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A B S T R A C T

This paper explores the effects of labor and product market reforms
in a New Keynesian, small open economy model with labor market
frictions and endogenous producer entry. We show that it takes time
for reforms to pay off, typically at least a couple of years. This is partly
because the benefits materialize through firm entry and increased
hiring, both of which are gradual processes, while any reform-
driven layoffs are immediate. Some reforms – such as reductions
in employment protection – increase unemployment temporarily.
Implementing a broad package of labor and product market reforms
minimizes transition costs. Importantly, reforms do not have no-
ticeable deflationary effects, suggesting that the inability of monetary
policy to deliver large interest rate cuts in their aftermath – either
because of the zero bound on policy rates or because of the mem-
bership in a monetary union – may not be a relevant obstacle to
reform. Alternative simple monetary policy rules do not have a large
effect on transition costs.
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1. Introduction

Calls for market reforms to improve economic performance have become a mantra in policy dis-
cussions. One only needs to read the transcripts of ECB President Mario Draghi’s speeches and press
conferences over the last three years or the statements of other European policymakers to substantiate
the point. Structural reforms appear to have become a crucial ingredient of the policy menu at a time
when the conventional tools of demand-side macroeconomic policy are constrained and the uncon-
ventional tools are being deployed without certainty of their effectiveness. In the academic literature,
a large body of economic theory points to long-term gains from reforms designed to increase the flexibility
of labor and product markets. However, most of this literature provides insights into the long-term
impact of such structural reforms from a static perspective.1 Much less consensus exists on the short-
run effects and transition dynamics triggered by changes in product and labor market regulation, leaving
the issue of whether market reforms imply trading short-term pain for long-term gains largely un-
settled. Yet this issue bears major implications for the political feasibility of reforms, as transition costs
may be viewed by policymakers called upon to implement reforms as a daunting obstacle to action.

The nature of the short- and medium-term impact of reforms also matters for their desirability in
the context in which they are advocated now – where traditional, demand-side macroeconomic policy
cannot be used to smooth potential short-run costs and help front-load beneficial long-run effects.
This issue is especially relevant at the current juncture, with monetary policies constrained by the
zero lower bound (ZLB) on interest rates and/or monetary union membership, and fiscal policies tied
by austerity requirements. With respect to monetary policy, a debate has emerged recently in the lit-
erature as to whether a binding ZLB could exacerbate potential short-run costs of reforms. According
to this argument, in a ZLB situation, reform-driven shocks to current output supply may lower prices,
raise the real interest rate, and thereby depress rather than stimulate the economy (a situation labeled
as the “paradox of toil” in Eggertsson, 2010). Eggertsson et al. (2014) build on this argument in their
analysis of structural reforms and monetary policy in Europe. On the other hand, market reforms may
generate a positive wealth effect on consumption by increasing future income levels, and thereby stim-
ulate current aggregate demand and output. When the ZLB is binding, this wealth effect should typically
be larger as it is not dampened by the increase in interest rates that would occur in “normal times”
(Fernández-Villaverde et al., 2011). Ultimately, the short-term impact of reforms, not only in a ZLB
situation but also more broadly, will depend inter alia on their impact on current versus future supply
and the implications for output gaps, prices, and real interest rates.

A number of recent papers have used large-scale dynamic stochastic general equilibrium (DSGE)
models to assess both the short- and long-run effects of reforms (Everaert and Schule (2008), using
the IMF’s Global Economy Model; Gomes et al. (2011), using the ECB’s EAGLE model; Arpaia et al. (2007),
and Hobza and Mourre (2010), using the European Commission’s QUEST model). Reforms appear to
pay off only gradually – it typically takes several years for half of the long-term effects to materialize,
depending on the model and the reform considered – and can even entail short-run losses due to adverse
demand or terms-of-trade effects. However, these exercises differ with respect to which of labor or
product market reforms are more likely to lead to short-term losses. Labor market reforms are gen-
erally modeled to weaken the bargaining position of workers and thereby initially reduce real wages.
This stimulates labor demand but at the same time can weaken consumer demand, especially if – as
in an individual country within a monetary union – monetary policy cannot react. Product market
reforms are treated as reductions in price markups that immediately raise real wages, and quickly stim-
ulate output and employment – although some of the associated income gain may be dampened by
a decline in terms of trade associated with increased supply of domestic goods. However, if carried
out in a monetary union or if implemented gradually, inducing households to expect lower prices in
the future, they may raise the domestic real interest rate and thereby reduce short-term consump-
tion and output.2

1 For instance, this is the approach in an influential paper by Blanchard and Giavazzi (2003).
2 For empirical analysis of the effects of structural reforms based on the main policy changes implemented across OECD coun-

tries over the last three decades, see Bouis et al. (2012).
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