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The different performance of labour markets across industrialised economies in the face of the 
slowdown in the late 1970 and early 1980s suggests the existence of country-specific 
structural and institutional factors, which may influence the responses to common shocks. The 
differentiated improvement across European labour markets in the second half of the 1990s 
may also be related to the specific pace at which labour market reforms were introduced in 
this period. The positive performance of countries that have reformed their labour market 
institutions shows that "one-size-fits-all reforms" cannot respond effectively to labour market 
problems. The whole configuration of labour market institutions in a given country must be 
considered before they are reformed and, more fundamentally, that the design of labour 
market reforms is a key determinant of their success.  

This paper presents a selective survey of the recent literature on labour market institutions and 
offers new empirical EU-based evidence on the impact of labour market reforms on 
employment and labour market adjustment.  

There are a number of key messages for policy makers. From a theoretical point of view, the 
endogenous nature of labour market institutions highlighted by the literature has three 
consequences. First of all, labour market institutions cannot on their own be considered as a 
hindrance to the flexible working of the labour market, given their evolving nature. Indeed, 
their impact and the balance of their costs and benefits may change over time: an institution is 
created to tackle a specific problem which exists at a given point in time but may cease to 
exist thereafter. In short, a good institution may turn bad - becoming not only useless but also 
counterproductive - when historical circumstances change. Second, institutions cannot be 
assessed from a purely economic standpoint, as they not only affect economic efficiency but 
also often serve equity or redistributive purposes. They cannot be understood without paying 
due attention to their redistributive and welfare effects. For instance, employment protection 
legislation is more than a mere economic rigidity. It is also an unemployment insurance 
scheme and should be analysed in a broader context with proper consideration of the 
unemployment benefit systems. The redistributive role of institutions also means that their 
political economy dimension (i.e. their support in civil society, public opinion and the 
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political class) should not be underestimated when reforms are being considered. Third, given 
the endogeneity of institutions and the need to take into account the interactions that they 
generate amongst themselves and with macroeconomic shocks, the policy design (e.g. 
exploiting positive interactions, setting up efficient implementing institutions and targeting) 
can play a crucial role in ensuring the efficiency of labour market institutions. Attention 
should be paid to both the macroeconomic and microeconomic design of institutions. The 
experience of the most successful countries also suggests that an effective reform requires 
major policy shifts at the macro and micro level, rather than partial changes only involving 
specific segments of the workforce. 

Expectations that the creation of the euro area and the participation in the third stage of 
EMU would prompt radical labour market reforms have not materialised. Nonetheless, the 
reforms enacted within the euro area aimed at increasing labour utilisation, especially of those 
groups with low participation rates, also called the outsiders (i.e. women, older workers and 
low-paid/low skilled workers). In addition, the reforms enacted to improve the labour market 
flexibility focused mainly on the very same outsiders, while only minor policy interventions 
were geared to the needs of adapting employment regulation for insiders. The chronology of 
reforms from the LABREF database has been used to verify whether this configuration of 
reforms has led to a change both in the average employment and participation rates and their 
response to output variation. It turns out that action in this area has been paying off in terms of 
both average rates and their response to shocks. However, these improvements have often 
occurred at the costs of an increased duality of the labour market. 

 


