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1. Overview

To raise employment and output growth in Europe, the leading multilateral economic institutions (EU Commission, IMF,
OECD) routinely recommend ‘structural reforms’ of product and labor markets that increase competition and employment
flexibility. Existing model-based analyses of those reforms generally use standard New Keynesian dynamic stochastic
general equilibrium (DSGE) models in which pro-competition reforms are represented as exogenous reductions in markups
(see e.g., Everaert and Schule. (2008), Roeger et al. (2008), Gomes et al. (2013) and Kollmann et al. (2015)).
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The Cacciatore, Duval, Fiori and Ghironi [‘CDFG’] paper greatly improves the toolbox for modeling structural reforms in a
DSGE framework, by allowing for richer and more realistic firm dynamics and labor market frictions than conventional
policy models. This enables the paper to highlight important transmission channels of reforms that are ignored by con-
ventional models. CDFG consider a two-country world with flexible prices and wages; each country is inhabited by a
representative family whose members engage in efficient risk sharing. The two key features of the CDFG model are endo-
genous firm entry and exit, and search and matching frictions in the labor market. These features allow a rich analysis of
price and wage dynamics and markups. In the CDFG framework, a pro-competition product market reform (modeled as a
reduction in entry barriers) facilitates entry of highly productive new firms, and triggers the exit of less productive
incumbent firms. This process leads to a reallocation of labor to more productive firms that is costly and time consuming
(due to the search and matching frictions). In the short-run, a product market reform lowers thus domestic output and
employment, while raising domestic real activity in the long-run. A reduction in job security (cut in worker firing costs) is
likewise predicted to trigger a short-term output drop, followed by a long-term rise in real activity. Interestingly, a cut in
unemployment benefits (UB) is predicted to raise employment and output, both in the short-run and in the long-run (no
intertemporal trade-off), as a UB cut does not trigger a rise in job destruction, but leads to an immediate rise in hiring (due
to a fall in workers' reservation wages). Importantly, the model predicts that a UB cut boosts output more when the
economy is in a recession than in normal times. By contrast, the short-term output costs of a product market deregulation,
and of a cut in firing costs, are greater when these reforms are undertaken in a recession, as the labor market is less fluid in a
recession (lower job finding rate of unemployed workers). The spillover of reforms undertaken in just one country to foreign
real activity is negative for product market reforms, and positive for labor market reforms. However, due to opposing
competitiveness and income effects, the cross-country spillovers of reforms are generally much weaker than domestic
output responses. Product market reforms are predicted to worsen the current account of the country that implements
these reforms (due to a strong rise in domestic investment), while labor market reforms improve the current account.

2. Comments

2.1. Empirical evidence on aggregate effects of structural reforms

Empirical studies generally find that structural reforms increase real activity in the long-run, but that their short-term
effect on employment and output can be negative; see, e.g., Bouis et al. (2012), Babecky and Havranek. (2014) and McAdam
and Stracca. (2015). The CDFG model captures that intertemporal tradeoff.1 Using panel regressions for OECD countries,
Bouis et al. (2012) investigate whether the employment effects of structural reforms depend on the phase of the business
cycle in which the reforms are implemented. Empirically, a reduction in job security is less expansionary in a recession than
in normal times, which is consistent with the CDFG model. The data show also that an unemployment benefits (UB) cut is
less expansionary in a recession than in normal times; see Bouis et al. (2012; Table 3). The CDFG model fails to capture this
empirical finding. The analysis below suggests that financial frictions might account for the state-dependence of the impact
of UB reforms documented by Bouis et al. (2012).

2.2. Household heterogeneity, nominal rigidities

In a world with uninsurable risk, structural reforms may hurt a subset of the population, which may make reforms
politically costly. Also, nominal rigidities affect the transmission of aggregate shocks. The CDFG model abstracts from both
issues—it would be very useful to incorporate these dimensions into the CDFG framework. By contrast, conventional DSGE
policy models allow to address distributional issues, as these models typically assume heterogeneous households and
incomplete financial markets; furthermore, these models assume nominal rigidities. As an example, consider the empirically
estimated three-country New Keynesian model presented by Kollmann et al. (2015). That model assumes two types of
households: ‘Ricardian’ households (capitalists) who freely trade in asset markets and own all domestic firms, and finan-
cially constrained households (workers) who do not hold financial assets. A UB cut raises the incentive to work, which
lowers the real wage. This triggers a persistent rise in the income and consumption of Ricardian households (due to a rise in
profits), while the consumption of financially constrained households falls persistently (reduction in wage income and in UB
income). Thus, the consumption responses of the two households are negatively correlated.

The Kollmann et al. (2015) model also predicts that the adverse effect of a UB cut for financially constrained households is
stronger in a recession (when more financially constrained households are unemployed) than in normal times. Hence, a UB
cut implemented in a recession triggers a weaker rise in aggregate demand, GDP and employment, which accords with the
empirical evidence (see Section 2.1). The redistributive effect of a UB cut depends also on the adjustment speed of prices and
wages. It is weaker under sticky prices and wages than under price and wage flexibility. Under nominal rigidities (as

1 Conventional New Keynesian models too can generate transitory output contractions after reforms. With nominal rigidities, a pro-competition
reform induces a gradual decline in consumer prices which may raise the real interest rate and lower aggregate demand and output in the short-run. This
mechanism is especially potent when interest rate policy is constrained by the zero lower bound (e.g., Eggertsson et al. (2014), Vogel. (2014)).
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