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The Macroeconomics of Europdr2dainm
Strategy and the Potential Effects
on the Italian Economy

Barbara Annicchiarico (*), Fabio Di Dio(**) e Francesco Felici (m)

Abstract

This paper studies the potential effects on the Italian economy of various reform
packages in the spirit of the Europe 2020 s
model QUESTIIl with R&D calibrated to match important features of the Italian
economy, we provide a quantitative assessment of the possible effects in terms of
growth, employment, sustainability of public finances and external imbalances of
several knowledgerientad, labor and product market reforms. We observe that labor
market reforms are likely to bring about sizable loag gains in output and
employment and that most of these gains accrue to low skilled workers, while real
wages tend to increase especiallyHah skilled workers. Some interventions are likely
to have some transitional costs as they give rise to a temporary decline in consumption
and/or employment, but the simultaneous implementation of all reforms may tend to
mitigate these effects alreadytire medium run. As a result of higher growth, in the no
costly reform scenarios, the public deéttGDP ratio declines substantially. However,
the analysis shows that ntndget neutral structural reforms may have considerable
side effects on the externaibalances.
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1 Introduction

After some years of deep recession and high unemployment, a wide-ranging economic
reform process is taking place in Europe, primarily to restore macroeconomic stability
and enhance emplovment, economic growth and social cohesion. This reform process,
launched by the European Commission in March 2010, foresees a complex economic
strategy, known as the Europe 2020 strategy, consisting in several structural reform
packages with the scope of achieving smart, sustainable and inclusive growth.

This ten-year strategy, formally adopted in June 2010, offers a timetable to achieve
improvements centered around some key policy areas for economic recovery and growth:
knowledge and innovation, enhanced competition in the product markets, education,
labor market participation and fight against poverty (for details see European Com-
mission 2010a and European Council 2010).

Notably, the predicted positive effects on productivity, growth and employment,
delivered by innovative and productive activities and more flexible labor and prod-
uct markets, depend crucially on the interactions between policy areas, the synergies
between reforms and the interdependenciss between Member States. From this point
of view, progresses towards the Furope 2020 objectives need concerted and planned
reforms with all European countries, as recently emphasized by the European Com-
mission (2011). In order to ensure a more complete harmonization with national leg-
islation, each country is expected to set its own headline targets taking into account
country-specific political and economic constraints. At a first step, policy reforms
need to be focused on those sectors which require fast and urgent interventions (i.e.
frontloading measures), tackling the main bottlenecks to growth; only after that, long-
range measures, including internal market developments and infrastructures, can be
undertaken.

In this paper we will explore the potential effects of some structural reforms envis-
aged in the FEurope 2020 strategy for the Italian economy through simulations made
using the QUEST TIT model adapted to Ttaly (see Roeger et al. 2008), with partic-
ular attention on the implications for growth, employment, fiscal sustainability and
external imbalances. QUEST III with R&D is an extension of the original Dynamic
General Equilibrium (DGE) model for quantitative policy analysis developed by the
Directorate General for Economic and Financial Affairs (DG ECFIN) of the European
Commission (see Ratto et al. 2008). In particular, in our simulation exercise we will
use the version already employed by the Commission in several multi-country analyses
of structural reforms (e.g. D’Auria et al. 2009). To the best of our knowledge this
paper represents a first attempt to analyze the implications of a comprehensive and
ambitious reform package on the Italian economy by employing a dynamic general
equilibrium model.

The literature studying the potential macroeconomic effects of structural reforms
is quite large and a complete survey is beyond the scope of this paper. Hence, we
will only briefly refer to a few of those studies evaluating the effects of structural re-
forms in the context of DGE models. Most of these models integrate typical New
Keynesian elements (such as imperfect competition and nominal rigidities) into a gen-
eral equilibrium framework (e.g. Smets and Wouters 2003, 2007; Gali and Gertler



2007; Christiano et al. 2005, Woodford 2003, among others). This modeling approach
represents a useful tool for macroeconomic evaluation and policy analysis in an envi-
ronment with several market imperfections, capturing the dynamic linkages between
the main macroeconomic variables, the interactions between rigidities on labor and
product markets and, as a consequence, the effects on economic growth in a coherent
way.

It is not until relatively recently that DGE models have been used to this purpose.
First of all, the European Commission has produced several contributions investigat-
ing the effects of a battery of policy interventions on the EU economy and/or single
member states using QUEST [11 with R&D (e.g. Roeger et al. 2008 and [D’Auria et al.
2009), studying the implications of the implementation of reform packages in the spirit
of the Europe 2020 strategy on the EU (see Hobza and Mourre 2010), concentrating on
reform areas fostering innovation and knowledge creation in the EU, consistently with
the Lisbon Agenda (see Roeger et al. 2000), exploring the growth potential stemming
from comprehensive environmental and innovation policy interventions (see Conte et
al. 2010). In variants of the International Monetary Fund’s Global Economy Model
(GEM) Bayoumi et al. (2004) study the impact of introducing pro-competitive reforms
in the overall euro area, while Everaert and Schule (2006} focus on national-level re-
forms, considering a large economy, France, and a small one, Belgium. As regards
Germany, Heer and Trede (2003) explore the effects of two tax reforms: a flat-rate
income tax reform and a shift from income tax to consumption tax. Using the Euro
Area and Global Economy (EAGLE) model, Gomes et al. (2011) study the domestic
and the cross-country effects of competition enhancing reforms occurring in Germany
and Portugal and stress the benefits of cross-country coordinated policies. In a DGE
model calibrated to Greece, Papageorgiou (2009) examines the implications of tax re-
forms, such as tax shifts from capital and labor income to consumption, on welfare and
growth. Forni et al. (2010) study the effects of increasing competition in the service
sector in Ttaly, employing a two-region currency union DGE model.

In this paper we focus on Italy which provides a cage study of an economy industri-
ally advanced but ultimately failing to take off in sustained growth at rates above the
EU 15 average and in need of economic reforms. Notably, a slowdown in productivity
was the key factor dragging down economic growth (see e.g. Codogno 2009, OECD
2011). In the decade 1997-2006 the average annual gross national income growth rate
was 1.6% for Italy and 2.5% for EU 15.! Turning to the labor market, according to
EUROSTAT data?, in 2009 Italy recorded an employment rate equal to 60.5% (against
a 62.8% in 2007 before the advent of the crisis), Germany to 69.9% (73.4% in 2007),
France to 69.1% (69.5% in 2007) Spain to 65% (62.5% in 2007) with an EU 27 average
employment rate of 67.7% (70% in 2007). Hence, despite considerable progress made
in the last decade, the employment rate is still significantly lower than the EU average.
In 2009 the share of population at risk of poverty or social exclusion is found to be
24.7% for Ttaly, 20% for Germany, 18.4% for France, 23.4% for Spain and 23.1% for

! Annual growth rates computed on gross national income at 2000 market prices, see Annual
macro-economic database (AMECQO) - European Commission.

2See EUROSTAT, Europe 2020 Indicators, Table t2020_10.



EU 27.% As regards to the tax burden on labor income, Italy stands out among the
EU member states with the largest implicit tax rate on labor (in 2008 42.8% against
36.5% for EU 27)*. Furthermore, in 2006 the gross domestic expenditure on R&D was
just 1.1% of GDP, well below the EU 27 share of 1.9%°. A number of weaknesses can
also be identified in the education sector, with a high number of early school leavers
(in 2009 19.2% vs. 14.4% for EU 27 ) and a low share of tertiary-educated population
(in 2009 19% against 32.3% for EU 27)°. Finally, the very high public debt (in 2010
the debt-to-GDP ratio is 118.9%7) and the related-debt servicing costs continue to
weigh on the Italian economy and force to commit to a fiscal consolidation process
leading the debt ratio towards a steadily declining path. These features of the Italian
economy call for the immediate implementation of economic reforms able to relaunch
growth, foster social inclusion, favor the full utilization of the economy labor potential
and promote knowledge-creation activities. In what follows we will explore the poten-
tial impact of several reforms on macroeconomic performance by simulations. More
precisely, our analysis covers three wide policy areas of intervention: innovation and
knowledge, internal market and labor market.

The first policy area includes a set of measures aimed at promoting and enhanc-
ing innovation, which is the driving force behind economic growth, and at improving
education. On the one hand, investments in R&D aim at improving existing pro-
duction processes, creating new products, increasing the country capacity to absorb
new technologies and to upgrade the quality of domestic products increasing non-price
competitiveness (quality upgrading). On the other, the amelioration of educational
standards aims at reducing the school drop-cut rates and increasing the average skill
level of the labor force. The second policy area includes reform packages focussing
on promoting market competition and favoring business (through the creation of a
more business friendly environment). Finally, the paper looks at labor market reforms
including measures directed to enlarge the labor force participation rate, to expand
social inclusion of low income and low skilled people, to remove distortions in the labor
markets and to align wages to labor productivity trends.

In order to fully exploit the advantages of a micro-founded model, we analyze the
implications of the economic reform packages on the main macrovariables and the
dynamic interactions of reforms in each area of policy intervention by introducing
simultaneously all changes to the policy variables. In fact, although we are not able to
simulate all types of reforms envisaged in the Europe 2020 strategy, by using a DGE
model, we can verify the existence of interlinkages and synergies between different
policy areas. Policies promoting investments in knowledge, for example, have a strong
impact on competition; viceversa, stronger competition provides stimulus for producers
to invest in product and process innovation. On the other hand, a well functioning
labor market facilitates a more efficient allocation of resources.

Unfortunately, some changes involved by these reforms imply a potential trade-off

#See Furostat, Burope 2020 Indicators, Table t2020_50.

4See Burostat, Covernment finance statistics, Table gov_a_tax_itr.

5See Eurostat, Europe 2020 Indicators, Table £2020_20.

6See EUROSTAT, Europe 2020 Indicators, Tables t2020.40 and t2020.41.
“See European Commission, General Government Data.






