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USA
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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European Union (15)
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Eastern Europe
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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France
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Labour markets

• Higher employment growth in the EU led to a 
reduction in the unemployment rate to 7.9 
percent

• Labour market situation will improve further, 
albeit at a slower pace
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A stress test for Europe
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The stabilisation policy cost of the common 
monetary policy

• The optimal policy for a country is given by an estimated Taylor rule for the 
ECB but with country-specific inflation and growth expectations instead of 
euro-area aggregates

• The stabilisation cost of the common currency for a country (”country-specific 
monetary stress) is computed as the difference between the optimal Taylor rate 
for the country and the euro area optimal Taylor rate 

• On average 1.2 percentage points higher optimal rate in Ireland and 0.4 
percentage points lower interest rate in Germany

• Large differences for some countries in various phases of the business cycle 
- Ireland 2000-01: +3.4 percentage points
- Greeece 2003: +2.8 percentage pointes
- Netherlands 2001: +2.2 percentage points
- Netherlands 2004: -1.7 percentage pooints
- small differences for Sweden
- fairly large differences for the UK

• No trend towards better syncronised cycles among euro area countries    
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Macroeconomic adjustment 
in the euro area

• What have we learnt from actual experiences?
- Ireland: a booming economy
- Italy: competition shocks from emerging

economies and negative productivity growth



Four lessons
1. Interaction between ordinary wage-price 

dynamics and housing price dynamics (Ireland)
2. Migration flows contain labour shortages but 

also add to aggregate demand (Ireland)
3. Adverse productivity developments in combina-

tion with persistent wage growth may build up 
competitiveness problems (Italy)

4. Productivity-enhancing deregulations may be 
necessary not only for long-term growth but also
for short-term adjustment (Italy) 
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The development of various measures of wages and wage costs
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The new EU states

• The inflation criterion should not be used to postpone entry 
into the EMU for these countries if they fulfil the other criteria
- potentially vulnerable situation for emerging economies

• This is an issue mainly for the Baltic states
- star performers with respect to the fiscal criteria
- fast-growing countries should be given a Balassa-Samuelson 

(growth) rebate of up to 1 percentage point with respect to the 
inflation criterion



Is the Scandinavian model a role model 
for the rest of Europe?

Exaggerated picture of the success of the Scandinavian model

- high output growth in Finland and Sweden (but not in Denmark)

- less impressive income growth in Finland and Sweden with 
correction for deteriorating terms of trade

- partly a recovery from recession in the first half of the 1990s

- earlier unemployment rises have only partly been recovered

- less success in terms of hours worked than recorded employ-
ment in persons



GDP growth per capita (annual averages)
1990-94 1995-99 2000-05

Denmark 1.8 2.2 1.0
Finland -2.5 4.1 2.0
Sweden -0.8 2.8 1.8
Weighted average Scandinavian countries -0.5 3.0 1.6
France 0.5 2.1 0.9
Germany 4.7 1.5 0.6
Ireland 2.8 8.3 3.7
Italy 0.8 1.4 0.1
Spain 1.0 3.5 1.6
Weighted average euro area 2.0 2.1 0.9
UK 1.1 2.7 2.0
US 1.1 3.0 1.5

Sources: OECD Economic Outlook and National Accounts Databases
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Hours worked
Average annual hours worked 
per person of working age, 2005

Denmark 1171
Finland 1133
Sweden 1166
Average Scandinavian countries 1158
France 956
Germany 940
Italy 1030

Japan 1230

Netherlands 984
Euro area except Finland 1043
UK 1214
US 1290
Australia 1297
Average Anglo-Saxon countries 1288
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Contributions to differences in total employment rates to the euro area average 
from differences in employment rates for various gender and age groups, 2005a)

Total 15-64 Men 15-64 Women 15-64 Total 15-24 Total 25-54 Total 55-64

Denmark 12.1 4.2 7.8 4.1 4.3 3.7

Finland 4.6 -1.2 5.7 0.3 2.4 1.9

Swedenb) 10.1 1.7 8.3 1.0 3.5 5.6

Average Scandinavian 
countries

9.2 1.6 7.5 1.7 3.5 4.0

Australia 8.2 3.4 4.9 5.4 1.1 1.8

New Zealand 11.2 4.8 6.6 4.2 3.0 4.1

UK 9.2 3.4 6.0 3.7 2.6 2.9

US 8.1 2.9 5.4 3.4 1.6 3.2

Average Anglo-Saxon 
countries

8.3 3.0 5.5 3.5 1.8 3.1

Notes: a) Column 2, labeled “Total 15-64” shows how much higher the total employment rate is than the average for the euro area (except Finland). Columns 3 
and 4 decompose this difference into contributions in percentage points from male and females, respectively. Columns 5-7 decompose the difference instead in 
contributions from different age groups.  b) 2004. 

Source: OECD (2006c) 



What explains the Danish 
employment success?

• Reduction in structural unemployment over 
the last decade

• High employment on all counts: males and 
females as well as all age groups

• Standard explanation: flexicurity
- low employment protection and generous  
unemployment benefits



The flexicurity explanation is wrong
• Weak empirical evidence in general that employ-

ment protection is important for employment
• Ample evidence that unemployment benefits are 

important for employment
• No major changes in employment protection in 

Denmark
• Major reductions in generosity of unemployment 

benefits and increases in the requirements on the 
unemployed (for youth in particular)



Lessons for Europe from the 
Scandinavian experiences

• Not that market-liberal reforms are unnecessary

• Instead that such reforms can be very effective
- product market reforms in all three Scandinavian 
countries

- labour market reforms in Denmark

• Good macroeconomic performance can be 
achieved with systems very different from the 
Anglo-Saxon one
- but steps need to be taken in this direction



Economic nationalism
Selective – and usually discretionary – government 
interventions in private transactions on the basis of 
the nationality of the parties

• Blocking cross-border mergers
• Subsidisation of national champions
• Influencing the location of activities
• Political interventions to obtain contracts
• Influencing standards



Costs of economic nationalism
• Less market discipline and poorer corporate 

governance

• Productive inefficiency

• Distortions in competition

• Coordination failures
- deregulations may not occur



Possible remedies
• Coordination of liberalisations across countries

• Harmonisation of regulation and regulation at 
European level

• State ownership in competitive environments –
full and partial – should be severely restricted 
through an EU rule
- state ownership invites economic nationalism
- general problems of inefficiency with state
ownership



Tax competition

Four questions:

• Does tax competition matter?

• Is it fair?

• Should there be coordination?

• How should governments react?



Fig. 5.1

20.0

24.0

28.0

32.0

36.0

40.0

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
20.0

24.0

28.0

32.0

36.0

40.0

Statutory corporation tax rates in the European Union 
1995-2006%

EU10

EU15

%

Source: European Commission (2006).
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Is tax competition fair?
• Low tax rates and EU grants serve the same end: 

conversion
• Hence, if one accepts the idea of EU grants to 

low-wage EU countries, one should also accept 
that they impose lower corporation taxes

Tax harmonization?
• Overprovision of infrastructure instead



Cash flow taxation

• Avoids economic distortions

• VAT = Cash flow tax plus labor income tax

• Increase in VAT, reduction in tax on labour 
income
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World Economy
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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USA
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Japan
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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ASEAN and East Asian NICs
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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CIS
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Latin America
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.

93 94 95 96 97 98 99 00 01 02 03 04 05 06 07

good/
better

satisfactory/
about

the same

bad/
worse

by the end of the
next 6 months

at present



APX2 2.1

European Union (15)
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Eastern Europe
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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France
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Italy
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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United Kingdom
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Spain
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Sweden
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.

93 94 95 96 97 98 99 00 01 02 03 04 05 06 07

good/
better

satisfactory/
about

the same

bad/
worse

at present

by the end of the
next 6 months



APX2 3.3

Finland
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Austria
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Belgium
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Denmark
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Greece
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Ireland
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Netherlands
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Portugal
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Slovenia
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Hungary
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Poland
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Czech Republic
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Slovak Republic
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Estonia
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Latvia
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Lithuania
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Source: Ifo World Economic Survey (WES) I/2007.
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Bulgaria
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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Romania
Economic situation

Source: Ifo World Economic Survey (WES) I/2007.
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