
 

  

 

“The need for structural reforms for the smooth functioning of  

Economic and Monetary Union” 

 

Klaus Masuch∗ 

((CCooppyyrriigghhtt  rreessttss  wwiitthh  tthhee  aauutthhoorr)) 
 

Head of the EU Countries Division, Directorate General Economics 

European Central Bank 

 

Conference entitled 

“Strengthening Delivery of Lisbon Reforms” 

Rome, 19 September 2008 

 

                                                       
∗ The views expressed in this presentation do not necessarily reflect those of the European Central Bank  



Page 2 of 18 

Introduction 

Ladies and gentlemen, 

I would first like to thank the organisers of today’s conference entitled 

“Strengthening Delivery of Lisbon Reforms” for inviting me to discuss 

such an important topic. 

Indeed, the prompt and effective implementation of structural reforms – in 

both the labour and product markets – is essential in order to raise 

productivity and potential output, create new jobs, achieve lower prices and 

higher real incomes, and increase the resilience and flexibility of the euro 

area economies. However, experience has shown how difficult it is to 

undertake reforms in practice. This is why it is so important to explain, in a 

convincing way, the advantages of policy measures as well as the costs of 

postponing reforms, which improve economic structures and institutions 

and to step up the reform process irrespective of which phase of the 

business cycle we are in. 

Therefore, I welcome this conference as an excellent opportunity to bring 

policy-makers and academics together for an in-depth discussion of the 

progress made so far. At this stage, eight years after the launch of the 
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Lisbon Strategy – as refocused and reaffirmed by the European Council in 

2005 – and in light of the impressive work done by the Economic Policy 

Committee (EPC) Working Group on Lisbon Methodology, it has become 

crucial to exchange views on where we now stand and, more importantly, 

on what still needs to be done, i.e. which policy areas have recorded a 

significant improvement and which ones are still lagging behind.  

Since Christian Kastrop and Marco Buti have already explained the 

institutional framework, the outlook for the new Lisbon Cycle and the 

progress which has been made so far in the European Union, allow me to 

focus on the question: “Why are structural reforms so important?”, from the 

perspective of the Eurosystem. 

In this speech, I will discuss three main reasons for implementing reforms. 

First and foremost, reforms are a precondition for job creation, income 

growth and resilience to shocks; thus, they ensure high living standards in 

our economies. In addition, reforms also have two effects which are 

particularly important from the perspective of the single monetary policy. 

On the one hand, successful reforms often reduce inflationary pressures; on 

the other, they can improve economic flexibility and thus resilience to 

economic shocks. Although many reform projects or measures contribute to 
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both effects simultaneously, from the perspective of monetary policy in the 

euro area, it is nevertheless helpful to make this distinction. 

Following that discussion, I intend to briefly address some issues related to 

the price and cost competitiveness of the euro area countries, as well as to 

policy measures which can enhance competitiveness and reduce adjustment 

costs and unemployment during economic slowdowns. 

Why are structural reforms so important? 

Ensuring high living standards 

Reforms ensure high living standards for European citizens. Political and 

economic institutions and structures must be designed to ensure high levels 

of employment and productivity, and thus high income per capita. The 

world is constantly changing, confronting us with new challenges. These 

include: global competition and the related trend increases in the prices of 

natural resources, such as oil, gas and raw metals, which the euro area has 

to import; the need to protect the environment; and the need to finance 

social security in economies with ageing populations. Against the 

background of these challenges, further reforms to adjust our institutions 

are of crucial importance. 
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Unless they make progress on structural reforms, most euro area countries 

will not be able to increase employment and productivity growth. Indeed, 

under the pressure of increasing commodity prices and ageing populations, 

non-reforming countries may not even be able to maintain employment and 

real wages at the levels which have been achieved so far. Under such 

difficult economic conditions, it is then likely that social security and 

environmental standards will also suffer. Therefore, sustained progress in 

respect of employment and growth is also a precondition for the satisfactory 

fulfilment of other important objectives. 

For this reason, it is necessary to thoroughly assess and have a public 

discussion of the economic impact of policies in those areas not aimed 

primarily at growth and employment. This will ensure that politicians and 

the public are informed of the trade-offs involved, and that the desired 

objectives in areas such as social, environmental and agricultural policy are 

achieved in an efficient manner, with the least negative impact on 

employment and real income levels. 

These relationships justify the key priority assigned to job creation and 

growth in the Lisbon Agenda. It also underlines the importance of further 

analytical work, investigating the impact of a broad set of structural policies 
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and the efficiency and quality of public finances. Such work, inter alia, is 

carried out and discussed in the EPC Working Group on Lisbon 

Methodology, which Lorenzo Codogno will present later, as well as in the 

EPC Working Group on the Quality of Public Finances. 

Reducing inflationary pressures 

Many reforms, in particular those which enhance competition, productivity, 

labour supply and equilibrium employment, support the ECB’s monetary 

policy by lowering relative prices in the affected sectors and countries and 

thus reducing overall inflationary pressures. Such reforms in this sense also 

have positive spill-over effects for other countries in the euro area.  Also 

reforms which increase (downward) flexibility of prices and wages tend to 

reduce inflationary pressures in case of negative supply shocks. While these 

effects of national economic policies are always of relevance to a central 

bank; under the current conditions of high inflation they are of particular 

urgency. 

It is also important to be aware of the inflationary impact of some other 

policy measures and their potential negative spillover effects within the 

euro area. For example, the ECB has several times pointed to concerns 

regarding the potential non-desirable consequences of policies or 
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institutions, such as wage indexation mechanisms, minimum wages, supply 

restrictions and subsidies for agricultural production, as well as 

expansionary fiscal policies, which tend to increase inflationary pressures, 

including via higher indirect taxes and administered prices. 

Increasing the flexibility and resilience of euro area economies 

The Eurosystem is very interested in reforms which improve the flexibility 

and resilience of euro area countries. 

Needless to say, the single currency brings substantial benefits to countries 

which have reached a sustainable level of convergence. At the same time, 

however, participating countries face a regime change which is associated 

with major challenges: national monetary and exchange rate policies are no 

longer an option in a monetary union; and asymmetric shocks, cyclical 

divergences and/or cumulated competitiveness losses can no longer be 

addressed or counteracted by monetary policy. Therefore, other adjustment 

mechanisms – in particular wage and price flexibility and the trade or 

competitiveness channel – need to function efficiently. 

Importantly, rigidities and regulations which hinder these adjustment 

channels can prove very costly in terms of employment and income growth, 
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in particular, in case of asymmetric and adverse shocks. For example, they 

can increase the risk that a country or region in the euro area will enter a 

period of protracted low growth and high unemployment in response to an 

adverse economic shock, while the euro area as a whole enjoys growth 

around potential. 

Under such conditions, viewed from a national perspective, less informed 

observers may question the appropriateness of the single monetary policy 

stance, overlooking the responsibility of national policy-makers for their 

failure to implement the required structural reforms. 

Indeed, as just mentioned, it is not possible for the single monetary policy 

to address country-specific problems or cyclical conditions. In other words, 

as was already stressed before the euro was introduced, the single monetary 

policy cannot dampen country-specific business cycles which are not 

synchronised with the euro area average. This is why economic flexibility 

is particularly important for euro area countries, and certainly for all 

countries aiming to join the euro area in the future. Good economic 

performance after joining the euro area also requires the reform of national 

economic structures and institutions (including those defined by social 
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partners) before entry, to allow for a high degree of flexibility and 

resilience. 

Further deepening of the Single Market, especially with regard to the 

services sector, would also help to enhance the cross-border trade and 

competitiveness channel. 

Allow me now to discuss the role of structural policies in more detail, with 

a focus on the euro area countries which have experienced relatively strong 

increases in unit labour costs and inflation over recent years. 

Competitiveness losses, imbalances and national economic policies 

The ECB has been warning for some time that developments in price and 

labour cost competitiveness across the euro area economies must be closely 

monitored, and that relatively strong increases in unit labour costs can 

signal future problems for external trade and economic performance for the 

respective countries1. 

Different labour cost developments within the euro area can be a welcome 

feature, reflecting a flexible response of wages to differences in local labour 

                                                       
1 See for example, J. C. Trichet, Economic integration and adjustment processes in the euro area, speech given at the Witschaftstag 
2007, Berlin, 13 June 2007; European Central Bank, Monetary policy and inflation differentials in a heterogeneous currency area, 
Monthly Bulletin, May 2005. 
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market conditions and diverse underlying productivity developments, 

thereby ensuring a high and stable level of employment. 

However, strong and persistent nominal wage growth which does not 

reflect productivity developments could, over time, imply major losses in 

competitiveness and undermine economic performance in the medium term. 

In some euro area countries, there is a risk that substantial and persistently 

high unit labour cost growth will undermine labour demand once the strong 

growth in domestic demand, sometimes supported by substantial increases 

in house prices and construction activity, starts to decelerate. This could 

lead to major adjustment costs in terms of job and income losses. 

It is important to note that such adjustments could be less painful if the 

labour market were more flexible, in particular allowing for downward 

nominal and real wage flexibility in the early stages of a downturn. If, 

instead, wage indexation to consumer prices or the resistance of unions in 

wage negotiations causes rigidity in real wages in the shorter to medium 

term, a relatively strong increase in unemployment can result. Currently, 

the detrimental effect of wage indexation is even greater, as it tends to give 

rise to second-round effects following the strong past increases in energy 

and food prices. In the long run, however, wage indexation will not be 
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sustainable under conditions of persistent adverse energy and/or 

productivity shocks. To bring unemployment down to its initial low level, 

real wages may, in the end, have to fall even more than would result from a 

higher degree of short-term wage flexibility. 

While downward wage flexibility is of particular importance once a 

stronger slowdown has started or in the case of negative productivity 

shocks, it would, of course, have been preferable for the factors which 

ultimately caused the downturn – competitiveness losses, overheating of the 

economy and excessive house price increases – to have been mitigated or 

avoided in the first place. 

To this end, economic structures and institutions need to be in place which 

can minimise deviations of capacity utilisation from the euro area average. 

What must be avoided in particular is that a relatively strong – and possibly 

for some time sustainable – growth in one country of the euro area over 

time and translates into a major country-specific or asymmetric 

overheating. The need for such policies and institutions is, of course, more 

important in a monetary union, given that national monetary policy is no 

longer possible. 



Page 12 of 18 

Particularly in the case of relatively strong per capita growth (e.g. catching 

up), it is possible that the associated higher inflation trend will translate into 

lower current, and possibly expected country specific real interest rates. 

These relatively low (perceived) real rates could give rise to strong 

increases in credit growth and aggregate demand, which would, in turn, 

lead to overheating and even higher inflation and unit labour cost 

differentials relative to the euro area average. With the inflation rate well 

above the euro area average, it could not be effectively counteracted by the 

single monetary policy. This would imply a continuation of the overheating 

process and many consumers, workers and firms could wrongly perceive 

the high growth rate as a new, and permanently higher, potential growth 

rate. The resulting overly optimistic expectations about future wage and 

profit growth could give further support to credit growth, aggregate 

demand, wage growth, inflation and, possibly, strong increases in house 

prices. Such a process is typically associated with large, and potentially 

increasing, current account deficits. It may continue for some time, until 

adverse shocks cause a sudden disruption to expectations and asset prices, 

and/or to the point at which the weakening of external demand due to the 

accumulated competitiveness losses starts to outweigh the strong domestic 

demand. 
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Once the slowdown has started, there is a risk that it could be rather sharp 

for a number of reasons: first, the initial output gap may be fairly large; 

second, wages and prices may exhibit downward rigidities; third, fiscal 

policy may not have built up sufficient buffers in the upswing and 

governments may thus be forced to raise taxes or run excessive deficits 

during the downswing; and, finally, the export sector may have received too 

little management attention, innovation and investment when domestic 

demand was abundant and, therefore, may face not only price 

competitiveness problems but also structural deficiencies. 

This is just a theoretical description, but there is no doubt that some 

countries in the European Union (both inside and outside the euro area) are 

facing – or may, in the future, face – at least some of the conditions 

described above. The key question is clear: How can national policies and 

institutions in countries which form part of a monetary union be designed to 

mitigate or avoid such developments or, to the extent that this is not 

possible, at least reduce the costs associated with the downward adjustment 

that is ultimately necessary? It should be clear that reforms in a broad range 

of areas may need to be considered. Therefore, what kind of wage setting 

mechanisms, product market structures, fiscal policy rules, financial market 
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structures and prudential supervision rules can ensure that these institutions 

a) support competitiveness in general, and b) can avoid or counteract a 

strong persistent overheating, or at least do not effectively have a pro-

cyclical impact during strong upswings? 

In the remainder of this presentation, I will address some of the relevant 

policy measures. 

With regard to fiscal policy, the Stability and Growth Pact provides the 

right framework to ensure that sound public finances contribute to the 

smooth functioning of EMU. However, it may not provide sufficiently 

strong incentives for governments to keep the growth rate of public 

expenditures moderate during times of relatively strong growth or persistent 

booms. Notably, in the most recent boom period, we observed that many 

governments used unexpected revenues to finance additional spending 

instead of improving their fiscal balances and run surpluses. Such surpluses 

would provide a buffer, which could act as a kind of insurance should 

potential growth have been overestimated during the boom. This could then 

help to avoid higher taxes or substantial expenditure cuts to prevent 

excessive deficits, in the case of a stronger downturn. Such reasoning for a 

certain element of risk management to fiscal policy during strong upswings 
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would not provide a reason for higher deficits during weak growth periods, 

as in this case fiscal sustainability would be at risk, should low growth rates 

continue for a longer time. The argument in support of fiscal discipline to 

ensure larger surpluses during strong upswings is thus fully consistent with 

the Stability and Growth Pact. 

Concerning wage setting, in addition to eliminating wage indexation to 

prices, it may be prudent to reward workers during strong upswings partly 

with one-off payments (e.g. bonuses), instead of granting  permanent high 

increases in wages. This would allow more room for moderate unit labour 

cost developments in the case of an unexpected slowdown. 

It is also necessary to strengthen awareness among social partners of the 

constraints imposed by monetary union. In addition to increasing wage 

flexibility, wage-setting in non-traded sectors (including the public sector) 

in particular needs to take into account that high wage growth can be 

detrimental to employment and growth, even if firms – which are not 

exposed to external competition – can, for some time, pass on the increased 

costs in the form of higher prices. Both higher prices and higher wages in 

the domestic sectors ultimately risk spilling over into the exporting sectors 

and thus undermining export performance. 
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This issue is related to the need for product market reforms. Strengthening 

competition in the product markets will reduce excessive profit margins and 

thus inflationary pressures. As already mentioned, this may have positive 

spillover effects on other euro area countries and also improve 

competitiveness. This higher degree of competition in the product markets 

will, in turn, lead to both more jobs and higher real wages, in which the 

large majority of workers should be interested. 

Such reform effects are beneficial in any case. However, they are 

particularly urgent in the current circumstances and in countries which have 

lost competitiveness. As mentioned earlier, the trend increase in commodity 

prices itself implies a fall in equilibrium real wage levels. Therefore, it is 

now particularly important to implement reforms which enhance 

productivity and/or labour demand, thereby allowing higher real wages 

without threatening employment. 

Product market reforms have another key advantage: by enhancing 

sustainable real wage levels, they may help to overcome resistance to the 

abolition of wage indexation mechanisms. 

Increasing competition in product markets is thus crucial. Establishing 

efficient and well-functioning product and service markets boosts 
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productivity trends by enhancing the incentive to invest and innovate, 

supports further job creation, reduces inflation persistence and keeps 

upward price pressures contained, thereby improving countries’ adjustment 

capacities. 

That significant progress has already been made in the context of the Single 

Market Programme over the last two decades is undeniable. It has already 

yielded major benefits for Europe’s economies. However, the extension and 

deepening of the Single Market remains a high priority with regard to 

further financial market integration, the pursuit of effective competition in 

the energy market and the implementation of the Services Directive. 

Moreover, there is ample scope for further liberalisation of service markets 

for the benefit of consumers and workers. 

Conclusion 

In conclusion, delivering structural reforms is essential to create jobs and 

achieve high income and living standards in the euro area countries. In a 

context in which national monetary and exchange rate policies are no 

longer available options, flexible and integrated labour and product markets 

are crucial for the smooth functioning of the euro area, including countries’ 
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abilities to swiftly reallocate economic resources following exogenous 

economic shocks and to improve long-term growth. 

Reducing rigidities in the labour, product and capital markets and making 

cross-border trade easier will not always reduce cross-country economic 

differentials, but it will, in most cases, help to reduce unwelcome 

imbalances within the euro area and/or the related adjustment costs. This 

would not only allow the euro area countries to reap maximum benefit from 

the euro, but will also support the ECB’s monetary policy. 
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