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Preface

This thesis provides political-economy explanations for the prevalence of inefficient
government policies. Possible solutions to the problem of non-adoption of efficient policies

are also provided.

Understanding why inefficient government policies exist, and how they may be reformed, is
key in the field of political economy. A leading example is trade policies, where the reality of
most countries’ policies is so blatantly contrary to all the normative prescriptions of the
economist that there seems to be no way to understand it except by delving into the politics.
Labor market policies provide other examples. The recent wave of economic reforms has

heightened the interest in these questions.

The thesis is part of Claussen’s Dr. Polit exam at the University of Oslo. Claussen defended
the thesis on March 24, 2003.

Oslo
May 2003

Monetary Policy Department

Kristin Gulbransen

Director
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gratitude to Lisa, for her encouragement and for her patience.
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Chapter 1

Introduction and overview

Economists have always been better at telling
policymakers what to do than at explaining why
policymakers do what they do.

Rodrik (1993)

1. Introduction

During the last two decades we have seen a wave of economic reforms all over the world.
Most striking is perhaps the transformation of the centrally planned economies in Eastern
Europe into market economies. But also in other regions there have been significant reforms.
What determined the timing and content of these reforms? Why are governments generally so
reluctant to undertake reforms? Part of the answer to these and related questions can be found
in “pure” economics. The expected outcome from reform might be negative, the uncertainty
might be too high, and so forth. However, pure economic explanations often do not carry
through. This has spurred the exploding literature on the political economy of economic
reform.

Roughly stated, political economy is the analysis of how economics affect politics and how
politics affect economics. Drazen (2000, p. 16) explains it the following way.

“Political economy starts with the problem of choice in a society with heterogeneous
agents, but with a very different focus than multi-agent welfare economics. The focus
is on the process by which it is decided what policy to adopt, and, more specifically,
on what policy choice will emerge from a specific political process. The issue is not a
technical problem of the implication of different weights, but the political problem of
how the weights are chosen (representing the question of how conflicts of interests
are resolved) and its economic implications.*
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The literature on the political economy of reform utilizes this type of analysis to explain the
reform process and the non-adoption of reform.’

This thesis consists of four essays on the political economy of economic reform. The essays
cover various aspects of the political economy of reform but are linked in several ways. The
aim of this introductory chapter is to give a brief and non-technical overview of the essays and
to explain the links among them. The discussion of the contribution of my research to the

existing literature will be taken in each essay separately.

2. Essay 1. Persistent inefficient redistribution

The motivation for the first essay (chapter 2) is to explain the widespread use of economically
inefficient means for redistribution. The use of trade barriers offers an example. Trade barriers
divert resources to domestic producers, but at the cost of a deadweight loss. Why not simply
tax the losers from the barriers and transfer the receipts directly to the domestic producers
(assuming that this produces a smaller deadweight loss)?

In the essay I look at representative democracy. The government decides what policy to
pursue, but the voters can change the government by selecting opposition politicians through
elections. I assume that the politicians including the incumbent politician (the government)
knows that economically more efficient means for redistribution than the one currently used
exist. Can the incumbent still find it optimal not to reform? The answer is yes if three
conditions are fulfilled: (i) The voters must know less about the efficiency of policies than the
politicians, and they must believe that the policy pursued is efficient in some states of the
world. (ii) The voters must not know the preferences of the different politicians. (iii)
“Ideologist” politicians that would make reforms even if it were inefficient must be present.
When these conditions are fulfilled, an incumbent that prefers to redistribute to special
interests can use the inefficient method to mask the real redistributive aim of policy. If the
incumbent use the more efficient method for redistribution, the incumbent reveals that it
prefers to redistribute to special interests, and such an incumbent is not re-elected.
Consequently, the government prefers to stick with the inefficient form of redistribution.

An evident question is why rational voters stay ignorant about the efficiency of the policy.
Why do the opposition politicians not provide the voters with information regarding the
inefficiency of the policy pursued? In the model in the essay the reason is that all politicians
have incentives to pretend to be good. Thus the information content of their claims is rendered
worthless for the voters.

! Drazen (2000) has recently surveyed this literature. Useful earlier surveys are Rodrik (1993, 1996) and
Tommasi and Velasco (1996).
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3. Essay 2. Why re-elect a bad government?

The motivation for the second essay (chapter 3) is to explain re-election of openly corrupt
governments and governments openly redistributing to special interests at the expense of the
vast majority of the population.

In the essay, I ask if there can be non-adoption of reform even if the voters know which
policy is best. I assume a representative democracy where the government decides what policy
to pursue, but the voters can change the government by selecting opposition politicians
through elections. The incumbent politician (the government) pursues a policy that is contrary
to the interest of all voters, and everyone observes this. At the same time there are opposition
politicians available for office in every election. Some of these prefer to pursue policies even
worse than the policy pursued by the current incumbent, but others prefer to pursue the
policies preferred by the voters. Can it still be rational for the voters to re-elect an incumbent
pursuing policies contrary to their interest? The answer is yes if the opposition politicians
cannot credibly convey information to the voters about which policy they will pursue if in
office. The voters will prefer to keep the incumbent if the policy pursued is not considered too
detrimental. The reason is that by electing a challenger, the voters run the risk of electing a
very poor politician who they have to stick with for some time.

Again evident question is why rational voters stay ignorant about the politicians’ type. Here
too, the answer is as in essay 1. Since all politicians have incentives to pretend to be good, the

information content of their claims is rendered worthless for the voters.

4. Essay 3. On the dynamic consistency of reform and compensation

schemes

In the third essay (chapter 4) I look for ways to overcome the problem of non-adoption of
reform. A natural starting point is to look for ways to compensate the losers from reform. To
keep things relatively simple I abstract from the principal-agent problems in the models of the
first two essays, and assume that policy is determined by majority decisions.

The essay has the seminal article by Fernandez and Rodrik (1991) as the starting point. The
authors show how there is an inherent status quo bias if there is individual-specific uncertainty
regarding the gains from reform. I make three main changes to the Fernandez-Rodrik model: 1
allow for compensation to the losers, introduce an infinite time horizon, assume that the share
of losers from reform decreases over time, and assume that in the end all individuals gain from
reform. Furthermore I assume that the individuals cannot make binding commitments.

The model captures two major aspects of the dynamics of real world reforms: first, in the
short run the losers are strong and able to block or reverse reform. Second, over time and as a

result of reform the losers’ influence over policy declines. Some labor market reforms in
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Europe, dual track reforms in China and many reforms in the formerly socialist economies of
Eastern Europe have these aspects.

I find that to accept reform, losers first demand partial compensation. The compensation
demanded declines over time until the last period when the losers have political influence. In
that period the compensation increases dramatically. After this compensation there is no
compensation to the losers. The pattern of compensation follows from the development of the
losers’ political influence and the realization of the aggregate gains during reform. In the
initial phase the losers know that they can make demands also during the following periods.
They are therefore satisfied with partial compensation. Later, when the reform takes hold, the
losers’ ability to demand compensation is lost. Therefore, they demand full compensation for
continued reform some time before the reform takes hold.

I also look at the effect of increasing the irreversibility of reform. I find that increasing the
economic cost of reversing reform is often a bad idea. It can only be a good idea if the losers
are liquidity constrained at the time when the losers have to be paid off completely.

In the model presented in the essay I assume that all losers are compensated. A possible
criticism to this assumption is that it is not necessary to compensate all losers to get a majority
for reform. However, looking closer at the potential bargaining game between the players over
the gains from reform, I find that it is cheaper for the winners from reform to compensate all

losers than to compensate any smaller share of the losers.

5. Essay 4. The time consistency of two-tier labor market reforms

Also in the fourth essay (chapter 5), I look for ways to overcome the problem of non-adoption
of reform through compensation to the losers. As in the third essay, I keep things simple by
abstracting from principal-agent problems, and assume that policy is determined by majority
decisions.

I look at a concrete real-world reform that creates a dynamic situation similar to the one
described by the more abstract model in essay 3. The reform is a two-tier reform on the labour
market. Two-tier reforms are reforms where the cost of firing workers is reduced for new
labour contracts, while for contracts entered before reform, firing costs remain unchanged.
Two-tier reforms have been quite common in Europe over the last few decades. The two-tier
mechanism compensates the losers from reform implicitly, but gradually changes the political
constellations as described in the third essay.

Previous research has found that a time consistency problem limits the scope for two-tier
labor market reforms since the winners prefer to pursue full reform and eliminate the implicit
compensations as soon as they are politically strong enough to make such decisions. My
hypothesis, which is supported in the essay, is that this conclusion hinges on an implicit

assumption of fiscal illusion. If the voters know that there is a link between unemployment
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levels and taxes, they also know that higher unemployment requires higher taxes. Since a two-
tier reform gives lower unemployment during transition, taxes are smaller under a two-tier
reform than under a full reform. Consequently, all voters prefer continuation of two-tier

reform to a complete reform and the time consistency problem disappears.

6. Links between the essays

In general, the essays of the thesis are linked thematically on the basis of economic reform.
There are also closer thematical links between the first and the second, and between the third
and the forth. The second essay is a natural follow up of the first, in that there are two sorts of
asymmetric information in the first essay whereas there is only one of these in the latter. The
third and fourth essays are linked as both look at compensation schemes under reforms where
the political power of the losers from reform is shrinking following a Markov process. In fact,
the model in the fourth essay is a real world application of the third.

Furthermore, the models in all four essays are political economy models, all models are
dynamic, and each has an infinite time horizon. The equilibria are dynamically consistent.
That is, the agents’ expectations are formed as part of the equilibrium, and are consistent with

the equilibrium and equilibrium behavior at any point in time.
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Chapter 2

Persistent inefficient redistribution

Carl Andreas Claussen”

Norges Bank

Abstract

Why do governments redistribute through indirect and inefficient means? An intuitive
hypothesis is that it masks the real aim and cost of policy. In this paper we construct a
dynamic model with an infinite horizon, political competition, rational individuals and
asymmetric information regarding the efficiency of policy and politicians’ preferences to test
this hypothesis. While the previous (formal) literature explains one-time projects like the
building of a dam, bridge or an airport, we are able to explain the persistent use of inefficient

means like regulation and subsidies for redistributive purposes.

Keywords: Political economy, Inefficient redistribution, Reform, Special interests.

JEL codes: D72, C73.

" Thanks to Geir Asheim for guidance. Much of this work was done when I was visiting SITE at the
Stockholm School of Economics. Their hospitality is gratefully acknowledged. Thanks also to Norges
Bank for financial support. Remaining omissions and mistakes are mine. The views presented are mine
and do not necessarily represent those of Norges Bank.
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1. Introduction

Governments redistribute. Much of this is rather direct and explicit, but large parts are
indirect, implicit, and has large deadweight losses (see e.g. Tullock (1983)). Often more
efficient redistributive means exist. Why not use the most efficient means? This question is the
focus of the current paper.

An intuitively appealing answer is that indirect means are used to mask the real aim and
cost of policies. Aims are masked by transfer mechanisms justifiable on grounds other than
redistribution, so-called disguised transfer mechanisms (Tullock 1983)." The costs are masked
by the mechanisms with concealed costs (Coate and Morris 1995). Import quotas and different
kinds of regulations are examples of policies with concealed costs. Answers based on these
arguments are often associated with the Virginia school of political economy, and are
sometimes denoted “the Virginia View” (see e.g. Coate and Morris (1995)).

Coate and Morris (1995) provide a principal formal test of the Virginia view. They find that
the Virginia view holds if there is asymmetric information regarding both the efficiency of
policy and the preferences of the politicians. They pursue their test on a common agency two-
period model of political competition where the voters are rational but imperfectly informed.
The disguised transfer mechanism is a one-time project like the building of an airport or a
bridge etc., where the cost of the project is common knowledge. The project is undertaken in
the first period, and the outcome is observed in the second period before the voters decide
whether to re-elect the incumbent. If the incumbent in the first period explicitly redistributes,
she signals that she is “bad”, and is replaced by a challenger. If she uses the disguised
mechanism, the voters cannot say whether she is “good” or “bad” since the state of the world
is unknown to them. In equilibrium the project is undertaken in the first period even if the
state of the world is such that the project is inefficient in expected terms.

Although one-time projects are important redistributive tools, the widespread use of
apparently inefficient subsidies, regulations, tariffs etc. suggests that permanent policies are
more important. In this paper we test formally whether the Virginia view holds for more
permanent inefficient policy measures. For this purpose, we construct a model where policies
can persist and produce inefficient results for an infinite number of periods. We assume that
the voters cannot observe the outcome of the policy perfectly, but the policy is inefficient in
expected terms. The model has an infinite horizon, political competition and rational voters.
The main characteristics of the Coate and Morris model are maintained: some politicians
prefer to redistribute and others not, redistribution can take place directly or through a public

policy, there are elections where the incumbents can be replaced by a political challenger, and

" The idea is that a policy is efficient only in some states of the world, but the state of the world is not
known to the voters (Rodrik 1995).
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there is some “initial” asymmetric information both regarding the efficiency of policy and the
preferences of the politicians.

Our finding is that the Virginia view holds and that it explains permanent inefficient
redistribution. As in the Coate and Morris model, asymmetric information both regarding the
efficiency of policy and the preferences of the politicians is assumed to obtain the result. In
equilibrium the incumbent never uses the most efficient means for redistribution because that
would reveal that she is redistributive and that the policy is pursued for redistributive reasons,
not for efficiency reasons. The voters do not change the incumbent for a challenger even
though the “initial“ expected gain from doing this is positive. The reason is that after
observing the incumbent’s policy, their measure of the likelihood that it is efficient has
increased. In addition to the asymmetric information regarding the efficiency of the policies
and the preferences of the politicians, but differently from the Coate and Morris framework,
we need "ideologist" politicians that always reform. If there is no “ideologist”, the citizen can
costlessly try out the different challengers since the challengers will either pursue the same or
a better policy.

The current paper comes under at least two branches of the modern literature on political
economy. One is the literature on the form of transfers to special interests. Coate and Morris
(1995) and Acemoglu and Robinson (2001) provide an overview of some of this discussion.
Another branch is the literature on the political economy of economic reform. Drazen (2000),
Rodrik (1996) and Tommasi and Velasco (1996) survey this literature.

Several authors have elaborated on the Coate and Morris two-period model (see e.g.
Bordignon and Minelli 2001 and Brett and Keen 2000). We are not aware of any attempts to
test the Virginia view in a multiperiod setting with rational individuals and political
competition.

The paper is organized as follows: We present the model in section 2, and find equilibrium

in section 3. In section 4 we briefly discuss some of our assumptions and conclude.

2. Model

We look at an economy populated with N identical individuals who consume and vote. Out of
these N individuals, n< 2N have successfully managed to overcome free-rider problems and
formed a special interest group. We denote this sub-group S.

The only political issues concern whether there should be redistribution from the general
public to the special interest, and which of two forms this redistribution should take. The

incumbent politician has three policy options available:

(1) No intervention in the economy (no redistribution).
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(i1) A direct redistributive policy where each individual in the economy pays a tax 7 to
finance a transfer of size y(zN/n), 0 <y <1 to each member of the special interest
where (1-y)(tN/n) is the efficiency loss from taxation.

(i) A disguised policy measure that gives a utility B to each member of the special
interest. The cost of this policy for each individual in the economy is 7.

We define reform as a policy shift from (iii) to (i) or (ii), and assume that:

Al. Reform is irreversible.

Consumers’ preferences

Except for group membership, the individuals are equal. We call an individual who is not a
member of the special interest group “the citizen”, and denote his per period utility . An
individual who is a member of the special interest group we call “the special interest”.

In every period each individual receives an income y. The net income of the two types of
individuals (I° and F) under the different types of policies is summarized in table 1:

Table 1. Net income of citizen and
special interest under policy (i), (ii) and (iii).

Citizen (I°) Special interest (I°)
Policy (i) y y
Policy (ii) V- y-t+ y(zN/n)
Policy (iii) y-T y-t+B

The per period utility of the citizen is

e N-n
n

1) u I+,

This formulation implies that the citizens always prefer (i) to (ii) since y<l, and policy (iii)
to policy (i) if and only if B>7N/n. The formulation captures the essence of a disguised transfer
mechanism: in some states of the world where B is large enough, policy (iii) is preferred by

the majority of the voters.” Consumers are risk-neutral and discount future utility by J, 0< J<I.

2 Altruism or stochastic membership in the two groups can give similar preferences for the citizen.
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Politicians

Politicians are risk-neutral and have the same discount factor as the citizens. They can be of

three different types:

Benevolent politicians maximize the expected utility of the citizen.
2 V=D 6Eu.
t

Redistributive politicians always prefer redistribution to S to no redistribution. They behave as

if they maximize the following’
() V=Y Elt+1;).
t

Here 0<a<(N—n)/n measures the degree of benevolence of the redistributive politicians.
The benevolence parameter is the same for all redistributive politicians, but the closer ¢ is to

(N-n)/n, the more benevolent the redistributive politicians are.

Ideologist politicians always prefer policy (i).

“4) v/ =r

We assume that the politicians derive utility from the policies pursued whether in office or

not. This means that they have no additional utility from being in power.

A2. Politicians’ utility both in and out of office is given by (2), (3) or (4).

Timing of events

At the beginning of every period the incumbent politician sets policy and all players observe
the policy and its outcome. By the end of the period there is an election where the majority
(the citizen) either re-elect the incumbent or elect the challenger.

In period =0 nature chooses the realisation of B (that stays the same for all future periods)
and an incumbent. In the following periods the incumbent at the beginning of the period is the

one that was elected at the end of the preceding period. The number of periods is infinite.

? In the appendix to chapter 3 I show how (3) follows from a government maximizing a weighted sum of
contributions (bribes) from the special interest and the welfare of the general public. A more direct
interpretation is that politicians have direct preferences for his home district, farmers, etc.
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Information structure

There are two types of information asymmetries in the model. The first relates to the
politicians’ types and the other regards the efficiency of reform, i.e. the realization of B.

It is common knowledge that nature draws the incumbent and the challengers according to
a probability distribution A=(Az, Az, A;), where the first term is the probability that the
politician is redistributive, the second is the probability that the politician is benevolent and

the last term is the probability that the politician is an ideologist.* However,

A3. only the politicians themselves know their own type.

Similarly, it is common knowledge that the variable B can take one of two values, B or
B H> but,

A4. the politicians know the realization of B, whereas the citizens only know that the
probability that B=By is 7.

The parameters of the model, the functional forms and the timing of events are common
knowledge.

Restricting the model

To tailor the model to a situation we want to describe, we have to place some more restrictions
on the model. The first restriction states that for the citizen, policy (ii) is preferred to (iii) in
expected terms

R1. 7B, +(1-7)B, <yrﬁ.
n

This means that the prior perceptions of the voters (the citizen) are such that they would
actually vote for (ii) to (iii) if there was direct voting on the issue.

The second restriction ensures that there exists an equilibrium in which it is optimal to keep
the incumbent politician if she plays (iii).

Ay (1= 2 By + A (1= A JA-7)B, (N

R2. A, 0=2)r+2,(1-2, 1-7) n

* A corresponds to what Coate and Morris (1995) call the challengers” initial reputation.
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The two restrictions imply A,(1- 1,))> Az(1- Az) and

(5 By > tN/n > y(tN/n) >By,

which in turn implies that policy (iii) is efficient if and only if B=By.
The third restriction ensures that the redistributive politician prefers policy (iii) to (i) even if
B=B L»

R3. B, >(1+a).

Together with (5), R3 also implies that a redistributive incumbent prefers (ii) to ().

The game and equilibrium concept

The model defines a multistage game with an infinite horizon between the incumbent
politician, the challengers and the citizen. There is incomplete information and the players
move sequentially within each stage.

Before the first stage of the game nature chooses the realization of B for the whole game,
and the incumbent’s type for stage 1. In each stage of the game the incumbent first chooses
actions from (i)-(iii) if there has been no reform and (i) and (ii) if there has been a reform.
Then the challengers make claims regarding the efficiency of reform (z) and their type. Then
the citizen either re-elects the incumbent or picks a challenger. In the latter case, nature
chooses the type of the new incumbent for the next stage.

The information structure of the game is such that the incumbent knows her own type and
the realization of B. The citizen knows that the probability that B=By, is 7, and the probability
that the incumbent is of the different types is given by the vector 4. Both the incumbent and
the citizen know that the probability that the challengers are of the different types is given by
the vector 4.

Each stage seen in isolation is a Bayesian extensive game with observable actions. There
are links between each stage. Extracted information regarding the efficiency of the reform and
the incumbent’s type is carried over from one stage to the next.

Bayesian equilibrium is the natural equilibrium concept for the game. This equilibrium
consists of a strategy and beliefs for each player that satisfy two properties. First, each player’s
beliefs are consistent with all players’ strategies in the sense that they are generated by
Bayesian updating where possible. Second, each player’s strategy is optimal given these

beliefs and the strategies of the other players.
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3. Solving the model

In the game described in section 2, claims made by the challenger have no direct impact on the
players’ payoffs. Thus, challengers’ campaign statements regarding type or program (or
anything else) are “cheap talk”. In games with cheap talk there are always “babbling”
equilibria where the receiver ignores the sender’s signals. In our setting this implies that there
are equilibria where the citizen ignores the political challengers’ claims. These are equilibria
where the challengers play no active role in the game, and where the game can be considered a
game between the citizen and the incumbent only. We will concentrate on such equilibria.
Here the citizen and the incumbent always believe the probability that each of the challengers
is of the different types is given by 4.

If there has been a reform, the only political issue is whether there should be redistribution
or not. On this issue, both benevolent and ideologist incumbents have interests coincident with
the citizen and such incumbents will play (i). Thus, the citizen has no incentives to change
such incumbents for a challenger. Furthermore, since politicians always have utility from the
policies pursued (and not only if in office (c.f. A2)), there is a net gain for the redistributive
incumbents from playing (ii) even if that means that they are not re-elected. Lemma 1 gives
the equilibrium strategies for the players if there has been a reform. This equilibrium is
supported by off equilibrium path beliefs that are such that if the citizen observes the
incumbent playing (ii) after having played (i) at an earlier stage, then he believes the
incumbent is redistributive. The proof is straightforward.

Lemma 1

If A1 - A3, R1 - R3, and there has been a reform, then the equilibrium strategies are:

Citizen: Elect a challenger if and only if incumbent played (ii).
Incumbent: If ideologist or benevolent, always play (i). Play (ii) if
redistributive.

It follows directly from lemma 1 that ideologist incumbents will find it optimal to play (i)
also if there has been no reform. The same is the case if the incumbent is benevolent and
reform is efficient. But we want to prove the existence of an equilibrium where the citizen re-
elects incumbents playing (iii), and where an incumbent plays (iii) even if reform is efficient.
A combination of strategies where this is the case is the following: the citizen elects a
challenger if and only if the incumbent plays (ii). The incumbent always plays (i) if she is
ideologist, always plays (iii) ((ii)) if she is redistributive and there has been no reform (been
reform), and plays (iii) ((i)) if benevolent and B=By (B=By).
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But why should the citizen keep an incumbent playing (iii) when the expected benefit from
reform is positive (c.f. R1)? One possibility is that it is not very likely that an incumbent is
redistributive, so that observing the incumbent playing (iii) makes it more likely that reform is
inefficient. Using Bayes rule we obtain the following expression for the citizen’s belief
regarding the likelihood of By, after observing the incumbent playing (iii):

Ay +Ax

(6) w*=P(B,,|Gii)))=7 Yy

Thus, after observing the incumbent playing (iii), the citizen believes that the probability
that policy (iii) is efficient is higher than before he observed policy (iii) being played. This is
the mechanism that makes the “re-elect incumbents playing (iii)”-strategy and equilibrium
strategy despite the inefficiency of policy (iii) in expected terms (R1). Lemma 2 summarizes
the equilibrium strategies and necessary conditions for this equilibrium. This equilibrium is
supported by off equilibrium path beliefs that are such that if the citizen observes the
incumbent playing (ii) after having played (i) at an earlier stage, or playing (ii) after playing
(iii) then he believes the incumbent is redistributive.

Lemma 2
Under A1 -A4, R1 - R3 there exists a &<1 such that the following strategies are equi-
librium strategies in a perfect Bayesian equilibrium to the game described in section 2:
Citizen: Elect challenger if and only if incumbent plays (ii).
Incumbent: If (iii) is available: play (iii) if redistributive or if benevolent
and B=By. Play (i) otherwise.
If (iii) is not available: play (ii) if redistributive. Play (i)
otherwise.
Proof
Optimality of incumbent strategies

Incumbent is benevolent

Given the citizen’s strategy, the optimality of benevolent incumbents’ strategies follows

directly. By playing these strategies such an incumbent is guaranteed maximum utility.

Incumbent is ideologist

Given the citizen’s strategy in lemma 1, the ideologist incumbent is guaranteed her maximum

utility by always playing (i).
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Incumbent is redistributive

Given the citizen’s strategy, a redistributive incumbent has three choices. She can play (i) or
(iii) and stay in office forever or she can play (ii) knowing that then she will be voted out of
office. If B=By she is guaranteed her maximum utility by playing (iii). If B=B; it follows from
R3 that she prefers playing (iii) to (i). Thus the choice is between (ii) for one period or (iii)

forever. She prefers playing (iii) forever if

(B, -(1+a)7]2

1 1
7 -
2 -0 1= 1,6

{}f:ﬁ—(lJra)r}.
n

Because of (5), this condition will hold as long as ¢ is close enough to 1. If (7) holds, there

is no gain from playing (i) or (ii) in one period.

Optimality of citizen’s strategy

With these strategies for the incumbent, the citizen can update his beliefs regarding the
efficiency of policy (iii) according to (6). He can also update his beliefs regarding the
incumbent’s type, but as long as he is not certain about the incumbent’s type this belief is
irrelevant for his decision. For any belief 7* the criteria for re-election of the incumbent is (use

the One-Shot-Deviation Principle (Hendon, Jacobsen and Sloth, 1996) and rearrange terms)

Am*B,, +(1- A, (1-7%)B, N

Ar*+(l=A, )1-7%)  n -

Plugging in for z* from (6) we get exactly the same expression as R2. The expression on
the right-hand side of the inequality represents what there is to gain (gross) if electing a
challenger leads to a change in policy: the saved tax. The left-hand side gives the gross loss if
electing a challenger leads to a change.

If the incumbent plays (iii) or (i) in the first period in office, and (ii) in the following, this
will be off the equilibrium path. Since the incumbent played (ii), the situation is as in lemma 1
where the beliefs regarding B are irrelevant. When there has been a reform, the incumbents’
actions on the equilibrium path are separating with only redistributive incumbents playing (ii).
We have assumed (before lemma 2) that the citizen only looks at the action taken in the

current period when forming his beliefs. Q.E.D.

From the restrictions on the parameters we can draw the following conclusions:
e  For such equilibrium to exist the time between elections must not be to long. This
follows from equation (7), where we see that the discount factor  must be close to 1.
If there is a long time span between elections, the gain for the redistributive
incumbents from pursuing efficient redistribution in one period increases relative to

the gain from pursuing inefficient redistribution forever.
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e [t follows from R1 and R2 that A,(1- 4;)> Az(1- Ag) is a requirement for an equilibrium
with inefficient redistribution to exist. Thus, the share of benevolent politicians does
not matter as long as it is larger than zero. If the share of ideologists and
redistributive politicians are each less than 5 of all politicians, it is sufficient that the

share of ideologists is larger than the share of redistributive politicians.

The appendix includes a numerical example where restriction R1 - R3 and condition (7)

hold simultaneously. We can now state our proposition.

Proposition

Under Al - A4 and R1 - R3, and if elections are sufficiently frequent, there exist
perfect Bayesian equilibrium outcome to the game described in section 2 where

policy (iii) is persistently pursued when B=B;.

Proof

If B=B, and the incumbent in period =0 is redistributive, then it follows from lemma 2 that
the perfect Bayesian equilibrium outcome to the game described in section 2 is that policy (iii)
is pursued forever. The appendix gives a configuration of parameter values for which all the

restrictions and conditions for lemma 1 hold simultaneously. Q.E.D.

Proposition 1 states that the Virginia View holds in our model; i.e. there exist equilibria
where the government prefers to pursue (iii), and where the voters prefer to keep a

redistributive incumbent playing (iii) even though
e policy (iii) is not efficient in expected terms (reform is efficient in expected terms),
e policy (iii) is in fact inefficient (B=B;), and
e there are more efficient means for redistribution available.

The reason why the incumbent does not use the more efficient means for redistribution is as
the Virginia view prescribes: by using the most efficient means for redistribution the
incumbent will reveal that she is redistributive and that policy (iii) is pursued for redistributive
reasons, not for efficiency reasons. The reason why the citizen does not elect a challenger even
if the expected gain from reform is positive is twofold. First, since he observes that the
incumbent does not reform, he becomes more confident that reform is inefficient. Second,
there is a risk that the challenger will reform even though that is not efficient. If this risk did
not exist, the citizen could simply try out challengers to see if anyone reforms. This would be

risk-free since the challengers will either pursue the same or a better policy.
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4. Discussion and concluding remarks

The aim of this paper has been to explain the persistent use of apparently inefficient means for
redistribution. Concretely, we test the Virginia view that suggests that inefficient means are
used to conceal the real redistributive aim and the real cost of policy.

As in the previous formal literature, we construct a model with initial asymmetric
information regarding both the efficiency of policy and the preferences of the politicians. In
contrast to previous literature, we introduce an infinite horizon and allow for opposition
politicians to play an active role since they can provide the voters with information regarding
the efficiency of policy and their own preferences.

We show that also under these circumstances the Virginia view holds. Additionally, our
model explains the persistent use of inefficient means, and not only one-time projects like the
building of an airport, a bridge etc.

There are two simple mechanisms that prevent voters from throwing the incumbent out of
office even though the expected efficiency of the policy pursued is negative initially: the first
is that there is a risk of electing a politician who is worse than the current one. This (worse)
politician is an ideologist who reforms even if that is not efficient. Without this ideologist, the
Virginia view does not hold in our setting with an infinite horizon. The second reason why the
government is not thrown out of office is that if the voters observe the incumbent politician
pursuing a policy that is inefficient in expected terms, the policy is likely to be more efficient
than the voters thought at first. For this last effect to work the time between elections must not
be too long, and there must be relatively few redistributive politicians relative to the other
types.

Our model has an assumption of irreversibility of reform. In reality very few reforms are
technically irreversible and our results may rest on a heroic assumption. However, although
reversible, there might be large costs associated with reversal. The reversal costs arise because
of the restructuring costs. In our model, introducing a reversal cost that is equal to or higher
than the difference between the net efficiency gains achieved by policy reversal would suffice
to make our conclusions hold. However, it needs to be investigated whether an extension of
the model where full reversibility is allowed would still support the Virginia view. This
version of the game is more complicated since with full reversibility the voters can learn from
electing challengers. We leave the analysis of this version for future work.

There is a broad notion of political competition in our model since the political challengers
can make campaign claims. However, since we have only looked at equilibrium where the
challengers’ claims are cheap talk, some interesting equilibria might be left out and it might be

interesting to look at equilibria where the challengers are playing a more active role.
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Appendix

Parameter values for which R1 - R3 and (7) hold simultaneously.

Special interest relative size (n/N)
B

By

Tax (7)

Efficiency loss from taxation (1-y)
Probability of By (n)

Discount factor (6)

Degree of benevolence ()

A

AR

Ap

3.0
1.0

0.80
0.01
0.25
0.96
0.20
0.3
0.2
0.5
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We show that asymmetric information regarding the true preferences of politicians is
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1. Introduction

Why are governments that are openly and deliberately diverting resources to themselves or
narrow special interests at the expense of the vast majority of the population not thrown out of
office? This question is the focus of the current paper.

A complete answer to this question is likely to be complex. In this paper we take a simple
approach, starting from the formal literature on electoral accountability. In this literature the
central question is how the threat of losing the next election is providing incentives for
incumbents to act in the interest of the voters (Austen-Smith and Banks 1989).

Starting with Barro (1973) the relatively scarce formal literature on electoral accountability
has developed. A main insight from this literature is that there are two sources of rent for the
incumbents; “rents from power” and “rents from asymmetric information”." The first type of
rent arises because the incumbent must be allowed to divert some resources in every period. If
not, she will prefer to take as much as possible today, knowing that she will not be reappointed
tomorrow. The size of the rents from power depends on the utility candidates receive from
office without any rents, the discount factor and the re-election prospects when voted out of
office. Rents from asymmetric information arise when the incumbent is better informed than
the voters about the state of the world, the candidates’ types, and her own type and actions.
Such information asymmetry makes it harder for the voter to see through the incumbent’s
actions.”

With one exception, the models of electoral accountability have symmetric candidates and
therefore complete information regarding the candidates’ types.> Furthermore, the models of
electoral accountability typically use a very limited notion of political competition. Candidate
symmetry is the rule and candidates play a passive role. None of the models include candidates
with preferences very closely aligned with the preferences of the majority of voters.

In this paper we allow for a somewhat broader notion of political competition by assuming
that a range of candidates exists, from candidates with preferences fully aligned with the
majority to purely rent-seeking candidates. These candidates can make non-binding promises.
We focus on the effect of asymmetric information regarding the candidates’ preferences by
assuming that candidates’ types are private knowledge but besides there is complete

information.

! The division of types of rent is taken from Persson, Roland and Tabellini (2000).

% See e.g. Ferejohn (1986)), Austen-Smith and Banks (1989), Banks and Sundaram (1993), Persson,
Roland and Tabellini (1997), and Persson and Tabellini (2000) for examples of models with these
effects.

? Banks and Sundaram (1993) are the exception and they assume that candidates differ in their cost of
effort, but maintain some symmetry by assuming that all candidates prefer the same level of effort.
Banks and Sundaram additionally assume that there is incomplete information regarding the state of the
world.
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Using this model, we find that it is optimal for rational voters to keep incumbents who are
openly and deliberately diverting resources to themselves or a special interest as long as they
do not divert too much. The basis of this equilibrium is that candidates have problems
conveying information to the voters about their true type. All candidates have incentives to
claim to be good, and this renders their campaign claims worthless for the voters. When the
voters do not know the candidates’ types, and the current incumbent is not very bad, it is better
to keep her than risk electing a very bad one.

In addition to the differences discussed above, our model differs from the models in the
existing literature on electoral accountability in two respects. First, we use a Grossman and
Helpman (1994) type government preference function, linking our analysis closely to the
literature on modern political economy of redistribution. In this function governments weigh
the welfare of the voters and the welfare of a special interest. The weighting can be interpreted
as the result of rent extraction (corruption) or pure redistribution to a special interest. Previous
contributions assume that candidates seek to minimize effort, or that they pursue outright rent
extraction. An important offspring of our analysis is that it can be used to endogenize the
weights in the Grossman-Helpman preference function. The second difference from existing
models regards the equilibrium in models with candidate asymmetry. In Banks and
Sundaram’s (1993) equilibrium the voters’ voting rule is highly non-stationary in the voters’
beliefs about the incumbent. The voting rule implies that with the same beliefs, the voters will
sometimes throw the incumbent out of office and other times not, depending on the sequence
of policy outcomes. Our voting rule is stationary in the voters’ beliefs about the incumbent.

The models of electoral accountability can provide explanations for the non-adoption of
economic reform. In that sense this paper belongs to the literature on the political economy of
reform. This literature was recently surveyed in Drazen (2000), and earlier by Rodrik (1996)
and Tommasi and Velasco (1996). The paper can also be seen as a contribution to the
literature on the political economy of redistribution to special interests. This literature was
recently surveyed in Drazen (2000) and Persson and Tabellini (2000).

The paper is organized as follows. In section 2 we present the model. In section 3 we solve
it and show that incumbents who are openly and deliberately diverting resources to themselves

or narrow special interests are re-elected in equilibrium. We conclude with section 4.

2. Model
Consumers/voters

The economy is populated by N identical individuals who consume and vote. Out of these N
individuals, n< 2N have successfully managed to overcome free-rider problems and formed a

special interest group. We denote this sub-group S.
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In every period each of the N individuals receives an income y. Each member of S might
additionally receive a direct transfer 7. The transfer is financed by a tax levied on each
individual. We assume that there is an increasing efficiency loss from taxation, and the total
cost for each individual of financing the transfer 7is given by a convex, continuous and twice
differentiable function /(7). Thus,

(1)  7=h(T), where i(T)>0, h"(T)>0, h(0)=0 and lTirr(}h(TT) .

The convexity implies an increasing marginal deadweight loss from taxation. The
penultimate restriction states that that when transfers are small, there is no cost of taxation.
The last restriction means that when transfers are small, there are no distortions per unit of
transfer, and implies that a completely benevolent politician will set 7=0.

The utility in each period for an individual who is not a member of the special interest
group («) and the utility of one that is («°), is given by

2 u'=y-nD,
and
3) w=u‘+T.

Consumers are risk-neutral and discount future utility by J, 0<dé<1.

Candidates

Candidates have zero utility if they are out of office, and differ in their benevolence when in
office. The per period utility of a candidate who is incumbent is

wa,T)=u"(T)+ou’(T), ae[O,N_n}.
n
We see that if a=(N—-n)/n, the candidate utility function corresponds to a welfare
function putting equal weight on the utility of each individual. If o=0, the candidate only cares
about the special interest. The closer « is to (NV-n)/n, the more benevolent is the candidate. By
(1) and (2) the candidates’ utility function becomes

N-—
@)  veD=(1+a)y-hT)+T, ac {0, ”} .
n
This government preference function differs from others in the literature on electoral
accountability. The others have a fixed utility from office and a loss from effort, or only utility
from outright rent dispersion. Our choice of a different preference function is deliberate. First,

we want a closer link to the modern literature on special interest political economy. As shown
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in the appendix, (4) falls endogenously out of a Grossman and Helpman (1994) common
agency-type model. Thus, (4) follows from more primitive preferences defined over campaign
contributions and voter well-being, or defined over bribes and voter well-being. Second, the
functional form makes it possible to model differences in the candidates’ preferences in a
simple and coherent way. Third, (4) gives us simple expressions to work with.

Using (4), the transfer level that maximizes the per period utility of a candidate with

benevolence «is
3 (+an(?)=1,

which implicitly defines the optimal per period transfer for a candidate with benevolence « as

a function
(6) T(), T'(2)<0.

Candidates are risk-neutral and discount future utility by J. The distribution of candidates is
described by a uniform cumulative distribution function F(a) defined over [0,(N-n)/n] with

fla) the corresponding density function.

Timing of events and information structure

At the beginning of every period the incumbent candidate sets policy (7), and every player
observes 7. By the end of the period there is an election where the majority either re-elect the
incumbent or elect a challenger.

In period =0 there is an incumbent candidate, having been chosen by nature. In all of the
following periods the incumbent at the beginning of the period is the one who was elected at
the end of the preceding period. The number of periods is infinite.

We assume that incumbents who have been voted out of office “restructure” themselves in
such a way that it becomes impossible for the voters to distinguish challengers from previous
incumbents.

Each candidate knows her benevolence (). The other players only know that « is
distributed according to F(a). The parameters of the model, the functional forms, the timing of

events and F(a) are common knowledge.

The game and equilibrium concept

Because individuals not organized in the special interest group are similar, we only need to
look at one representative individual from this group. We denote this individual ‘the citizen’.
Since the citizen represents the views of the majority we can think of him as the one who

decides whether to re-elect the incumbent or whether to elect the challenger.
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The model defines a multi-stage game with an infinite horizon between the incumbent
candidate, the challengers and the citizen. The repeated stage game is one with imperfect
information and sequential moves.

Before the first stage of the game, nature chooses the incumbent’s type for stage 1. Then
the citizen chooses between keeping the incumbent or electing a challenger. Then the
incumbent chooses the size of the transfer 7. The information structure is such that only the
candidates themselves know their own type. The citizen and the other candidates only know
that the distribution of candidates’ types are given by F( ).

Perfect Bayesian equilibrium is the natural choice of equilibrium concept for this game.
This equilibrium consists of a strategy and beliefs for each player that satisfy two properties.
First, each player’s beliefs are consistent with all players’ strategies in the sense that they are
generated by Bayesian updating where possible. Second, each player’s strategy is optimal

given these beliefs and the strategies of the other players.

3. Solving the model

Equilibrium with re-election of “bad” incumbents

There are potentially many equilibria in the game described in section 2. We concentrate on
equilibria where the strategies are stationary in the sense that the citizen uses the same
decision criterion in every stage.

Given the assumptions we have made so far, the challengers play no active role in the
game, and the game can be considered a game between the citizen and the incumbent only.

To find the equilibria we pursue in steps. We start by simply stating a strategy for the
citizen. We then find the optimal strategy of the incumbent given this strategy for the citizen.
We continue with a specification of the citizen’s beliefs. Finally, we show that the citizen
strategy is an equilibrium strategy and prove the existence of equilibra where the citizen re-
elects bad governments.

Then to the citizen strategy. The citizen must decide whether to keep the incumbent or to
elect a challenger. By electing a challenger he runs the risk of electing one that is worse than
the incumbent. He knows that he has the option of changing such an incumbent in the
following election, but if he is very unlucky with the new incumbent she might pursue a very
bad policy in the period she is incumbent. The citizen might therefore prefer to keep
incumbents who are not very bad. We therefore start by postulating that there exists a
level T such that the citizen re-elects the incumbent in period ¢ only if 7<7 , and proceed to
show that such a strategy can be part of a perfect Bayesian equilibrium.

Let a be defined by

(7 T=T@).
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We see immediately that if a=>a , then the optimal response of the incumbent is to set
T =T(«)since the incumbent will then be re-elected in every period even if she sets her
optimal policy in every period.

If @ <&, the incumbent must consider whether she should fake more benevolent than she
actually is. By setting7 =T <T(cx), she fakes and is re-elected. By setting 7T =T(cx) she
reveals her true benevolence and receives a higher periodic utility but she is not re-elected. Let
o be the level of benevolence for which candidates with benevolence below this level prefer
not to fake. This level is defined by

®) v@,T@)—Vl(Q’_—’?so, and g{v@,n@)—vfg’_—?}o.
That is, either v(g,T(g))—v(g,f)/(l—é‘):O or =0.

We now have that

Lemma 1

There exists a unique o€ [0,5 ) satisfying (8).

Proof

Since, by the envelope theorem,

d v(a T) u”(l_") uC(T)
9 —| v, T(@)-———= |=u(T(@))- <=0 <0,
©) da{v( (@) 1_5} u'(T(@)-T-5'<-07—%
for a<a , and
S v(ﬁ,f) 0 (=
10 a,T(x))- =— a,T)<0,
(10) @ 1@)-" =@ T)
lemma 1 must hold. Q.E.D.
We now turn to the citizen’s beliefs.
)] If Te (T ,T (g)), then the beliefs are determined by Bayes’ rule. Since incumbents

with ae(g,a ) play 7=T(a), T¢ T and incumbents with ae (Q,E) play T this

means that the citizen assigns
- probability 1 to a satisfying 7=T(¢) if T'¢ [7_" T (g)), and that
- the density over the interval e (,&) is f(a)/(F(@)-F(a)) if T=T .

(i1) If Te (f ,T (g)), we assume that the citizen assigns probability 0 to the incumbent
having o> .
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This belief system means that the citizen always use the incumbent’s last action only when
forming his beliefs. Any action taken earlier by any player is irrelevant when the citizen is
forming his beliefs.

We now state our main proposition. The proof follows from lemma 2 and 3 below.

Proposition

There exists T and a perfect Bayesian equilibrium where the voters re-elect any
incumbent if and only if it sets T<T .

To prove the proposition we need to define one more variable. Let Eu”(f ) be the
discounted average expected utility for the citizen from electing a challenger for a givenT .
Formally, this is given by the following expression

N-n

w(T)f@dar [u(re)s@da

(11 Euc(T)ET[(l—&)u”(T(a))+&5uc(7)lf(a)da+
0

IR =]

where the payoffs in the integrals follow directly from the optimal policy for the different

types of incumbents. We will show that there exists an equilibrium with
(12)  Eu(T)-u(T)=0.

Then it follows from the fact that 4°(7) is decreasing in T that

(13)  Eu‘(T)-u(T)>0 for T>T
and

(14)  Eu(T)-u“(T)<0 for T<T.

Lemma 2

There exists 7 such that Eu"(Y_")=u"(7_").

Proof

From (2) and (11) it follows that Eu®(T )>u*(T(0)) for T=T(0), and Eu‘(0)<u®(0), which
implies that if Euc(f )is continuous there must be at least one 7, 7(0)>T >0 such that (12)
holds. Since & and @ are continuous functions of 7 , it follows that Eu“(f ) is a continuous
functionof 7. Q.E.D.

Lemma 3 states that the citizen strategy stated above is optimal.

34 DOCTORAL DISSERTATIONS IN ECONOMICS NO. 3



Lemma 3

If T satisfies Eu(T )=u‘(T) and the beliefs satisfy (i) and (ii) above, then the
following strategies are perfect Bayesian equilibrium strategies to the game described
in section 2.

Citizen: Re-elect incumbent if and only if 7<T .

Incumbent: If ae(a,@&),set T=T .Set T=T(a) otherwise.

Proof

The One-Shot-Deviation Principle (Hendon, Jacobsen and Sloth, 1996, pp. 274-275) states
that for a given combination of strategies of the other players and a given belief system, “a
player’s strategy is optimal from all his information sets if and only if there is no information
set from which the player can gain by changing his strategy there, keeping it fixed at all his
other information sets.”

The citizen has two possible one-time deviations from the strategy;
(a) elect a challenger when T<T , or
(b) keep the incumbent if 7>7 .

Deviation (a) cannot be optimal. This follows from EuC(Y_" ):uc(f ), the beliefs and that
du(T)/dT <0. Concretely, T<T implies that the citizen believes the incumbent has a
benevolence parameter & > ¢ . Such an incumbent will set 7<7 in the next stage and will be
re-elected forever. It follows from (12) and (14) that keeping the incumbent is at least as good
as electing a challenger.

Nor can deviation (b) be optimal. If the citizen observes T < T, he believes (according to
(i) and (ii)) that the incumbent has a benevolence parameter & < & . Such an incumbent will set
T >T . Either the incumbent sets =7 in the next stage and will be re-elected forever, in
which case it follows from (12) that electing a challenger is equally good as keeping the
incumbent. Or the incumbent sets 7 >7 in the next stage and will then not be re-elected, in
which case it follows from (13) that electing a challenger is better than keeping the incumbent.

Lemma 1 gives the optimality of the incumbent’s strategy for a given7 . Q.E.D.

Discussion

If the candidates could fully convey information regarding their type, this equilibrium would
not exist, because then the citizen could simply pick the candidate with preferences fully
aligned with his own. The existence of our “re-election of a bad incumbent” equilibrium
hinges on the candidates’ problems in conveying information to the voters about their true

type. We have simply assumed that the citizen has a static belief F(a) over any candidate’s
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types. However, allowing for candidates to make non-binding campaign claims would not
change our conclusion. The reason is that in the game described in section 2, claims made by
the challenger have no direct impact on the players’ payoffs. Thus, challengers’ campaign
statements regarding type or program (or anything else) are “cheap talk”. In games with cheap
talk there are always “babbling” equilibria where the receiver ignores the sender’s signals. In
our setting this implies that there are equilibria where the citizen ignores the candidates’
claims. Intuitively, all candidates have incentives to claim to be of the best type, and this
renders their campaign claims worthless for the voters. When the voters do not know the
candidates’ types, they have to compare the expected challenger with the incumbent. If the
current incumbent is not too bad, it is better to keep her than risk electing a very bad candidate
and having to go through a very bad period.

In the literature on electoral accountability Banks and Sundaram (1993) are the only
contribution with broad candidate asymmetry.® However, in their equilibrium the voter’s
voting rule is highly non-stationary in the voter’s beliefs about the incumbent. The voting rule
implies that with the same belief, the voter will sometimes throw the incumbent out of office
and other times not, depending on the sequence of policy outcomes. At the very end of their
paper they write the following: (p. 310) “it may be enlightening to characterize stationary
simple equilibria where the voter’s strategy and candidate i’s strategy are functions only of the
voter’s current belief about i’s type. Whether there exists (...) interesting stationary equilibria,
and what the characteristics of such behavior might be, are as yet unanswered questions.” The
proposition shows that there exist interesting equilibria where the voting rule is stationary in
the voters’ beliefs about the incumbent.

Another interesting point to note regards the ‘benevolence parameter’ o of the incumbent.
In the literature on the political economy of redistribution (widely defined and including the
literature on the political economy of protection) the government’s benevolence parameter is
usually exogenous. Grossman and Helpman (1996) explain the benevolence parameter
endogenously as the outcome of a process where the special interests give campaign
contributions in exchange for redistribution, and where election results depend on campaign
contributions. Our analysis suggests another and simpler mechanism for endogenizing the
benevolence parameter where asymmetric information regarding the attributes of the

challenger is what drives the result.

* Harrington (1993) has some candidate asymmetry between two candidates in a two-period model. The
asymmetry regards the view of which policy is the best.
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4. Concluding remarks

The main aim of this paper has been to provide an explanation as to why rational voters may
re-elect incumbent governments that are openly and deliberately diverting resources to
themselves or narrow special interests.

Our explanation focuses on the problem opposition candidates have in credibly conveying
their true intentions. Since all candidates have incentives to claim to have preferences aligned
with the voters’ preferences, the information content of the challengers’ claims is limited.
Since the voters cannot distinguish the challengers there is a chance that they choose a
candidate who is very bad, and thereby have to go through periods with candidates pursuing
even worse policies than those currently being conducted. Voters therefore prefer to stick with
the “not too bad” incumbent.

An important offspring of the analysis is that it can be used to endogenize the benevolence
parameter in common agency- (Grossman and Helpman 1994) type of preference (support)
functions for the incumbent government.

We have used a very simple model with only one interest group, but we believe the results
would apply also to situations where there are many special interest groups. It would be useful
to se how the results would change if candidates represent different special interests.

The literature on electoral accountability finds that the incumbent’s ability to extract rents
depends, among other things, on the chances of re-election (see e.g. Ferejohn 1986). If there is
a high chance of re-election, the voters’ control of the incumbent is reduced because the loss
from losing office is smaller for the incumbent. In our model a similar effect might arise if
incumbents have utility also out of equilibrium. If the candidates truly represent the special
interest, the cost of pursuing their short-term optimal policy might be smaller since they have
utility from what the average next candidate will do. If the candidates are corrupt, the voters’
disciplining effect might be greater, since they then will lose the rent. Extensions of the model

in these directions could be an interesting exercise, but we leave that for later work.
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Appendix

We here show how the candidates’ utility function

W, T)=u'(T)+ou (T), ae [O,N_”}
n

follows from a Nash bargaining game between the incumbent candidate and the special
interest.

Candidates are assumed to have utility over lobby contributions (can also be interpreted as
bribes) and general welfare. Grossman and Helpman (1994, pp. 835-836) justify this in the
following way:

“[TIncumbent politicians may see a relationship between total collections (which
can be used to finance campaign spending) and their reelection prospects. At the
same time, they may believe that their odds of survival depend on the utility level
achieved by the average voter.”

Assume the following linear form for the candidates’ objective function
p(I)=aw(T)+(1-a)c,
where
w(T)=(N —nu* (T)+nma*(T),

and c is the lobby contribution from the special interest group offered in exchange for a
transfer 7. Note that if a=1, the candidate does not care about lobby contributions. If =0, she
only cares about lobby contributions.

The net utility of the special interest group is
nu' —c.

We assume that a Nash bargaining solution determines the 7 and c. At the Nash bargaining

solution, the indifference curves are tangent. Tangent indifference curves imply that
a S
-——w()=nu"'(T),
l1—a

which by using the expression for w(7) can be rewritten to
—a(N=n)u"(T)=nu*"(T).

Thus, the incumbent candidate behaves as if she maximizes
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v(T)=nu’+a(N-n)u‘,

with respect to 7. This amounts to the same as maximizing

@=v(a,T)=u‘Y(T)+auC(T), where a=a (N—n) ,and ae [0,1].
n n

Note that with this set-up the incumbent candidate and the special interest may share the
gains from choosing 7>0, but we have not made any assumptions that can tell us how this will

be divided between the two. This is not of particular interest for the purpose of our analysis.

CH. 3 WHY KEEP A BAD GOVERNMENT? 39



References

Austen-Smith, D., and J. Banks (1989), “Electoral accountability and incumbency,” in P.
Ordershook (ed.), Models of Strategic Choice in Politics, Ann Arbor: University of
Michigan Press.

Banks, J. F., and R. K. Sundaram (1993), “Adverse selection and moral hazard in a repeated
elections model,” in W. Barnett, M. Hinich, and N. Schofield, (ed.), Political Economy:
Institutions, Information, Competition and Representation, New York: Cambridge
University Press.

Barro, R. (1973), “The control of politicians: An economic model,” Public Choice, vol. 14,
spring.

Drazen, A. (2000), Political Economy in Macroeconomics, Princeton University Press.

Ferejohn, J. (1986), “Incumbent performance and electoral control,” Public Choice, vol. 50,
no. 1-3.

Grossman, G. M., and E. Helpman (1994), Protection for sale,” American Economic Review,
vol. 84, no. 4.

Grossman, G. M., and E. Helpman (1996), “Electoral competition and special interest
politics,” Review of Economic Studies, vol. 63, no. 2.

Harrington, J. E. (1993), “The impact of reelection pressures on the fulfillment of campaign
promises,” Games and Economic Behavior, vol. 5, no. 1.

Hendon, E., H. J. Jacobsen, and B. Sloth (1996), “The one-shot-deviation principle for
sequential rationality,” Games and Economic Behavior, vol. 12, no. 2.

Persson, T., G. Roland and G. Tabellini (1997), “Separation of power and political
accountability,” Quarterly Journal of Economics, vol. 112, no. 4.

Persson, T., and G. Tabellini (2000), Political Economics —Explaining Economic Policy, MIT
Press.

Rodrik, D. (1996), “Understanding economic policy reform,” Journal of Economic Literature,
vol. 34, no.1.

Tommasi, M and Velasco, A. (1996), “Where are we in the political economy of reform?”
Policy Reform, vol. 1, no. 2.

40 DOCTORAL DISSERTATIONS IN ECONOMICS NO. 3



Chapter 4

On the dynamic consistency of reform and
compensation schemes

Carl Andreas Claussen”
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Abstract

To make reform possible, politically strong losers have to be bought out. Whether the losers
are fully compensated upfront or given running compensation depends on their political
influence after reform. We build a simple but general model to study dynamic consistency of
compensation and political support for reform. We find that positive but decreasing
compensation is required in every period up to the last period the losers have political
influence. In that period it increases dramatically. If there are limited resources available to
compensate the losers upfront, increasing the cost of reversing the reform may reduce the
political feasibility of reform.
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1. Introduction

Most economic reforms create winners and losers. They also change the preferences and the
political powers of different groups in society. These changes take time, and there is often
uncertainty involved. In this paper we construct a simple dynamic model to study these
interlinkages and their implications for the dynamic consistency of reform and compensation
schemes. The aim is to better understand these interlinkages and their implications for the
construction of compensation schemes and the feasibility of reform.

Our model is rooted on Fernandez and Rodrik (1991, section I). Their model explains how
individual-specific uncertainty regarding the outcome of reform creates a status quo bias.' We
make three main changes to the Fernandez-Rodrik model. First, we open for compensation.
This eliminates the status quo bias. Second, we introduce an infinite time horizon.” Third, we
assume that the share of losers from reform decreases over time and follows a discrete time
Markov process. This last assumption is the main change.

We believe the model captures two major aspects of the dynamics of real world reforms:
First, in the short, run the losers are strong and able to block or reverse reform. Second, over
time and as a result of reform, the losers’ influence over policy declines. Two-tier labor
market reforms in Europe, dual-track reforms in China and many reforms in the formerly
socialist economies of Eastern Europe are examples of reforms having these aspects.
Examples may also be found at the micro level. There are for instance examples where
mergers and acquisitions have led to two-tier wage systems. Since firms hire in the lower tier,
the share of workers in the higher tier gradually shrinks.

We find that in order to accept reform, losers first demand partial compensation. The
compensation demanded declines over time until the last period when the losers have political
influence. In this period the compensation increases dramatically. After this final period there
is no compensation to the losers. The pattern of compensation follows from the development
of the losers’ political influence and the realization of the aggregate gains during reform. In
the initial phase, the losers know that they can also make demands in the following periods.
They are therefore satisfied with partial compensation. Later, when the reform takes hold, the
losers’ ability to demand compensation is lost. They therefore demand full compensation for
continued reform some time before the reform takes hold.

We also study the importance of reversal costs and liquidity constraints. If the winners are

liquidity constrained, they prefer the contribution payments to be spread over the periods.

' In their set-up a minority of the population are sure winners from reform. The remaining majority are
uncertain about how they will fare. If the uncertain have a positive expected benefit from reform it is
initiated, but reversed if it turns out ex post that a majority are losers. If the uncertain have a negative
expected benefit from the reform it is not initiated even if there is a majority of winners ex post. There is
thus a bias towards status quo because some of the sustainable reforms will never be adopted.

? Fernandez and Rodrik have 2 periods.
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Reversal costs tend to push compensation payments upfront since an increase in the cost to the
losers of reversing the reform worsens their bargaining position once the reform has started.
The losers demand compensation for the loss of bargaining position before reform is started.
Reducing the reversibility of reform might therefore make non-binding liquidity constraints
binding, and thereby render reform impossible politically. Thus, increasing the cost of
reversing reform to make reversal difficult may be a bad idea. The analysis also suggests that
to minimize the compensation payments, the authorities should have a close look at the impact
of reform on the losers’ political influence over time. Full compensation is only necessary
when the losers are about to lose their political clout.

As well as building on Fernandez and Rodrik (1991), the current paper borrows ideas from
Acemoglu and Robinson (2000). Acemoglu and Robinson (2000) argue that the effect of
economic change on political power is a key factor for the feasibility of economic change.
The current paper is a contribution to the literature on the political economy of economic
reform. Surveys of this literature can be found in Rodrik (1996), Tommasi and Velasco
(1996), and Drazen (2000).

The remainder of the paper is organized as follows. Section 2 outlines the model. Section 3
establishes the dynamics of compensation and political support for reform. Section 4 shows
how increased irreversibility reduces the feasibility of reform under liquidity constraints.
Section 5 discusses assumptions, the relevance of our model for real-world reforms, and

draws some policy recommendations. Section 6 concludes.

2. The model
The economy

The individuals in the economy can at any point in time be divided into two groups. The first
consists of the sure winners from reform. The second of the individuals that are uncertain
about how they will fare under reform. In expected terms these latter individuals are losers
from reform. We will denote the members of the first group “the winners” and the members of
the second “the uncertains” or “the losers”. We abstract from any other difference between the
individuals, and assume that the net gain (loss) from the reform is the same for all winners
(losers).

Concretely, a discrete time Markov process describes the economic outcome of the reform.
At the beginning of period zero, it is decided whether to start the reform or not. At that time a
share g of the population knows for sure that they will gain in all periods. The remaining 1-g
do not know whether they will gain or lose, but they know that a share p of them will gain in
all periods. At the end of period zero, a share p of the 1-g losers from the beginning of the
period have become winners i.e. have gained in period zero and know that they will gain in all
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future periods. This process continues for every period and the share of losers (L,) and

winners (W) is given by

€)) L=(1-¢)(1-p), t=0,1,2,3, ..
and
(2) w,=1-L, t=0,1,2,3,..

The Markov process captures essential aspects of reform, namely the individual-specific
uncertainty and the decreasing share of losers. The process is deterministic and there is no
uncertainty regarding the number of winners and losers in any period, but there is individual-
specific uncertainty for the L, losers. In the end, all will gain from reform.

Let y, < 0 be the net loss in every period for a loser, y,, > 0 the net gain in every period for a
winner. Let §, 0 < < 1 be the discount factor. The expected net present value of the income

stream for a winner and a loser measured at the beginning of each period is then
o o 1
3) V=207, e

and

V,=pV,+1=p)y, +0V].

By rearranging terms we get

@) y - PVut1=p)y, 3
ol-(-p)

The individuals are assumed to be risk-neutral and maximize their expected income.

The reform can be reversed in each period, and if reversed, the incomes go back to what
they were before the reform started. There is a constant positive cost to each voter from
reversal, z>0. Collecting resources from the winners for the compensation to the losers is
costless. The cost of reversing the reform for each of the losers is smaller than the expected
loss from continued reform (i.e. —(¥;+z) > 0). To begin with, we also assume that the winners

® The total welfare gain from reform is E, = W,V,+L,V,, t =0, ...., o. Since the share of losers falls over
time, the total welfare gain increases over time and converges to V,, because

limW, =1 and lim L, = 0.

t—>oo t—>oo

If income relative to no reform is interpreted as the change in output, the total change in output is given
by D, =W,1yw+ L1y There will be an output fall if Wyy,, < -L,y,. If there is an output fall it will happen
in the first period and there will always be output growth from the second period onwards, although
output might be lower than in the status quo for several periods.
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are not liquidity constrained: They can always borrow to an unlimited extent at an interest rate

r=1/0-1 or draw from other resources to finance the compensation scheme.

The politics

There is majority voting. The winners from reform have the strongest bargaining power over
the welfare gain. We also assume that no coalition can force any individual to pay a transfer.
Furthermore, if losers are compensated, then all losers are compensated.

Majority voting simplifies the analysis but qualitatively the results also apply to other
political systems where the losers have decisive but diminishing political influence following
reform. The second assumption limits the solutions to the minimum compensation schemes.

The last two assumptions imply that the reform is Pareto-improving.

Timing of events, information structure and restrictions on the parameters

In the beginning of each period the following happens: First the compensation is paid at the
time when the vote is taken on whether the reform should be continued (started) or not. Then
the revelation of winners and losers and the disbursement of periodic income and losses take
place. Within each period the losers’ voting promise (in exchange for compensation) is
binding.*

There is full information so that the probabilities, incomes and the rest of the assumptions
are common knowledge.

We are only interested in politically “difficult” reforms. Those are reforms that require
compensation to the losers to be accepted and sustained. We therefore only look at reforms

where Ly > % and V; < 0. The last constraint requires that the parameters satisfy

G) p¥,+(1-p)y, <0-

3. Solving the model

In this section we find the minimum compensation the losers need to accept reform and see if
the winners are willing to pay this compensation.

Losers demand

We use backward induction to derive the compensation scheme. Let #n be the first period with

a majority of winners. Then period n—1 is the last period that the losers can demand

* A possible interpretation is that there is a market for votes. In the very beginning of each period, votes
are traded.

CH. 4 ON THE DYNAMIC CONSISTENCY OF REFORM AND COMPENSATION SCHEMES 45



compensation. To be indifferent between reversal and continuation in period n—1, each of the

losers must have a compensation of
(6) ==Vt 2).

In period n-2 the losers know that they will be given a compensation of ¢,.; in the next
period. The expected value of continued reform in the beginning of period n-2, (if they are not
compensated in this period but in the following) is then
L
(7) V n—1

Lin=2

=pV,-6

¢,.)+(1=p)y, —&).
n—1
The first term in brackets is the net present value of becoming a winner in period #n-2. This
is the net present value of the income stream for a winner less the share of the compensation
to the loser that each winner has to pay in the next period. The last term in brackets is the
value of losing in period n-2. This is the sum of the loss in the current period (y;), and the
expected value of continued reform in the next period which is 6(¥; +c, ;) = dz. Rearranging

terms we get

L
1/1,1172 =pI/w+(1_p)yl _@ VV”_I Cnfl _(l_p)& .

n—1

The sum pV, +(1—-p)y, is negative by (5), and since ¢, >0 and z>0 it follows that
Vina < 0. As in period n-1, the losers in period n-2 only need the net loss from continued
reform -(V;,,+ z) to be indifferent between reversal and continued reform. Thus (use (7) and
4),

¢, 2 =—(1—(1= p)SW, + po 2

Cnf] +(1_p)&_2 9

n—1

which by (6) can be rearranged into

n—1

® €1 =cn{1—<l—p)6+6p%}>o.

Note that a promise by the losers to demand less than ¢, tomorrow in exchange for a
higher compensation than ¢, , today is not credible. Consequently the winners are unwilling to
give more compensation than c,., in period n-2. Repeating this exercise for the earlier periods,

we find that there has to be some compensation payment in each period.
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Proposition 1
The losers demand compensation in every period they are in majority

(i.e. ¢,> 0 for =0,1, ....., n-1).

The formal proof of proposition 1 is in appendix 1.

It might be surprising that there has to be compensation payment in each period. After all,
the losers know that they will be fully compensated if they stay losers into the future, and at
the same time there is also a chance that they will become winners before that. The reason is
that even if the losers are fully compensated tomorrow, they still have an expected loss today.
We see that from (5), which implies that py,+(1-p)y<0. This conclusion holds generally,
regardless of whether we use a Markov process or not. As long as there is a negative expected
loss in the current period seen in isolation, the losers will always demand a positive
compensation. However, the process is crucial to the development of the size of the
compensation.

Before looking at the whether the winners are willing to pay the required compensation, we
will now take a closer look at how the pattern of compensation develops over the periods.

As reform proceeds, the share of losers and the number of periods that compensation has to
be paid decrease. Both effects make the value of winning increase, implying lower demanded
compensation and reinforcing the initial two effects. However, as we have seen, in the last

period when the losers have bargaining power (¢ = n-1), they will be fully compensated. Thus,

Proposition 2
The required compensation falls over the periods before it increases in period 7-1

(i.e. ¢.;> ¢ for =0,1, ....., n-2 and ¢,.; < ¢,.;/=-(V/*+2)).

Sketch of proof:
Use (1), (2) and (6), and (15) and (16) from appendix 1.

Are the winners willing to pay the compensation?

We will here show that as long as the reform is welfareimproving, the reform is politically
feasible. To see this, let K, be the period ¢ net present value of the compensation payments
each winner will have to make over the future periods to make the losers accept reform. For
the compensation to be exactly large enough for the losers to accept continuation of reform in
each period, the net present value of the compensation each loser expects must be equal to the

complete loss from reform before reform is initiated, and the net loss from continuing reform
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in the periods after it has been initiated (-¥; for t =0, and (-V}-z) for ¢ = 1, ...., n-1). Since the
winners share the total cost of the compensation scheme we have that

©) K,:—i(zw,) t=1,..,n—1, and Koz—iV,
W, /4

t 0

For a winner to be willing to pay these transfers it must be the case that V- K,> 0 for =0,
1, ...., n-1. Putting the expression for K, from (9) into the criteria for the winner to be willing
to pay the transfer, it follows that the requirement for the reform to be politically feasible is
that WyV,+L,V; >0, since if W,V,+LyV; >0, then W, V,+L(Vtz)>0 for =1, ....., n-1. Thus,

Proposition 3

Reform is politically feasible if and only if WyV,+L,V,> 0

The sum W,V +L,V; is the aggregate expected welfare gain from reform measured at ¢=0.
Thus, proposition 3 states that reform is politically feasible if and only if it is welfare-
enhancing when measured at #=0.

The example in figure 1 illustrates our findings so far. The solid line gives what each loser
demands (c,). The dotted lines show what each winner will have to pay. Because there are
more losers than winners when ¢ < n, the dotted line is above the solid. We see that the
compensation decreases for every period, before increaseing dramatically in the last period
with a loser majority.

Figure 1. Compensation scheme
y=-100, p=0.05, g=0.2, z= 20, 0.9 and y,,=120

400 - - 400
Compensation paid
350 . by each winner 1 350
300 F % 1 300
Compensation received

250 . by each uncertain 1 250

200 ) 1 200

150 (1 1 150

100 F / 1 100

50 ¢ 150
0 0
1012345678 9101112131415

Period
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4. Reversibility and liquidity constraints

The compensation scheme in our model builds a constituency for continuation of the reform
process. That is, the scheme creates political irreversibility. Some have suggested that the
economic cost of reversing reform should be increased to create political irreversibility. For
example, many proponents of the “big bang” approach to economic reform in the formerly
centrally-planned economies argued along these lines. Roland (2000, p.48) writes that when
the probability of political backlash is the result of exogenous forces, the overriding concern
for the reformers is to “constrain one’s potential successors by choosing reforms today that
will be more difficult to reverse tomorrow” (p. 48). In this section we look at the effects of
increased reversal costs on the results in our model.

An increase in the reversal cost implies that more compensation will have to be paid
upfront. The reason is that an increase in the losers’ reversal cost worsens their bargaining
position once reform has started, lowering the compensation the winners need to give them.
Losers, however, take this into consideration before reform is started, and demand higher

compensation to allow the reform to start.

Proposition 4

The higher the reversal cost, the more of the compensation is paid upfront.

The formal proof follows directly from (15) and (16) in appendix 1. With the assumptions we
have made in section 2, there are no effects from increased reversal cost on the feasibility of
reform; all that happens is that a larger share of the compensation to the losers is paid upfront.
The efficiency gain from reform is unchanged.

However, if the winners are liquidity constrained, raising the reversal cost may have an
effect on feasibility. Remember that for a liquidity constraint to be binding in one period, the
compensation payment each winner has to make in that period must be larger than the net gain
in that period. Since increasing the reversal cost raises the upfront compensation, a non-
binding liquidity constraint in the period reform is started may become binding is reversal
costs are high enough.

But increasing the reversal cost may also make a binding constraint in period n-1 not binding
since the required compensation in that period is lowered. In the latter case, the reversal cost
must not be increased too much. If it makes reversal more costly than continuation, there must be
full upfront compensation. But if paying off the losers in period n-1 is too costly, it must also be
too costly in earlier periods since there are more losers and fewer winners in those periods.
Consequently, raising the reversal cost to V; is never a good idea. Raising the reversal cost
somewhat can only be a good idea if there is a binding liquidity constraint in period #-1 and not

in period zero. This tends to be the case if there are very few early winners from reform.
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5. Discussion

We have implicitly assumed that all losers are compensated. Obviously the winners need not
compensate all losers to get a majority in favor of sustained reform. However, compensating all
losers is the cheapest for the winners. The argument, which is inspired by example 1 and 2 in
Groseclose and Snyder (1996), is as follows:> Assume that there are 100 individuals where 40
are winners and 60 losers, income is transferable between the individuals and no-one is liquidity
constrained. Assume further that uncompensated losers can “bribe” any of the compensated
losers to make them pay back the compensation in exchange for voting against reform. Then the
winners must bribe at least 11 losers to have a majority. The uncompensated losers are
indifferent between reform and bribing two of the compensated losers with 49*(-¥) and have no
reform. Then to be sure no compensated loser will accept such a bribe, the winners must
therefore pay -(49/2)*V; - V; to each of the 11 compensated losers. Thus, the winners have the
choice of paying 11*[-(49/2)*V; - V;] for a minimum winning coalition, or 60*(-V;) for
compensating all losers. The latter is cheapest. In appendix 2 we show formally that the
argument holds for the model in presented in section 2. The insight that this analysis yields is
more formally developed in Asheim, Nilssen and Claussen (2002). See also Baron (2001).

Empirically supermajorities seem more common than minimal winning coalitions. In the
literature several explanations have been suggested. One is that if there is uncertainty
regarding whether all members in the coalition will stay in the coalition or vote in the interest
of the coalition, vote buyers will typically aim for an expected victory margin of more than
one vote. Legislators might also prefer to support all distributive projects rather than live in an
environment in which new winning coalitions form each session. There might also be a cost
of ideological diversity. For further reference to this literature, see Groseclose and Snyder
(1996).

We believe the model captures two major aspects of the dynamics of real world reforms:
First, in the short run the losers are strong and able to block or reverse reform. Second, over
time and as a result of reform, the losers’ influence over policy declines.

There are many examples of reforms having these features. Two-tier labor market reforms
in Europe is one. Under these reforms, firing restrictions on new labour contracts are relaxed
while the regulations on existing contracts are unchanged. Since firms hire new workers on
flexible contracts, the initial majority of workers on rigid contracts (the losers from reform)
gradually erodes as reform proceeds. In Spain, the share of workers on flexible contracts
quickly increased to 30 per cent of total employment after the introduction of the two-tier

reform (Saint-Paul 1996). Consequently the initial majority of workers on rigid contracts

> T am grateful to Antonio Merlo for the Groseclose and Snyder (1996) reference, and to Geir Asheim for
his suggestions regarding this argument.
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(losers from complete reform) shrinks as a result of a two-tier reform. This process can very
well be modelled as a Markov process. See Saint-Paul (1996) for an example.

Reforms in the former socialist economies of Eastern Europe provide a second example. As
a result of the introduction of a market economy and the reduction in subsidies to state-owned
enterprises (SOE), the share of workers in the SOEs and the state sector in general gradually
decreased as reform proceeded.

The dual-track reforms in China provide a third example. Under the dual-track reforms, the
originally centrally planned production quantities, prices and deliveries are maintained, but
additional production and market prices is allowed next to this plan. Over time the share of the
production produced according to the plan falls. According to Lau et al. (2000), the
percentage of total production of steel that was produced according to the “plan” fell from 53
per cent in 1981 to 30 per cent in 1990. Similar patterns are found in other sectors. See Lau et
al. (1997) for a description and a theoretical treatment of the dual-track reforms in China. The
dual-track approach has also been used in Mauritius as documented by Rodrik (1999).

Examples may also be found at the micro level. There are, for instance, examples where
mergers and acquisitions have led to two-tier wage systems. Since firms hire in the lower tier,
the share of workers in the higher tier gradually shrinks.

The model’s predicted pattern of transfer is one of its more distinctive features. In all of the
concrete examples mentioned above, the losers were implicitly compensated in each period of
the initial phase of reform. Under the two-tier labour market reform, the workers on rigid
contracts were implicitly compensated since they could keep their initial privileges. In Eastern
Europe the subsidies to the state enterprises were maintained for some time after the market
economy was introduced. In China, the dual-track strategy maintained the pre-existing
distribution of rents.

The model predicts that in the initial phase compensation will gradually decline. This is a
product of the assumptions we have made regarding the losers bargaining power over the
efficiency gain from reform, and of how the cost of compensation is shared among the
winners. Except for a gradual reduction in the subsidies to SOEs, the transfers to the losers
from reform in our examples seem to have been rather constant in the initial phases of the
reform. The reason is probably the implicit transfer mechanism, which limits the extent to
which the compensation can be changed from period to period.

In Eastern Europe, the resistance to mass privatization and the later takeover of insiders
suggests that the insiders were paid off in exchange for continued reform. In the European
countries pursuing a two-tier labor market reform, a related but somewhat different solution
was chosen. Here, so-called conversion clauses, limiting the time a worker can be on a
short-term contract, were introduced (see Saint-Paul, 1996, for the case in Spain). The

conversion clause keeps the number of workers on flexible contracts down, ensuring a
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majority of workers on rigid contracts. Formally this can, in our model, be interpreted as
the introduction of a second process that throws a share g of the winners in each period
back into the losers group. If this process is introduced early enough, and g>p, then the
losers from (complete) reform are sure always to have a majority.

Turning to possible policy recommendations from our analysis, we first note that a
promise by the losers of not demanding anything tomorrow is credible only if the losers’
bargaining power were significantly reduced in the next period. Similarly, a promise by the
winners of compensating the losers tomorrow is not credible if the losers have a weak
bargaining position tomorrow. Consequently, if the transfers are to be minimized, only
partial compensation should be paid when the losers from reform still have bargaining
power. Furthermore, low and/or decreasing demands from the losers from reform do not
imply that the political irreversibility is increasing, rather the contrary.

In section 4 we found that increasing the economic cost of reversing reform to a level
where the cost to the losers from reversing it is larger than the cost of continuation is always a
bad idea. Increasing the cost somewhat can be a good idea only if the losers are liquidity

constrained at the time when the losers have to be paid off completely.

6. Summing up

The aim of this paper has been to learn about the dynamic consistency of reform and
compensation under politically difficult but welfare-enhancing economic reforms. Difficult
reforms are reforms where politically significant parts of the population have negative net
expected gain from reform.

We find that if the winners from reform have funds to compensate the losers, and the
reform is welfare-enhancing, the reform is politically feasible. The shape of the compensation
scheme depends on whether or not the losers have political influence after the reform has been
initiated. If the losers have political influence after reform and the reversal cost is constant and
small, only partial compensation will be paid in each period until they increase dramatically
right before the losers lose their political influence. If the losers only have political influence
before reform, they will demand full upfront compensation, and there will not be any
compensation after the reform has been initiated.

Lack of credibility, on the side of both losers and winners creates this compensation
pattern. If the losers have political influence tomorrow, they cannot credibly promise not to
ask for compensation tomorrow. If the losers have no political influence tomorrow, the
winners cannot credibly promise to pay compensation tomorrow.

The cost of reversal and degree of reversibility is important. If the reversal cost stays more or
less constant over time, a higher reversal cost tends to increase the upfront compensation. In the

debate over reform strategies it has been argued that because of the hardship the reforms inflict
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on some people, they should be made very costly to reverse so as to guard against reversal. We
identify one aspect that is missing in this debate: By making the reforms more costly to reverse,
higher upfront compensation is required because it reduces the political power of the losers after
the reform is implemented. With limited resources to compensate the losers up-front, increasing

the cost of reversing the reform will make the reform more politically difficult.
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Appendix 1. Proof of proposition 1

Let ¢, be the compensation in period 7. Let V;, be the net loss from continued reform for a loser
if he is not given any compensation in period ¢, but in all later periods. Let K, be the

discounted sum of compensation that each of the ¥, winners will have to pay. Then

(10) ¢, =={p(V, =K )+ (1= p)y, —&)}-z,t=1,..,n=2.

Note that ¢ runs from 1 to n-2, and not from 0. The reason is that the losers’ bargaining
power is reduced after the reform has started (because of z). The losers demand compensation

for this in period 0 when there is no reversal cost. Thus,

(11) co=—{p(V, =K )+(1-p)(y, - &)} .

Using (4), and rearranging (10) and (11) we get
(12) c,=—(z+V)1-86(-p)+PK,,, t=1,...n—2>
and
(13) co =-V,(1-8(1- p))+5(1- p)z+ PK, -
Since for every period the total cost of the compensation scheme for the winners (W,K,) is

equal to the total value of the compensation scheme for the loser ((z-V))L,, t=1,..., n-1 and

ViL,) we have the following

(14) K, =—i(z+V,) t=1,..,n—1, and K, =—iVl.
W, W,
Using (12) - (14) we get

Lt+l

(15) ¢, =—(z+V)|1-6(0-p)+Pp—L|, t=1,..,n-2
VVH—I

and

Ll

(16) ¢ ==(z+V)) 1—5(1—p)+@0W +z,

1

and proposition 1 follows.
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Appendix 2: Why compensate all losers?

We assume that income is transferable between the individuals and that no-one is liquidity
constrained. The bargaining game between the individuals is as follows: In each period the
individuals are either sure winners from reform or uncertain (losers) as described in section 2.
Their payoffs and status is defined by the process described in section 2. The timing of events is as
in section 2, but after the winners have decided the size of the compensation to each of the losers
they want to compensate, the uncompensated losers can “bribe” any of the compensated losers to
make them pay back the compensation in exchange for voting for reversal (against reform). Then
it is voted on whether the reform should be continued (started) or not. Within each period the
losers’ voting promise (in exchange for compensation or a bribe) is binding. There is complete
information. Decisions are made by majority, but if there is a tie there is no reform (reversal).

We start by looking at the situation in period n-1. Assume that the winners compensate a
share m of N, N=L+W, all compensated are losers, and m<L. To get a winning coalition the
winners must set m such that W+m>1/2. If there is a continued reform, each of the
uncompensated losers have a total loss of -V, (remember that V;<0). Thus, each
uncompensated loser is indifferent between continued reform and bribing the compensated
losers in exchange for reform if the bribe contribution from each uncompensated loser is
smaller than or equal to —(V,+z). The total amount available to pay in bribes is then
—[L—m](Vl +Z). The share of N the uncompensated losers have to bribe to get a majority
against reform is W +m—1/2 . Thus, the compensation needed by each compensated loser to

stay in the pro reform coalition is

(L—m) _ —(+2) 1
- +2)W+(_(Vl +z))_m, (W+m)>§.
2

The last term of the sum on the left hand side is what is demanded by each loser in the pro-
reform coalition to stay indifferent over reform and reversal. The first term in the bracket is
the total amount that the uncompensated losers are willing to use on bribes divided by the
share of N they have to bribe. The equality follows from the fact that (L-m)+H(W+m-1/2)=1/2.
Total compensation needed to the compensated losers is then

By differentiation of this expression with respect to m we get
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9

which is negative as long as there is a minority of winners. Thus, the total compensations that
have to be paid is smaller the larger is m, and setting m=L is optimal in period n-/. Since all
losers have the same loss from reform, there is nothing to gain by paying different
compensation to the compensated losers.

Knowing that all losers will be compensated in period n-1, we can pursue the same analysis

for the preceding periods, and it follows that all losers will be compensated in each period.
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Chapter 5

The time-consistency of
two-tier labor market reforms’

Carl Andreas Claussen’

Norges Bank

Abstract

High layoff costs are often blamed for the high levels of unemployment in Europe. Reforms aimed
at reducing these costs nevertheless are rare, possibly because the employed extract rents from
these costs. A potential way around this problem is to allow those already employed to keep
extensive job protection, while permitting more flexible terms on new contracts. The current
literature suggests that a time-consistency problem limits the scope for such a reform. This paper
shows that there is no time-consistency problem if there is no fiscal illusion. Thus, reforms that
make the link between labor market policies and taxes more transparent and reforms that reduce

firing costs are complementary.
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1. Introduction

Labor market rigidities such as high layoff costs are often blamed for the high and persistent
unemployment levels in Europe (see e.g. OECD (1994)). However, significant reforms to reduce
these rigidities are rare. Why is that? From modern labor market theory we know that rigidities
make it possible for the employed to extract rents. Consequently, the absence of reforms could be
due to opposition from the employed.

One way around this problem could be to allow those already employed to keep their privileges
i.e. extensive job protection, while permitting more flexible terms on new contracts. Saint-Paul
(1996, 2000) examines this idea formally and finds that a time-consistency problem limits the
scope for such reforms. Roughly the argument is as follows: it is likely that there are some extra
costs to workers from a two-tier system compared with a system where all contracts are flexible
(costs from monitoring, etc). Furthermore, over time the number of workers on flexible contracts
increases so that, as a result of reform, the political power gradually changes in favor of workers
on more flexible contracts. Consequently, those employed on rigid contracts will know that at
some time in the future they will lose their political power and all contracts will be made flexible.
This implies that they expect to lose their privileges at some time in the future. They therefore
demand more (implicit) transfers to accept reform, and this limits the scope for reform.

However, Saint-Paul uses a partial equilibrium model. Dynamic effects of unemployment levels
on taxes are not taken into account. Usually the employed pay taxes to finance unemployment
benefits and other costs of unemployment like lost output. When these costs are taken into
account, reduced layoff costs have two opposing effects on the utility of the employed. On the one
hand, it reduces the possibility of the employed to extract rents, but on the other hand it reduces
the taxes the employed have to pay.

In this paper we pursue the following hypothesis: if the tax effect of reduced unemployment is
taken into account, the time-consistency problem discovered by Saint-Paul disappears.

To test this hypothesis we add tax-financed unemployment benefits and a balanced budget
constraint to the Saint-Paul model. We find that there is no time consistency problem in this
model. Two dynamic features give this result. First, as Saint-Paul (2000) points out, employment
tends to overshoot its post reform steady state level during transition. Second, the initial reduction
in unemployment is faster, and the later increase from an overshoot level is slower under a two-tier
reform than under a complete reform where all contracts are made flexible in one shot. Both

effects imply a lower cost of financing the unemployment scheme under the two-tier regime than
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under a complete reform. Consequently, workers on flexible contracts also prefer to keep the two-
tier system even though there are some extra costs for administering it.

Our findings indicate that better knowledge among the electorate about the tax implications of
labor market policies make a two-tier reform more efficient politically than suggested by the
literature so far. The findings also point to a complementarity of i) a reform that renders visual the
cost of the unemployment scheme and ii) a reform that reduces rigidities in the labor market. It
also suggests sequencing the reforms so that i) is done/proposed before ii).

Our paper is related to two different kinds of literature: the modern “matching” equilibrium
unemployment theory, and the literature on the political economy of reform.

In the modern “matching”-equilibrium unemployment theory, search both by employers and
workers leads to an equilibrium number of job matches and an unemployment rate. The theory is
thoroughly presented in Pissarides (2000). We analyze a political-economic situation with
dynamic strategic interaction between the employed on flexible contracts, the employed on rigid
contracts and the unemployed. The preferences of each type are unchanged over time, but the
employment status of each individual might change. The matching framework makes this rather
complicated situation analytically tractable.

The heart of the literature on the political economy of economic reform is a puzzle similar to
the one motivating our exercise; why is a welfare-enhancing reform not implemented? Our paper
is part of the normative variety of this literature. Like Dewatripont and Roland (1992, 1995) and
Wei (1997) among others, we argue that partial reform is a potential way around the problems
leading to non-adoption. The two-tier reform can also be understood as an implicit compensation
mechanism. Recent contributions in a similar vein are Lau et al. (1997, 2000). They discuss the
dual track approach to market liberalization as a mechanism for implementing reform and
achieving efficiency without creating losers. Rodrik (1996), Tommasi and Velasco (1996), and
Drazen (2000) have surveyed the modern literature on the political economy of reform.

The paper is organized as follows. We present the basic model in section 2. We divide the
presentation of the model into five sub-sections. In section 2.1 we present the more economic
aspects of the model. Then we introduce the politics in section 2.2. Section 2.3 provides the
information structure and the timing of events. In section 2.4 we put restrictions on the model to
tailor it to the situation we want to describe, namely a situation where reducing firing costs will
reduce unemployment, but where a majority of the voters oppose a uniform reduction in firing
costs. In section 2.5 we put the pieces together. In section 3 we first briefly look at a complete
reform where the changes in firing costs apply to both new and old contracts and then move on to

analyze a two-tier reform where reductions in firing costs only apply to contracts entered into after
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reform. In section 4 we discuss possible time-consistency problems, and show that they are non-
existent in our model. Here we also briefly discuss some of our assumptions. We conclude with

section 5.

2. Basic model

In this section we describe the basic model. The model is based on the model by Saint-Paul (1996)
(SP hereafter). We will be explicit when we introduce new elements and ideas to the model. The
main difference will be the explicit budgetary link between the total cost of unemployment
benefits and taxes levied on the employed. Since unemployment levels depend on labor market
policies, this means that we introduce a link between labor market policies to taxes.

2.1 The economics

Our description of the labor market focuses on flows in and out of employment. We assume that a
constant share of the unemployed flows into employment. Similarly, a constant share of the
employed flows into unemployment. The two shares are assumed only to depend on the cost of
firing workers. This specification is based on the Pissarides (2000) matching-type equilibrium
unemployment theory, where the constant shares and their dependence on the firing cost follows
endogenously (see Saint-Paul (2000)).

More concretely, let g be the cost of firing a worker. At every unit of time a share

1) s=sg), s%(q)<0,
of the employed is fired and a share

h=£fa), f(g) <0,
is hired. Since s(g) is monotonically increasing, we have that ¢ = s”/(s), and the hiring per unit of
time is
2)  h=h(s), h'(s)>0.

The relationship between the firing cost and the firing rate given by (1) implies that we can
consider the firing rate s to be the policy parameter.

In addition to the flow in and out of employment/unemployment, there is a constant flow of a
share p of the working-age population into retirement. At the same time, p new workers enter the
labor force so that the total size of the working age population is constant. Retirement is out of

both work and unemployment whereas all new workers enter into unemployment.
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The development of the share of employed (/) and unemployed () over time is then

3) %=h(s)u—(s+p)l,

and
“4) ﬂ—sl+ —(h(s)+ p)u
o p pu .

The steady state share of employed and unemployed is thus (use /+u=1)

7__ hs)
©®) l_h@ﬁﬂ+p,
and

- p+s
© u_h(s)+s+p.

We now turn to the utility of the employed and unemployed. The employed continuously
receive a wage w and the unemployed receive a benefit w. The wage and the benefit is fixed and
independent of the firing cost. A fraction 7 of the wage is taxed. With a perfect capital market,
infinite horizon, no expectations of changes in the parameters in the model and risk- neutral
individuals, the expected present value of the income streams (utility) for the employed (V) and

the employed (V) are described by the following two Bellman equations:
N rV.=wl-1)=s(V,=V,)-pV,,

e

and
®  rV,=o+hs)V,-V,)-pV,.

From these two equations we can solve for the expected present values for the employed and
unemployed. This gives us

y _SO+(r+ p+h(s)w(l-7)

©) (r+p)(r+p+s+h(s))
and
(10) Vu=(r+p+s)w+h(s)w(1—‘[)

(r+p)(r+p+s+h(s))
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So far the model is similar to SP’s model except that there is no explicit tax in SP’s model. We
will now introduce the main difference, the budget constraint, making r endogenous. We assume
that unemployment benefits are fully financed by taxes on the employed. Furthermore, we assume
that individuals fully understand the inter-temporal budgetary link between unemployment
benefits, the number of unemployed, and the taxes levied on the employed, i.e. there is no fiscal
illusion. This is a reasonable assumption in this model since there is only individual-specific
uncertainty: individuals do not know their employment status in the future, but they can calculate
the aggregate share of unemployed and employed in the working-age population. It is therefore
possible for them to calculate the present value of future unemployment benefits for any firing
rate.

More concretely, the present value of the total unemployment benefits (C) is
C=wU(),

where

U= ]:e_’zu(z)dz .

The inter-temporal budget constraint is then:

U (t)= ere*"z (-u(z))dz

where the constant tax rate 7 is set in such a way that the budget constraint is fulfilled. That is,

) U(@) o re"U(r)

1y z= — = — .
w[(je‘”dz)—U(t)J w(l—re U(t))

This specification with a constant tax rate makes the model relatively easy to handle. The
alternative assumption with a “pay-as-you-go" financing of unemployment benefits would have
made V, and V,, functions of time, and complicate the analysis considerably. Our specification with
a constant tax rate also rules out questions concerning distribution of the tax burden over time, and
thereby isolates the pure budgetary links.

With this set-up, there might be some borrowing for some time if unemployment is high and

fall in the future. Similarly, there might be saving for some time if unemployment will rise in the
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future. If there has been no previous borrowing or saving the steady state level of taxes is given
by

12 =2
w

~i| =

2.2 The politics

The following simplifying assumptions are made about the politics: There is
e majority voting,

e only members of the working age population can vote, and

e the only issue considered is the labor market policy (firing costs).

e There is voting continuously.

The first assumption simplifies the analysis but qualitatively the results would apply to other
political systems where the political influence of workers on rigid contracts depends on their share
in total employment. The second assumption is reasonable given that in any country most voters in
the working-age population. The third assumption is strong, but in line with the tradition in the

literature.

2.3 Timing of events and information structure

At every instance of time, workers are fired, retired, or hired, new workers enter the
unemployment pool, the employed receive their wage, and there is voting about the labor market
policy. At time =0, it is voted on whether to start reform and what sort of reform to start. There
are two alternatives. A complete reform where the changes in firing costs apply to all existing and
new contracts, or a two-tier reform where changes in firing costs apply to new contracts only. For
>0 it is voted on whether to continue the two-tier reform if that was initiated at =0, or whether
there should be a switch to a complete reform. Any change in the labor market policy is
implemented from the ‘next’ instance.

There is complete information.

2.4 Restricting the model

As it now stands the model captures a wide range of situations. To tailor the model to situations
where reducing the firing cost (increasing the firing rate) reduces unemployment, but where a

majority opposes such a policy, restrictions have to be placed on the parameters and the functional
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forms. We start by presenting the restrictions, and then explain how they give the features we

want. Let s* be the pre-reform firing rate.

R
R1. w>[1=2 *p 0]
h(sR)

R2. h(s®)>sf+p
R3. h”<0

O]
h'(0)

Restriction R1 ensures that it is better to be employed than unemployed (i.e. V> V,). We can

see this the following way. Using (9) and (10) we get the following criteria for V,> V,:
w(l-7)>w.

Substituting for 7 from (12) and for [ and @ from (5) and (6) we get R1.

Restriction R2 is necessary for there to be a majority of employed in steady state. We see this
from (5).

Restriction R3 states that “the gains from greater flexibility are larger when the labor market is
more rigid to start with.”(SP, p. 156) This is a reasonable assumption for at least some range for s.
The assumption implies that the employed are against any increases in the firing rate if
unemployment has no effect on taxes. To see this we differentiate (9) partially (setting 7', =0) and
get

I, _ (wl—1)—w)h'(s)s—(r + p+h(s)))

13) ZLeo
(13) ds (r+p)(r+p+s+h(s))2

To find the sign of this expression we use R3 and the fact that there cannot be negative hiring
(h(0)=0), and have

h(s)—sh'(s)>0,
which together with R1 imply that

14
14) —=<0.
(14 =<
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Restriction R4 is necessary for there to be an interval for s where increasing s leads to a

reduction in steady state unemployment.' We can see this by differentiating (6), which gives

du _h(s)=h'(s)(s + p)

1
(15) ds  (h(s)+p+s)

Differentiating the nominator in (15) we have
—h"(s)(s+p),

which by R3 is always positive. Thus, the nominator is increasing in s, and can only be negative

for some interval for s if

du

— <0,
dsY=

0
which is the same as
h(0)—h'(0)p<0.

Note also that p > 0 is necessary for there to be a range where increasing s reduces
unemployment. This further suggests the following definition, which will also be helpful later. Let
s" ™ be defined by A(s“™")—h'(s"™)(s“™ + p)=0 (c.f. (15)).

Definition

There is full employment if [=1—-1u( ¥ min )

Restriction R4 also implies that there is an interval for s where increasing s increases the utility
of the unemployed when there are no tax effects. To see this we first differentiate (10) partially

(holding 7 constant), and get

W, _(w(1=) =)+ p+s)' ()= h(s))

(16) ds (r+p)(r+p+s+h(s))2

! The effect of firing costs on unemployment is debated in the literature. See Ljungquist (2001) for an
overview of this discussion.
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By comparing the nominator in (16) and (15) we see that if there are no tax effects, the
unemployed are in favor of any marginal increase in the firing rate as long as it reduces

unemployment. Thus

5 < gt min :>—aV“ >0.
ds

2.5 Putting the pieces together

We will here put the pieces together. The total effect on utilities from a change in the firing rate is

av, _av, v, dr

17 ,
a7 ds ds 0T ds
and

gy D . W, dr

ds 9s or ds

Thus, the total effect of changes in s is the sum of the direct effect given by (13) and (16), and
the indirect effect that works through changes in the tax rate. From (13) and (16) we know how the
direct effects depend on the initial firing rate. The indirect effects are given by the following:

1
s

v, dr (r+ p+h(s))
=—w
a7 ds (r+p)r+ p+s+h(s))

1
g

W, dr h(s)
=—w
o7 ds (r+p)r+p+s+h(s))

We see that the indirect effects are positive if taxes are reduced when s is increased and
negative if the tax rate increases. From (11) we know that what happens to the tax rate depends on

what happens to unemployment. Consequently, we have that

. dz if and onlyif s<s*™",
o7 ds

and

aV”‘£>O if andonlyif s<s
ot ds

u min

68 DOCTORAL DISSERTATIONS IN ECONOMICS NO. 3



We can now draw the following conclusions regarding the total effects on individuals’ utilities

from changes in the firing rate.

(19) ﬂ<O for s>s"™"
ds

and

(20) ﬂ>0 for s<s" ™™
ds

Now, let 5™ be the firing rate that maximizes the expected utility for the employed and
5™ e the firing rate that maximizes the expected utility for the unemployed.
Then, from (19) it follows that

v, u mi
(21) s ‘max<summ’

and from (20) we have that

(22) SV” max Zsﬁmin .

Figure 1 illustrates what we know so far.
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Figure 1. Unemployment and utility of employed
and unemployed for different firing rates

14

e’

V,~
u’y

\// !

s ¥V, max Sﬁ min s ¥, max

From (9) and (10) we see that V>0 and V,>0 if 7<1. From (12) we see that z<I (as long as there
is no debt to service). The V,-line is dotted to the left of s"*™ to reflect that we do not know
whether an interval exists for s such that dV,/ds>0. Note also that if no interval exists for s such
that dV,/ds>0, then 5™ =0. We have not drawn the V,-line to the right of s"™", reflecting that
we do not know much about the slope of the function in this interval. All we know is that s ™*
has to be to the right of s“™" (as indicated).

The area where reducing the firing rate to reduce unemployment is politically difficult is shaded
in the figure. We assume that the initial firing rate s” is in this area. That is, we assume that there is
room for a reduction in unemployment by increasing the firing rate and that the initial firing rate is

such that the employed are against any increase in the firing costs connected to their contract.

v .
Al. SRE [S (,max’su mm)'

3. Reform

A complete reform, i.e. a reform where reductions in firing costs apply to all existing and new labor
contracts, will of course be opposed by the majority of employed when R1-R4 and A1 hold (c.f. fig. 1).
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We will here show how a two-tier reform makes it politically possible to achieve full
employment even under Al. Let s° be the firing rate on new contracts suggested by the

government and let
A2. sh<sl <ghmin,

The unemployed are in favor of any reform where s is reduced to s*, c.f. fig 1.> For the
employed, we must remember that under the two-tier reform the firing rate linked to their job is

unchanged as long as they stay employed. We therefore start from (7). Rearranging terms we get

14 :;[W(I—T)—FSVM].
P

e

r+s+

By plugging in s* and differentiating 7 and ¥, with respect to s we get the following:

23) ﬂ —1 |:_ dr Rﬂ]

= W—+s
ds r+s®+p ds ds

two tier reform

We already know that dV,/ds>0. We also know that steady state unemployment will fall, and
this implies that taxes will fall. We can therefore conclude that the employed will be in favor of
this reform.

The intuition behind this feature of a two-tier reform is the following: since the firing rate is not
changed for the employed, they keep their privileges. The chance of losing their job is unchanged.
Additionally, they have lower taxes when employed and higher utility if they become unemployed.
Thus, also in our version of the SP-model a two-tier reform strategy is an efficient way of

overcoming political opposition against increases to the firing rate that reduces employment.

4. The time-consistency of two-tier reforms

Before we can continue we need a precise definition of what we mean by the time-consistency
problem. Let #* be the time when workers on rigid contracts first are in minority under a two-tier

reform. Let V.© and V. be the net discounted utility for the employed on flexible contracts and

% Formally the preference of the unemployed over such a two-tier reform is both in the case of complete
reform and a two-tier reform given by (18). R1-R2, A1 and A2 ensure that the unemployed are in favor of
such a reform.
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the unemployed if a complete reform is pursued. Similarly, let 7 and ¥ be the net discounted

utility for the employed on flexible contracts and the unemployed if a two-tier reform is pursued.

Definition (time-consistency problem)

There is a time-consistency problem if V. >V and V. >V for t>t*.

So far, we have assumed that there are no additional costs incurred by the dual labor market
regulations. Thus, the expected utilities of workers on flexible contracts and the unemployed are
independent of whether there is full reform or continued two-tier reform. Consequently, there is no
reason to change from a two-tier reform to a complete reform.

It might be more reasonable to assume that the two-tier system gives rise to some extra
monitoring or supervision costs. We will now see what happens if we introduce these extra costs.

As does SP, we add the following assumption to our model:

A3. There is a small resource cost from monitoring a two-tier labor market. This cost falls in
equal shares on all individuals. The weight on this cost in the individuals’ utility function
is small; of two outcomes, the one that yields the higher expected discounted income is

preferred. In case of a tie, the one with the lowest monitoring cost is preferred.

SP shows that in his version of the model this assumption introduces a time-consistency
problem limiting the scope for reform. The intuition is the following: for workers on flexible
contracts and the unemployed A3 makes a complete reform preferable to a two-tier reform.
Workers on the more rigid contracts therefore know that a proposal for a full reform will be
accepted when >¢*. The gain from a two-tier reform is therefore reduced, and the consensus role
of the two-tier reform is reduced.

We will now show that this result does not hold in our version of the model. We will first give
the intuition behind this result, and then the formal proof.

Since the steady state unemployment is lower for s=s* than s=s", we know that unemployment
will have to fall following reform. If this fall is faster under a continued two-tier reform than under
a complete reform, completing the two-tier reform gives lower unemployment during the
transition and thereby a lower tax rate.

In our model unemployment falls faster with the continuation of a two-tier reform than under a

complete reform. The reason is the following. Under a two-tier reform some of the employed
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workers are still on rigid contracts, whereas under a complete reform all employment is on flexible
contracts. This means that for the same level of employment firms cannot fire as large a share of
the workers under a two-tier reform as under a complete reform. Thus, net hiring must for the
same level of unemployment be higher under a two-tier reform than under a complete reform.
Consequently, unemployment falls faster under a two-tier reform than under a complete reform.

These effects tend to make unemployment reach the new steady state level before all
employment is on flexible terms. Consequently, employment will overshoot (unemployment
“undershoot”). We therefore have to check if unemployment increases more slowly from
“undershoot” levels under a two-tier reform than under a complete reform. In our model the
increase in unemployment is slower under a two-tier reform than under a complete reform. It is the
same effects as in the previous paragraph that give this result: for the same level of unemployment
the hiring is the same under a complete and a two-tier reform, but the firing is smaller under a two-
tier reform as long as there are workers still employed on rigid contracts.

We therefore have that

Proposition

Under R1-R4 and A1-A3 there is no time-consistency problem, i.e. there will be
unanimous support for a continued two-tier reform as long as there are still workers

employed on rigid contracts.

Proof

The change in the shares of employed on rigid terms (I*), on more flexible terms (/") and the

share of unemployed (#) under a two-tier reform are given by

F
%:h(SF)M—(SF+p)lF
du R7R FjF F

24) Ezsl +s7 1" —(h(s" )+ pu+p,
lR
W=—(SR+P)1R

Since 1=I%+1" +u , the developments and the steady state solutions to the system can be

described in a two-dimensional phase diagram. The demarcation curve for du/dt=0 is given by
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:h(sF)+p+sF "y sT+p

R F

" .
s"—s st—s"

The dI/dt=0 curve is a straight line on the horizontal axis. The phase diagram is illustrated in
figure 2 where the bold lines give the demarcation lines. The directional arrows show that the
steady state point is a stable node. The line marked “/* +u <1 gives the upper boundary for the

variables. Any initial steady state point must be on this line.

Figure 2. Phase diagram for two-tier reform

M\\\N“Z\Rj'u =1
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The phase diagram shows that unemployment falls during the transitional phase when u>u" .
Using (4), (24) setting [* +1" +u=I+u we get that unemployment falls faster under a two-tier

reform than under a complete reform since with R1-R4 and A1-A2 we have that

du
25) —
(25) 7

_du

E z(sF—sR)lR>0.

two—tier reform

complete reform

The phase diagram shows that after unemployment has reached its minimum level, it will
increase until it reaches the new steady state level. Equation (25) shows that unemployment
increases more slowly under a two-tier reform than under a complete reform when u<iu” and
du/dt>0.

This implies that whether there is overshooting or not U(¢)

>U (t)| as long

Complete reform Two-tier reform

as [">0. This implies that (use (11)) Teqmpereretorm > as long as [*>0.1If [*=0,a

TTwo-tier reform

two-tier reform is irrelevant. Consequently, V. <V, and V. <V, for £~0. Q.E.D.
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We have assumed that there is continuous voting on whether to pursue a two-tier reform or a
complete reform, and implicitly assumed that a reversal for the entire reform is never considered.
From the preferences revealed in figure 1 it follows that if it were possible to reverse the entire
reform at any time, it would happen as soon as there was a majority on flexible contracts. It is in
the interest of the workers on flexible contracts to change the firing rate to s"*™ for all the
employed immediately. The employed on rigid contracts will be against since they have higher
utility under a continued two-tier reform (c.f. last paragraph of section 3.) Thus, under a more
realistic assumption the “flexible” steady state equilibrium is unstable, indicating that there will be
cycles in the labor market policies. We have chosen not to focus on these aspects to highlight our
main argument, i.e. that there is no time-consistency problem in the SP-model (SP has also
(implicitly) ruled out reversal).

Another apparently strong assumption we have made is that wages are fixed and unrelated to
unemployment and labor market legislation and unemployment levels. All the rents from
employment protection (high firing rates) are achieved by the low probability of losing one’s job.
More realistically wages would depend on the level of job protection. Again we have followed the
assumptions made by SP. However, we believe changing this simplifying assumption has little
effect on our main conclusion.

The size of the cost of monitoring the different systems and the cost of switching between them
is relevant for the results. Incorporating this in the analysis is straightforward, and would not
change our main conclusion as long as the monitoring cost and the cost of changing the firing rate
is not too high. The dynamics would be somewhat more complicated however. We leave this

exercise for later analysis.

5. Conclusion

In this paper we have studied a two-tier reform on the labor market. Two-tier reforms are reforms
where reductions in firing costs apply only to new labor contracts. For contracts entered into
before the reform, firing costs are unchanged. This reform makes it possible to achieve full
employment even though the majority of employed would lose from a reform where all contracts
were made more flexible. The reason is that by allowing for existing rigid contracts to remain
rigid, the losers from reform are compensated implicitly.

In contrast to previous work we have included an explicit budgetary link between labor market

policies to taxes, thereby bringing the analysis closer to a general equilibrium analysis. We find
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that the time-consistency problem found in previous work disappears when this more realistic
assumption is included.

Our work is normative in spirit, and we can draw several conclusions for reform policies that
reduce firing costs. The first is that a two-tier reform could be an efficient tool for overcoming
political opposition to reductions in firing costs even if it results in an extra “monitoring” cost
compared with a reform where changes in legislation (firing costs) apply to all contracts. This
conclusion rests on the general equilibrium effect linking unemployment policies and taxes levied
on the employed. A conclusion following this is that there is a complementarity between a reform
that renders visible the cost of the unemployment scheme and a reform that reduces rigidities on
the labor market. It also suggests the following sequencing of reforms: first make the cost of the
unemployment benefit scheme and the link between labor market policies and taxes more

transparent and well known among the voters, then propose the reduction in firing costs.

76 DOCTORAL DISSERTATIONS IN ECONOMICS NO. 3



Literature

Coate, S. and S. Morris (1995), ”On the form of transfers to special interests,” Journal of Political
Economy, vol. 103, no. 6.

Dewatripont, M. and G. Roland (1992), “Economic reform and dynamic political constraints,”
Review of Economic Studies, vol. 59, no. 4.

Dewatripont, M. and G. Roland (1995), “The design of reform packages under uncertainty”,
American Economic Review, vol. 85, no. 5.

Drazen, A. (2000), Political economy in macroeconomics, Princeton University Press.

Lau L. J., Y. Qian and G. Roland (1997), "Pareto-improving economic reforms through dual-track
liberalization," Economics Letters, vol. 55, no. 2.

Lau L. J., Y. Qian and G. Roland (2000), "Reform without losers: An interpretation of China’s
dual-track approach to transition", Journal of Political Economy, vol. 108, no. 1.

Ljungqvist, L. (2001), “How do layoff costs affect employment?” Mimeo, Stockholm School of
Economics, February.

OECD (1994), The OECD Jobs Study: Evidence and Explanations.

Rodrik, D. (1996), “Understanding economic policy reform,” Journal of Economic Literature,
Vol. 34, no. 1.

Saint-Paul, G. (1996), “On the political economy of labor market flexibility”, in NBER
Macroeconomics Annual, MIT Press.

Saint-Paul, G. (2000), The Political Economy of Labor Market Institutions, Oxford University
Press.

Pissarides C., A. (2000): Equilibrium Unemployment Theory, MIT press.

Tommasi, M and Velasco, A. (1996), “Where are we in the political economy of reform?” Policy
Reform, vol. 1, no. 2.

Wei, S-J. (1997), “Gradualism versus big bang: Speed and sustainability of reforms,” Canadian
Journal of Economics, Vol. 30, no. 4.

CH. 5 THE TIME-CONSISTENCY OF TWO-TIER LABOR MARKET REFORMS 77



ISSN 1503-0741
ISBN 82-7553-216-7

P Lobo Medio 15480





