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Summary 

Structural reforms are at the heart of the EU’s economic 
agenda. Reforms in the functioning of markets and the 
government sector are perceived as a necessary 
ingredient for re-launching the growth potential of the 
Union in accordance with the Lisbon agenda priorities. 
In addition, as a result of the revision of the SGP, the 
focus is increasingly being placed on the link between 
structural reforms and public finances in implementing 
the EU framework for fiscal policy. It is often claimed 
that the Stability and Growth Pact neglects a possible 
trade-off between short-term budgetary objectives and 
the implementation of reforms that could durably 
improve public finances over the medium to long term. 
Accordingly, it has been agreed in the European Council 
that the Stability and Growth Pact needs to be revised in 
such a way as to avoid a possible short-term bias arising 
from the neglect of the above-mentioned trade-off (see 
section II.1 of this report). The aim of this part of the 
report is to review and discuss the arguments that 
budgetary discipline in the short term may be achieved 
at the expense of the implementation of reforms. It also 
conducts original analysis on EU countries to shed light 
on the links between budgets and reforms in the short 
term, given that this is an under-researched issue that is 
likely to become more relevant in EU budgetary 
surveillance. 

Reforms can improve budgets durably in the medium to 
long term via alternative channels. Reforms directly 
aimed at containing the dynamics of certain types of 
government expenditure (for instance, pension or health 
care reforms to enable the system to cope better with 
ageing-related pressures) can have a relevant impact on 
the future path of government budgets and debt. Indirect 
positive effects on can also be associated with the 
adoption of reforms that improve potential output and 
growth (as is the case for certain types of labour and 
product market reforms). However, any ex ante 
assessment of the indirect impact of reforms on public 
finances is generally subject to substantial difficulties 
and uncertainty.  

A first reason why there could be a trade-off between 
reforms and budgetary objectives is the fact that reforms 
have direct budgetary costs. This is the case of pension 
reforms that introduce a funded pillar classified outside 
the government sector. In this case, budgets would 
normally undergo a temporary deterioration (due to lost 
social security contributions by the government), offset 
by long-term improvements (associated with saved 
pension payments by the government). A second broad 
reason for a trade-off is the fact that reforms can be 
politically costly. This has two implications. First, 
loosening budgetary policy could, under certain 
circumstances, be a way of overcoming resistance to 
reforms via, for instance, tax cuts or government 
transfers. Second, to the extent that fiscal expansions are 
expected to produce a positive short-run impact on 
economic activity and employment, keeping an 
accommodating fiscal stance could help ease the 
political cost of reforms. However, arguments that there 
may be a complementarity relationship between reforms 
and budgetary discipline should also be considered. 
There are in fact instances in which reforms aimed at 
improving the sustainability of public finances produce 
positive effects on the budget already in the short term 
(e.g. parametric pension reforms). Moreover, a 
strengthened commitment towards budgetary discipline 
(because of looming critical public finance conditions or 
as a result of participation in international arrangements) 
reduces the political cost of reforms and can have a 
positive impact on confidence under certain 
circumstances. 

This part of the report analyses the short-term relation 
between the budgetary stance of governments and 
product, labour and pension reforms. Two main issues 
are investigated. First, what impact do reforms have on 
budgets in the short term? Second, is there evidence that 
fiscal consolidations prevent reforms? Although the 
analysis suffers from limitations related with the quality 
and availability of data on structural reforms, there are 
some results of interest that can be summarised as 
follows:  
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• On average, across the sample, the evolution of 
the primary cyclically adjusted budget balance 
is not significantly different in the aftermath of 
reforms compared with years not following 
reforms. Product market reforms are associated 
with slower growth in government revenues – 
accompanied, however, by correspondingly 
slower growth in expenditure. After pension 
reforms, social benefits paid by the government 
grow at a significantly slower rate, but the 
overall impact on the budget is compensated by 
government revenues also growing at a slower 
rate. There is also evidence to suggest that the 
impact of reforms can be quite different 
depending on the characteristics of the reform, 
notably whether it mainly introduces 
parametric changes or also allows for systemic 
changes in the national pensions framework. 
Estimating the budgetary impact of reforms 
after controlling for the response of fiscal 
authorities to the cycle and debt developments, 
there is evidence of a slight deterioration in 
budgets (in the order few decimal points of 
GDP) which is however statistically different 
from zero only in the case of labour market 
reforms.  

• The expectation that reforms are less frequent 
in years where a budgetary consolidation takes 
place is not strongly supported by the data: 
product market and pension reforms are 
actually more frequent in these years. 

Moreover, there is no clear systematic evidence 
that after the introduction of the EU fiscal 
framework reforms became less frequent: while 
this does seem to be true for labour market 
reforms, the opposite holds for product market 
and pension reforms. Once an attempt is made 
to control for other possible factors explaining 
the implementation of reforms, the analysis 
shows that fiscal consolidations do not have a 
strong performance in explaining the 
probability of reforms, and that the introduction 
of the EU fiscal framework did not have any 
significant impact on this relation. 

Overall, there is a strong indication that it is not easy to 
make generalisations about the link between structural 
reforms and budgets in the short run. Results differ 
depending on the specific type of reforms considered. 
Also, within a given type of reforms (e.g. pension 
reforms) the fiscal implications are likely to differ 
considerably depending on the main elements of the 
reform and on how reforms are designed. The main 
implication for policy is that, when taking account of 
economic reforms in the implementation of the Stability 
and Growth Pact, a mechanistic, one-size-fits-all 
approach where all reforms, or all reforms belonging to 
certain broad categories, are judged the same way 
should be avoided. Judgement should be used on a case-
by-case basis, by assessing the relevant features of the 
various reforms at issue. 

 
 

 

 

 
 
 
 
 
 
 
 
 
 
 



Part III: Structural reform and budgetary objectives 135

1. Introduction 

This part of the report focuses on the interaction 
between public budgets and structural reforms. A 
common criticism of the EU fiscal framework is that it 
may prevent the implementation of structural reforms 
with long-term benefits for public finances. Improved 
public finances in the long term may be associated either 
to a direct contribution of certain reforms to containing 
the dynamics of age-related expenditures or to an 
indirect effect, acting via an increase in potential 
growth. The reasons why structural reforms may be 
prevented by budgetary targets and ceilings may be 
related to the possible presence of direct short-run 
budgetary costs or to the fact that reforms are costly in 
political terms, so that higher spending or tax cuts may 
help to obtain the necessary consensus. However, one 
could find also arguments pointing in the opposite 
sense. There are pension reforms in fact that entail 
short-term budgetary improvements. Furthermore, a 
strengthened commitment towards budgetary discipline, 
including through the participation into the EU fiscal 
framework, improves the credibility of government 
action and reduces the political cost of reforms.  

This part of the report discusses the relationship 
between structural reforms and the pursuit of budgetary 
objectives. It also carries out original empirical analysis 
on EU countries aimed addressing the following 
questions: do structural reforms generate budgetary 

costs in the short term? Is there evidence that budgetary 
consolidations are associated with a lower probability of 
structural reforms?  

The remainder of this part of the report is structured as 
follows. Section 1 discusses the main arguments in 
favour and against the existence of a trade-off between 
reforms and budgetary discipline in the short-run. It 
surveys the main reasons for why there could be 
resistance to economic reforms in spite of benefits 
arising in the medium-to-long term and highlights the 
main channels through which economic reforms may 
improve public finances in the long run. It also includes 
a discussion of how the long-term impact of reforms 
could be measured ex-ante. Model simulations are 
performed to illustrate how pension reforms that 
introduce a funded pillar classified outside the 
government sector may lead to a short-run budgetary 
deterioration coupled with long-term gains in terms of 
public finances sustainability. Section 2 presents 
empirical analysis on a sample of EU countries on the 
link between short-term budgets and reforms in labour 
and product markets and pensions. First it analyses 
whether in the aftermath of reforms budgets deteriorate 
and by how much. Subsequently, the analysis focuses on 
the link between budgetary consolidation and the 
probability of reforms being implemented. 
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2. Is there a trade-off between structural reforms 
and budgetary objectives?  

2.1 Defining reforms 

The term reform is used with reference to rather 
different types of policy interventions: trade reforms, 
labour market reforms, tax reforms, pension reforms, 
health sector reforms, etc. In general, compared with 
other types of policies, reforms (i) have a long-lasting 
impact and (ii) concern the general functioning of 
economic (market or state) institutions rather than 
specific elements. The adjective ‘structural’ often 
accompanies the word reform, to remark the fact that the 
policy concerned are aimed at affecting the economy in 
its structure.  

Sometimes by reform it is meant a policy aimed at 
modifying the institutional setting shaping the interplay 
among private economic agents. This is typically the 
case of reforms changing the functioning of markets 
(product or factor markets). In other instances, reforms 
may be aimed at modifying the working of public 
institutions. This is the case for instance of reforms 
affecting the working of the welfare state (e.g., pension 
or health care reforms) or the set-up of policy 
institutions (e.g., reforms concerning the institutional 
set-up of monetary authorities, or the status of 
authorities enforcing competition policy or regulating 
public utilities).  

Another relevant distinction is between reforms that 
modify the features of existing policies and institutions 
(e.g., pension reforms modifying social security rates) 
from those that replace or complement existing policies 
and institutions with new ones (e.g., pension reforms 
introducing new pension pillars). The former are often 
referred to as parametric reforms, the latter as 
systemic.103 A further distinction is that between reforms 

                                                 
103 It should be stressed however that the distinction between 

systemic and parametric reforms is often blurred. Quite 
often, systemic reforms introduce also changes in specific 

that concern all agents in a given sector or only 
particular groups. An example is that of labour market 
reforms extending to all labour market participants as 
opposed to reforms addressed only to individuals 
entering the labour market for the first time.  

Reforms can be as seen as the outcome of a continuous 
effort to adapt market and public institutions to 
changing fundamentals: technological progress, 
evolving needs of individuals and the society, 
demography, etc. In spite of such a constant need of 
adapting institutions to fundamental changes, the 
process of reform of a given sector of the economy is not 
always smooth and gradual. Indeed, the reform process 
seems quite often characterized by jumps and 
discontinuities: substantial policy changes are 
concentrated in few periods of time. For instance, in 
most advanced countries reforms in the banking sector 
were concentrated in the early eighties, while the 
deregulation of air transportation was mostly achieved 
between the mid eighties and the early nineties. A 
common thesis is that reforms tend to follow periods of 
crisis.104 Moreover, when evaluated over sufficiently 
long periods of time, there is evidence that reforms in 
one particular sector of the economy are quite often 
accompanied by reforms in other sectors. In several 
advanced countries labour market, product market and 

                                                                              
features of the existing system. Moreover, there are reforms 
affecting the incentive structure that may be difficult to 
classify as purely parametric or systemic (e.g., pension 
reforms that introduce a link between pension contributions 
and benefits). 

104 See, e.g., Drazen (2000) for a discussion of this thesis and 
for a survey on empirical evidence. The point here is not so 
much that reforms follows periods of unsatisfactory 
economic performance (‘the reform should follow crisis…is 
no more surprising than smoke following fire’ (Rodrik 
(1996, p. 27)). The thesis is rather that reforms are triggered 
only by periods of exceptionally bad economic 
performance. 
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tax reforms occurred broadly at the same time (IMF, 
2004a). Finally, the international dimension seems to 
matter: reforms in a given country are more likely if 
other countries have already carried out reforms in the 
same sector or are in the process of doing it. 

The fact that reforms are not a smooth process has 
mainly to do with the fact that the gains from reforms 
may be unevenly distributed across sectors, individuals, 
and time and this could explain resistance in the policy-
making process (see next section). The fact that reforms 
in different sectors of the economy tend to occur 
together could be explained by complementarity 
relations that often characterises reforms.105 For 
instance, a labour market reform aimed at increasing the 
employment rate would be more effective if not acting 
exclusively on one aspect of the labour market 
legislation (e.g., only on legislation concerning firing 
practices) but rather when considering several aspects at 
the same time interrelated among them (e.g., both hiring 
and firing practices, unemployment benefits). 
Complementarities could even be more far-reaching and 
concern reforms in different sectors of the economy. For 
instance, product market reforms that increase the 
degree of contestability of sectors may trigger reforms 
in labour markets.106 The relevance of the international 
dimension for economic reforms could be due to several 
reasons, including international agreements on 
reforming sectors for which cross-border spillovers are 
relevant (e.g., trade and trade-related reforms as a result 
of WTO agreements) peer pressure within the context of 
regional arrangements (e.g., labour market reforms 
within the context of the EU open method of co-
ordination), pressure to reform associated with the direct 
spillovers from other countries’ reforms (e.g., as in the 
case of tax competition or deregulation of particular 
industries) or learning spillovers occurring across the 
border. 

European countries are currently focused on reforms 
aimed at increasing growth and employment in line with 
the goals of the Lisbon strategy and at making public 
finances sustainable.107 The objective of improving the 

                                                 
105 See, e.g., Coe and Snower (1997) for an analysis of 

complementarities in economic reforms applied to labour 
market policies.  

106 The reduction in the extra-profits associated with entry-
barriers and anti-competitive practices could reduce the 
incentives by organized labour to capture part of these 
rents, thereby leading to a higher probability of success for 
reforms aimed better aligning wages to productivity. This 
argument has been put forward, for instance, by Blanchard 
and Giavazzi (2003). 

107 Objectives related to social cohesion and environmental 
quality are also among those shared by European 
institutions. The ECOFIN Economic Policy Committee 
(EPC) in its 2005 Annual Report on Structural Reforms 
(EPC(2005)) has identified seven key areas for refocusing 
the core goals of the Lisbon Strategy, taking into account 
the conclusions of the ECOFIN Council of 16 November 

growth potential is mainly pursued through reforms 
strengthening the incentives for the supply of labour and 
human and physical capital (e.g., via reforms in product 
and factor markets), innovation, and the contribution of 
the public sector to growth (e.g., tax reforms, reforms in 
the educations sector, R&D,…). As far as the goal of 
public finance sustainability is concerned, there is 
agreement among experts and policy-makers on reforms 
aimed at limiting the upward tendency in age-related 
expenditures, increasing employment rates, and 
favouring a reduction in public debt.108 

2.2 Why is there resistance to structural 
reforms? 

One of the most salient features of economic reforms, 
which has attracted increasing attention by academic 
and applied economists, is the considerable resistance 
that reforms could encounter in the policy-making 
process. Even when there is quite widespread perception 
that carrying out reforms in a given sector would be in 
the general interest, action could be delayed or blocked 
altogether, for the basic reason that there can be 
particular groups in the society that may instead expect 
losses.  

A series of specific explanations have been identified in 
the economic literature for why reforms could be 
delayed or blocked.109 

A first reason is the presence of uncertainty on the type 
of reforms needed (technical uncertainty). Reforming 
the functioning of markets or the way government 
intervention works could be technically complex and 
give raise to disagreement among policy makers.110 

                                                                              
2004 and the work of the High Level Group chaired by 
Wim Kok. The areas are as follows: 1) Realising the 
knowledge society and boosting innovation; 2) keeping the 
commitments to the internal market; 3) creating the right 
climate for the entrepreneurs; 4) building a labour market 
for higher employment and stronger social cohesion; 6) 
working towards an environmentally sustainable future; 7) 
ensuring sustainability and quality of public finances; 8) 
enhancing external openness. The February 2005 
Commission Communication to the European Council 
‘Working together for growth and jobs. A new start for the 
Lisbon Strategy’ proposes ‘a new start of the Lisbon 
strategy focusing… on delivering stronger, lasting growth 
and creating more and better jobs’ and aims at focusing 
European action, better mobilising support for change, and 
simplifying and streamlining the instruments of the Lisbon 
strategy. 

108 The Stockholm European Council of March 2001 agreed on 
a three-pronged strategy for ensuring public finance 
sustainability: increasing employment rates, reducing 
public debts, reforming pension and health care systems. 

109 See, e.g., Williamson (1994), Rodrik (1996), Drazen 
(2000). 

110 Rodrik (1996) quotes the health care reform proposed by 
the Clinton presidency as an illustrative example of reform 
on which disagreement was related, among other things, to 
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Such disagreement may in turn translate into delays and 
the continuous post-ponement of reforms. This is 
especially the case when lack of knowledge concerns 
whether a particular problem (e.g., high unemployment 
levels) requires reforms (e.g., labour market reforms) or 
is rather mainly related to adverse cyclical conditions.111 
Despite technical uncertainty is widespread, it seems a 
relevant obstacle to reforms only when the costs of non-
reforming are not particularly high. Moreover, this 
argument can mostly explain why reforms are delayed 
rather than why reforms that are largely judged as being 
beneficial could be blocked.  

Political economy arguments can explain both why 
reforms are delayed and why reforms are blocked. A 
common explanation for why potentially beneficial 
reforms could be blocked for long times there is the role 
of lobbying in the policy-making process.112 According 
to this explanation, reforms, even when they can 
potentially benefit a majority of citizens, often produce 
losses to particular groups in the society, and resistance 
by such groups cannot be fully eliminated through 
compensation schemes (e.g., through targeted transfers 
and subsidies).113 The groups that expect to lose from 
reforms, even if comprising a minority, could be better 
motivated to organize resistance to reforms. In fact, 
reform-losers often have a relatively high stake in 
blocking reforms (e.g., fear of losing jobs or extra 
profits). Moreover, the group of reform-losers, being 

                                                                              
uncertainty on whether the proposed one was technically 
the best solution. See also Sachs (1994) for anecdotal 
evidence on the frequent disagreement within governments 
on how to proceed with economic reforms in countries 
facing macroeconomic crises. 

111 If the effects of reforms are to a large extent irreversible, it 
has been shown in theory that the presence of uncertainty 
on the best way to tackle given economic issues gives raise 
to ‘an option value of waiting’ (Dixit and Pindyck (1994)). 
Namely, policy makers would be induced to delay action 
because this would permit to dispose of new information to 
better judge about the necessity of carrying out structural 
reforms.  

112 Such arguments have been first put forward in Olson 
(1971). 

113 Putting in place a scheme to compensate individuals losing 
from reforms may be very costly for the budget or may lack 
credibility. In the case of comprehensive reforms, the high 
costs could be related to the amount of transfers necessary 
to avoid losses. Such costs are made worse by pervasive 
information asymmetries. The government does not dispose 
of all the information necessary for putting in place a 
compensation scheme that permits to compensate all reform 
losers for their actual losses. Under most conditions, this 
information asymmetry would translate into high costs for 
the government (see, e.g., Dewatripont and Roland (1992)). 
The issue of the credibility of compensation schemes is 
related to the possibility that the promise of compensations 
will not be kept ex-post, once the redistribution associated 
with the reform has taken place, because at that point such 
compensation would not be politically profitable (see, e.g., 
Fernandez and Rodrik (1991) for a formal argument). 

relatively small, tends to have also a small cost to 
organize itself into an effective pressure group to 
convey its interest to the government. Conversely, since 
reform-winners are often many, with quite limited 
individual gains, they will have less incentives and 
higher costs to organize lobbies in favour of reforms. 
Lobbies can explain quite successfully why reforms 
aimed at reducing protection to given sectors of the 
economy (e.g., trade protection, regulation of 
industries,…) are blocked.114 However, arguments based 
on lobbying are probably less suited to explain 
resistance to reforms with effects on all sectors of the 
economy (e.g., labour market reforms, tax reforms).  

An alternative political economy explanation for why 
reforms could be blocked relies on uncertain reform 
payoffs at the individual level.115 When individuals are 
uncertain about whether they will benefit from a given 
reform, there could be ex-ante a majority of individuals 
in favour of blocking the reform even when ex-post the 
reform benefits a majority of citizens.116 Moreover, 
under these conditions compensation schemes would not 
be credible and therefore could not help to ease 
resistance to reforms. Ex-post, in fact the gainers are a 
majority of citizens, that would oppose the 
implementation of the redistribution. Although it is quite 
difficult to assess the empirical relevance of this 
argument, it provides an explanation for the observed 
case of reforms that, after being blocked for long times, 
find gradual support among the public once, for some 
reason, the reform process is put in place.   

An explanation for reform deadlocks that has received 
large attention by both the experts and policy makers is 
based on uneven distribution of reform payoffs over time 
coupled with short-sightedness of governments.117 In the 
presence of short-run costs from reforms and reforms 

                                                 
114 See Grossman and Helpman (2002) for theory and 

empirical evidence on the idea that lobbies can explain the 
presence and persistence of protection. 

115 This argument has been first put forward by Fernandez and 
Rodrik (1991). 

116 The argument can be illustrated via an example. Consider 
two groups of individuals. The first group is made of 10 
individuals that know with certainty to gain 1 units of 
income from the reform, while the second group comprises 
15 individuals that expect to lose 1 unit with probability 2/3 
and to gain 1 with probability 1/3. All people in the first 
group will vote in favour of the reform, while all the people 
in the second group will vote against (since for them the 
expected gain from reform is 1/3-2/3=-1/3). The reform will 
not pass. However, in case of adoption, the reform would 
have benefited a majority of individuals and generated 10-
1/3x15=5 additional units of income to the society. 

117 In this vein, Alesina and Drazen (1991) show theoretically 
how governments may be induced to delay reforms aimed 
at stabilizing public finances. See also Tabellini and 
Alesina (1990) for a model explaining the origin of a deficit 
bias by governments on the basis of short-sighted 
politicians. 
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gains materialising only in the long run, politicians that 
base their decisions on a short time horizon (because, 
for instance, uncertain about being re-elected), may opt 
not to carry out welfare-enhancing reforms. The fact that 
the reform gains could be delayed in time could in turn 
be related either to the way reforms are designed (e.g., 
pension reforms that modify only gradually the 
retirement age) or to the fact that the economic effects of 
reforms need time to materialize.118 Short-run costs from 
structural reforms could be associated to several factors. 
First, there could be a temporary loss in terms of level of 
output, due to resources shifting across sectors and firm 
restructuring after reforms take place (as in the case, 
e.g., of far-reaching trade reforms or liberalization and 
privatization of economic activities in transition 
countries). Second, there may be a direct negative 
budgetary impact from the reform (e.g., tax reforms). 
Third, there could be indirect budgetary costs associated 
with the compensation of reform losers. The argument 
explaining reform deadlocks on the basis of an uneven 
time distribution of reform payoffs is based on few 
testable assumptions. Its validity depends on the 
empirical assessment of a number of issues. To what 
extent reform gains are delayed in time? Do reforms 
generate costs in the short term? Is the magnitude of 
these costs relevant or negligible? Being economic 
reforms very different for what concerns their direct 
impact on aggregate economic activity, income 
distribution and public budgets, the overall time pattern 
of the effects of economic reforms will strongly depend 
on the particular type of reform considered.  

The next sections discuss the implication for public 
finances of the unequal distribution of reform gains and 
losses over time. First, there will be a review of the 
channels through which economic reforms can affect 
public finances in the long-term. Afterwards, the short-
term relationship between reforms and budget balances 
will be discussed. 

2.3 The long-term effects of economic 
reforms on public finances 

Most economic reforms produce an effect on the 
government net worth, i.e., the difference between the 

                                                 
118 Available evidence shows that the timing of economic 

reforms on growth depends quite crucially on the specific 
type of reform considered. Simulations based on a small 
scale econometric model contained in IMF (2004a) show 
that while product and labour market reforms take time to 
produce positive effects on output, financial market and tax 
reforms have effects on output already in the short term. 
Kim (2003) calibrates a model of corporate sector 
restructuring on Japanese data an shows that product market 
reforms boost output in the long-term but has short-term 
costs. Econometric estimates in Salgado (2002) point to a 
U-shaped impact of labour and product market reforms on 
productivity growth. Mendoza, Milesi-Ferretti and Asea 
(1997)) report that tax cuts can have significant positive 
effects on output already in the short term. 

expected present value of government revenues and 
expenditures. It is useful to distinguish between direct 
and indirect effects of economic reforms on public 
finances. Effects are direct when reforms cause a change 
in government expenditures or government revenues. 
Effects are instead indirect when the effect on public 
finances occurs through changes in the overall economic 
environment. Indirect effects arising through changes in 
potential output and potential growth are of particular 
relevance, but indirect effects may come also via other 
macroeconomic variables, for instance interest rates. 

Among the reforms having a major direct positive effect 
on public finances in the long-term there are pension 
reforms. These could concern parametric reforms, 
namely reforms revising specific elements in 
government pension schemes, for instance the criteria 
for the determination of pension contributions and 
benefits, the retirement age or the eligibility criteria of 
pension treatment. Pension reforms could also be 
systemic, i.e., could consist of changing the functioning 
of the pension system, for instance the introduction of 
funded schemes in addition to pay-as-you-go (PAYG) 
schemes. In addition to pension reforms, other reforms 
in the functioning of the welfare system, in particular 
health care reforms, could help to keep public finances 
under control against the background of ageing 
populations. This would be achieved for instance by 
improving the cost-effectiveness of welfare services and 
by reducing the agency costs related with their provision 
(e.g., by reducing moral hazard via an improved design 
of eligibility criteria). 

Reforms having an indirect impact on public finances 
mainly comprise all the reforms that could contribute to 
increasing the growth potential. An increase in potential 
growth would normally translate into long-term 
budgetary improvements associated with a more 
favourable dynamics for government revenues.119  

In general, product market reforms aimed at preventing 
anti-competitive practices and improving the 
contestability of markets (e.g., by reducing the 
administrative burden for setting up new firms,…) 
would contribute to improved potential output and 
growth. Static gains would manifest with a one-off 
increase in potential output associated with lower 

                                                 
119 However, budgetary gains are certain only if the reaction of 

government expenditures to increased potential output does 
not fully offset the increased in revenues. If, for instance, 
government expenditures increase proportionally with 
potential output (e.g., government employees wages and 
salaries and government transfers grow in proportion with 
potential output) while revenues increase less than 
proportionally (because, for instance, a change in potential 
output translates into a less than proportional increase in the 
tax base) higher potential output would be associated with 
worsening budget balances.  
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equilibrium unemployment.120 In addition to such static 
gains, product market reforms are also likely to bring 
about gains in terms of higher productivity growth.121  

Most reforms in labour markets are also likely to entail 
static gains which appear as one-off increases in 
potential output. These static gains are mainly related to 
the impact of labour market reforms on the NAIRU and 
on participation rates.122 The impact of labour market 
policies on potential output, however, may also show up 
in terms of higher growth rates. Productivity growth is 
to a relevant extent associated with the reallocation of 
resources towards high-growth sectors. Reforms 
enhancing the efficiency of labour markets, including 
via an improved design of labour market institutions, 
would permit a smoother reallocation of resources 
across sectors and the achievement of higher 
productivity growth.123 

Reforms in capital markets would also have a positive 
impact on potential output. Static gains associated with 
more efficient capital markets would mainly correspond 
to improved inter-sectoral allocation of resources. 
Moreover, improved possibilities for borrowing against 
future incomes and for hedging risk would increase 
productive investment. To the extent that new 
investments in physical capital tend to increase the 

                                                 
120 Enhanced competition would reduce mark-ups and increase 

output in imperfectly competitive sectors. Increased 
demand for labour in these sectors would translate, in turn, 
into lower equilibrium unemployment (see, e.g., 
Pichelmann and Roeger (2004)). 

121 The link between competition and innovation is a-priori 
ambiguous. On the one hand, the existence of monopolistic 
profits offer a bigger reward for carrying out R&D. On the 
other hand, it is in competitive industries where the 
incentive to defeat actual and potential competitors, 
including through own innovation and the adoption of 
others’ innovations, is stronger. Moreover, in industries 
characterized by lower barriers to entry productivity growth 
may be enhanced by the fact that firms’ turnover there 
tends to be higher and that new entrants tend to be 
characterized by a higher level of technology compared 
with incumbents. Overall, available cross-country empirical 
evidence points to a negative relation between measures of 
regulations limiting the degree of contestability of markets 
and growth (Nicoletti and Scarpetta (2003)). Furthermore, it 
has been shown at the firm-level that the growth rate of 
productivity is positively related to measures of competition 
(Nickell (1996)). 

122 See, e.g., European Commission (2002b) for a review of 
arguments for why labour market reforms could translate 
into higher potential output via reduced NAIRU and 
increased participation rates. 

123 A related argument supporting the view that efficient 
labour markets can increase growth has been put forward 
by Saint Paul (2002). Labour markets characterized by high 
firing costs would in fact discourage risky innovative 
activity by firms, reducing this way the rate of productivity 
growth. Such argument has found some support from 
empirical analysis (Bassanini and Enrnst (2002)). 

average level of technology embodied in the existing 
stock of capital, more efficient capital markets would 
also be associated higher rates of productivity growth.124 

Reforms may have at the same time direct and indirect 
effects on public finances. For some reforms, these 
indirect effects reinforce the direct budgetary effects. 
For instance, pension reforms increasing the retirement 
age also tend to raise the participation rate in the labour 
force, and therefore potential output. In other cases, the 
direct and the indirect budgetary effects of reforms 
could go in opposite directions. This is typically the case 
of tax reforms aimed at reducing the tax burden on 
production factors. The direct negative impact on the 
budget (lower government revenues associated with a 
given level of the tax base) is accompanied by an 
indirect positive impact, associated with a higher tax 
base. A reduction in the tax burden normally results into 
improved incentives and then into higher potential 
output. Moreover, higher expected business profits 
would lead to increased investment in physical capital or 
R&D, and then, via an endogenous growth mechanism, 
to higher potential growth.125 Hence, in the long term, a 
lower tax burden tends to be associated with an 
expanded tax base. A similar case of direct and indirect 
budgetary effects acting in opposed directions could 
occur also in case of reforms increasing expenditures 
that could bring higher rates of potential growth in the 
long-term (e.g., reforms enhancing human capital 
investment via an improved education system).  

The measurement of the long-term public finance 
impact of reforms requires estimates on the present and 
future impact of reforms on government budgets and 
assets/liabilities. Estimating the budgetary impact of 
reforms could be particularly complex when the indirect 
effects involved are relevant. In such a case, it is also 
needed an estimate of how reforms affect the overall 
economic environment (e.g., economic activity, interest 
rates, exchange rates) and how the change in the 
economic affects public finances. Box III.1 provides a 
technical discussion on the issue of assessing the long-
term public finance impact of economic reforms. 

 

                                                 
124 See, e.g., Levine (2004) for a recent survey on theory and 

empirical evidence on the links between the functioning of 
capital markets and growth. 

125 Easterly and Rebelo (1993), in a cross-country growth 
regression including both advanced and developing 
countries, find empirically that higher taxation contributes 
negatively and significantly to per-capita output growth. 
Similar results are obtained by Kneller, Bleaney and 
Gemmell (1999) for OECD countries only and by Romero 
de Avila and Strauch (2003) for a sample limited to EU 
countries. 
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Box III.1. Assessing ex-ante the long-term impact of reforms on public finances: methodological 
issues 
There are several methods followed in practice for measuring the ex-ante impact of reforms on public finances. It is common 
practice in Finance Ministries and other policy institutions to rely on non-behavioural simulation models. These techniques are 
mainly used for estimating the impact on public finances of reforms that have a direct impact on government budgets with 
relevant repercussions on the long term, for instance pension reforms or reforms concerning the health or education sector or 
other social security programs.  

Non-behavioural simulation models use detailed data on  

 institutional characteristics of the sectors subject to reform (e.g., in the case of pensions reforms, how pension 
contributions and pension benefits are structured depending on earnings, age, seniority at work, type of labour contract, 
etc.); 

 elements of the reform (e.g., again in the case of pension reforms, how the regime governing the determination of 
pension contributions and benefits is changes, how entitlement provisions are modified, how retirement age is affected , 
etc.); 

 current and projected values for economic and social variables of direct relevance (e.g., still in the case of pension 
reforms, projections on the demographic structure of population by cohorts, labour force statistics, statistics on wages 
and salaries, etc.). 

to obtain projections on how the future path of specific budgetary items would be affected by particular reforms (e.g., in the case 
of pension reforms, how the time path of social contributions and pension reforms would be affected). 

Given the estimated impact of the reform on the path of government revenues and expenditures, the impact of the reform on 
future developments in government budget balances and debts can in turn be assessed on the basis of assumptions on the future 
path of government budgetary items not directly affected by the reform and the future path for macroeconomic variables of 
relevance (e.g., growth and interest rates). 

The European Commission regularly performs an assessment of the long-term sustainability of public finances in EU Member in 
the occasion of the evaluation of Stability and Convergence Programmes on the basis of projections on age-related expenditures 
based on national models and assumptions on macroeconomic variables agreed within the EPC Ageing Working Group (AWG) 
(see section II.3 of this Report). The projections on age-related expenditures used in this assessment are updated with different 
frequency depending on the specific country concerned. Revisions in the projections of age-related expenditures reflect, inter-
alia, the effect of newly introduced structural reforms. Hence, the comparison between recent and previous Commission 
sustainability assessments gives an indication of the impact of the whole package of structural reforms enacted during a given 
period but are not informative on the impact of specific reforms. Moreover, such indication is only indirect and imperfect, since 
between one assessment and another the fiscal variables (included in stability and convergence programmes) used in the 
simulation are changed. 

A more direct route for assessing the long-term public finance impact of reforms has been followed in Economic Policy 
Committee (2002), which include the assessment of alternative hypothetical parametric pension reforms in EU countries 
(concerning the calculation of pension benefits and the effective retirement age) using simulations based on the national non-
behavioural models used in EU Members States. Results indicate that a reduction in the indexation of pensions by 1/2 percentage 
point would contribute to reduce pension expenditures projected for 2050 by a range between 0.5 and 2 % of GDP in systems 
where pension benefits are earnings-related, and by a 0.6-3 GDP points in systems where pensions are paid on a flat rate. 
Moreover, increasing by one year the effective retirement rate would lead to a reduction of pension expenditures in 2050 in the 
order of 0.6 to 1 % of GDP. 

Estimates of the long-term budgetary impact of various types of pension reforms have also been provided by EU Member States 
in their updated Stability and Convergence Programmes. All programmes report long-term budgetary improvements associated 
with the reforms, which range between 0.6 to almost 2 % of GDP (stability and convergence programmes are available at: 
http://europa.eu.int/comm/economy_finance/about/activities/sgp/scplist_en.htm). 

Simulations based on non-behavioural models have the advantage of including large amount of information on the institutional 
features of the sectors subject to reform. The disadvantage with this approach is the neglect of the reaction in the behaviour of 
economic agents to the introduction of economic reforms, and of the associated implications for the macroeconomic environment. 
This means that the range of effects considered by the simulations is generally incomplete. For instance, in the case of pension 
reforms, non-behavioural models would mainly focus on the impact of these reforms on the time path of government revenues 
and expenditures. However, especially in the case of systemic reforms, pension reforms will also affect individual retirement and 
saving decisions, thereby having an impact on the supply of labour and capital, and therefore on potential output.* Moreover, in 
the case of reforms whose impact on public finances is mainly indirect, the recourse to models incorporating behavioural relations 
is a necessary step for performing ex-ante simulations. 

Applied equilibrium models, calibrated to replicate the data of specific countries in given periods, permit to take into account the 
interaction between public finances and the macroeconomic environment and therefore to analyse the indirect impact that 
economic reforms have on government revenues and expenditures. A relevant feature of applied macroeconomic models for the 
analysis of the long-term public finance impact of structural reforms is the presence of an overlapping-generations structure, 
which allows different cohorts of economic agents to have varying sizes and behaviour. Overlapping generation models permit to 
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account for the impact of ageing populations on government accounts and on macroeconomic variables like savings, investment, 
or labour supply and to analyse the direct and indirect public finance impact of reforms aimed at containing the impact of ageing 
on government budgets. The pioneering large-scale applied model with an overlapping generations structure was developed by 
Auerbach and Kotlikoff (1987) for the US, further enriched in its structure and applied to Japan, Germany and Sweden as well in 
Auerbach, Kotlikoff and Hagemann (1989). Simulations on the impact of pension reforms using overlapping generations applied 
macro models have been performed by the OECD (Hviding and Merette (1998)) and the EU Commission (McMorrow and 
Roeger (2004)).  

In spite of their advantages, behavioural model have limitations that must be taken into account. First, there is a fundamental 
uncertainty for what concerns the best model to represent the functioning of particular sector of the economy. For instance, labour 
market reforms could have a relevant impact on public finances via a reduction in the NAIRU and a consequent improvement in 
potential output. However, involuntary unemployment may be associated with alternative explanations (e.g., minimum wages, the 
presence of unions, matching frictions in the labour market,…), each one leading to alternative modelling. Depending on the 
specific model chosen to represent the labour market, the same type of reform may have a quite different impact on the NAIRU, 
and then on potential output, government revenue and public finances. Second, there is uncertainty concerning the value of 
structural model parameters (e.g., the elasticity of labour demand). Third, there can be major difficulties in translating particular 
reforms into a shock to the parameters of the model. Whereas in the case of, say, tax reforms, there is a clear model counterpart to 
real-world policies, this may not be the case in other instances. This point can be highlighted via an illustrative simulation of 
labour market reform performed with the European Commission QUEST model.** The simulation considers a reform that helps 
to reduce the excess of wages above the level that would be consistent with full employment. A major difficulty in performing 
such a simulation is that no clear benchmark may exist for translating concrete reform proposals (e.g., a reform of the conditions 
in which collective bargaining takes place,…) into a shock to the parameters of the model. Given the particular representation of 
the labour market in the QUEST model, the following simulation assumes a downward shift in the wage-setting curve resulting in 
a labour market characterized by imperfect marching (Pissarides (1990)).*** Moreover, a great deal of uncertainty on the exact 
magnitude of the shock is inevitable. Graph III.1 illustrates how uncertainty on the magnitude of the shock could translate into 
uncertain estimates of the public finance impact of reforms. Two scenarios are shown: one in which the shock to the wage-setting 
curve leads to a 0.5 per cent ex ante wage reduction and one in which the ex-ante reduction in the wage rate is 1 per cent. Given 
the model set-up, wage moderation leads to lower unemployment and to an increase in potential output. This translates in turn 
into improved government budgets over time and falling debt/GDP ratios. Depending on the assumed magnitude of the shock, 
however, the estimated impact on debt will differ considerably. With a 0.5 per cent shock, after 20 years the debt for the EU-15 
aggregate would be reduced by between 4 and 5 GDP points, while with a 1 per cent shock the impact would amount to about 10 
GDP points.  

Graph III.1. Assessing the long-term effects of labour market reforms on debt: 
simulation with the Quest model 
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Source: Commission services. 

* Work is currently going on in the EPC AWG to incorporate the impact of pension reforms on the projections for labour force 
participation rates. On the methodology of how to estimate the impact of pension reforms on participation rates see Burnieaux, Duval, 
and Jaumotte (2003).  
**See Roeger and in’t Veld (1997) for a description of the QUEST model. 
*** The shock is applied in all EU countries. 
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2.4 Economic reforms and government 
balances in the short run: is there a 
trade-off? 

In the policy debate, it is sometimes claimed that 
carrying out economic reforms could go at the expense 
of the respect of budgetary objectives, and criticisms 
have been moved to the Stability and Growth Pact for 
not taking properly in consideration this trade-off.126 In 
particular, it has been argued that an excessive focus on 
short-term budgetary discipline could act as a constraint 
on the pursuit of reforms that could improve public 
finances in the long term. This could occur if reforms 
worsen the budgetary position in the short to medium-
term while gains appear mainly after some time, so that 
a choice has to be made in the short-term between 
implementing the reform and keeping deficits 
unchanged.  

There are several arguments that could provide a 
justification for the claim that structural reforms could 
worsen the budget in the short-run in spite of an 
improvement in the medium/long-term in public 
finances. 

The first argument is that reforms may entail direct 
budgetary costs, at least in the short/medium-term. A 
notable example is that of systemic pension reforms 
implying that the social contributions previously 
collected by the government are diverted to a new pillar, 
which may be privately run or classified outside the 
government. This type of reforms help to contain the 
impact of ageing on the dynamics of government 
expenditure related to the payment of pensions. 
However, they will also normally entail a reduction of 
government revenues not immediately compensated by 
reduced pension payments. Box III.2 presents model 
simulations illustrating that the negative budgetary 
impact of this type of reforms can be quite persistent. A 
somehow related argument rationalizing short-term 
budgetary losses associated with reforms is the 
possibility that economic reforms have a temporary 
effect on output, and therefore on the cyclical 
component of budgets. 

A second reason for why reforms that could be 
beneficial in the long run may imply budgetary 
deteriorations at least in the short term is that the 
resistance to reforms coming from reform-losers can be 
overcome by means of compensation packages having a 
cost on the budget. This could either mainly take the 

                                                 
126 Among the first criticisms following this line of argument 

see Eichengreen and Wyplosz (1998). Razin and and Sadka 
(2002) develop a model analysing the trade-off between the 
budgetary objectives of the Stability Pact and social 
security reforms. Beetsma and Debrun (2003, 2005) analyse 
the trade-off between budgetary discipline and reforms in a 
formal model comprising inefficiencies related both to 
governments’ deficit bias (justifying the need for fiscal 
rules) and to lack of reforms. 

form of increased expenditures (government transfers 
and subsidies) or that of reduced revenues. A significant 
example of increase government transfers related to the 
implementation of structural reforms is that of several 
Eastern European countries during the transition 
process. The liberalization and privatisation of economic 
activities was often followed by the temporary provision 
of government subsidies to permit the restructuring of 
firms. On the revenue side, economic reforms were 
quite often implemented together with tax cuts; this 
seems especially the case for product and labour market 
reforms (IMF, 2004a).  

A different argument is based on a trade-off between 
budgetary adjustment and economic reforms associated 
with political costs. Carrying out reforms could be 
costly to governments in terms of lost consensus (due to 
resistance by pressure groups, voters being adverse to 
uncertain effects of reforms, temporary losses in output 
and jobs, …). Fiscal consolidations could in fact be 
politically costly due to possible losses of output and 
jobs in the short term.127 Given that governments 
dispose of ‘political capital’ in limited supply, whenever 
part of this political capital is allocated in carrying out 
economic reforms, few could be left for adjusting 
budgets. By the same token, expanding budgets could 
compensate for using up political capital in carrying out 
reforms.  

Though there could be some foundation for the above 
arguments under given circumstances, generalizations 
are difficult. In fact, there is also a series of reasons that 
point rather to a positive relation between economic 
reforms and short-term government budgets. 

First, there are reforms with a direct positive impact on 
budgets. This is for instance the case of many 
parametric pension reforms or of labour market reforms 
(e.g., labour market reforms reducing the generosity of 
unemployment subsidies).  

                                                 
127 However, there have been documented cases in which the 

impact of fiscal consolidation on economic activity has 
been positive rather than negative as predicted by standard 
Keynesian models (e.g., Giavazzi and Pagano (1990), 
Alesina and Ardagna (1998)). European Commission 
(2003a) and Giudice, Turrini and in’t Veld (2003) analyse 
cases in which fiscal consolidation periods where followed 
by increased growth in the EU. 
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Box III.2. Systemic pension reforms and the trade off between the short-term and the long-term 
impact on public finances: an illustration via simulations with the QUEST ageing model 
This box illustrates, via model simulations, the possible trade off between higher budgets and debt in the short-term and lower 
debt in the long-term that may arise as a consequence of systemic pension reforms that shift pension contributions to funded 
schemes privately managed or classified outside the government sector.  
The simulations are performed with the ‘QUEST ageing model’ (see McMorrow and Roeger (2004) for a description). This 
model is a variant of the European Commission macro model, allowing for an overlapping generations structure where 
households can be either workers or pensioners (as in Gertler (1999)). Demographic trends are explicitly modelled. The 
demographic parameters are calibrated to the main features of the Eurostat projections until 2050. The model distinguishes 
between a corporate sector, a household sector and a government sector. Income transfer across generations is governed by a 
PAYG system. The corporate sector is modelled along standard neoclassical lines with firms maximising their market value. The 
model distinguished between various tax and expenditure categories and the government is constrained by an intertemporal 
budget constraint. 
The simulations are aimed at illustrating the debt implications up to 2050 of two alternative hypothetical strategies for financing 
additional pension expenditures related to ageing. The first alternative (the ‘no-reform scenario’) considers a PAYG system in 
which pension contribution rates and replacement rates are kept constant over time. The second alternative (the ‘reform scenario’) 
considers a partial move to a funded system, with a government guarantee of accrued pension rights for current pensioners and 
the cohorts currently in the labour force that contributed to the PAYG system for a longer period.  
More precisely, the two scenarios are modelled as follows. 
No-reform scenario: The government guarantees a constant pension contribution and replacement rate throughout the whole 
period equal, respectively, to 16% of the net wage and 75% of the gross wage.  
Reform scenario: The government implements a reform that: i) shifts pension contributions into a non-government funded scheme 
so that the amount of contributions received by government fall from 16% to 11% of the net wage; ii) reduces the pension 
benefits paid by the government, guaranteeing accrued rights to PAYG pensions. It is assumed that young workers (aged under 40 
years at the time of the reform) are entitled to pension benefits from the government equal to 50% of the gross wage (additional 
pension benefits being related to the stock of their contributions to the funded scheme). At the opposite, workers retiring at the 
time of the reform, receive pension benefits from the government equal to 75% of the gross wage, as before the reform. The 
cohorts in between receive pension benefits from the government between 50% and 75% of their gross wage in proportion to their 
age, i.e., to the length of the period during which they have been contributing to the PAYG system.  
In the model, any difference between the amount of pension contributions received by the government in a given year and the 
amount of pension benefits paid is financed in the model via deficits, i.e., an increased stock of government debt. It is also 
assumed that at the date of the reform the PAYG system is in equilibrium, (i.e., that the amount of pension contributions received 
each year by the government exactly covers the amount of pension benefits paid) and that government deficits are equal to zero. 
The initial debt/GDP ratio corresponds instead to that recorded for the EU-15 aggregate. 

Graph III.2. Debt dynamics with and without pension reform: simulations with 
the QUEST ageing model 
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Source: Commission services. 

Graph III.2 shows the evolution of government debt under the two alternative scenarios. The evolution of debt evolution under 
the no-reform scenario reflects a growing deficit in the PAYG system associated with rising old dependency ratios. With a 
constant contribution rate, the share of pensions benefits paid by the government covered by PAYG contributions would decline 
from 100% to about 66% in 2050. This would imply an explosive path for the debt, exceeding 250% of GDP by 2050. Under the 
reform scenario, the path of the debt/GDP ratio differs considerably. Since this scenario implies an immediate reduction in 
pension contributions coupled with a phased in reduction in pension benefits, there will be an immediate increase in government 
deficits and a relatively fast accumulation of debt just after the reform. However, since the amount of pension benefits paid by the 
government falls over time, deficits will also fall and the debt/GDP ratio will tend to stabilize. 
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Moreover, compensation packages to ease resistance to 
reforms, if appropriately designed, are not necessarily 
costly to the budget. Schemes could be find such that the 
groups that lose for reforms are compensated via 
transfers paid by the groups benefiting from reforms.128  

Second, a credible commitment by the government 
towards medium-term budgetary discipline could help to 
win the resistance of groups opposing reforms. Once 
governments are credibly committed to sound public 
finances, the adoption of reforms that permit structural 
improvements in public finances in the medium/long 
term may become easier. Since voters and interest 
groups anticipate that know that governments will not 
loosen budgetary policy to ease the resistance to 
reforms, there will be less resistance to reforms in the 
first place. would be weaker in the first place.  

                                                 
128 There are anecdotal cases which seem consistent with this 

possibility. The Dutch labour market reform started in 1982 
and aimed at supporting wage moderation was accompanied 
by cuts in labour taxes and social security contributions 
paid by employees. This permitted to reduce labour costs to 
businesses without losses in net wages. Employment 
growth followed from 1984 onward. At the same time, 
government expenditure was cut substantially, so that, in 
spite of the tax cut, the government budget balance 
improved. 

The credibility of government commitment to budgetary 
discipline is enhanced when there is a wide perception 
of the need to take action to reverse unsustainable trends 
in public finances. The credibility of government 
commitment is also strengthened when taken at the 
international level. The experience with the pension 
reforms in several EU countries in the run up to EMU 
(Spain, Italy, Portugal) seems consistent with this 
argument. 

Overall, whether a trade-off exists between budgetary 
discipline in the short run and the adoption of reforms is 
mainly an empirical question. Analysing empirically the 
issue in the EU is the object of the next section of this 
part of the report. 
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3. The short-term link between structural 
reforms and public budgets: a close look at the 
EU data 

3.1 Introduction 

The aim of this section is that of assessing empirically 
the link between fiscal consolidation and economic 
reforms. The analysis focuses on EU-14 countries, given 
the lack of systematic data for the new Member States. 
Three types of reforms are considered: labour market 
reforms, product market reforms, and pension reforms. 
First, it is discussed the issue of how reforms can be 
measured and the data used for measuring reforms in the 
following analysis are described. Second, it is assessed 
the short-term impact of economic reforms on budgets. 
This is one of the most frequently alleged reasons for 
why a trade-off may arise between budgetary discipline 
and the adoption of reforms in the short run. The 
assessment will concern the overall short-term impact 
on budgets, without distinguishing between the direct 
and the indirect effect (e.g., arising via the provision of 
compensation packages) of reforms. Third, since the 
presence of budgetary costs associated with reforms in 
one, but not the only reason for a possible trade off 
between budgetary discipline and reforms, the analysis 
will also address directly the link between fiscal 
consolidations (measured by and improvement in 
primary cyclically adjusted budget balances) and the 
probability of implementing reforms. 

3.2 The measurement of structural 
reforms 

A first necessary step for the analysis is the 
measurement of economic reforms. Such measurement 
involves the major difficulty of having to quantify the 
degree of intensity of policies of very different types. 
Several attempts have been made in recent times by the 
academia and policy institutions to collect data on 

economic reforms and to develop indicators for the 
measurement of the effectiveness of such reforms.  
A first approach for measuring reforms consists of 
constructing indicators based on information on actual 
policies that have been implemented in given sectors, 
periods, and countries. Information is generally 
provided on the number of policy measures of certain 
types, possibly accompanied by an evaluation of such 
policies according to pre-defined criteria. This approach 
permits to obtain information on the action taken by 
governments with the purpose of reforming the 
functioning of markets or state institutions.129 A second 
approach consists of constructing indicators measuring 
the extent of existing distortions associated with 
government policies, for instance, the distortions 
associated with taxation or with the presence regulations 
in particular markets.130 The impact of reforms is 
measured in this case by the change in the level of the 
indicator measuring the degree of distortions. This 
second approach does not account directly for 
government reform initiatives, but permits to gauge the 
impact of such initiatives on the structural conditions of 
the different sectors considered. This approach also 
permits to assess the extent to which reforms are 
needed.  

                                                 
129 Databases on policy measures of different types are 

constructed an maintained by national and international 
policy institutions and by independent research centres 
(e.g., Rodolfo de Benedetti Foundation (FRDB) for what 
concerns labour market policies). 

130 Abundant work in this area has been done by the OECD. 
See, for instance, Nicoletti and Prior (2001) and Nicoletti 
and Scarpetta (2003). 
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Table III.1. Source and coverage of data on structural reforms 
 Source Description of data from which reform indicators have been 

constructed 
Country 
coverage 

Year 
coverage  

Reform indicator 

Labour market 
reform 

IMF Labour market index consisting of the unweighted average of 
indicators of employment restriction, unemployment benefit 
replacement rate and benefit duration. The index is normalized 
in such a way to be between 0 and 1 and to increase as labour 
market restrictions are reduced. Original data source: Nickell 
and Nunziata (2001), Labour Market Institutions Database and 
OECD data. 

EU-14 
except EL 

1970-
1998*  

The yearly change in 
the labour market 
index is positive and 
bigger than the 
median positive 
change 

Product market 
reform 

IMF Index measuring entry barriers, public ownership, market 
structure, vertical integration and price controls in public 
utilities and transport services. The index is normalized in such 
a way to be between 0 and 1 and to increase as product market 
restrictions are reduced. Original data source: Nicoletti and 
Scarpetta (2003). 

EU-14 
except EL 

1975-
1998 

The yearly change in 
the product market 
index is positive and 
bigger than the 
median positive 
change 

Pension reforms FRDB Data indicating the years in which reforms in pension systems 
were approved by Parliaments and the major characteristics of 
reforms. 

EU-14 1985-
2001 

A pension reform 
making the system 
less generous took 
place in the year 

Notes: *Except AT (1973-1998), PT (1975-1998) and FI (1971-1998). 
 
Whenever the indicator reveals a high degree of 
distortions in particular sectors (as compared with other 
countries or periods) there is indication of a stronger 
need to carry out reforms.131 

In the following analysis, indicators for labour and 
product market reforms are constructed on the basis of 
structural indexes measuring the degree of policy-
induced distortions used in IMF (2004b), while pension 
reform indicators are built on information collected and 
processed by the Rodolfo de Benedetti Foundation 
(FRDB) reporting the year of adoption and the main 
characteristics of reforms.132 

Table III.1 describes the sources of the original data and 
the methodology followed for constructing the reform 
indicators used in the analysis that follows. The 
indicators take value 1 in countries and years in which 
reforms took place and zero otherwise. Indicators 
constructed in this way permit to better compare results 
across different types of reforms starting from data 
representing different type of information (indexes 
summarizing the degree of distortions in the economy 
for labour and product market and tax reforms, and 
dicotomic variables reporting when and where reforms 

                                                 
131 A further method for measuring reforms is the use of 

structural indicators providing information on the 
functioning of the economy. For instance, in the case of the 
measurement of the functioning of the labour market, this 
approach would imply using a number of indicators 
concerning the magnitude and the characteristics of 
unemployment, job creation and job destruction flows, etc. 
This approach has been followed at the EU level to measure 
the progress towards the goals of the Lisbon strategy. 
Progress is benchmarked against indicators measuring 
outcomes achieved in specific sectors of the economy in 
EU Member States. 

132 Xavier Debrun is gratefully acknowledged for providing 
the data on structural indexes used in IMF (2004a). 

took place for pension reforms).133 These indicators also 
account for the discrete character of reforms, i.e., the 
fact that reforms are generally not evenly spread across 
time and space..134 The indicators constructed cover EU-
14 countries (except Greece for what concerns labour 
and product market reforms). Data are available starting 
from the ‘70s and up to late ‘90s or early 2000 for 
product and labour market reforms and for the 1985-
2001 period for pension reforms. 

Table III.2 reports the frequency across the sample of 
the type of reforms considered distinguishing between 
different decades. It shows that labour and product 
market reforms have been more frequent in the ‘90s than 
they were in the ‘80s and especially in the ‘70s. As for 
pension reforms, they were considerably more frequent 
in the ‘90s than in the ‘80s (information on the ‘70s is 
not included in the dataset used). 

                                                 
133 Reforms in labour and product markets correspond to 

changes in the structural indexes indicating a sufficiently 
big reduction in the degree of policy distortions. A similar 
approach is followed, for instance, in Heinemann (2004). 
By convention, it is assumed that reforms need to induce a 
reduction in the degree of distortion greater than the median 
reduction observed across the sample. The choice of the 
median value as a benchmark allows an easy interpretation 
(reforms are events leading to a reduction in the degree of 
distortion belonging to the top 50%) and implies a 
frequency of events classified as reforms in the order of 20-
to-30% of the total, which permits using statistical 
inference in the analysis of the links between reforms and 
fiscal variables across the sample.  

134 However, the use of discrete reform indicators has the 
drawback of not permitting to take into account the 
different intensity of the impact of policies in different 
countries and periods, while this can be captured by using 
directly indexes summarizing the extent of policy-induced 
distortions.  
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Table III.2.  Frequency of different types of 
reforms in different time periods (EU-14) 
 Before 1980 Between 1980 

and 1990 
After 1990 

Labour 
market 
reforms 

0.1 0.24 0.38 

Product 
market 
reforms 

0 0.16 0.62 

Pension 
reforms 

n.a. 0.16 0.31 

Figures represent the ratio between the total number of cases in which 
reforms occurred over the total number of years for which information 
is available on reform indicators. See Table III.1 for the definition of 
reform indicators and for country/year availability. 

3.3 Do reforms worsen government 
budgets in the short run? 

The purpose of this section is to provide evidence on the 
short-term budgetary impact of structural reforms. As 
discussed in the previous section of this part of the 
report, the presence of short-term costs to the budget 
could be one reason explaining a possible trade-off 
between budgetary discipline and reforms. A negative 
budgetary impact of reforms could be due either to 
direct effects associated with the reform (e.g., losses of 
pension contributions in case of systemic pension 
reforms) or to costs associated with the need to win 
resistance to reforms out via increased budgets (e.g., via 
subsidies or tax cuts). Due to the absence of systematic 
evidence on the budgetary impact of reforms that can be 
attributed exclusively to direct effects, in the following 
analysis no distinction will be made between the direct 
component and the component associated with the 
implementation of compensation schemes. 

3.3.1 Labour and product market reforms  
There is no obvious way in which labour market and 
product market reforms could impact directly budgets in 

the short term. Depending on the particular reforms 
considered, the effect could be either negative or 
positive. For instance, labour market reforms could 
either contribute to contain government expenditure if 
including reductions in unemployment subsidies or raise 
expenditure if comprising active labour market policies 
to promote employability (e.g., training programmes). 
As for product market reforms, they can for instance 
have a direct effect on budgets by altering the size of 
government subsidies and transfers to the corporate 
sector. Although the direct budgetary impact of labour 
and product market reforms is likely to be quite limited 
in the short-run, one needs to take into account the 
impact on public budgets that could be associated with 
the implementation of compensation schemes. 

A first approach to assess the short-term budgetary 
impact of reforms is to look at the change in various 
budgetary items in years immediately following reforms 
and to compare them with that in years where no 
reforms took place. Table III.3 reports average changes 
in primary cyclically-adjusted primary budgets (primary 
CABs) and selected components distinguishing between 
years immediately following the adoption of reforms 
and remaining years. T tests are performed to check 
whether differences in reform and ‘non-reform’ years 
are statistically significant. 

Results indicate that neither in the case of labour market 
reforms nor in that of product market reforms the 
variation in primary CABs is significantly different in 
reforms or non-reform years. In the case of labour 
market reforms it is observed a weaker reduction in 
government investment on average. In the case of 
product market reforms, the growth in cyclically-
adjusted revenues is significantly lower in reform years, 
but the effect on budgets is compensated by lower 
growth in primary expenditures. 

 

Table III.3. Average changes in budgetary variables during reform periods and periods where no 
reforms took place: labour and product market reforms (EU-14 except EL, 1972-1998) 
 Labour market reforms Product market reforms 

Year-to-year change in fiscal 
variables (% GDP), simple 
average  

No 
reforms 

(1) 

A reform took place 
in the current or 
previous year 

(2) 

t test for 
(1)≠(2) 

No 
reforms 

(1) 

A reform took place 
in the current or 
previous year 

(2) 

t test for 
(1)≠(2) 

Primary CAB 0.06 0.08 -0.14 0.15 0.15 -0.0 
Cyclically-adjusted revenues 0.43 0.3 0.65 0.54 0.01 2.89*** 
Social security contributions 0.17 0.08 1.3 0.12 0.017 1.7* 
Primary expenditure 0.38 0.19 0.93 0.36 -0.11 2.44** 
Social benefits other than in 
kind 

0.2 0.05 1.6 0.17 -0.005 1.97** 

Government subsidies -0.003 -0.048 0.85 -0.033 -0.072 0.79 
N. obs 238 114  153 141  
*, **, and *** denote, respectively, t tests significant at the 10, 5 and 1 per cent level. 
Source: Commission services. 
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From this prima-facie evidence there is not strong 
support to the view that labour or product market 
reforms were associated with short-term budgetary 
costs. However, the analysis so far did not control for 
other factors that may have affected government 
budgets.  

A common way to perform such control is to estimate 
‘fiscal rules’, describing the reaction of fiscal authorities 
(in terms of chosen levels of budget balances) to key 
macroeconomic developments, such as those related to 
the cycle and the level of debt.135 The strategy followed 
in the following analysis is therefore that of augmenting 
fiscal rules with variables relating to the implementation 
of reforms.136 The budgetary impact of reforms can be 
gauged by looking at the regression coefficient of the 
reform variables.  

Table III.4 reports the results for panel data estimation 
of fiscal rules. The dependent variable is the primary 
CAB, the explanatory variables are the output gap, the 
debt/GDP ratio and a dummy variable taking value 1 if 
reforms were implemented in the current or previous 
year. Estimates have been performed separately for the 
case of labour and product market reforms. In 
accordance with existing estimates of fiscal rules for EU 
countries, results indicate a non-significant response of 
fiscal authorities to output gaps and a significant 
positive response to debt.137 As for reforms variables, in 
the case of product market reforms the coefficient is 
negative but statistically insignificant (though close to 
the 10% significance level), while in the case of labour 
market reforms the coefficient is negative and 
significant. 

The size of the coefficients is also similar, indicating 
that in correspondence with both labour and product 
market reforms budgets are loosened by about 0.3 GDP 

                                                 
135 The basic idea is that fiscal authorities are motivated by an 

objective of output stabilization (so that chosen budget 
balances should respond positively to expected output gaps) 
and by a debt stabilization motive (so that a positive 
response of budget balances to the existing stock of debt is 
expected). For the estimation of fiscal rules for EU 
countries see, e.g., Von Hagen, Hugues-Hallet and Strauch 
(2001), Gali and Perotti (2003), European Commission 
(2004a), Ballabriga and Martinez-Mongay (2004). 

136 An alternative analytical strategy is followed in Pirttila 
(2001) in analysing the impact of reforms in transition 
countries (privatisation, price liberalization, trade 
liberalization) on fiscal adjustment. In that analysis, the 
change in the budget balance is regressed against reform 
variables and on measures of growth, unemployment, 
private firms’ entry and initial conditions (number of 
transition years). Results indicate that while privatisation 
has a significantly negative impact on the fiscal balance, the 
impact of price liberalization was significant and positive. 

137 However, it has been shown that the coefficients of output 
gaps and debt of fiscal rules have not been constant over 
time (e.g., Gali and Perotti (2003), European Commission 
(2004a), Ballabriga and Martinez-Mongay (2004)).  

points. The analysis does not permit to distinguish 
whether this budgetary effect is a direct one or whether 
it is related to the objective of policy authorities of 
winning resistance to reforms by relaxing the budget. It 
should be stressed that these results must be interpreted 
with care. In particular, they are likely to be affected 
significantly by the chosen method for measuring 
structural reforms. 

Table III.4. Budget balances and labour and 
product market reforms: estimating fiscal rules 
(EU-14 except EL, 1972-1998) 

Dependent variable: 
primary CAB 
Explanatory variables 

(1) (2) 

Constant -1.35*** 
(-5.49) 

-1.58*** 
(-5.15) 

Lagged dependent 
variable 

0.75*** 
(23.74) 

0.76*** 
(23.71) 

Output gap -0.21 
(-0.48) 

-0.06 
(-1.43) 

Lagged debt/GDP 
ratio 

0.032*** 
(6.78) 

0.036*** 
(6.21) 

Dummy for labour 
market reforms 

-0.306* 
(-1.65) 

 

Dummy for product 
market reforms 

 -0.29 
(-1.53) 

N. obs. 342 293 
R sq.  0.73 0.76 
Chi sq 1121 1171 

Notes: Estimations method: fixed effects, instrumental variables 
regression. The output gap is instrumented with its own lag and the 
US lagged output gap.  
Z statistics are reported in parentheses. *, **, and *** denote, 
respectively, significance at the 10, 5 and 1 per cent level. 
Coefficients for country fixed effects are not reported. 

3.3.2 Pension reforms 
The short-term direct budgetary impact of pension 
reforms depends crucially on the elements touched upon 
by the reform and on how the reform is designed. 
Parametric reforms in government pension schemes that 
reduce the generosity of the system are likely to exert a 
direct positive impact on budgets. This is generally the 
case of reforms increasing pension contributions, 
revising the criteria for the determination of pension 
benefits (e.g., modifying the indexation criterion of 
pensions), tightening the entitlement criteria for 
pensions, or increasing the statutory retirement age. As 
illustrated in section III.2.3. (Box III.2), systemic 
reforms may have instead a short-term negative impact 
on budgets even when having a possible long-term 
impact on public finances if they imply the shifting of 
social contributions into pension schemes privately run 
or classified outside the government. It should also be 
taken into account that the short-term budgetary impact 
of pension reforms could be affected to a relevant extent 
by the fact that reforms are quite often designed in such 
a way to take effect gradually.  

Table III.5 compares average changes in primary CABs 
and selected budgetary items in periods with and 
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without reforms. Results show that, in spite of a non-
significant difference in the changes in the primary CAB 
between periods with and without reforms, there is a 
statistically significant difference in the short term 
dynamics of social benefits other than in kind, which on 
average rise in periods without reforms and fall 
immediately after the implementation of reforms.138 The 
difference in the change in social contributions in 
reform and ‘non-reform’ years appears instead 
negligible. 

Since the short-term budgetary impact of pension 
reforms could be quite different depending on the 
specific reforms considered, it could be helpful a close 
look at budgetary variables of interest in the years 
before during and after each one of selected structural 
pension reforms. Of course, such an analysis would not 
be very informative on the impact of reforms on budgets 
(since there is no counterfactual for judge what would 
have been the evolution of budgetary variables without 
the reform) but could help to shed light on whether there 
are systematic differences in the evolution of reforms 
depending upon the type of reforms considered. The 
reforms included in the analysis are all those reducing 
overall the generosity of the system and classified as 
structural in the FRDB database, i.e., reforms applying 
to the whole population and not only to particular 
categories. 

Table III.6 reports the value (as a percent of GDP) of the 
primary CAB, cyclically-adjusted revenues, primary 
expenditure, social security contribution and social 
benefits other than in kind in the year before, during and 
in the two years after each reform. Almost all the 
reforms considered were mainly of the parametric type, 
aimed at modifying the functioning of PAYG 
government pension schemes. The only exceptions are 
the 1996 reform in the Netherlands, the 1998 reform in 
Sweden, and the 1987 reform in the UK.  

The 1996 Dutch reform consisted in the privatization of 
the pension fun for civil servants. The reform carried out 
in Sweden in 1998 was a broad reform, that implied, 
inter-alia, revising the functioning of the government 
PAYG pension scheme (from defined benefit to notional 
defined contribution) and the gradual introduction of 
gradually an additional funded, defined-contribution 
pillar (see Box III.3). The 1987 UK reform introduced 
the possibility of opting out from the government PAYG 
for joining individual private funded schemes.139 In 
                                                 
138 The ESA95 item social benefits other than in kind (D.62), 

comprises 4 sub-items: social security benefits in cash 
(D.621), private funded social benefits (D.622), unfunded 
employee social benefits (D.623), social assistance benefits 
in cash (D.624). Pension reforms are likely to affect 
especially the first two categories, that on average 
constitute about 2/3 of the aggregate social benefits other 
than in kind in the EU-15 in the past 10 years. 

139See http://www.frdb.org/documentazione/scheda.php?id= 
=55&doc_pk=9027). 

almost all the parametric reforms considered in Table 
III.6 elements aimed at reducing pension benefits and 
increasing pension contributions were present, together 
with revisions in the statutory retirement age.140 

The following points emerge from the data reported in 
Table III.6. First, the evolution of the primary CAB in 
correspondence with reform years were to a 
considerable extent driven by changes in cyclically 
adjusted revenues and primary expenditures not directly 
related to changes in pension contributions and social 
benefits. Second, the pension contributions as a share of 
GDP moved quite little after the reform in almost all 
cases (never more than 1 GDP point between the year of 
the reform and the two consecutive years).  

Table III.5. Average changes in budgetary 
variables during reform periods and periods 
where no reforms took place: pension reforms 
(EU-14, 1986-2001) 
 Pension reforms  

Year-to-year change 
in fiscal variables (% 

GDP), simple 
average 

No 
reforms 

(1) 

A reform took 
place in the 
current or 

previous year 
(2) 

t test for 
(1)≠(2) 

Primary CAB 0.012 0.18 -0.87 
Cyclically-adjusted 
revenues 

0.16 -0.04 1.06 

Social security 
contributions 

0.02 -0.015 0.6 

Primary expenditure 0.11 -0.23 1.54 
Social benefits other 
than in kind 

0.06 -0.11 1.85* 

Government 
subsidies 

-0.08 -0.09 0.11 

N. obs 123 101  
*, **, and *** denote, respectively, t tests significant at the 10, 5 and 1 
per cent level. 
Source: Commission services. 

There is some indication that the evolution of social 
contributions differed depending whether reforms were 
mainly parametric or systemic. After all parametric 
reforms, social contributions increased or stayed roughly 
constant, while in the case of the Dutch, and UK reform 
there was a slight reduction in pension contributions 
(see Box III.3 for the Swedish reform). Third, social 
benefits changed quite substantially after reforms. They 
fell after all systemic reforms. 
                                                 
140 FRDB reports as uncertain the impact of the German 

reform of 1992 on pension benefits, while in all other cases 
reforms are indicated as reducing benefits and increasing 
contributions. As for revisions in the retirement age, all 
reforms include an increase in the statutory retirement age, 
generally introduced gradually, except for the 1995 Italian 
reform where the retirement age was made more flexible 
compared with the regime introduced in 1992. Moreover, 
the Italian reforms of 1992 and 1995 were not purely 
parametric in that they also introduced fiscal incentives for 
the accumulation of individual private pension schemes 
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Table III.6. Budgetary variables evolution during structural pension reforms, EU-15, 
1986-1999, (% GDP) 

Pension reform Budgetary items t-1 t t+1 t+2 

DE 1992 Primary CAB -2.0 -1.1 0.0 0.6 
 Cyclically-adjusted revenues 42.6 44.1 46.2 46.5 
 Primary expenditure 44.3 44.8 45.9 45.6 
 Social security contributions 17.2 17.6 18.2 18.6 
 Social benefits other than in kind 15.7 16.3 17.4 17.7 
ES 1997 Primary CAB 1.4 2.2 1.4 2.1 
 Cyclically-adjusted revenues 40.0 39.5 38.7 39.2 
 Primary expenditure 38.4 37.0 37.1 36.7 
 Social security contributions 13.2 13.1 13.0 13.1 
 Social benefits other than in kind 13.8 13.3 12.8 12.4 
IT 1992 Primary CAB -0.5 1.7 3.7 2.8 
 Cyclically-adjusted revenues 43.4 46.1 48.3 45.8 
 Primary expenditure 43.7 44.1 44.6 43.1 
 Social security contributions 14.8 15.1 15.3 15.0 
 Social benefits other than in kind 15.6 16.5 17.0 17.3 
IT 1995 Primary CAB 2.8 4.0 4.7 7.1 
 Cyclically-adjusted revenues 45.8 45.7 46.1 48.1 
 Primary expenditure 43.1 41.9 41.7 41.7 
 Social security contributions 15.0 14.8 15.0 15.3 
 Social benefits other than in kind 17.3 16.7 16.9 17.3 
NL 1996      
 Primary CAB 2.7 4.7 4.3 3.3 
 Cyclically-adjusted revenues 47.8 48.2 47.2 46.0 
 Primary expenditure 45.5 44.1 43.1 42.4 
 Social security contributions 17.2 16.6 16.6 16.4 
 Social benefits other than in kind 15.3 14.8 13.9 13.0 
PT 1993 Primary CAB 2.8 0.3 0.1 1.6 
 Cyclically-adjusted revenues 40.9 40.5 39.6 40.4 
 Primary expenditure 37.7 40.0 39.4 38.8 
 Social security contributions 10.4 10.7 10.8 11.0 
 Social benefits other than in kind 10.2 11.2 12.6 11.8 
FI 1997 Primary CAB 3.8 3.1 4.0 3.9 
 Cyclically-adjusted revenues 58.0 54.8 53.3 53.3 
 Primary expenditure 55.5 52.2 49.2 49.0 
 Social security contributions 14.2 13.4 13.1 13.2 
 Social benefits other than in kind 21.5 19.8 18.3 18.1 
SE 1998 Primary CAB 6.5 7.7 6.4 7.2 
 Cyclically-adjusted revenues 63.7 63.9 62.9 61.7 
 Primary expenditure 56.7 55.3 55.5 53.3 
 Social security contributions 14.5 14.5 13.2 15.1 
 Social benefits other than in kind 18.9 18.7 18.2 17.5 
UK 1987 Primary CAB 2.9 2.1 1.7 2.5 
 Cyclically-adjusted revenues 44.4 42.8 40.8 39.9 
 Primary expenditure 41.6 40.7 39.0 36.9 
 Social security contributions 8.35 8.4 8.1 8.0 
 Social benefits other than in kind 14.1 14.3 13.5 12.5 

Note: Including only structural reforms decreasing the generosity of the pension system as reported in the FRDB database. Social 
benefit figures refer to the ‘social benefits other than in kind’ category in the ESA95 government accounts. 
Source: European Commission computations on FRDB and AMECO databases. 

 

The case of parametric reforms is instead mixed: an 
increase is observed after the German reform, the two 
Italian reforms and the Portuguese reform, while after 
the Spanish and the Finnish reform a reduction in 
benefits is observed. Overall, the evidence broadly 
supports the expectation that the impact of reforms is 
likely to be quite different depending on the specifics of 
the reforms considered, in particular whether they are 
mainly parametric or systemic reforms. 

Since short term budgetary outcomes are determined by 
a series of factors are than pension reforms, an 

appropriate assessment of the impact of pension reforms 
on budgets needs to control for such factors. The 
estimation of augmented fiscal rules allows to perform 
this type of control. Table III.7 presents the results for 
fiscal rules analogous to those estimated previously for 
the case of labour and product market reforms, 
introducing this time a pension reform dummy that takes 
value 1 if a pension reform was implemented in the 
current or previous year. The analysis in this case refers 
separately to the determinants of the primary CAB, 
cyclically-adjusted revenues and primary expenditures. 
Results show that the pension reform dummy has a 
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negative but non-significant impact on primary CABs. 
The coefficient indicates that a reform implemented in 
the current or previous year reduced the value of the 
primary CAB by about 0.2 GDP points. However, given 
the high uncertainty surrounding this estimate (a high 
standard error of the regression coefficient) it cannot be 
judged to be significantly different from zero. By 
carrying out the same analysis using a dependent 
variable the cyclically-adjusted government revenues 
and primary expenditures one notices that most of the 
deterioration of the primary CAB in the aftermath of 

pension reforms is associated with a reduction in 
revenues rather than with increased expenditures. Again, 
the impact on revenues is however not statistically 
significant. Moreover, the analysis does not permit to 
distinguish whether the budgetary impact of pension 
reforms is a direct one or whether it is related to a 
budgetary relaxation to ease resistance to the 
implementation of the reform. 

 

Table III.7. Budget balances and pension reforms: results 
from the estimation of fiscal rules (EU-14, 1986-2001) 

Dependent variables 
Explanatory variables 

Primary CAB Cyclically-
adjusted 

government 
revenues 

Primary 
government 
expenditure 

Constant -2.48*** 
(-4.40) 

8.14*** 
(5.54) 

4.99*** 
(2.85) 

Lagged dependent 
variable 

0.71*** 
(17.57) 

0.78*** 
(21.89) 

0.91*** 
(22.76) 

Output gap -0.003 
(-0.08) 

0.14*** 
(3.65) 

0.14*** 
(2.86) 

Lagged debt/GDP 
ratio 

0.048*** 
(5.5) 

0.034*** 
(4.21) 

-0.018** 
(-2.18) 

Dummy for pension 
reform 

-0.24 
(-1.18) 

-0.22 
(-1.3) 

-0.05 
(-0.24) 

N. obs. 224 224 224 
R sq.  0.69 0.79 0.73 
Chi sq 1128 405731 255782 

Notes: Estimations method: fixed effects, instrumental variables regression. The output 
gap is instrumented with its own lag and the US lagged output gap.  
Z statistics are reported in parentheses. *, **, and *** denote, respectively, significance 
at the 10, 5 and 1 per cent level. Coefficients for country fixed effects are not reported. 
The pension reform dummy is constructed as an indicator taking value 1 if a pension 
reform was carried out in the current or previous year and zero otherwise. 

 
Box III.3. The multi-pillar pension reform in Sweden: main characteristics, statistical  classification 
issues and its impact on the government budget 
Following an almost decade-long political process, on 8 June 1998 the Swedish Parliament (the Riksdag) adopted a decision on a 
new system for retirement pensions. The long process reflected the intention from the outset to obtain broad political support in 
favour of a reform leading to a new pension system that could remain stable over a long time. The main aspects concerned by the 
reform were as follows: (i) a revision in the functioning of the government PAYG system; (ii) the creation of a new funded pillar.  

The implementation of the reform foresees a phasing-in period: pension beneficiaries born before 1937 are not affected by the 
reform and are entitled to pension benefits according to the old system; generations born after 1953 will receive pensions 
according to the new system; beneficiaries born between 1938 and 1953 will receive pensions computed according to both the old 
and the new system. The social insurance offices, the National Social Insurance Board and the Premium Pension Authority (PPM) 
administer the system. 

The main feature of the reform in the PAYG pillar is the introduction of an actuarially fair system for computing benefits in terms 
of accrued contributions.* The reform transformed the previous defined-benefit system into a notional defined-contribution 
system. Pension contributions to the PAYG system amount to 16% of income. The growth of pension rights is calculated on the 
basis of the cohort-specific life expectancy and is indexed to income growth in the economy. Moreover, the system includes an 
adjustment mechanism to the indexation of pension benefits to ensure financial sustainability. Finally, the new PAYG scheme 
defines an upper limit on pension rights earned for high incomes and provides a minimum pension regardless of contributions 
paid financed by the central government budget.  

Concerning the funded defined-contribution pillar, it collects contributions equal to 2.5% of income. For the funded part of the 
system, future individual pension benefits are determined on the basis of the stock of contributions accumulated and of the returns 
on the fund, whose assets are invested in financial markets. Due to the phasing-in of the reform, in the short-to-medium run, when 
the scheme has not yet reached the steady-state, contributions to the funded scheme will be larger than disbursements, i.e., the 
scheme will exhibit surpluses. 
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Against the background of several countries implementing or being in the process of implementing multi-pillar pension reforms, 
Eurostat set up a task force in 2003 on the classification of pension schemes with a view to interpret the ESA95 rules. The 
decision by Eurostat of 2 March 2004 on the classification of pension schemes implies that funded defined contribution pension 
schemes should be classified outside the government sector.** The rationale underlying the decision is that these schemes, even 
when run by the government, should be considered as owned by the pension beneficiaries, who are the ultimate economic owners, 
i.e., those bearing most of the risk (associated mainly with financial market developments). Member States are required to 
implement the Eurostat decision, by classifying funded, defined-benefits schemes outside the government sector, by March 2007 
at the latest.***  

In the case of Sweden, the re-classification of the funded DC pension scheme introduced with the reform of 1998 will result in a 
reduction of the general government budget balance estimated in the order of 1% of GDP per year. Table III.8 reports national 
source estimated figures for the balance of the funded DC scheme. Up to 2000 contributions were recorded in the central 
government. In 2000 all the contributions paid up to 2000 were recorded altogether in the fund, and this explains the large surplus 
for the fund in that year. In subsequent years, the surplus is estimated to be around 1% of GDP. A the time of the re-classification 
of the fund outside the government sector in line with the Eurostat decision, the government budget balance will be reduced 
accordingly. 

Table III.8. General government budget and funded DC pension scheme balance, Sweden (% of GDP) 
 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
General government budget balance 1.9 2.3 5.1 2.9 -0.3 0.5 0.7 0.6 0.4 0.8 
Funded DC pension scheme balance 0.0 0.0 2.6 0.9 0.9 0.9 1.0 1.0 1.0 1.1 
General government budget balance 
excluding the balance of the 
 funded DC pension scheme 

1.9 2.3 2.5 2.0 -1.2 -0.4 -0.3 -0.4 -0.6 -0.3 

Funded DC pension scheme assets,  
market value 

0.0 0.0 2.4 2.9 2.9 3.8 4.6 5.4 6.2 7.1 

Source: Swedish Budget Bill for 2005 (September 2004); Ministry of Finance; National Accounts, Statistics Sweden.  
*Other elements of the reform concerned the revision of the minimum pension guarantee and the determination of the statutory retirement age. An 
overview of the Swedish pension system is provided in ‘The Swedish National Pension System’, Ministry of Health and Social Affairs and 
National Social Insurance Board, September 2003 and can be found at http://regeringen.se/content/1/c4/05/07/aa589a7c.pdf 
**This principle means that the expected present value of pension contributions received by the government equals that of pension benefits paid. 
*** See Eurostat News Release 30/2004, 2.3.2004, available at:  
http://epp.eurostat.cec.eu.int/cache/ITY_PUBLIC/2-02032004-BP/EN/2-02032004-BP-EN.HTML  

. 

3.3.3 Do fiscal consolidations hamper the 
adoption of reforms? 

The previous section has analysed whether reforms had 
a negative impact on budgets in the short term. As 
argumented previously, a deterioration in budget 
balances associated with reforms (either because of 
direct budgetary costs or because resistance to reforms 
is contained via tax cuts or increases in particular type 
of expenditures) is one reason for why budgetary 
discipline in the short-term could hamper the adoption 
of reforms, but not the only one. Fiscal consolidations 
could be perceived as politically costly (mainly via their 
negative impact on economic activity in the short-term). 
If reforms are costly politically too and governments 
dispose of ‘political capital’ in limited supply, a trade 
off may emerge between adopting reforms and taking 
the necessary measures for ensuring budgetary 
discipline. In this section it is therefore directly analysed 
the relation between the stance of budgetary policy and 
the implementation of reforms. 

A first approach to analyse whether fiscal consolidations 
were negatively associated with the adoption of reforms 
is to compare across the EU countries included in the 
sample the frequency of reforms in years during which 
there was an improvement in primary cyclically-
adjusted budgets (primary CAB) with that in years in 

which primary CABs deteriorated. Graph III.3 reports 
such information. The difference is negligible in case of 
labour market reforms, it is slightly higher in 
consolidation years for product market reforms, while in 
the case of pension reforms there is a quite substantially 
higher frequency of reforms in years in which primary 
CABs improved (31% of the cases as compared with 
22% when a reduction in the primary CAB was 
recorded). 

Additional useful prima-facie information on the link 
between fiscal consolidation and the implementation of 
reforms is obtained by comparing the frequency of 
reforms across the sample before and after the 
introduction of the EU fiscal framework. This permits to 
have a first check on the presumption that the EU 
framework for fiscal discipline acts as a constraint on 
the implementation of reforms. Graph III.4 reports data 
on the frequency of reforms in the 1990s, separately for 
the period before and after the start of phase II of EMU 
(i.e., 1994). The data suggest that while labour market 
reforms became less frequent in the EU countries 
covered by the sample, after the introduction of the EU 
fiscal framework, the opposite holds for product market 
and pension reforms. 
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Graph III.3. Frequency of reforms during years 
of consolidations and years where primary 
cyclically-adjusted budget balances worsened  
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Graph III.4. Frequency of reforms before and 
after phase II of EMU 
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Looking simply at the difference between reform 
frequencies in years with and without budgetary 
consolidation does not permit to take into account the 
impact that factors different from budgetary policy, had 
on the timing of the adoption of economic reforms. 
There are very few attempts to estimate empirically 
whether fiscal consolidation has a negative impact on 
the probability of carrying out economic reforms 
controlling for other factors. In IMF (2004a), regression 
analysis on a panel of advanced countries is performed 
to assess the impact of alternative determinants of 
various reforms, including budget balances.141 Results 

                                                 
141 The analysis concerns several types of reforms: labour 

product and financial market reforms, tax reforms and trade 
reforms. The following set of explanatory factors are 
considered: initial structural conditions, variables relating to 
international factors and openness, macroeconomic 
variables, and factors affecting the policy-making process. 
The initial structural conditions are captured by lagged 
variables of the structural indicators used as dependent 
variables and by demographic variables. International 
factors are captured by the share of trade on GDP (trade 
openness) and by a dummy variable for EU membership. 
The macroeconomic variables used include cyclically-
adjusted primary budget balances, both levels and year-to-
year changes and dummy variables denoting years with 

indicate that fiscal consolidation could be negatively 
associated with tax reforms and labour and product 
market reforms, while there is no significant relation 
with financial market reforms and trade reforms. 
Conversely, the level of the cyclically-adjusted budget 
balance is generally significantly and positively related 
to structural reform indicators.142 

Very few work exists investigates the impact that the 
introduction of the EU fiscal framework had on the link 
between public budgets and the probability of carrying 
out structural reforms in EU countries. Original 
empirical analysis has therefore been undertaken in this 
report with the aim of addressing this issue (Box III.4). 
The econometric specification adopted permits to 
analyse (i) whether the introduction of the EU fiscal 
framework (identified with the start of phase II of EMU, 
i.e., 1994) had any direct impact on the probability of 
reforms and (ii) whether the effect exercised by fiscal 
variables (the change in the primary CAB, the level of 
the CAB, the level of debt) on the probability of reforms 
changed after EMU. A negative sign for the regression 
coefficient of the EMU variable would be consistent 
with the view that there is a trade-off between budgetary 
discipline and structural reforms in the short-term, and 
that the EU fiscal framework, by introducing ceilings 
and targets for deficits, has shifted the balance against 
structural reforms. There is no clear a-priori for what 
concerns the impact of the EU fiscal framework on the 
way structural reforms are affected by fiscal variables. 
This is because there are no clear ex-ante expectations 
on whether the presumed trade-off between budgetary 
discipline and structural reforms could have become 
more or less binding after EMU. On the one hand, the 
need to consolidated public finances in the run-up to 
EMU and adhere to numerical rules for deficits hereafter 
may have led to ‘consolidation fatigue’, so that policy 
authorities may now attach a bigger weight to the 
political costs of fiscal consolidation. According to this 
argument, the trade-off between budgetary discipline 
and reforms could have become more stringent. On the 
other hand, after EMU, the policy authorities’ 
commitment to budgetary discipline has become more 
credible, and this contributes to reduce the political costs 
associated with fiscal consolidation and to ease the 
supposed trade-off between budgetary discipline and 
reforms.  

                                                                              
very low growth (bad years) and how many of the previous 
3 years were bad years. Factors affecting the policy-making 
process were captures by a list of dummies capturing 
political variables (e.g., whether in the year were there 
elections, electoral rule followed,…).  

142 Analogous analysis to that contained in IMF (2004a) has 
been carried out in IMF (2004b) separately on a sample 
comprising EU countries only. It is shown that when the 
analysis is restricted to EU countries, the impact of fiscal 
consolidation on the implementation of reforms becomes 
significantly weaker. 
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Overall, the results from the analysis point to a negative 
but non-significant relation between the consolidation 
variable and labour and product market reforms and to a 
highly insignificant relation between consolidation and 
pension reforms. Moreover, the introduction of the EU 

fiscal framework does not appear to have exercised 
neither a significant direct effect on the probability of 
reforms nor a systematic and significant impact on the 
relationship between fiscal variables and the probability 
of reforms. 

Box III.4. Estimating the impact of fiscal consolidation on reforms 
The approach followed to analyse econometrically the impact of fiscal consolidation on reforms has some distinguishing features. 
First, discrete variables for labour and product market and pension reforms have been used as dependent variables in regression 
analysis (see Table III.9). This means that the impact of the alternative explanatory factors of reforms is interpreted as affecting 
the probability of carrying out reforms (probit analysis). Second, since the aim of the analysis is that of highlighting a possible 
trade–off between fiscal consolidation and reforms rather than providing a whole assessment of the determinants of structural 
reforms, only explanatory variables relating to cyclical and public finance conditions appear as distinctive explanatory factors, 
other factors (e.g., relating to the initial structural conditions, political and institutional factors, etc.) being all captured by 
country-specific trends.* Third, the econometric specification chosen permits to assess which impact the introduction of the EU 
fiscal framework had both on the probability of reforms and on the link between fiscal variables and economic reforms.  
 

Table III.9. Public budgets and the probability of reforms: probit 
regressions 

Dependent variables 
 

Explanatory variables 

Labour market 
reforms 
indicator 

Product market 
reforms 
indicator 

Pension 
reforms 
indicator 

Output gap  0.006 
(0.38) 

-0.0003 
(-0.04) 

-0.01 
(-0.70) 

Change in output gap 0.021 
(1.05) 

-0.02 
(-1.23) 

-0.001 
(-0.05) 

    
CAB (year<=1993) 0.027 

(1.08) 
0.03*** 
(2.76) 

-0.016 
(-1.56) 

Change in primary 
CAB (year<=1993) 
 

-0.02 
(-1.31) 

-0.015 
(-0.64) 

0.008 
(0.26) 

Debt (year<=1993) 0.009*** 
(4.22) 

0.009 
(4.14)*** 

0.0003 
(0.17) 

    
CAB (∆ after 1993) -0.09 

(-2.76)*** 
-0.01 

(-0.36) 
-0.003 
(-0.11) 

Change in primary 
CAB (∆ after 1993) 
 

0.087 
(1.45) 

-0.012 
(-0.2) 

0.004 
(0.10) 

Debt (∆ after 1993) 
 

-0.003 
(-0.87) 

0.0019 
(0.89) 

0.001 
(0.42) 

    
Dummy year>=1993 -0.24 

(-1.17) 
-0.16 

(-0.79) 
-0.13 

(-0.46) 
    
N. obs. 309 297 210 
Pseudo R sq.  0.21 0.32 0.14 
Log likelyhood -143 -124 -109 

Notes: Estimation method: probit regressions on panel data, standard errors adjusted for 
clustering within countries. Coefficients represent the marginal contribution of the 
explanatory variables (measured at sample mean) to the probability of reforms being 
carried out. All equations include country-specific trends, whose coefficient, significant 

Z statistics for the significance of probit coefficients are reported in parentheses. *, **, 
and *** denote, respectively, significance at 90, 95, and 99% confidence. 
All fiscal variables and output gap levels and changes are lagged 1 year. CABs are 
expressed as shares of potential output. Debt as a share of GDP. 

The cycle is captured by the level and the year-to-year change in the output gap. Output gap levels become negative (positive) 
after consecutive years of growth below (above) trend. The expected sign of the variable is therefore negative, indicating that a 
protracted disappointing growth performance is likely to trigger reforms. The change in the output gap is negative (positive) if 
current growth is below (above) trend. There is no clear a-priori for this variable. A positive sign would signal that reforms are 
more likely to be implemented when growth picks up. The fiscal variables included are the level of the CAB (aimed at capturing 
whether room in the budget to cater for reform costs facilitate the adoption of reforms), the change in the primary CAB (which 
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measures the stance of fiscal policy) and the debt/GDP ratio (to capture the impact of structural and persistent fiscal imbalances 
on the probability of carrying out reforms). Both the variables capturing the cycle and the fiscal situation are included with 1 year 
lag to avoid problems of simultaneity. 

A dummy variable taking value 1 after 1993 (i.e., starting from phase II of EMU) captures the direct impact of the EU fiscal 
framework on reforms. Fiscal variables are included in the specification also interacted with the EMU dummy variable. The 
coefficient of the fiscal variables without interaction is interpreted as applying to the sample years up to 1993, while the 
coefficient of the variables interacted with the EMU dummy measures the change in these coefficients after 1993.  

The results, reported in Table III.9, can be summarised as follows. First, the direct impact of EMU is negative but never 
significant, irrespective of the type of reform considered. Second, the estimated impact of fiscal consolidation (i.e., the change in 
the primary CAB) is negative for labour and product market reforms while it is positive in the case of pension reforms. In no case 
the coefficient of the fiscal consolidation variable is significantly different from zero. Moreover, there is no significant change in 
the coefficient of the consolidation variable after EMU. Third, there is evidence pointing to a generally positive effect of the level 
of the CAB in the case of labour and product market reforms, while the coefficient is negative for pension reforms. A statistically 
significant coefficient is obtained only for the case of product market reforms. There is evidence that EMU changed significantly 
the impact of the CAB only for labour market reforms: the impact of the CAB on the probability of reforms turned from positive 
to negative after EMU. Fourth, debt levels are positively related with the probability of reforms, with significant coefficients in 
the case of labour and product market reforms but not in the case of pension reforms. Finally, the variables capturing the effect of 
the cycle are never significant. 

* It is also to note that in the case of pension reforms there is no obvious measure of the initial state of structural conditions, being 
the reform indicator constructed on the basis of policy measures implemented rather than on the basis of a sufficiently large 
improvement in structural indexes as in the case of labour market and product market reforms. 

 
3.4 Summary of findings 
The main messages from the empirical analysis on the 
short-term budgetary impact of product market and 
labour market reforms and of pension reforms can be 
summarised in the following way. 

•  Looking at average changes in budget balances 
in years with and without reforms, no 
significant differences emerge for what concern 
the evolution of the primary CAB in the short-
term, irrespective of the type of reform 
considered. Product market reforms are 
associated with slower growth in government 
revenues accompanied by corresponding 
slower growth in expenditure. In the aftermath 
of pension reforms, social benefits paid by the 
government grow at a significantly slower rate, 
but the overall impact on the budget is 
compensated by government revenues also 
growing at a slower rate. The analysis of the 
evolution of budgetary variables during the 
implementation of selected structural pension 
reforms suggests that the impact of reforms can 
be quite different depending on the 
characteristics of the reform, mainly on 
whether the reforms mainly introduce 
parametric changes or also allow for systemic 
changes in the national framework for 
pensions.  

This analysis though suffer from the caveat that 
the impact of reforms is not isolated from that 
of other factors that may have affected budget 
balances as well 

•  When the short-term budgetary impact of 
reforms is evaluated after controlling for the 
response of fiscal authorities to the cycle and 

debt developments, there is evidence that 
labour market reforms, product market reforms, 
and pension reforms are associated with a 
deterioration in budgets (due either to a direct 
budgetary impact of reforms or to other 
reasons, like tax cuts or expenditure increases 
aimed at easing resistance to reforms). The 
impact appears rather weak (a primary CAB 
reduced by few decimal of GDP points) and 
statistically significant only in the case of 
labour market reforms. This evidence, pointing 
to a possible trade-off between short-term 
budgetary discipline and structural reforms in 
the case of labour market reforms, may be 
explained on the ground of relatively strong 
resistance to the introduction of this type of 
reforms. 

•  Budgetary deteriorations following reforms are 
not the only reason for why a trade-off between 
budgetary discipline and reforms could emerge. 
Looking directly at the relation between fiscal 
consolidation variables and the frequency of 
reforms, the expectation that reforms are less 
frequent in years where a budgetary 
consolidation takes place seems disconfirmed 
by the data. At the opposite, product market 
and pension reforms are more frequent in these 
years. There is also no systematic evidence that 
after the introduction of the EU fiscal 
framework (which has corresponded in some 
Member States to consolidation efforts in the 
run-up to EMU and with a subsequent prudent 
budgetary strategy) reforms became less 
frequent: while this seems true for labour 
market reforms, the opposite result is obtained 
for product market and pension reforms.  
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•  There are many factors that account for the 
adoption of reforms: structural, 
macroeconomic, institutional. Once an attempt 
is made to control for these factors in assessing 
the role of fiscal variables in determining the 
probability of reforms, the analysis shows that 
the impact of the consolidation variable (the 
change in the primary CAB) is negative, weak 
and non-significant for labour and product 
market reforms and positive and highly 
insignificant for pension reforms. Moreover, 
the introduction of the EU fiscal framework 
had a negative but not significant impact on the 
probability of reforms and did not change 
significantly the impact of consolidation on the 
probability of reforms. Conversely, for product 
market reforms, there is some support in the 
data to the view that low deficits (more room in 
budgets to accommodate possible budgetary 
costs of reforms) contribute to increase the 
probability of reforms. Furthermore, for both 
labour and product market reforms, high debts 
(stronger need to put to an end unsustainable 
trends in public finances) increase the 
probability of reforms. 

The results from the empirical analysis suffer from the 
fact that the data set is of limited size and because any 
measurement of reforms involve to a certain degree 
arbitrary choices which may however matter for results.  

Overall, there is a strong indication that generalizations 
are not easy to make for what concerns the link between 
structural reforms and budgets in the short-run. Results 
differ depending on the specific type of reforms 
considered. Also within a given type of reforms (e.g., 
pension reforms) the fiscal implications are likely to 
differ considerably depending on the main elements of 
the reform and on how reforms are designed. 
Furthermore, the weak statistical significance of results 
reveals in general a high degree of dispersion in results 
across the sample, i.e., each reform case cannot be easily 
assimilated to the average.143 

These results point to some lessons for policy. In the 
implementation of the EU fiscal framework there are 
reasons for taking better into account the role of 
economic reforms, especially when there is a strong ex-
ante expectations that reforms may have a positive 
impact on public finances in the long run coupled with 
budgetary costs in the short term. However, a 
mechanistic, one-size-fits-all approach whereby all 
reforms or all reforms belonging to some broad 
categories are judged the same way should be avoided. 
Judgement should also be used on a case-by-case basis, 
on the ground of information on the relevant 
specificities of the various reforms at stake. 

 

                                                 
143 Some care should be used on the interpretation of results 

concerning the impact of phase II of EMU on the 
probability of reforms. In fact, monetary integration in 
Europe was supplemented by other processes, notably the 
European Employment Strategy (introduced in 1997) which 
presumably had a positive impact on labour market 
reforms.  


