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II.2. Fiscal consolidation in reformed 
and unreformed labour markets 

Introduction 

Since the onset of the of the 2008 financial crisis, 
Europe has been witnessing a worrying upsurge in 
unemployment and an unprecedented dispersion 
of unemployment rates. The implementation of 
major and protracted fiscal consolidation 
strategies in such a context, and without prospects 
of a stable worldwide recovery, has stimulated a 
policy debate on the growth and employment 
impact of consolidation measures. (35)  

Despite these concerns, a number of euro area 
countries have recently put in place ambitious 
fiscal consolidation plans while at the same time 
carrying out major labour market reforms. In 
particular, the rigid and hard-to-reform 
employment protection legislation (EPL) systems 
in southern European countries have been 
profoundly shaken up with a view to stimulating 
job creation and tackling the problem of labour 
market segmentation. At the same time, severe 
budgetary cuts have been implemented in order to 
put public finances on a sustainable footing and 
reassure markets.  

Empirical analyses of the impact of fiscal policy 
focus mostly on output, (36) while only a few 
papers look at the unemployment and labour 
market impact. An example of the latter is 
Monacelli et al. (2010) (37), who develop a 
structural VAR for the US and find a negative and 
significant impact of government spending on 
unemployment and job destruction, while job 
creation increases. 

Against this background, the present section aims 
to address the following questions:  

• How do employment protection reforms 
interact with fiscal consolidation in 
determining unemployment and labour market 
flows?  

                                                        
(35) See for instance Corsetti, G. (2012), ‘Has austerity gone too 

far?’, VoxEU.org, 2 April. 
(36) Blanchard, O. and R. Perotti (2002), ‘An empirical 

characterization of the dynamic effects of changes in 
government spending and taxes on output’, Quarterly 
Journal of Economics, Vol. 117, NR. 1329-68; and Perotti, R. 
(2005), ‘Estimating the effects of fiscal policy in OECD 
countries’, Proceedings, Federal Reserve Bank of San 
Francisco. 

(37) Monacelli, T, R. Perotti, and A. Trigari (2010), 
‘Unemployment fiscal multipliers’, Journal of Monetary 
Economics, 97(5), 531-553 

• What is the impact of fiscal consolidation on 
job market flows, and does it matter if 
dismissals are less costly?  

The section looks at the impact of fiscal policy on 
cyclical unemployment, job market flows and the 
share of long-term unemployment. Cyclical 
unemployment is defined as the difference 
between the actual unemployment rate and the 
non-accelerating-wage rate of unemployment 
(NAWRU). The analysis is based on a recent 
panel regression presented in more detail in 
Turrini (2012). (38)  

Measuring fiscal consolidation and assessing 
the link between consolidation and 
unemployment  

While much of the available empirical research on 
the impact of fiscal consolidation uses estimates 
of the cyclically adjusted primary balance 
(CAPB) as a measure of discretionary changes in 
fiscal policy, the present work rests on an ‘action-
based’ database recently developed at the 
IMF. (39) Using an ‘action-based’ measure of 
fiscal adjustment (i.e. as announced by fiscal 
authorities) removes some of the estimation biases 
traditionally associated with the CAPB. These 
include difficulties in measuring the cycle in real 
time and endogeneity issues due to the fact that 
the discretionary component of fiscal policy may 
respond to changes in cyclical conditions. With an 
action-based measure of consolidation, causality 
is measured one way – from fiscal policy to 
unemployment.  

Graph II.3.1 displays prima-facie evidence of the 
link between cyclical unemployment and fiscal 
consolidation. The scatterplot exhibits a positive, 
though weak, relation between consolidation and 
cyclical unemployment across the panel. Of 
course, this prima-facie evidence does not imply 
causation but is suggestive of a possible link 
running from fiscal policy to unemployment 
outcomes. 

The link can be further investigated by means of a 
set of panel regressions that relate labour market 
conditions to fiscal consolidation. In the baseline 
regression specification, cyclical unemployment 

                                                        
(38) Turrini, A. (2012), ‘Fiscal consolidation in reformed and 

unreformed labour markets: A close look at EU countries’, 
European Economy, Economic Papers, European Economic 
Paper no. 462. 

(39) Devries, P., Guajardo J., Leigh D., and A. Pescatori (2011), 
‘A new action-based dataset of fiscal consolidation’, IMF 
Working Paper WP/11/128. 
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in thirteen EU Member States (ten of which are 
euro-area countries) between 1980 and 2010 is 
regressed on the measure of fiscal consolidation 
(see BoxII.2.1 for more details on the data and the 
methodology as well as a table of results). The 
underlying assumption is that fiscal consolidation 
mostly impacts cyclical unemployment. 

 

Graph II.2.1: Cyclical unemployment and fiscal 
consolidations, action-based (1980-2009), 

13 EU countries 
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Regression results show that there is a high degree 
of persistence in cyclical unemployment. The 
short-term unemployment impact multiplier of the 
overall budgetary consolidation variable is 
positive but not large, amounting to less than 1/10 
of a percentage point of unemployment for each 
GDP point of consolidation. The result seems to 
be mostly attributable to consolidation efforts on 
the spending side. A breakdown of the 
consolidations into revenue and spending shows 
that, while the impact of government revenue is 
not statistically significant, that of government 
expenditure is negative and higher in absolute 
value and of a higher order of significance than 
that for the overall budget balance. The result is in 
line with the empirical literature, which generally 
points to higher short-term multipliers for 
spending-based consolidation than for tax-based 
consolidation. 

The estimated unemployment impact multipliers 
are broadly in line with existing estimates of GDP 
fiscal multipliers. For instance, the estimated 
coefficient for government expenditure (0.16) 
would imply a GDP fiscal multiplier of about 

0.50, assuming a standard Okun coefficient of 
0.3. (40)  

Separate regression results for high and low EPL 
countries can contribute to the assessment of the 
interplay between the unemployment effects of 
fiscal policy and the role of labour market 
regulation. Focusing on the expenditure side of 
consolidation, fiscal consolidations are found to 
have a somehow larger effect on unemployment 
in regulated labour markets. High EPL countries 
show an unemployment impact that is around ten 
basis points higher for each GDP point of 
expenditure-based consolidation than the low 
protection countries. Probably due to the 
reduction in sample size, all other estimated fiscal 
policy effects in an EPL-based split of the sample 
countries are not statistically significant.  

The result that fiscal consolidation is not less 
harmful in more regulated labour markets runs 
counter to intuition, as a high level of employment 
protection could be expected to cushion the short-
term impact of consolidation on employment. The 
explanation could lie in the different behaviour of 
job creation and job destruction. It is well-known 
from existing theory and empirical evidence that 
strict EPL is associated with lower exit rates to 
unemployment but also with a lower probability 
for the unemployed to find new jobs and therefore 
higher risks of long-term unemployment. (41) It 
could be the case that in high-EPL countries fiscal 
policy shocks destroy fewer jobs but also lead to a 
stronger reduction in the rate at which new jobs 
are created, with a possibly overall stronger effect 
on cyclical unemployment.  

The estimation of the impact of fiscal 
consolidation on job market flows separately for 
high- and low-EPL countries supports the above 
hypothesis. Job separation rates are found to rise 
significantly with fiscal retrenchments only in 
low-EPL countries. Conversely, job finding rates 
appear to react mostly in high-EPL countries. (42)  

                                                        
(40) The Okun law relates changes in unemployment to changes 

in GDP.   
(41) Mortensen D. and C. Pissarides (1994), ‘Job Creation and job 

destruction in the theory of unemployment’, The Review of 
Economic Studies, vol. 61(3), pp. 397-415 and Gomez-
Salvador R., J. Messina and G. Vallanti (2004), ‘Gross job 
flows and institutions in Europe’, Labour Economics, vol. 11, 
pp. 469-485. 

(42) Data on job separation and job finding rates are hazard rates 
(i.e. individual probabilities of changing labour market 
status). See Box II.2.1 for further details. 
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Box II.2.1: Data and methodology

Data 

The empirical analysis is based on a sample of 13 EU countries, including 10 euro-area Member States (Austria, 
Belgium, Finland, France, Germany, Ireland, Italy, the Netherlands, Portugal and Spain) and 3 non-euro EU members 
(Denmark, Sweden and the UK). Lack of data for some countries and variables restricts the sample.  

The baseline measure of fiscal consolidation is the ‘action-based’ variable constructed by Devries et al. (2011). Data 
on this variable have been collected over the period 1978-2009 and are available for seventeen OECD Member 
States, including the 13 EU countries mentioned above. This action-based consolidation variable contains bottom-up 
estimates of the amounts of measures taken by the government during years when the overall objective of fiscal 
policy, as reported in official statements and documents, was to reduce the deficit and improve the state of public 
finances. If, in a given year and in a given country, fiscal policy resulted in a deliberate reduction in the budget 
deficit, the variable reports the estimated amount of discretionary measures, otherwise the variable is set to zero. 
These ‘action-based’ measures have a double advantage: they are not affected by the economic cycle because their 
construction follows a bottom-up approach and they are unlikely to suffer from reverse causation since fiscal 
adjustment episodes driven by the objective of stabilising output are excluded.  

The baseline dependent variable is cyclical unemployment. It is obtained from the difference between the overall 
unemployment rate and the non-accelerating-wage rate of unemployment (NAWRU). NAWRU is the level of 
unemployment below which the wage rate would rise. The data on NAWRU come from the European Commission’s 
AMECO database. Cyclical rather than ordinary unemployment is used as a dependent variable in order to reduce the 
risk of non-stationarity in the panel. The complicated estimation of a cointegrated panel regression is thus avoided.  

Other regressions model the dependent variable as the job separation rate or the job finding rate. Data on job 
separation and job finding rates (hazard rates) are constructed as described in Arpaia and Curci (2010), following the 
methodology proposed by Shimer (2007). Data on job flows are available for all EU countries but for shorter time 
series compared to cyclical unemployment (going back to 1997 at the earliest). Data on the share of long-term 
unemployment in overall unemployment are taken from Eurostat and are available for all EU countries starting from 
1992 at the earliest.  

 

Empirical strategy 

The baseline regression framework used in the analysis of cyclical unemployment is: 

titititititi FCuuu ,,2,1,, εηθγβα +++++= −−     (1) 

where i, t denote country and year, respectively, u is cyclical unemployment, FC is a consolidation variable, θ and η 
are country and year fixed effects, respectively, and ε is a standard white-noise error. This specification amounts to an 
augmented AR2 model, which is motivated by the broadly regular oscillations of cyclical unemployment around the 
mean (zero) over large samples.  

The modelling of the impact of fiscal policy on other labour market variables is analogous to (1) except that, for job 
market flows (hazard rates) and the share of long-term unemployment, the second autoregressive term is dropped 
(being largely insignificant). Equation (1) is estimated by means of panel-fixed effect estimation (least square dummy 
variables) with robust standard errors for the case of action-based consolidation measures. With a view to shedding 
light on the interaction between fiscal policy and labour market regulation, regressions are run separately for high and 
low EPL countries. The breakdown of countries follows a straightforward criterion: countries with high (low) EPL 
are assumed to be those with an average value over the sample period of the OECD’s overall EPL indicator above 
(below) the median of such averages for all EU countries.  

 

References: 

Arpaia, A., and N. Curci (2010), ‘EU labour market behaviours during the Great Recession’, European Economy 
Economic Papers no. 405. 

Devries, P., Guajardo J., Leigh D., and A. Pescatori (2011), ‘A new action-based dataset of fiscal consolidation’, IMF 
Working Paper WP/11/128 

Shimer, D. (2007), ‘Reassessing the ins and outs of unemployment’, NBER Working Paper No. 13421.  
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The fact that job market flows react differently to 
fiscal consolidation according to the EPL regime 
helps in assessing the impact of fiscal 
retrenchment on the share of long-term 
unemployment. Since a reduced job finding rate 
corresponds to a longer average duration of 
unemployment spells, one would expect that fiscal 
policy shocks also tend to raise the share of long-
term unemployment in high-EPL countries. The 
regression results support this expectation. 

Concluding remarks 

This section has shown that fiscal consolidation is 
not necessarily less harmful in terms of 
unemployment in regulated labour markets. It also 
shows that there are well-grounded reasons to 
expect it to be more worrying in terms of 
unemployment composition, as high EPL is 
associated with a stronger reduction in job 
creation and a higher incidence of long-term 
unemployment. 

Box (continued) 
 

Main results 

Dependent variable: 
Revenue, 

action 
based

Expenditure, 
action based

Low EPL High EPL Low EPL High EPL Low EPL High EPL Low EPL High EPL
Explanatory variables:

Cyclical unemployment (1 lag) 1.22 1.194 1.19 1.198
[18.09]** [17.57]** [19.39]** [14.27]**

Cyclical unemployment (2 lags) -0.611 -0.607 -0.619 -0.603
[7.46]** [7.56]** [10.37]** [7.24]**

Job separation rate (1 lag) 0.233 0.825 0.268 0.827 0.262 0.825
[1.07] [6.65]** [1.28] [6.66]** [1.20] [6.81]**

Fiscal policy variable 0.018 -0.16 -0.148 -0.273 0.065 -0.027 0.12 -0.023 -0.105 0.088
[0.20] [2.35]* [2.34]* [2.31]* [3.75]** [0.48] [3.82]** [0.27] [3.17]** [0.80]

Constant -0.236 0.303 0.427 -0.276 0.641 0.058 0.62 0.059 0.618 0.057
[2.30]* [1.58] [2.17]* [1.08] [3.97]** [0.65] [3.96]** [0.64] [3.78]** [0.65]

Observations 353 353 196 157 63 52 63 52 63 52
Number of countries 13 13 7 6 7 6 7 6 7 6
R squared 0.86 0.87 0.87 0.89 0.61 0.83 0.6 0.83 0.59 0.83

Dependent variable: 

Low EPL High EPL Low EPL High EPL Low EPL High EPL Low EPL High EPL Low EPL High EPL Low EPL High EPL
Explanatory variables:

Job finding rate (1 lag) 0.837 0.659 0.841 0.671 0.835 0.655
[4.61]** [4.34]** [4.69]** [4.36]** [4.61]** [4.40]**

Long-term unemployment share (1 lag) 0.758 0.789 0.779 0.811 0.746 0.78
[12.08]** [13.94]** [13.28]** [14.56]** [11.47]** [13.46]**

Fiscal policy variable -0.146 -1.663 -0.173 -1.761 0.338 4.292 -0.512 1.422 -0.528 1.249 1.098 -2.262
[0.67] [1.96]+ [0.44] [1.52] [0.82] [2.26]* [1.14] [1.80]+ [0.69] [1.01] [1.35] [1.81]+

Constant 0.189 3.315 0.088 3.285 0.231 3.73 8.839 6.978 3.59 12.345 9.189 7.451
[0.07] [2.45]* [0.03] [2.36]* [0.09] [1.35] [4.23]** [2.28]* [1.78]+ [4.30]** [4.29]** [2.38]*

Observations 63 52 63 52 63 52 110 96 110 96 110 96
Number of countries 7 6 7 6 7 6 7 6 7 6 7 6
R squared 0.58 0.68 0.58 0.67 0.58 0.68 0.89 0.86 0.89 0.85 0.89 0.86

Cyclical unemployment

[1.65]+

0.86
13

353

[1.58]
0.307

Revenue, action based
Expenditure, action 

based

Budget balance, action 
based

1.206
[17.87]**
-0.609
[7.50]**

0.08

Budget balance, action 
based Revenue, action based

Job separation rate

Job finding rate Long-term unemployment share

Expenditure, action 
based

Budget balance, action 
based Revenue, action based

Expenditure, action 
based

Expenditure, action 
based

Budget balance, action 
based

+, *, ** denote statistical significance at the 10, 5, 1 per cent level, respectively. T-tests are reported in square brackets. 

Specification: all regressions include country and year fixed effects. 
Estimation method: fixed-effect panel OLS, standard errors robust with respect to heteroscedasticity and non-independence within 
country clusters. 
Legend: 
Budget balance, action-based: year-on-year change in government budget balance associated with fiscal consolidation measures 
(source: Devries et al., 2011). 
Revenue, action-based: year-on-year change in government revenues associated with fiscal consolidation measures on the revenue 
side (source: Devries et al., 2011). 
Expenditure, action-based: year-on-year change in government expenditure associated with fiscal consolidation measures on the 
expenditure side (source: Devries et al., 2011). 
The grouping of countries with respect to the OECD’s overall EPL indicator is based on the median country-specific average value 
of the indicator over the sample period. 

 
 
 


