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NON-TECHNICAL SUMMARY

On 1 March 1994 the French labour urions and left-wing parties called for mass
mobilization against a government project to lower the minimum wage tor young
workers. The project was aimed at reducing unemployment for the young which
currently stands at a level of some 25%. The cautious, two-tier approach to this
reform was designed to protect the mnierests of those already employed. Yet this
relorm s facing considerable hostility trom trade unions and left-wing parties
which, despite having lost most of thew support in the 1880s and 1980s
respactively, have tound in the retorm an opporiunity to restore their cohasion
and rebuild their political suppori among the work-torce,

The episode is #llustralive that political considerations are an important
explanatory factor ior the level and persistence ot European unemployment,
Political censtraints, rather than techmcal obstacles or uncerfainty about the
ouicome explain why litlle has been done to fight unemployment despite its
magnitude. The ngidities that plague European labour markets are often biamed
tor unemployment. it is often argued that these ngidities are motivated by a
greater emphasis on equity, social insurance and protection ot individuals in
European societies. An aliernative view, however, s that they simply benefit
politically powertul groups and organized interests at the expense of the rest ot
socely.

This paper is concerned with studying how ‘politico-economic complementarities’
may lead to a vicious cirele of high unemployment and perverse decision making.
The term ‘politico-economic complementarity’ 1s used to mean an economic
situation which feads voters and lobbyists to political {non-) decisions likely to
reintorce that situation. More concrately, | focus on three examples that | believe
are relevant mecharusms to explain the level of European unemployment.

in the first example, analysed in more detait in Sairt-Paut (12893} the labour
markel is characierzed by high firing costs. The government iries ta change this
situation by lowernng firing costs. This will iend fo increase finngs but alse
increase hinngs, thus making the unemployed betler-off. If the retorm 15 well
designed it may also benefit the employed. it can be shown that this is more likely
iohappen i the employed are highly exposed to unemployment. But if finng costs
are very high, this will not be the case so that retorm 15 impossible. Low turnover
inthe labour market (an economic variable) leads o no support for lowering firing
costs {a political decision), thus ensuring that turnover will be low.

In the second example, the long-term unemployed can mvest resources to find
a new job. The more resources they invest, the higher their probability of finding
a job. To finance these expenses, they cannot borrow, tor obvious moral hazard
reasons, agamst therr tuture income. Cash transiers may theretore reduce



unemployment by allowing them to search harder. But when unemployment is
hugher, these fransters are likely to be lower. This is tor two reasons: the tax base
shninks, and, more interastingly, the tax rate itself may shnnk because a larger
underclass leads the median voier to more fiscal conservatism in so taras he is
not a member of this underclass.

in the third example, high unemployment lowers the probability tor workers in
declining industries io find a job in a new sector. As a result thare will be more
incentives to vote or lobby tor subsidies for the industry. in general equilibrum
these subsidies tor declining imdustries put a drain on new sectors, thus lowering
labeur demand and increasing unemployment.
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i.Introduction

On March 1 1994 the French labor unions and left-wing parties called
for mass mobllization agalnst a government project to lower the minimum
wage for young Workers. The project was aimed at reducing unempioyment for
the youth which currently stands at a tevel of some 25 ¥, The cautlous,
two-tier approach to this reform was designed to protect the interest of
those already employed. Yet this referm :s facing considerable hostility
from trade unions and left-wing parties which, despite having iost mosi of
their support in the eighties and ninetles resgpectively, have found in
that reform an opportunity to restore their cohesion and rebuild the:r
political support among the work foree.

The episode is illustrative that political considerations are an
important explanatory factor for the level and persistence of Europesan
unemployment, Peliticat constraints, rather than technica: obstaclies or
uncertainty about the cutcome, expiain why little has been done to fight
unemployment despite its magnitude. The rigidities that plague European
labor markets are often blamed for unemployment; it is often argued tLhat
these rigidities are motivated bv a greater emphas:is on equity, social

insurance and protection of individuais 3in  European societles. An

1'l'h.m paper was prepared for the European Economic Asscciation Congress.
Maastricht, Septemper 1994. I thank John Driffill and other participants
at the CEPR workshop on unemployment, London, Marech 1994, for helpful
comments.



alternative view. however, is that they siraly benefit politically

powerful groups and organized interests at the expense of the rest of
2

soclely.

This paper is interested in studying how “politice~economic
complementarities” mzy iead to a vicilous circle of high unemployment ang
perverse declsion making. By "politico-eccnomic complementarity” I mean an
ecenoric situation which leads voters and lobbyers to political (non-}
decisions llkelv to reinforce that situatlon.

More concretely, [ focus on three examptes that I pelieve are
retevant mechanisms to explain European unemployment.

In the first example, anatvzed in more detall 1n Saint-Paul (1993}
the iabor market is characterized by high flring costs. The government
tries fo change thls situation py lowering firing costs. This will tend to
increase 7irings but zlse hirings, thus maklng the unemployed beiter-off,
if the reform is well designed ii mav alsec benefii the emploved. It can be
shown that this 1s more likely to happen if the employed are highly
exposed to unempiovment. But if firing costs are very high. this will not
be the case so that reform 1s impossible. Low turnever in the labor market
tan economic variable) leads to no suppert for lower:ing firing costs la
noliticat decision}, thus ensuring that turnover will be low indeed.

in the second example, the :ong~term unempioved can iavest resources
to find a new job. The more resocurces they :invest, the higher their
probability of f{inding a jJob. Te finance these expenses, they cannot
borrow, feor obvious merzl hazard reasens, against their future income.
Cash tramsfers may therefore reduce unemployment by allowing them to

search harder. But when unempioyment is higher, these transfers are itikely

[~

This view is developed in Saint-Paui (1994a).



to be lower. This {or two reasons: the tax base shrinks, and, more
interestingly, the tzx rate itself may shrink because a larger underciass
leads the median voter to more fiscal conservatism insofar as he 15 not a
member of this underclass.

In the third example, high unemplovment iowers the probability for
workers in declinming industries to find a job 1n a new sector. As a reasult
there will be more 1ncentives to vote or lobby for subsidies fo the
industry. In generai equilibrium these subsidies to declining industries
put a draim on new sectors, thus lowering labor demand and increasing

unempiovment.,

2. The Political Economy of labor market flexibility
Increasing “labor market flexibility" is typically presented as the

panacea for curing unemployment. For example, one should recucs

costs. Yet the steps that have been taken in that directiorn are modes:,
This is not that surprising, since {iring costs (and other kipds of
rigidities) presumably benefit the empioved by lowering their probability
of leosing their Job end increasing their bargaining power in waps
determination. Since the emploved, even at nigh unempjovment rates, are
much more numercus than the unemployed, it is evident that policy is
determined by the 1interests of the emploved rather than those of the
unemployed.

Does this mean that increasing iabor market flexibility 1s impossibie
? Fortunztely mnot. It is possibie to get out of this dilemma by
liberatizing at the margin. For ewample one can specify that employers
will be abie to hire new workers under more flexibie iLerms than existing
iabor ceontracts. indeed, it is mosily under these twe~tier, marginal

schemes thal some progress has been made 1n inereasing lhe flexibitity of



Eurcpean labor markets. On- ;pectacular example is the introductien of
determined duration contracts (BDC) 1n Spain, after which 95 % of new hires
were under {DDC). These contracts exist in other Eurspean countries, but
have been less of a success. Lowering the minimum wage for the YOung, as
discussed in the iatroduction, 1s another exampie of fiwo-tier, marginal
liberalization,

The attractive aspect of the two-tier system is that it can generate
consensus over the reform between the employed and the unemployed. The
unemployed like it to the extent that it increases the likelihood that
they find a job. The emploved like it because it does not increase thelir
exposure to unemployment {since they keep their old contracts), bub know
that in the event of losing their Jobs, they will ga:in from a nigher
probability of finding & new job.

One can already see, however, that it 13 only because of their
exposure to unempicyment that the employed will support it. The jower
thelr probability of ending unemployed, the iess they gain from the
cnange. This would not be too much of a probiem, however, if the
government couid commit on the path of pellcy following the reform. Even
though those employed at the time of the reform wouid gain very llttle,
they would not 1ose if one could guarantee that po atiempt will be made at
further reform in the future. The rigid sector wouid then gradually
disappear as "rigid workers” get retired or change jobs, to be replaced by
the emerging flexible sector.

The problem 1s that in the absence of a commliment device for future
policy, the emergence of the f{lexible sector will affect the balance of
power for future decision making. Flexible workers do not have z vested
interest in maintaining rigid workers® privileges. They probably lose from

these privileges to the extent that (1) enforcing iaper market reguiation



1s costly teo the taw payer and (ii} they expect to be preferentially fired
if they co-exist with rilgid workers within the same firm. As the f{lexible
sector develops, the politica: support for a complete reform of the labor
market will increase. After some criticai time t' the governmeni will be
able to imbtement a full reform of the iabor market by relying on a
cealition of flexible workers and unempioyed people.

Those who hold rigid contracts will of course recegnize that when
asked Lo wvote for a tuwo-tier system. The reform now entails not oniy
penefits for them, but also costs. The costs now come from the fact that
rigid contracts will be converted inte flexible ones after t=t. As argued
apove, if their Jobe are very well protected, they benefit very little
from the reform, since it is unlikely that they wlll experience
unemployment in the future. If the employed nave little initlal exposure
te unemplovment then there may be ne two-tier reform such that the
benefits cuiweigh the costs.

This generates a situation of politico-econcmic complementarity. If
the lapor market 1s very rigid te start with, there will pe very little
zuppart for the reform, and the econcny will bpe iocked 1n a trap where
reducing firing costs is politically impossible, even through a twe-itler
system. If rig:dity is net too big, then there will be more support for

the reform and further increases in flexibility are politically viable.

3. The Political Econcmy of Exclusion and Fiscal Conservatism

Let us now turn to the second example. One of the most fascinabting
trends in the eightles and nineties is the general rise in 1nequality in
almest all majer industrialized countries. At the same time, there has
been a rise i1n fiscal conservatism 1n the sense that most countries have

engaged In programs of deficit and expenditure revisions, often at the



expense of redistribullon In favour of the poor and disenfranchised. A
concern has risen about the emergence of a two-tier society and the
associated poltential conflicts.

The joint developmeni of inequality and fiscal conservatism is
somewhat of a puzzie f{eor economic theory. The generatr  view among
economlsts is that an increase 1in inequality is associated with more
redistributive taxation.3 This 15 based on the following line of
reasoning: (i) voting theory svpgesis that the tax rate will be higher
when the median voter is poorer relative to the mean: (ii) in most
countries, income distribution is skewed to the right, so that the median
voter is poorer than the mean; (iil) when inequality increases the median
income is therefore likely to fall relative to the mean. Hence one should
expect a higher tax rate.

fHowever, the third part of thig argument 1s not that general. The
fact that the median is poorer than the mean does not impiy that it will
get farther from the mean for any mean preserving spread in  the
distribution of income. Indeed, if the increase in ineguality :s due to a
larger share of the underclass, or more generaily 1if 1t is due to an
impoverishment of the bottom of income distributien, it 1s guite possiblie
that the median will get closer to the mean and vote for a lower tax
rate.q That 1s, the rise of the underclass will tend to lower aggregate
income, but 1t hardly lowers median income provided the median voter is
not, or does not expect te become, a member of the underclass.s

This theory is therefore abie, in principle, to explain why the rise

“
~ This view is, for example, exemplified in Persson and Tabellini {1694)
or Alesina and Redrik (3991}

q‘l‘his 1s recognized by Perotti (1993), who does not however derive the
dynamic implications of this observation.

> A formal analysis of this argument is developed in Saint-Pang (1994b}.



in ineguality has been accompanied by more, rather than less fiscal
conservatism. As far as the evidence is concerned, it is not quite true
that the medians/mean ratic has increased. It is nowsver true that It nas
fallen much less than, say, the share of the bettom guintile. Furthermore,
the appropriate notion of the mediansmean ratio whlch 1s relevant for the
politicat equilibrium 1s highiy dependent on the tax structure. By "mean®
we de not necessarily mean per capita income but some non-linear aggregate
of individuat lincomes, where the non-linearity is ilnked to the
prograsgsivity of taxes and transfers.6 Given that transfers are highly
progressive, it is likely that the aggregate will give a much heavier
weight to poor 1incomes than will GDP per capita. The rise of the
underclass is likely to generate a fall in this aggregate relative to the
redian income. thus generating more flscal conservatism.

Is fiscal conservatism associated with a politico-econsaic
complementarity? That is, would flscal conservatism  lead to a
expansion or a shrinkage of the underclass ? In the first case there are
politico-economic complementarities. Fiscal conservatism and exciusion
reinforce each ether; multipie teng-run steady states may co-exist. In the
second case {iscal conservatism and exciusion are mutually defeating and
the eccpomy wiil converge to a unigue, stable steady state,

The answer to that questlon cruclally depends on the functioning of
financiai markets. Assume the poor can invest resources into activities

(job search, human capitai accumuiation) that increase their chances of

SIF the tax rate 15 flat and transfers are iump-sum, the tax rate
preferred by the median voter will be an decreasing function of the median
incomesmean income ratic. If taxes are progressive, then the mean income
nas to be replaced with some aggregate which gives a higher weight to high
iacomes. I[f transfers are progressive in the sense that they sharply
decline with income, then the mean income has te be repiaced with an
aggregate which gives more weight to low 1ncomes. Given that transfers are
more progressive than tawxes, the latter effect i1s likeiy to dominate.



taking off. ¥iscat conservatism then increases the return to that
investment. One couid therefore expect it to lead to o reduction in the
underclass, which 1n turn wiill lead fo iess conservatlism in  the
future...until! the economy converges to a steady state. However, ahe
should keep in mind that this logiec will only prevail if the poor are not
preventeded from borrowing in order to flnance their investment, If
imperfections 1in financiai markels impose liguidity constraints on them,
then their investment in search or training 1s bounded by their current
income, lmplying that iower transfers will lead to itess, rather than more
investment. The economy then ends in a vicicus circle with mere poor
generating more conservatism, and vice~versa. A transitory shock such as a
recession, a war or an oil shock may shift the economy from a
redistributivesegalitarian situation to a conservative/unegual situation.

Toe what extent can we rely opn this argument to expiain European
unampioymentT At face value, it is suggestive that the European care for
equity and redistribotion may actually be good for esployment by
allowing the wunemployed to use thelr benefits to fund their search
activity. If this 15 true, one should expect that all else eaguai,
countries with more generows unemployment benefits will have less
unemployment. Unfortunately, if there 1s one variable which is robust in
explaining unemployment and 1its persistence in a cross-section of
countries it 15 vprecisely the level and duration of unemplioyment
compensation.7 In that respect, the model is not that reievant because Jjob
search i1s not a very cash-intensive activity.

On the other hand., whenever getting out of long-term unempioyment is

associated with an investment in retraining or relocation, fiscal

7See Layard et al. [198%)



conservatism may be a serious obstacte. This may be particuiarily reievant
if {as in England for exampie) unemployment is concentrated i1n depressed
regions and/or secters. in that case the complementarity between excius:ion
and conservatism mav raise a concern for the prospects for vuilding a

nolitical support to reduce this form of unemployment

4. The Political Economy of Unemployment and Subsidies to Declining
Industries.
The iast example we snall censider is based on the follewing idea: in
a society with low job creation there will be mere political support for
subsidies te declining industries because the alternative - rerocating
iabor to pew 1ndustries - looks bieak (a similar argument would appiy for
other forms of job protection such as firing costs). To the extent that
these subsidies generate inefficlencies - e.g if they are financed by
taxes on the new productive sectors - they will have an adverse impact on
labor demand and therefore validate the low rate of Job creation. This Is
again an example of politico-economic compiementarities, which may lead to
the coexistence of a low turnover/high subsidy equllibrium and s high
turnover/lov subsidy eguilibrium. Unemployment may, but need not be higher
in the former equilibrium, since both job creation and job destruction are
mgher.8
Under what assumptions is this intuition valid 7 Let us assume that
the )ob reallocation process takes place according to a matching function
isee Pissarides (1990)] h = miu,v} where h 1is the hiring flow, u
unemployment and v vacancies. Assume that each sector is elther in a

productive state or a deciining state. We shail consider two aiternative

8 This 15 formallized in Saint-Paui (1994c).



political systems. In the first case, peopie vote on a subsidy rate for
all declining sectors. The subsidy is financed, say, by a flat tax rate on
the inceme of productive sectors. In the second case, each declining
secltor iobbies individually for subsidies by putting resocurces into the
oreduction funciion for rent-seeking {See Becker (1980)).

Let us start from the case where people vote on the subsidy rate and
there are constant returns to the matching function., In that case, people
will ainternalize the effecis of subsidies on tabor demand when deciding
what to vote for. Furthermore, because of constant returns in the matching
function, the initial stock of unemployment will have no effect on the
eguilibrium  prebabllity of finding a Jjob [(See Plgzarides  (1990%).
Therefore, there will be a single equilibrium subsidy rate which will be
independent of the initial tevel of unemployment. In that case there are
no politice-economic compiementarities.

Let us now consider the case where people vote, but there are
congestion effects in the lavor market, i.e. decreasing returns in the
matching function. Then a higher 1initia: unempioyment rate will ope
agscciated with a lower rate of Jjob finding., This wlill lead voter to
support a higher subsidy rate, which will further lower tabor demand and
the job finding rate. Although there wlll not be a coordination failure,
there will be politlco-economic complementarities.

What happens now 1f instead of belng determined by voting, the
subsidy rate s determined by 1lcbbyving ¥ This introduces a coordination
failuyre which re:nforces compiementarities, If 1 expect other sectors io
invest heavily in lobbying for subsidies, i1 expect itabor demand to be Llow
tomorrow. The resulting low rate of job finding will induce me to devote

more resources to pet subsidies for myself.
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5. Conclustion

We have studied a number of mechanisms through which an economy can
be stuck at a high unemployment equilibrium because a poor labor market is
assoclated with support for poor policy. These mechanismz are consistent
with the scarclty of measures that have been undertaken to cure
unemployment. The message of the paper 1s that curing the Furopean
unemployment problem 1s a difficult task because a tot of skills are

required te avoid political pitfalls.
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