fixed exchange-rate commitments come in 
different shapes and forms. For example, the ERM contained countries that pursued a “hard” peg to the 
Deutsche Mark (e.g. Netherlands) as well as countries that underwent frequent depreciation. The lack of 
sophistication in the definition of monetary autonomy may create a bias in the estimations – probably in 
the direction of not finding any effects. 41 

 Other variables are defined as follows: 

− Initial labour market performance: unemployment rate of the 15-64 year-olds (Source: OECD, 
OECD Employment Outlook, June 2004). 

− Economic crisis situation: dummy variable which takes value 1 when actual GDP is at least 
4 percentage points below potential and 0 otherwise (Source: OECD, OECD Economic Outlook 
76, December 2004). 

− Small open economy: dummy variable which takes value 1 for the following countries: Austria, 
Belgium, Denmark, Finland, Greece, Ireland, Netherlands, New Zealand, Norway, Portugal, 
Sweden, Switzerland and 0 otherwise. These are the smallest countries in the sample in terms 
of GDP size.42 

− Current state of public finances: general government fiscal balance as a share of GDP (Source: 
OECD, OECD Economic Outlook 76, December 2004). 

− Change in the situation of public finances: first difference of the cyclically-adjusted general 
government fiscal balance as a share of GDP (Source: OECD, OECD Economic Outlook 76, 
December 2004).43 

− Political context: general election year dummy which takes value 1 when a parliamentary or a 
presidential election takes place and 0 otherwise (Source: Worldbank, Database on Political 
Institutions). 

                                                      
40. Note that de jure exchange-rate regimes are not necessarily applied in practice (Levy Yeyati and 

Sturzenegger, 2001), even though this issue is generally far more relevant for developing countries than for 
the developed ones considered here. As a result, some adjustments were made. In particular, Austria was 
classified as having a fixed exchange rate regime over the full sample period even when it was not a formal 
member of the exchange rate mechanism of the European Monetary System. This is because this country 
maintained de facto a fixed exchange rate with the Deutsche Mark. 

41. Another potential concern could be the asymmetry of the former European Monetary System. Indeed, it has 
been argued that German monetary policy acted as a “Stackelberg leader” under this system, while other 
central banks had to follow suit in order to maintain fixed exchange rates. In order to account for this 
possibility, the regressions presented in Tables 2 and 3 below were re-run assuming that Germany retained 
its monetary policy autonomy under the former EMS. The key findings were qualitatively unaffected. 

42. Setting a cut-off point is not straightforward, considering for instance that the economic size of the smallest 
“large” country, Australia, exceeds only slightly that of the largest “small” country, the Netherlands (the 
gap between the two countries’ GDP in PPPs was about 15% in 2000). However, while Australia has the 
third lowest trade openness ratio in the OECD area (after the United States and Japan), the Netherlands has 
the third highest (after Belgium and Ireland). This suggests that Australia should be classified as a large 
country and the Netherlands as a small one. 

43. The change in the cyclically-adjusted budget balance is conceptually closer to the stance of fiscal policy 
than the change in the actual budget balance. Hence, it should in principle be more representative of the 
political capital spent in consolidation of public finances. Nonetheless, the regressions below were also run 
using the change in the actual budget balance with no material difference in outcome. 
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5.3 Probit regression results 

 The five policy reform indicators can be used in two alternative ways. One option is to merge 
them so as to obtain an aggregate policy reform indicator which takes value 1 for those pairs (country, 
year) that correspond to major reform in at least one policy area and 0 otherwise. Alternatively, the 
individual policy reform indicators can be stacked up in order to expand dramatically the number of 
observations available for the econometric estimates. One problem with this option is that it rests implicitly 
on the assumption that structural reforms undertaken in a given pair (country, year) in different fields are 
independent from one another. However, this can be accounted for in the econometric estimates by 
controlling for the impact of reforms undertaken in other fields. Both pooled and stacked up datasets are 
used in the Probit regressions below. 

Estimates on pooled data 

 Probit estimates on pooled data are presented in Table 2.44 In order to mitigate potential 
endogeneity problems and  to account  for the fact that policy  decisions  may be reflected  in  the structural  

Table 2. 
Probit estimates of the determinants of structural reforms over 1985-2003: pooled data1

(1) (2) (3)
Dependent variable: Binary reform index Binary reform index Binary reform index

Unemployment (-3) 0.02 0.02 0.03
[2.50]** [2.65]*** [2.91]***

Crisis (-1) 0.41 0.40 0.39
[3.48]*** [3.40]*** [3.26]***

Small country 0.24 0.26 0.29
[4.11]*** [4.31]*** [4.34]***

Fiscal surplus (-1) 0.02 0.02 0.02
[2.87]*** [2.81]*** [2.94]***

D(Cyclically-adjusted fiscal surplus (-1)) -0.03 -0.03 -0.03
[1.18] [1.29] [1.37]

General election year 0.00
[0.06]

Independent monetary policy (-1) 0.07 0.07
[1.03] [1.04]

(Independent monetary policy)*(Large country) (-1) 0.28
[2.27]**

Pseudo-R2 0.10 0.11 0.12

Proportion of 1s in the estimation sample (P1) 0.30 0.30 0.30
Proportion of 1s correctly predicted by the model 0.68 0.68 0.86
(prediction rule: predicted value = 1 if P (Y=1) > P1)

Observations 331 331 331

1. Coefficients represent marginal probabilities. 
Absolute value of robust z-statistics in parentheses, * significant at 10% level, ** significant at 5%, *** significant at 1%.  

                                                      
44. Logit estimates yield (qualitatively) similar results. 

34
ECB
Working Paper Series No. 596
March 2006



 

 

policy indicators with lags, most explanatory variables are lagged one (crisis, fiscal and independent 
monetary policy variables) or more (unemployment variable45) periods.46 

 Most control variables have the expected signs and are significant at standard confidence levels 
in the basic specification without monetary policy autonomy (equation 1). The two exceptions are the 
change in the fiscal balance and the election year dummy variable which are insignificant.47 The 
probability to carry out a structural reform in at least one of the five fields considered is estimated to be 
higher the poorer the recent macroeconomic conditions, the smaller the country size and the higher the 
level of the fiscal balance. Taking into account that the scale of the explanatory variables differs, the size 
of the estimated coefficients seems to imply that the largest impact on the propensity to reform would arise 
from the prevalence of an economic crisis and the size of the country. 

 When introduced into the basic specification, the independent monetary policy variable is 
insignificant (equation 2). However, consistent with the crowding-in argument made above, a significantly 
positive interaction48 is found between monetary policy autonomy and country size (equation 3).49 Taken at 
face value, the coefficient would imply that an autonomous monetary policy partly offsets the handicap 
that large countries in general seem to have in undertaking structural reform in labour or product markets.50 

Estimates on stacked data 

 Estimates on stacked up data (Table 3) use the same specifications, except that they also control 
for the (lagged) effect of reforms made in other fields on the propensity to implement a reform in a given 
field.51 As already mentioned, this additional control variable aims to capture the fact that policy packages 
may create synergies across policy areas. 

                                                      
45. Unemployment being a highly auto-correlated variable, several alternative lags were statistically 

significant in the regressions. Here we selected the number of lags which maximized the t-stat of the 
unemployment rate variable (3 periods). 

46. This approach does not deal with any links between, on the one hand, the variable capturing monetary 
autonomy and, on the other hand, the macroeconomic control variables. However, given the nature of the 
monetary autonomy variable and the long estimation period any such problem is likely to be minor. 

47. Lags and leads of the election year dummy were also found to be insignificant in the same specification. 

48. Following a standard procedure, interactions between variables Xit and Yit –here, the autonomous 
monetary policy and country size dummies, respectively– are specified as ( )( ).... YYXX itit −− , where  

..X and ..Y are the sample averages of Xit and Yit , respectively. With this specification, the coefficients 

of Xit and Yit have a straightforward interpretation, i.e. they measure the direct effects of these variables 
for an average, hypothetical country. This is because the interaction term is equal to zero at the sample 
average. 

49. In to explore whether EMU affected the propensity to reform over and above any impact it may have had 
via the loss of the monetary policy tool, a “euro area membership” dummy – taking value 1 for EMU 
countries starting from 1999 and zero otherwise – was tried in some specifications. It always turned out to 
be insignificant and had no effect on the size and significance of the other coefficients.  

50. The specification and the coefficient of the interaction variable imply that an autonomous monetary policy 
increases the probability of a major reform by around .17 in large countries compared with small ones.  

51. For each of the five policy fields considered, this variable takes values comprised between 0 and 4 
depending on the number of reforms carried out in the other four fields. 
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Table 3. 
Probit estimates of the determinants of structural reforms over 1985-2003: stacked up data1

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

Dependent variable: Binary reform 
index

Binary reform 
index

Binary reform 
index

Binary reform 
index excluding 

EPL reforms

Other reforms (-1) 0.05 0.05 0.05 0.07
[5.54]*** [5.30]*** [5.47]*** [5.94]***

Unemployment (-3) 0.01 0.01 0.01 0.01
[2.80]*** [2.86]*** [2.84]*** [3.27]***

Crisis (-1) 0.12 0.11 0.11 0.15
[3.40]*** [3.23]*** [3.23]*** [3.64]***

Small country 0.07 0.08 0.08 0.11
[4.28]*** [4.38]*** [4.33]*** [4.73]***

Fiscal surplus (-1) 0.01 0.01 0.01 0.01
[3.26]*** [3.29]*** [3.28]*** [4.72]***

D(Cyclically-adjusted fiscal surplus (-1)) 0.00 0.00 0.00 0.00
[0.31] [0.45] [0.45] [0.51]

General election year -0.01
[0.36]

Independent monetary policy (-1) 0.01 0.02 0.05
[0.84] [0.88] [2.45]**

(Independent monetary policy)*(Large country) (-1) 0.01 0.05
[0.38] [1.10]

Pseudo-R2 0.09 0.09 0.09 0.13

Proportion of 1s in the estimation sample (P1) 0.13 0.13 0.13 0.15
Proportion of 1s correctly predicted by the model 0.66 0.68 0.68 0.68
(prediction rule: predicted value = 1 if P (Y=1) > P1)

Observations 1655 1655 1655 1324

1. Coefficients represent marginal probabilities. 
   Absolute value of robust z-statistics in parentheses, * significant at 10% level, ** significant at 5%, *** significant at 1%.  

 The control variables are again statistically significant at conventional levels, with the exception 
of the lagged change in the fiscal balance and the election year dummy (equation 1).52 Reforms made in 
other fields are also found to be highly significant, supporting the view that major reforms are typically 
“bunched” into packages and/or that policy changes in certain areas can pave the way for reforms in others. 
In line with estimates on pooled data, the independent monetary policy variable is insignificant 
(equation 2), but in contrast to the previous estimations, this remains the case where it is interacted with the 
large country dummy (equation 3). 

 The insignificance of monetary policy autonomy appears to reflect at least partly the absence of 
the previously observed linkage in the case of EPL reform. Most EPL reforms included in the sample 
reflect a relaxation of rules governing temporary contracts rather than a deregulation of regular contracts.53 

                                                      
52. As previously, however, neither lags nor leads of the election year dummy are found to be significant. 

53. The only experiences of substantial relaxation of rules governing regular contracts are Portugal (1989-
1991) and Spain (1994), starting from a very high degree of stringency in both cases. By contrast, there 
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Such partial EPL reforms may be politically easier to implement and therefore less likely to be driven by 
some of the determinants featured in the equation. Put differently, it is debatable whether such reforms 
really qualify as “major”. When excluding EPL reforms from the sample, an independent monetary policy 
is found to increase the probability of a reform (in one of the four remaining policy fields), though no 
significant interaction is found with country size (equation 4).54, 55 

6. Implications 

 Summing up, the issue of how EMU affects the political economy of structural reform needs to 
be put in perspective. For well-known reasons, structural reform is usually an uphill battle and in that 
greater scheme of things, the effect of EMU is likely to be only a marginal influence. Furthermore, as 
discussed above, the theoretical arguments as to the effect of EMU on structural reform point in opposite 
directions. Hence, the actual influence of EMU becomes an empirical question. With EMU in existence for 
only a few years it is, however, difficult to draw firm conclusions as to its impact from available data. 

 The descriptive evidence on recent reform patterns presented in this paper suggests that euro area 
countries typically have undertaken more comprehensive and far-reaching reforms than other OECD 
countries over the past decade. However, there is little if any evidence that EMU facilitated this process. 
Different reform intensities between EMU and non-EMU countries need to be seen in the light of greater 
need for reform in the former. As well, there appears to have been a slowdown in the reform process in 
EMU countries after the formal advent of the euro – though this could reflect the prior race to qualify for 
EMU. Furthermore, EMU countries – with the exception of a few small ones – have shown no particular 
ability to carry out needed reforms in areas where political resistance is normally strong (with the 
exception of retirement schemes where impending fiscal pressures are particularly large in EMU 
countries). Finally, progress in reform across EMU countries is not obviously linked to reform needs – in 
contrast to what is observed among other OECD countries. 

 Nonetheless, the problem with descriptive evidence is that it is difficult to identify with any 
confidence the drivers behind the observed patterns of structural reform. Unfortunately, the brief 
experience with EMU makes it difficult to undertake econometric analysis aimed at identifying the 
marginal impact of EMU on the pace of structural reform. In consequence, the current paper has cast the 
net more widely and explored the impact of monetary policy autonomy more generally on structural reform 
across most OECD countries. The argument for this approach is that most structural policies are set by 
individual euro-area countries and that these to some extent resemble countries pursuing a fixed 
exchange-rate regime. It has to be recognised, however, that participation in EMU is different from 
operating a fixed but adjustable peg. Whether the greater commitment associated with EMU should imply 
more or less reform is not clear-cut, however. 

 The upshot of the analysis is that many of the “usual suspects” indeed do seem to determine the 
pace of structural reform, such as going through an economic crisis and more broadly experiencing high 
unemployment. There is also evidence that a sound fiscal balance may help, possibly because it provides 
governments with sufficient political capital – which otherwise would have to be spent on fiscal adjustment 
measures – and gives room for the compensation of losers. Furthermore, implementing reforms in a given 
                                                                                                                                                                             

have been numerous cases of deregulation of temporary contracts: Belgium (1997), Denmark (1995), 
Germany (1997), Italy (since 1997), The Netherlands (1999) and Sweden (1993). 

54. Dropping the insignificant interaction term from the last column of Table 3 would leave other results 
unchanged. 

55. In principle, the use of stacked up data makes it possible to undertake the analysis of the determinants of 
structural reforms at the level of each policy area. However, the scarcity of reforms in each field considered 
individually suggests – and estimates confirmed – that this is likely to bring few robust findings. 
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policy field is found to pave the way for and/or to coincide with reforms in other areas. As concerns the 
role of the monetary policy regime, the absence of monetary policy autonomy seems to be associated with 
lower structural reform activity – at least in large, more closed economies but possibly more widely. 
Independently of monetary policy regime, small economies seemed to undertake more reform over the 
period considered which runs from the mid-1980s to 2003. 

 The results concerning the influence of monetary autonomy and country size can be rationalised 
within a framework where structural reform is expected to create slack resources in economies. In small 
open economies such slack is more quickly taken up through changes in net trade and incentives to 
undertake structural reform are therefore stronger. In larger, more closed economies, by contrast, net trade 
is less powerful as a mechanism for taking up slack. Hence, such economies are more reliant on 
accommodation through monetary policy when they undertake structural reform, and when exchange-rate 
arrangements exclude such accommodation they undertake less reform. This, however, does not exclude 
that scope for monetary accommodation could enhance structural reform also in smaller countries. 

 Obviously these simple findings should not be exaggerated. However, if additional testing 
suggests that they are robust it would point to a potentially problematic aspect of EMU. In particular, an 
effect of EMU in the direction of weakening the incentives for structural reform would be a cause for 
concern. The presence of any such tendency would naturally prompt the question whether a more 
co-ordinated approach to structural reform could enable greater monetary accommodation and thereby 
increase the incentives for undertaking reform. Unfortunately, however, this may be more complicated 
than it sounds: 

• Countries have widely different starting points as regards structural policy settings and therefore 
different needs in terms of reform. 

• As well, even similar structural reforms may well have different supply and demand-side effects 
across countries - in part because reform will interact with pre-existing institutions and 
structural policy settings - which would make the overall effect on area-wide inflation and 
demand-pressure hard to predict and to factor into monetary policy. 

 Hence, it is not obvious that stronger and more binding co-ordination of structural policy is the 
way forward. Indeed, it may also be seen as conflicting with the subsidiarity principle. Against this 
background, there may be little alternative to soldiering on with the so-called open method of co-ordination 
- essentially based on jaw-boning and peer pressure - and trying to make that as effective as possible. 

 At the same time, some of the descriptive evidence presented in the paper suggests that structural 
reforms in product markets, which may be politically easier to undertake, can pave the way for labour 
market reforms. This evidence is supported by signs of positive feed-back between reforms in different 
areas emerging from the regression analysis. The results concerning fiscal policy also suggest that progress 
towards consolidation may eventually provide a more auspicious background for structural reform. If 
results such as these prove robust to further testing, they may provide clues as to how to strengthen the 
overall reform process. It would be sad if structural reform were eventually driven by a factor that 
empirically is strongly correlated with reform: crisis. 
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ANNEX 1: CONSTRUCTION OF THE POLICY REFORM DATABASE 

 In order to construct an annual database of structural reforms, it would seem natural to collect 
information for each country regarding when major reforms were voted. However, not only is such an 
approach difficult - especially for reforms that were carried out prior the first publication of the OECD 
Jobs Study in 1994 - but more importantly it suffers from two important limitations: while our focus should 
be clearly on major reforms, there is no straightforward criterion a priori to distinguish them from small 
ones; certain reforms start small before getting big over the years and therefore can not be associated with 
any specific year. One example is the slow but quasi continuous decline in tax wedges in Denmark 
between the late 1980s and the mid-1990s or in Finland since the mid-1990s. 

 Here these two limitations are dealt with as follows. First, in order to identify major reforms, we 
rely exclusively on a posteriori criteria: a major reform in a given policy area (e.g. product markets) is one 
that is accompanied by a “substantial” change in a corresponding quantitative policy indicator (e.g. the 
OECD indicator of product market regulation). This approach was already taken to construct the reform 
intensity indexes presented in Section 4, but only to a limited extent since more qualitative information was 
also taken into account. Second, if the “substantial” change in the policy indicator does not occur in a 
particular year but rather is spread over a longer period, then all the corresponding years are assumed to 
have been reform years. This is implicitly consistent with the view that a country engaged in a reform 
process has the possibility to opt out every year, so that the continuation of a reform process can by itself 
be regarded as a “reform”. 

 We restrict our analysis to five key policy areas for which straightforward quantitative indicators 
can be used to assess the magnitude of policy reforms. These are unemployment benefit systems, labour 
taxes, employment protection legislation, product market regulation and retirement schemes, for which the 
quantitative indicators used are, respectively: the OECD summary measure of benefit replacement rates (an 
average of replacement rates across various earnings levels, family situations and durations of 
unemployment); an average of OECD measures of the wedge between labour cost and take-home pay 
across two situations (a single worker and a couple with a dependent spouse and two children, at average 
earnings levels in both cases); the OECD summary index of employment protection legislation; the OECD 
summary index of product market regulation in seven non-manufacturing industries; an average of OECD 
measures of implicit tax rates on continued work - which sum up deviations from actuarial neutrality - in 
old-age pension systems and early retirement schemes across thee situations (at ages 55 and 60 in early 
retirement schemes, and at age 60 in old-age pension schemes, for a single worker with average earnings in 
all three cases).56 All these indicators are available for 21 OECD countries over the period 1985-2003. 

 The threshold beyond which a change in the policy indicator is assumed to signal a major policy 
reform is set as follows. For each of the five policy areas mentioned above, the standard deviation of the 
annual change in the corresponding quantitative indicator is calculated over all available observations 
(typically 399, corresponding to 21 countries over the period 1985-2003). A major reform is then assumed 
                                                      
56. The main sources for these indicators are respectively: OECD, Benefits and Wages, various issues ; OECD, 

Taxing Wages, various issues; OECD (2004a), Employment Outlook, Paris; Nicoletti, G. and S. Scarpetta 
(2003), “Regulation, productivity and growth”, Economic Policy, No. 36; Conway et al. (2005), “Product 
market regulation in OECD countries: 1998 to 2003”, OECD Economics Department Working Paper 
No. 419, OECD, Paris; Duval, R. (2003), “Retirement Behaviour in OECD Countries: Impact of Old-age 
Pension Schemes and Other Social Transfer Programs” OECD Economic Studies No. 37, 2003/2, OECD, 
Paris. 
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to have been undertaken when the overall change in the policy indicator exceeds two standard deviations. 
In practice, this corresponds respectively to: a decline in the benefit replacement rate indicator larger than 
6.5 percentage points; a decline in the tax wedge measure larger than 5 percentage points; a decline in the 
summary index of employment protection legislation larger than 0.5 units (the average value of the index 
over the sample considered is 2.1); a decline in the de-trended indicator of product market regulation larger 
than 0.6 units (the average value of the de-trended index over the sample considered is 5);57 a decline in the 
average implicit tax rate on continued work larger than 6.5 percentage points. 

 We obtain one reform indicator for each policy area, which takes value 1 when observations 
- i.e. pairs (country, year) - correspond to a major policy reform and 0 otherwise. Two alternative ways can 
then be envisaged to exploit these five reform variables: 

− One option is to merge them so as to obtain an aggregate policy reform indicator which takes 
value 1 for those pairs (country, year) that correspond to at least one major policy reform and 0 
otherwise. 

− Alternatively, they can be stacked up in order to expand dramatically the amount of 
information available for the econometric estimates. One problem with this option is that it 
rests implicitly on the assumption that structural reforms undertaken in a given pair (country, 
year) in different fields are independent from one another. However, this can be accounted for 
in the econometric estimates by controlling for the impact of reforms undertaken in other fields. 

 Therefore, both pooled and stacked up datasets are used alternatively in the Probit regressions 
presented in Section 5 of the main text. 

                                                      
57. The rationale for de-trending the product market regulation indicator is to control for the general decline 

observed across the OECD area over the sample period. In the absence of such a control, our methodology 
would identify a disproportionately large number of reforms compared with other policy fields. Instead, 
here only declines in product market regulation that have gone substantially beyond the general trend 
towards deregulation are considered as major policy reforms. 
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Comments on “The Effects of EMU on Structural 
Reforms in Labour and Product Markets” by 

Romain Duval and Jorgen Elmeskov 
  

Stephen Nickell (Bank of England Monetary Policy Committee 
and London School of Economics) 

  
1.  The Duval and Elmeskov Paper 

 
The empirical results in Duval and Elmeskov (2005), (DE), indicate that structural 

reforms to labour and product markets are more likely to be undertaken in small 

countries (more open economies) than in large countries.  Furthermore, in the 

latter countries they are more likely to be introduced if the countries have 

independent monetary policies.  Thus, in the large countries of continental Europe, 

the formation of the EMU had a detrimental impact on the structural reform 

process.  These results are ceteris paribus on other key factors which have been 

shown to drive the reform process, notably high unemployment, economic crisis 

and a strong fiscal position. 
 

I am sympathetic to these results, based as they are on a plausible analysis of the 

reform process.  By and large, most of the reforms discussed are “good” in the 

sense that they tend to raise potential output1.  Consider the consequences of 

raising potential output in a closed economy that operates a standard, inflation-

targeting, monetary policy regime.  When potential output rises, a negative output 

gap develops, inflation prospects fall below target, monetary policy is loosened 

and aggregate demand and output rise to close the negative output gap.  Output 

and employment both rise.  Of course in a country where the monetary policy 

regime is credible and the citizens are highly rational and very forward looking, 

all this may happen without any shift in monetary policy at all.  Either way, 

however, the incentive to undertake the reform is strengthened by the prospect 

that employment and output will tend to rise as a consequence. 
 

In an open economy with a floating exchange rate, some of this adjustment will 

operate via net trade, depending on the extent of the exchange rate adjustment. 
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Now consider an economy operating within a currency union which has no control 

over its monetary policy.  The adjustment to the reform will depend on the degree 

of openness.  In a small open economy, the fall in inflation leads to a gain in 

competitiveness which translates rapidly into a net trade driven expansion.  In a 

small open economy, output (and employment) are highly responsive to price 

competitiveness.  The problem arises with a large economy operating in a 

currency union.  The response of output to the lowering of inflation and hence to 

the improved competitiveness will tend to be very slow.  With little help from 

monetary policy 2, the rise in potential output will translate only gradually into an 

increase in actual output and employment.  This plainly reduces the incentive to 

undertake the reforms in the first place. 

 

These arguments are both plausible and consistent with the empirical results 

presented in DE and lead them to their rather depressing conclusion that one of the 

effects of EMU is to weaken the incentives for structural reform in the larger 

member countries. 

 

2.  Some Ideas on the Reform Process 

As DE make clear, the process of structural reform is difficult, particularly in the 

large countries of continental Europe where EMU has made it even harder.  But 

this last point should not be over-stressed.  In the big scheme of things it is 

probably not that important.  So in what follows I present a few ideas on structural 

reforms. 

 

a) Product Market Reforms 

It is worth starting with product market reforms, in part because it is possible that 

they suffer less from the EMU problem than labour market reforms.  The general 

idea driving product market reforms is to increase the intensity of competition.  

For example, privatisation is of little value if a public monopoly is simply 

replaced by a private monopoly however cleverly regulated.  Real benefits start to 

accrue if competition can be introduced into the market.  Thus the benefits to 

European consumers flowing from the privatisation of British Airways were 
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probably negligible compared to those flowing from the structural changes which 

allowed low cost airlines to flourish. 

 

So what consequences follow from a reform which increases product market 

competition?  Overall prices tend to be lower and real wages tend to be higher 

except for those workers who were originally able to capture monopoly rents.  

Profits also tend to be lower.  The consequences of this shift could easily be a 

short-run increase in real expenditure because the short-run propensity to spend is 

probably higher out of wages than out of profits.  So output and employment may 

well rise even without any relaxation of monetary policy.  So the EMU problem is 

less important. 

 

In my view, the main sectors worth concentrating on are the big service sectors 

such as retail distribution and professional and financial services.  This is in part 

because they are big, in part because there is less naturally occurring international 

competition and in part because the recent experience of the United States 

suggests there are substantial productivity gains just waiting to be picked up.  

Thus the dramatic productivity gains in the late 1990s in the US are concentrated 

in these big service sectors, driven by ICT investments alongside complementary 

changes in the organisation of production.  Furthermore, these large productivity 

gains were not accompanied by substantial job losses, indeed quite the reverse.  

This, of course, helps significantly with the general acceptance of the process.  

Just as an example of how dramatic potential changes could be, in Fig. 1 we see 

the recent history of productivity in retail distribution which shows the 

extraordinary recent gains in the US relative to other countries. 

 

A second, specialised service sector where deregulation can yield large benefits is 

that of job placement.  Allowing private placement agencies to operate freely 

offers significant benefits to the efficient operation of the labour market while 

simultaneously enabling the public placement agencies to switch their activities to 

helping hard-to-place non-employed individuals into work.  There is a significant 

public sector welfare role to be played here and the number of people who lose 

out from this overall change is minimal. 
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Finally, when it comes to structural reforms, those in the product market are more 

easily pushed ahead than those in the labour market because they can often be 

introduced initially by supra-national agencies, set up in the EU following the 

single market initiative.  So while reforming single industries may be tricky for a 

national government because of significant entrenched interests, things are easier 

if a supra-national agency can be blamed. 
 

b) Labour Market Reforms 

Appropriate labour market reforms often appear to be very difficult to achieve 

and, because they are, quite rightly, in the hands of national governments, there is 

no supra-national body to take the blame.  Indeed, there are plenty of 

opportunities to undertake “reforms” which make matters worse.  The most 

obvious example of these is to be found in the sorry history of policies to reduce 

the effective supply of labour (eg. early retirement incentives, compulsory hours 

reductions etc. etc.) which have simply succeeded in reducing output and 

employment without improving the lot of the unemployed.  More subtle, and 

correctly identified as a “non-reform” in DE, is the relaxation of rules governing 

fixed-term contracts while sustaining or enhancing rules governing permanent 

contracts.  This combination can easily lead to a worsening of the overall 

employment situation, particularly if permanent contract workers have some 

control over pay. 
 

It is surely best to focus on reforms which help people in a bad situation, for 

example, by helping the non-employed into work.  It is possible to point to 

success stories in this area while avoiding those which can be easily dismissed as 

examples of Anglo-Saxon neo-liberal thinking.  The reforms in the social security 

systems of Denmark and the Netherlands are obviously helpful examples, 

although it is vital to understand that these sort of carrot and stick operations 

cannot work unless the civil servants operating them have strong incentives to get 

people into work.  The use of in-work benefits can also be helpful here in order to 

raise the desirability of employment relative to non-employment (although at the 

cost of introducing high effective marginal tax rates at the lower end of the 

earnings scale).  And, as we have already noted, a thriving private job-placement 

sector can also be of assistance here. 
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Overall, however, I do not think I have much more to add here.  So let me 

conclude by repeating that I think the analysis of Duval and Elmeskov is a fine 

piece of research on the particular difficulties generated by the EMU when it 

comes to structural reforms.  The question of where we go from here, 

unfortunately, remains open. 

 Endnotes 

 

1. I do not want to get into the question as to whether all reforms which raise 

potential output are worth pursuing.  This is obviously not correct – eg. a 

reform which forced all individuals aged 25 to 64 to work 60 hours per week.  

In my view, most of the reforms discussed in this paper are desirable. 

 

2. Of course, the rise in potential output in a large country in a monetary union 

will induce some negative output gap across the union as a whole, thereby 

generating some monetary policy response. 
 

Figure 1     Productivity in the Retail Distribution Sector 
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Source:  Groningen Growth and Development Centre, 60-Industry Database, February 2005, 
http://www.ggdc.net 
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The effects of EMU on Structural Reforms in Labour and Product Markets 

by Romain Duval and Jorgen Elmeskov 

Comments by Juan F. Jimeno (Research Division, Bank of Spain) 

 

This is a very interesting and rich paper, deserving many comments. It is a nice piece of 
empirical work on the political economy of structural reforms, with a theoretical discussion of 
the link between EMU and structural reforms in labour and product markets, a descriptive 
analysis of the intensity of reforms in OECD countries during the 1994-2004 period, an attempt 
at estimating the impact of monetary policy regimes on the probability of implementing major 
structural reforms with a sample of 21 countries during the 1985-2003 period and two 
somewhat provocative conclusions: i) Being small and having a crisis lead to implementing 
structural reforms, and ii) the absence of monetary policy autonomy in large and more closed 
economies seems to be associated with lower structural reform activity. 

The paper starts by recognizing that most EU countries are in urgent need of structural reforms. 
It points out to the difficulty of implementing these reforms when vested interests protect rents 
against benefits that will accrue to more people but only in the long-run. Then it argues that the 
monetary policy regime may play some role when deciding to pursue structural reforms, as 
macro policies could be used to accommodate its short-run costs. The main contribution of the 
paper is the estimation of the exchange rate regime on the probability of implementing major 
structural reforms.   

In my comments, I will limit myself to touching on four points: i) what drives structural 
reforms, ii) how major structural reforms are identified, iii) what can be learned from the 
empirical exercise presented in the paper, and v) what to do with the results. 

 

On structural reforms 

Structural reforms are the results of a political process in which many interest groups can and 
indeed do interfere. Hence, once may think that the most important factors behind structural 
reforms are characteristics of the political process such as whether the electoral system is 
proportional or majoritarian and the ideology of the government. Thus, under proportional 
electoral systems there is often the need of coalition-building in support of reforms and, hence, 
they tend to be more gradual but also less likely to be reversed. In contrast, under majoritarian 
electoral systems, there is more scope for radical, fundamental reforms, but the risk of reversal 
should be, in principle, larger. Secondly, ideology factors also play an important role: even if 
economists were certain about the cost-benefit analysis of a particular reform, it would be 
difficult to convince politicians who, as the authors put it, do not understand the concept of 
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opportunity costs and are in the hands of electorates which see very clear welfare losses in the 
short run and are not completely assured of the promised welfare gains in the long run.  

However, at the current stage, external forces, like globalisation or technological changes, or 
internal forces, like demographics and immigration, are the main alibis for reform, and rightly 
so. Many of the so-called social policies, and among them the labour market institutions that 
provide the framework for employment policies, currently in place, were design to cope with the 
social risks implied by a socio-economic situation, that of the third quarter of the XX Century, 
completely different to the current one.  

In this regard the possibility of using monetary and fiscal policies to accommodate structural 
reforms seems to me as a marginal factor in the decision to implement structural reforms. 
Moreover, different reforms imply different combinations of short-run and long-run net 
benefits, so that the advantages from having instruments to accommodate them are of different 
nature. 

On identification of structural reforms 

This is a tricky business. In the paper, this is done by looking at changes of some indicators of 
labour market institutions and product market regulation. The construction of many of these 
indicators requires the translation into quantitative indexes of very complex pieces of 
legislation. Secondly, in the case of labour market institutions, it needs to be taken into account 
that the effective of impact of the labour legislation depends on how social partners and judges 
deal with it.  

This is not to say that the OECD indicators used in the paper to identify major structural 
reforms, should not be trusted. They are among the best around and, precisely because they are 
difficult to construct, the authors should be praised for it. But there are two issues that deserve 
some caution. First, identifying “major reforms” in a “relative sense”, as done in this paper by 
selecting changes in indicators of labour market institutions that exceed one standard deviation 
of changes across countries, may be misleading, if reform activity is low in all countries. 
Secondly, it is clear that the impact of a particular regulation depends on other regulations in 
place. This casts some doubts the meaning of additive combinations of independent indicators 
and leads to questioning about the existence of a unique set of “optimal institutions” and 
“unique strategies” to reform. Moreover, my own reading of the empirical evidence from the 
large literature of cross-international studies on the relationship between labour market 
performance and institutions is that the effects of each particular institution depend very much 
on other institutions in place and the shocks hitting the economy at each particular moment in 
time. There are also some unresolved puzzles in this regard. I will just mention two. The first is 
about countries that displayed a large reduction in unemployment (as, for instance, Spain which 
has an unemployment rate of about 20% in the mid-1990s and nowadays is down to 10%) 
without indications of having pursued major structural reforms. The second is the widespread 
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incidence of wage moderation in most EU countries during the 1990s, despite few significant 
reforms of labour market institutions.  

On the empirical exercise 

Given my previous comments on the determinants of structural reforms and the problems when 
measuring them, it should not come as a surprise that I remain ambivalent about the empirical 
exercise presented in the paper. If the implementation of structural reforms is mainly the result 
of a political process, it seems to me that, at least, some variables representing the composition 
and the ideology of the government should be added as regressors in the estimation of the probit 
equations presented in Tables 2 and 3 of the paper, as it is done in many papers in the literature 
on the determinants of fiscal consolidations. If there are complementarities among labour 
market institutions, there is a need for controlling better the starting institutional conditions in 
each country and, hence, the need of the reform.  

Moreover, I am not totally convinced that the experience of reforms in the period 1985-2003 
under fixed exchange rates is informative about the incentives to reform nowadays under EMU. 
First, the TINA argument is more forceful under EMU than under a fixed exchange rate 
regimes, as the authors themselves acknowledged. Also, as mentioned above, the internal and 
external factors that drive the costs and benefits of structural reforms are much different now 
than 15 years ago, as they were also different during the period during the run-up to EMU. In 
other words, I would have liked to see what happens to the estimates of the coefficient of 
interest when time dummies are included as regressors. Finally, if reforms are of different 
nature, implying a different combination of short-run and long-run net benefits, I would expect 
that its determinants would be different and, hence, pooling all the reforms under the same 
heading would give a misleading picture of the reasons why reforms are or are not pursued 
further. In sum, I believe that, to be totally convincing on the negative effect of the lack of 
independent monetary policy on the implementation of structural reforms, some further results 
from estimation with alternative specifications should be provided. Otherwise, the suspicion of 
omitted variable bias affecting the coefficients of interest would be well-founded.  

On the results 

There are two main messages from the paper. The first is descriptive and refers to the 
deceleration in the process of reform in EMU countries. The second comes from the estimation 
of the determinants of structural reforms, namely, that being a small country, having a crisis, 
and enjoying independent monetary policy help to undertake structural reforms. 

As for the deceleration of the process of reform in EMU countries, I am not completely 
convinced. True, during the run-up to EMU, there was some more activity in this front. It is also 
apparent that the speed of labour market reforms in some countries seems too low in the light of 
the challenges that social policies would have to face in the near future and the profound 
changes in the composition of labour demand and the patterns of labour supply that need to be 
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accommodated. But if reforms follow a gradual process and there are complementarities that 
make one reform to be the origins of future reforms, it may be too early to make a call. 

 With regard to the determinants of structural reforms, I strongly believe that small countries do 
more reforms, but not for the reasons claimed in the paper. My feeling is that in small countries 
consensus building is easier and this helps to undertake structural reforms. Also, the notion of 
competitiveness is more firmly built-in in social attitudes, which rises public awareness of the 
need of structural reforms in the current scenario. As said before, I am not convinced that the 
possibility of accommodating the short-run costs of the reforms by means of fiscal and 
monetary policy is a decisive factor.  

In any case, I share the authors’ view that reforms should accelerate in EMU countries. How to 
achieve this? In my view, the so-called open method of coordination under the Lisbon’s strategy 
has not delivered. Using “Brussels” as an alibi for implementing reforms, as done in the past 
particularly in the case of product market reforms, may backfire, as the recent results of the 
French and Dutch referenda suggest. Hence, at the end of the day, there seems to be only two 
options: i) keep communicating the high-order principles of sound economic management and 
ii) hope for some political leadership, while praying that politicians, eventually, understand the 
concept of opportunity costs. Although, I am not completely convinced by the main result in the 
paper, that not having an independent monetary policy is an impediment for implementing 
structural reforms, I take it as a successful one, both on the communication of economic 
principles and on the explanation of the opportunity costs of structural reforms. 
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