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• Thank you, Mr. Chairman. I would like to thank the European Commission—

especially Klaus Regling—for inviting me to speak today.  And I should stress at the 

outset that the following presentation reflects my views, and should not be attributed 

to the International Monetary Fund, its Executive Board, or its management. 

 

• To be asked to talk on a topic as broad as this is always a somewhat daunting task.  

There is a vast academic and official literature—most recently, of course, Prime 

Minister Kok’s report, and President Barroso’s relaunching of the Lisbon Strategy.   

And a Google search finds 3.8 million sites covering labor market reform in Europe, 

about half the number that discuss Britney Spears, supposedly the most ubiquitous 

presence on the web. Interestingly, over 13,000 sites apparently discuss both labor 

market reform in Europe and Britney Spears; while that certainly held the promise of 

novelty, I’m afraid I didn’t have the courage to pursue it further.  

 

• So let me begin more prosaically, with the first question I have been assigned, how 

much reform does Europe need?  As is well known (Chart 1) following a period of 

rapid catch up in the post-war period, since the late 1960s Europe’s per capita income 

has stabilized at about 70 percent of the level in the United States.  Had Europe 

continued to converge at normal rates, per capita GDP would have been 15 

percentage points higher than it is today. 
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• What explains this lack of convergence?  Breaking down the numbers in more detail 

(Chart 2), for the period as a whole it is not weak productivity growth.  In fact, labor 

productivity in Europe has grown about 1 percent per annum faster than in the United 

States over the last 35 years, and in some countries output per hour is presently higher 

than in the United States.  Rather, the failure to converge has been due to weaker 

growth in labor inputs, including both a sharp decline in average working hours, and a 

much slower increase in the employment ratio. The causes of these developments are 

complex, and clearly partly reflect social choices, including a higher preference for 

leisure, and the fact that a greater share of production in Europe takes place in 

households (reminding us once again that GDP per capita is a very imperfect measure 

of welfare).  But there is little dispute, certainly for the employment rate, and to a 

lesser for extent hours worked, that policies have also played an important role. 

 

• More recently, as we discussed this morning, there has been a reversal of fortune. 

Employment rates have started to pick up from the mid-1990s, and partly related---as 

Phillipp Hildebrand discussed---productivity growth has slowed.  Evidently, 

improving both productivity growth and labor utilization is important, and ideally one 

should address both.  But I would argue that, if anything, low labor utilization is still 

the more important policy priority: 
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--- first, employment rates remain very low in many countries of Continental Europe 

(Chart 3).  And beyond the economic costs, detachment from the labor force is a key 

social as well as economic problem; 

 

--- second, higher employment ratios would directly contribute to dealing with other 

macroeconomic challenges, particularly pressures from aging (Chart 3). Raising the 

employment rate to the Lisbon target of 70 percent could offset one third or more of 

the projected decline in the ratio of the workforce to population over the next 50 

years.  

 

--- and third, while raising employment and productivity are both difficult, we have a 

better idea, and more successful examples, of what is needed to achieve the former.  

 

• In the rest of my remarks, therefore, while not dismissing the importance of 

productivity, I will focus primarily on the labor market, which in my view remains 

Europe’s fundamental problem. At the outset, and returning to the chart for a 

moment, it is striking to note the differences in employment rates across Europe, 

varying from below 60 percent in parts of continental Europe to 70-75 percent in the 

UK, Netherlands, and most Nordic countries).  Indeed, as is the case on many issues, 

the diversity of performance in labor markets within Europe is greater than the 

diversity between Europe and third countries. 

• This intra-European diversity is the more striking because it is relatively recent: 

employment rates in Europe were universally high in the 1960s.  Obviously, 
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therefore, there is much to be learned about “what matters in labor markets” from the 

experience of the past thirty years, and especially from the success stories within 

Europe itself.  Much ink has been spilled on this issue, but for me, three lessons in 

particular stand out.  

 

---First, most now agree that high unemployment is structural in nature, and can be 

best explained—both across countries and across time---by the interaction of 

macroeconomic shocks and labor market institutions (Blanchard and Wolfers, 2000).  

Econometric studies have identified a wide range of factors, including the level and 

duration of unemployment benefits, high minimum wages, labor tax ratios, the extent 

and nature of employment protection legislation, the use of active labor market 

policies, the degree of unionization; and the nature of the wage bargaining process. 

Countries that made most progress in reforms in some or all these areas generally also 

made most progress reducing unemployment following the shocks of the 1970s and 

1980s. (Chart 4)  

 

--- Second, that said, there is no one-size fits all approach.  There are some 

commonalities: most countries that successfully reduced unemployment have 

achieved wage moderation; tightened benefit strictness; enhanced the use of active 

labor market policies; eased employment protection legislation; and lowered labor 

taxes. But empirical work suggests that there are significant interactions between 

labor market policies, so they can have rather different effects in different 

circumstances; and there has been no convergence toward one “optimal system”.  A 

 



 - 5 - 

simple comparison of the three main models---the Nordic, Continental European and 

Anglo-Saxon models---suggests that no one system dominates (Chart 5). The Nordic 

and Anglo-Saxon models both deliver relatively low unemployment and inactivity; 

the Nordic model does much better on inequality, but at the cost of lower hours 

worked.  The Continental European model does worse on most counts—although 

some countries in that category, including the Netherlands, are also success stories.  

 

--- Third, the last thirty years also provide some important lessons about what does 

not work. In particular, it is striking that low unemployment has been associated with 

high participation, and vice versa (Chart 6).  Partly, of course, that reflects 

hysteresis—the long term unemployed tend to drop out of the workforce. But it also 

suggests that unemployment is not helped by reducing labor supply; for example, 

those countries which boosted incentives for early retirement during the 1970s and 

1980s succeeded only in adding a problem of exceptionally high inactivity rates on 

top of exceptionally high unemployment rates. 

 

• Overall, therefore, the experience suggests that “what matters”, or perhaps better what 

works, can differ quite widely from country to country.  The lessons from the success 

stories need to be adapted to the particular circumstances each country faces. There 

are signs that this is beginning to happen, but there is much further to go; and while 

you will probably be relieved to hear that I do not intend to go into country-specific 

detail, some common themes we see include: 
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--- the need to move from across-the-board wage moderation, which has been a 

valuable but blunt tool to lower unemployment, to measures that focus on groups that 

are especially disadvantaged, including the young, those over 50, and women. 

Depending on the country, this could include revisiting legal minimum wages, 

reforms to employment protection legislation, and better targeting benefits for the 

jobless.  

 
 

--- in terms of the participation ratio, phasing out incentives for early retirement ---

which remain high in a number of countries, and  raising statutory retirement ages in 

line with life expectancy, and reducing tax and other obstacles to participation of 

women.  In a number of countries—primarily high employment countries---invalidity 

benefits need also to be looked at to ensure that they are not unduly discouraging 

work incentives. 

 

• Before turning to the third, and perhaps most important, question, how far can one go, 

one final point on “what matters”.  Stanley Fischer, when he was at the IMF, used to 

say the only universal truth about exchange rate regimes is that whatever regime you 

have there are times that you wish you had another. The same is true for labor 

markets; just as was the case in the 1960s, what works in the labor market today may 

not work so well tomorrow.  Winston Churchill once remarked that the chief 

qualification of a politician is "…the ability to foretell what will happen tomorrow, 

next month, and next year---and to explain afterward why it didn't occur"--  a talent 

by the way, that is also very useful for economic forecasters. But it doesn’t require an 
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especially powerful crystal ball to see that one key challenge will be employing an 

increasingly elderly working population in an environment of increasingly rapid 

pressures for change generated both by the IT  revolution as well as continued 

globalization. 

  

• A few simple calculations illustrate the point (Chart 7).  At present, the share of older 

workers—those aged 55-64 in the working population---is only 10 percent, in part 

because nearly 60 percent of that age group are inactive or unemployed. Even if 

nothing else changes, the aging of the working population will push that ratio to 14 

percent in the next 20 years.  But if participation rates of the elderly rise, as they 

clearly need to, the increase will be much larger.  If the elderly participation rate rose 

to 50 percent—the Lisbon target---the share of the elderly would rise to 16-17 

percent.  If it increased to the levels we now see for 25-54 year olds—higher than 

anyone currently expects but not an outlandish long run objective in a world of rising 

life expectancy---the ratio would rise to nearly one quarter. 

 

• Such a change, which is not confined to Europe, will clearly have major implications. 

While the relationship between age and productivity is a controversial issue, the 

conventional wisdom is that productivity starts to drop off from age 45—a worrying 

finding for me---and can be sharply lower for 55-65 year olds.  And it is an open 

question how well an aging workforce will be able to adapt to rapid technological 

change.  In any event, a key challenge in labor markets will be to ensure that this 

higher supply of older workers is fully taken up.  As the Kok report emphasizes, life 
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long learning must become much more than a slogan, particularly for the low-skilled.  

There will also be important implications for collective bargaining procedures, 

particularly for those countries where seniority based wage increases are the norm 

(Chart 8). Indeed, closer linkages of wage and productivity developments are likely to 

become increasingly important as globalization proceeds. 

  

• Much of what I have said so far is probably not very controversial; and indeed, 

diagnosis is not really the key issue. With many potential reforms likely to touch core 

benefits of the average voter, the €64,000 question is implementation: how far, in 

practice, can one go?  Of course labor market reforms are difficult politically, but 

why have some countries made more progress than others?  To try to shed light on 

that question, a recent World Economic Outlook looked at the experience 

implementing structural reforms in industrial countries over the past 25 years, an 

exercise since extended by two of my colleagues, Tony Annett and Xavier deBrun. 

Overall, we found a striking dichotomy in reform efforts, with much more progress 

made in financial sector, product markets, and trade liberalization than for labor 

markets and tax reform.  Not to our great surprise, the areas where least progress was 

made were also those in which the short run costs or difficulties were largest. 

 

• To investigate reform motivations more closely we estimated a simple model 

assuming that policymakers have an underlying reform target, but are also subject to a 

variety of potential macro economic, structural and political constraints.  While such 
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exercises, of course, are suggestive at best, a number of interesting conclusions 

emerged (Chart 9). 

 

--- First, underlying reform objectives were generally less ambitious for labor reform 

than for other types of reforms, suggesting a less solid social consensus (although 

there is some evidence of a shift toward more reform-friendly attitudes in the 1990s). 

 

--- Second, international spillovers significantly affect the pace of reform. For labor 

market reform in particular, open economies moved faster than closed ones; we also 

found that if the three main trading partners of a country undertook reforms, domestic 

reform efforts increased as well.  All this suggests that competition—or possibly an 

emulation effect---seems to matter. And strikingly, almost all the determinants of 

reforms had a bigger impact for EU members, suggesting that the EU has provided a 

positive institutional environment for reform, even in areas—such as labor markets—

where it has limited jurisdiction. 

 

--- Third, the macroeconomic backdrop was important.  Periods of slow growth tend 

to encourage product market reforms; but for labor market reforms, EU and outsiders 

react differently.  Non-EU countries seem to accelerate reforms in good times and 

slow them down in bad times.  EU countries seem to do the reverse, consistent with a 

particularly strong status-quo bias against labor market reforms.  There also seems to 

be a trade off between fiscal and structural adjustment, especially in EU countries, 
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possibly because there is limited political capital available, or because fiscal policy 

may need to be temporarily eased to compensate reform losers. 

 

--- Fourth, the design of reforms matters.  Like others, we found that labor reform 

moved faster if preceded by other reforms, particularly product market reform, 

suggesting that greater competition reduces the rents to be shared by producers and 

workers, and therefore lessens the resistance to reform.  

 

--- Finally, political factors, somewhat to our surprise, didn’t play a major role. But 

we did find that better labor relations seem to foster reform, while more elderly 

populations hinder reforms, possibly because they discount long run benefits of 

reforms more heavily.  

 

• All this provides some insights about what explains relatively slow labor market 

reform in the past, and I think they also provide some insights on how far one can go:  

 

--- First, at the multilateral level, EU membership is an advantage that policymakers 

should leverage to the extent possible to advance reform.  One important instrument 

is to press ahead with product market reform, although as recent experience 

underscores that itself is becoming increasingly difficult. More generally, the political 

economy analysis suggests some scope for policy coordination, both because of direct 

spillovers—as I have already discussed---and because all countries have a joint 

interest in ensuring the single currency works as well as possible (the output costs of 
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interest rate hikes to contain inflationary shocks are much less when markets are 

flexible). In this, stronger leadership by the larger countries in the EU could, through 

the emulation and/or competition channels, play a particularly important role. 

 

--- However, while multilateral action can help, the key to progress is at the national 

level.  An optimistic view, recently put forward by Olivier Blanchard (2004), is that 

reforms in product and financial markets---and I would add continuing pressures from 

globalization---will gradually lead to further reforms, albeit with tensions along the 

way, some of which we appear to be seeing right now.  While that may prove to be 

the case, past experience suggests that European countries have not used the good 

times we hope are coming well in the past, and the need for fiscal tightening may be a 

complicating factor.  Moreover, time—and particularly demographics---are not on 

our side (Chart 10).  To ensure that history does not repeat itself, mobilizing national 

public opinion in support of reform will be key; fortunately, the question of how to do 

that has been assigned to Professor Fitzgerald.  But one aspect must surely be to make 

the message as simple and clear as possible, and—as the Kok report emphasizes---to 

bring out clearly the costs of falling short.  And one way to do that might be to focus 

the debate more on raising labor utilization, which lies at the apex of many of 

Europe’s economic problems, and where the trade-offs with other key issues---

including pension reform---are particularly clear-cut. 

 

• Thank you very much for your attention. 


