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ABSTRACT

Unemployment and Labour Market Reform:
A Contract Theory Approach*

Why do many democracies fail to reform their labour market institutions? We
study the feasibility of reforms that include the compensation of the insiders
for the removal of labour market regulations. In our model, workers differ in
their ability to perform well on a liberalized labour market. The workers’ ability
is unobservable for the government. This informational asymmetry generates
additional costs for a government that wants to implement a compensation
package together with a labour market reform. Under asymmetric information,
a reformer who wants to ‘buy’ the approval of voters has to pay them an
informational rent in addition to the pure costs of compensation that would
arise under symmetric information. In this setting unemployment may be
constrained Pareto-efficient. Consequently, no reform is accepted
unanimously by voters. We show that this result can further be strengthened:
under majority voting, labour market reforms may fail politically because there
exists no reform package that gets the approval of a majority of voters. Our
model explains the emergence of political deadlocks, where low rates of
unemployment can be removed in the political process, but high rates of
unemployment tend to be politically stable.
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NON-TECHNICAL SUMMARY

Why do many democracies fail to reform their labour market institutions?
Recent politico-economic literature has begun to address this important
question. In particular some attempts have been made to analyse the
likelihood of labour market reform programs surviving the political process.
The main argument of this literature is that the labour market reforms which
are discussed are not Pareto-improving moves. Instead, they redistribute
income from employed insiders to the unemployed outsiders. This point has
been put forward by Gilles Saint Paul who argues that ‘many of the reforms
that would reduce unemployment are unpopular because they would remove
regulations that benefit the insiders’. Given that insiders outnumber the
outsiders, it is plausible that reforms fail politically. Although this view
contributes to our understanding of the failure of reforms, one key question
remains open: why do democracies not select programs for labour market
reform that do make everybody better off?

This Paper addresses that question. Our proposed answer is that asymmetric
information about the gains and losses from a reform may make it impossible
to design a reform package that makes everybody better off. Under
asymmetric information, a reformer who wants to ‘buy’ the approval of voters
has to pay them an informational rent in addition to the pure costs of
compensation that would arise under symmetric information. This is why a
reformer may be unable to design a balanced-budget compensation scheme
for all the losers of a reform. If this is the case, then unemployment is
constrained Pareto-efficient. This means that a planner who is subject to
informational constraints cannot propose a mechanism to the population that
makes everybody better off. The fact that unemployment may be constrained
Pareto-efficient explains why it cannot be removed without political conflict.
We will show that this result can be further strengthened: under certain
conditions, no reform package exists that gets the approval of a majority of the
voters. Under asymmetric information a labour market reform may be non-
implementable, because even the compensation of a majority of voters is too
costly.

We address these issues, applying the tools of contract theory to a stylized
model of a labour market with asymmetric information. Our main assumption
is that the losers from a labour market reform can be grouped into different
categories according to their ability to cope with the liberalized system. Some
high-ability workers do not suffer significantly from a labour market reform,
because they can easily adjust to the more competitive conditions, while a
second group of agents incurs significant losses even if these agents provide
additional effort. Finally, there are low-ability agents who do not have the skills



to adjust to the liberalized system. These agents are the biggest losers from
an uncompensated labour market reform.

The status-quo of our economy is characterized by real wages above the
market clearing level. For this reason there is unemployment. We consider a
situation where policy-makers know what type of reform they have to
implement in order to reduce unemployment. A labour market reform leads to
lower wages and lower unemployment and it increases the aggregate payoff
of workers. With full information a reform that is combined with appropriate
side-payments from outsiders to insiders can make everybody better off. In a
world with asymmetric information, additional costs for the government arise.
This is why a reform may become non-implementable. Our model exhibits the
interesting feature that low rates of unemployment can be removed more
easily than high ones. An economy may get politically deadlocked in a
situation with high-unemployment and low acceptance for reforms.
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ì UL?t�_ih @ �L|�?} TLT�*@|�L? UL?t�t|�?} i U*�t��i*) Lu �Lh!iht Lu |L|@* 4@tt L?i� �

�Lh!ih U@? Mi 4Lhi Lh *itt ThL_�U|��i ��i? �i �t i4T*L)i_ �? @ �h4� O�t ThL_�U|���|)

�t i�|�ih ��}� EM� Lh *L� Eu�� L̀h!iht _�gih �? |�i�h @M�*�|)� A�i @M�*�|) Lu @ �Lh!ih

4@) |@!i |�hii �@*�itG ��}� �c 4i_��4 6c @?_ *L� ,� ì _i?L|i |�i t�@hi Lu @}i?|t
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�t i L}i?L�t� ì t�@** @tt�4i |�@| u�** i4T*L)4i?| ��|�L�| igLh| U@? L?*) Mi

4@�?|@�?i_ ��i? �n ' �uc ��i�G �E�u� ' f�
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