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1. Eva Ortega

Introduction
This paper is a very careful study of business cycles in OECD countries and their 

latest changes. In particular, it studies the business cycles in the G7 and Australia, 
Belgium, the Netherlands, Spain and Sweden, for the period from 1970 to 2003.

The authors postulate that there is a linkage between ‘good’ policies and both 
macroeconomic stabilisation – in the business cycle frequency – and long-run 
growth. In discussing this hypothesis, several very important issues are raised. Some 
empirical evidence is also provided in support of the hypothesis.

The main fi ndings of the paper are the following. First, confi rming the results 
elsewhere in the literature, the paper reports different measures showing that business 
cycle volatility is less in recent years than it used to be. Why this is so is discussed in 
several papers in this conference, such as those by Robert Gordon, Steve Cecchetti 
and co-authors, and Christopher Kent and co-authors. Second, it is argued that it 
is diffi cult to identify an increase in business cycle synchronicity between these 
countries. Third, the paper argues that ‘good’ stabilisation and structural policies 
are linked to lower volatility in both prices and output, that is, short-run stability, 
and to better long-run performance, that is, higher output growth. Finally, the 
authors argue that the strong resilience shown during the recent cycle by countries 
like Australia, Canada, Spain and the UK can be linked to good structural policies 
– fl exible regulation of labour, product and fi nancial markets, put in place in those 
countries in previous years. In contrast, the paper shows that countries with more 
rigid regulations, such as the big continental European countries, showed less fl exible 
prices and higher sacrifi ce ratios in the last cycle. 

My discussion will evolve around two points. The fi rst refers to the evolution 
of business cycle synchronicity. I discuss further evidence in the empirical debate 
on whether synchronicity has increased in the OECD or not. The second, more 
fundamental, point refers to the main hypothesis of the paper, that improved short- 
and long-run performance is linked to good policies, and in particular to fl exible 
regulation of labour, product and fi nancial markets. I essentially agree with the 
authors that this hypothesis is a reasonable one. In support of my position, I discuss 
the cases of Spain and Canada. 

Business cycle synchronicity
The paper argues that, possibly due to generalised lower business cycle volatility, 

it is diffi cult to identify empirically an increase in business cycle synchronicity 
over time. The authors show this point by computing the standard deviation across 
countries of the output gap in Figure 4. 
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I would like to stress that it is important to note the asymmetry of the degree of 
synchronicity across business cycle phases; international business cycle synchronicity 
is higher in recession phases. This can be seen in that same Figure 4, as well as in 
the evidence shown in Cotis et al’s Figure 1 which is used to analyse the clustering 
of turning points across countries. Indeed, it is not by chance that academics 
and institutions intensifi ed their research efforts on the issue of business cycle 
synchronicity in the last recession.

One such example is Canova, Ciccarelli and Ortega (2004), where a panel VAR 
is estimated – using Bayesian techniques – for quarterly growth rates of GDP, 
employment, retail sales and industrial production in the G7, allowing for both 
cross-country interdependencies and time variation. Each quarterly growth rate is 
decomposed into the sum of a world component, a country component, a variable-
specifi c component and a residual. It is shown that both the world component and 
the country components are signifi cantly more synchronised in recessions than in 
expansions. The following fi gure (Figure 1), borrowed from that paper, displays 
the posterior median and 67 per cent confi dence interval for the world and seven 
country components. It can easily be seen that the confi dence intervals narrow 
signifi cantly around recessions. 

A second point I would like to discuss with respect to this paper’s diffi culty 
in fi nding increased business cycle synchronicity is the following. The recent 
empirical literature mentioned in the paper and elsewhere has found two apparently 
contradictory facts. On the one hand, country-specifi c factors are often found to 
be important and increasing contributors to volatility, but on the other hand, cross-
country synchronicity is also found to be higher than in the past. Theoretically, 
the intensifi cation of economic integration between industrialised economies is 
compatible with both facts: on the one hand increased integration means more 
cross-country trade, but on the other hand it can also mean increased industrial 
specialisation, and hence more scope for sector-specifi c shocks to cause different 
business cycle behaviour.

A recent example of a paper where these two facts are found is Cardarelli and 
Kose (2004). They estimate a dynamic factor model for the G3 and Canada and 
fi nd that: (a) the explanatory power of the common cycle has increased in the 1980s 
and 1990s with respect to previous decades; but (b) idiosyncratic factors are still 
the biggest source of some countries’ business cycle fl uctuations (for example, 
Canada).

Both facts are not incompatible. Despite a common cycle being a consistent 
and signifi cant explanatory factor of industrialised economies’ business cycles in 
recent decades, the well-documented decrease in macroeconomic fl uctuations in 
the 1990s has caused a reduction in the variability of, and hence the uncertainty 
around estimates of, common cycles and country-specifi c cycles. Country-specifi c 
cycles thus became a signifi cant explanatory factor in the 1990s, together with the 
common cycle. In previous decades, however, estimates of country-specifi c cycles 
used to be insignifi cant due to their large variability. Figure 1 (taken from Canova 
et al 2004) illustrates this point.
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Figure 1: World and Country Indicators
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The question, then, is why business cycle volatility dropped in the 1990s, an issue 
that is discussed at length elsewhere in this conference volume.
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Good policies and macroeconomic performance
The authors show that after the last global recession, countries like Australia, 

Canada, Spain and the UK displayed a quicker recovery (essentially driven by 
private consumption and residential investment) while conducting similar monetary 
and fi scal policies to other, less resilient, countries. This observation leads them to 
postulate that this different behaviour was due to the more resilient countries having 
a higher degree of structural fl exibility.

The paper goes on and summarises results from previous OECD studies, showing 
that countries with more fl exible regulation of labour, product and fi nancial markets 
also have more fl exible price systems. Hence, they were more resilient after the last 
recession, and have stronger potential growth rates.

It is a very important contribution of this paper to document as much as is possible 
the extent to which this hypothesised linkage between fl exible regulation schemes 
and stabilisation and growth is empirically valid.

I agree that there is evidence that justifi es taking this hypothesis seriously. I 
will try to show that the cases of Spain and Canada confi rm the role that this paper 
attributes to good policies. Both countries conducted a series of structural reforms 
in the 1990s and disciplined monetary and fi scal policies, that very likely gave 
their respective economies the structural fl exibility referred to by Cotis and Coppel. 
These ‘good’ policies very likely mean that these two economies were better placed 
to face a recession.

It is easy to suspect that Spain has a higher degree of structural fl exibility than 
the other big euro-area economies if one compares recent economic growth rates. 
GDP growth in Spain in 2004 was 3.1 per cent – substantially higher than in France, 
Germany or Italy, despite a common monetary policy.

In fact, Spain put in place a number of signifi cant reforms in the 1990s. Very 
importantly, several measures led to substantially more fl exible regulation of the labour 
market. The result was the creation of a mass of very fl exible employment (more 
than 30 per cent of employment is temporary) that allowed the economy to create 
jobs and increase growth at the same time. The fl ows into and out of employment 
in Spain have reached the levels observed in the US economy. 

Another important ‘good policy’ was the fi scal discipline imposed since the mid 
1990s, the result of which has been the maintenance of a fi scal surplus.

Finally, it is also important to stress the fact that fi nancial intermediaries are 
reasonably fl exible and competitive, and much more so than in other big euro-area 
economies. In particular, low margins on mortgage loans in Spain ensure it has the 
lowest mortgage rates in Europe. 

In the case of Canadian resilience after the 2001 recession, it has to be said that 
this recession affected the Canadian economy less than, for example, the US, partly 
because of a smaller presence of the high-tech sector in Canada. 

But it is also true that the Canadian economy conducted a number of substantial 
reforms in the mid 1990s. In the labour market, some benefi ts (including 
unemployment insurance) were made less generous. On the fi scal side, a big shift was 
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made from very large Federal defi cits to a tighter fi scal policy. Since the mid 1990s, 
the Federal budget has shown a surplus and there has been a downward trend in the 
public debt-to-GDP ratio.

Monetary policy discipline was strengthened with the implementation of infl ation 
targeting in February 1991. Infl ation targeting provided an effective anchor for 
infl ation expectations that allowed increased nominal stability (observed, for 
example, in an increase of longer-duration labour and fi nancial contracts) and, 
more generally, brought increased macroeconomic stability (that is, lower business 
cycle volatility).

The fi nancial sector went through a signifi cant internal restructuring in the 
mid 1990s. Most fi nancial institutions reduced their share of loans to the energy-
producing sector and increased their share directed to consumer fi nancing. This 
allowed for a substantial improvement in the cyclical performance of the fi nancial 
sector. Also, in order to understand the role of fi nancial institutions in the monetary 
policy transmission mechanism, it has to be noted that mortgages are in general 
more sensitive to monetary policy actions than in the US; the share of mortgages 
with variable rates, or adjustable after one or two years, is higher in Canada.

Finally, it is worth mentioning the gradual deregulation observed in Canadian 
product markets since the 1980s, like the energy-producing and transportation 
sectors.  

It makes a lot of sense to suspect, as it is argued in this paper using different 
pieces of evidence, that these and similar policies increased the resilience of the 
Spanish and Canadian economies in the previous cycle.
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2. General Discussion

Most of the discussion centred on the underlying differences between the structures 
of European and ‘successful’ countries’ economies. One participant questioned why 
the characteristics of mortgage markets in continental Europe are so different from 
the US, for example, and suggested that the lack of development of the European 
market might refl ect less desire by European households to smooth consumption, 
due to weaker expectations about future income. While noting that this may be true, 
another participant added that the infl exibility of European mortgage markets is due 
mainly to stricter government regulation and political inertia. However, this emphasis 
on government regulation was challenged by a third participant, who argued that 
infl exibility is deeply ingrained in European legal systems and, in particular, in the 
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inability of creditors to access collateral following default. This participant noted 
that fl exibility might increase with legal harmonisation, although others expressed 
reservations that this process could be quite prolonged. 

A second issue raised was the role of openness, rather than domestic demand 
resilience, in smoothing output volatility. One participant questioned the absence 
of globalisation as a reason for the reduction in volatility in Cotis and Coppel’s 
paper, arguing that greater openness increases the effectiveness of monetary policy. 
In response, Jean-Philippe Cotis argued that while this is true, the reduction in 
volatility is more evident in domestic demand than GDP – particularly in the most 
recent recession – a point that was supported by other participants.

The importance of country idiosyncrasies for the paper’s results was also discussed 
at some length. One participant suggested that the reunifi cation of Germany and 
the ERM devaluation were important in stimulating the recovery of the non-
‘successful’ countries in the early 1990s, thereby contributing to the decline in the 
cyclical performance of these countries between the early 1990s and early 2000s. 
Accordingly, it was suggested that this idiosyncrasy makes the relative improvement 
in the performance of the ‘successful’ and non-‘successful’ countries during the past 
decade more pronounced. Similarly, it was noted that the reduction in European 
volatility has been much less than that seen in the US (Table 4 of the paper), and that 
this may be due to US-specifi c factors (such as volatility in government spending 
and interest rate ceilings) which were important in increasing US output volatility, 
in particular during the 1970s. This suggestion that idiosyncrasies have played an 
important role was accepted by Jean-Philippe Cotis. However, he added that a striking 
feature is how similar the economic performance of the ‘successful’ countries has 
been, despite their geographical diversity, and that this surely has something to do 
with the common traits among these countries (infl ation-targeting-type monetary 
policy and fl exible markets).

A more general concern raised by a participant was that researchers should not 
focus on output gaps when looking for the effects of structural reforms. The problem 
is that output gaps fi lter out changes in trend growth, but trend growth is likely to 
be more responsive to structural change than is the volatility of growth (particularly 
if the transmission of shocks is unaffected by structural reforms). Hence, given that 
there is little evidence of changes in trend growth, it is likely that supply-side reforms 
have had only a minor part to play in the reduction of the standard deviation of output, 
in contrast to the authors’ fi ndings. This point was accepted by Jean-Philippe Cotis, 
but with the qualifi cation that the structural reforms addressed in the paper are also 
important for demand. For this reason, it was argued that they may also impact 
output dynamics, and thereby have reduced output volatility.

Finally, a few participants raised the question of whether the focus of ‘successful’ 
countries on core infl ation over a relatively short horizon would lead to longer-term 
problems. Indeed, one participant suggested that these economies might be too 
responsive to monetary policy changes, due to the substantial increase in household 
leverage in those countries over recent years. In response to this, it was argued that 
this is preferable to having an economy which is rather insensitive to policy changes, 
as appears to be true of some other countries in the paper. 
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