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ABSTRACT

Anatomy of Policy Complementarities*

The analysis provides a new explanation for two widespread problems concerning European
unemployment policy: the disappointingly small effect of many past reform measures on
unemployment, and the political difficulties in implementing more extensive reform programs.
We argue that the heart of these problems may be the failure of many European
governments to implement broad-based reform strategies. Our analysis suggests that major
unemployment policies are characterised by economic complementarities (in the sense that
the effectiveness of one policy depends on the implementation of other policies) and political
complementarities (in that the ability to gain political consent for one policy depends on the
acceptance of other policies). Under these circumstances, incremental, small-scale
adjustments of existing policy packages are doomed to failure. Our analysis suggests
instead that the European unemployment problem should be tackled through “broad”
reforms that exploit the salient economic and political complementarities among individual
policy measures.
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,QWURGXFWLRQ

2YHU�WKH�SDVW����\HDUV��HPSOR\PHQW�SROLF\�LQ�PDQ\�(XURSHDQ�FRXQWULHV�KDV�E\�DQG�ODUJH�IDLOHG�WR
DGGUHVV� WKH�XQHPSOR\PHQW�SUREOHP� LQ� DQ� DGHTXDWH�ZD\��3ROLF\�PDNHUV�GLIIHU� RQ�ZK\� WKLV� KDV
EHHQ�VR��6RPH�FRQWHQG�WKDW�WKH�SUREOHP�LV�GXH�WR�SROLF\�LQHIIHFWLYHQHVV��YL]���LW�LV�DOOHJHG�WKDW�WKH
DYDLODEOH�SROLF\� LQVWUXPHQWV�KDYH� OLWWOH� LQIOXHQFH�RQ�XQHPSOR\PHQW��2WKHUV�EHOLHYH� WKDW�XQHP�
SOR\PHQW�SROLFLHV�DUH�SRLQWOHVV��VLQFH�WKH\�PHUHO\�UHSODFH�WKH�XQHPSOR\PHQW�SUREOHP�E\�DQ�LQH�
TXDOLW\�SUREOHP��$QG�\HW�RWKHUV�EHOLHYH�WKDW�WKH�XQGHUO\LQJ�SUREOHP� LV�RQH�RI�SROLF\� LQDFWLYLW\�
YL]���WKH�SROLF\�LQLWLDWLYHV�KDYH�EHHQ�WRR�IHZ�DQG�WRR�WLPLG�
$OO�WKHVH�LQIOXHQWLDO�WKHVHV��ZH�FODLP��DUH�P\WKV��:H�ZLOO�DUJXH��LQVWHDG��WKDW�(XURSHDQ�XQHP�

SOR\PHQW�SROLFLHV�KDYH�IUHTXHQWO\�EHHQ�XQVXFFHVVIXO�EHFDXVH�JRYHUQPHQWV�KDYH�JHQHUDOO\�IDLOHG
WR�H[SORLW�HFRQRPLF�DQG�SROLWLFDO�FRPSOHPHQWDULWLHV�DPRQJ�SROLF\�PHDVXUHV��(FRQRPLF� FRPSOHPHQ�
WDULWLHV�H[LVW�ZKHQ�WKH�HIIHFWLYHQHVV�RI�RQH�SROLF\�GHSHQGV�RQ�WKH� LPSOHPHQWDWLRQ�RI�RWKHU�SROL�
FLHV��DQG�SROLWLFDO�FRPSOHPHQWDULWLHV�DULVH�ZKHQ�WKH�DELOLW\�WR�JDLQ�SROLWLFDO�FRQVHQW�IRU�RQH�SROLF\�GH�
SHQGV�RQ�WKH�LPSOHPHQWDWLRQ�RI�RWKHU�SROLFLHV�
7KLV�SDSHU�H[DPLQHV�WKH�FDXVHV�DQG�FRQVHTXHQFHV�RI�WKHVH�FRPSOHPHQWDULWLHV��LQYHVWLJDWHV�WKH

LQWHUSOD\� DPRQJ� WKHP�� DQG� DQDO\VHV� KRZ� XQHPSOR\PHQW� SROLFLHV� DUH� WR� EH� IRUPXODWHG� LQ� WKLV
FRQWH[W�
9DULRXV� FRQWULEXWLRQV� LQ� WKH� HFRQRPLF� OLWHUDWXUH� DUH� UHOHYDQW� WR� WKHVH� FRQFHUQV�� &RH� DQG

6QRZHU� ������� LGHQWLI\� YDULRXV� VRXUFHV� RI� HFRQRPLF� FRPSOHPHQWDULWLHV��� 6RPH� HPSLULFDO� HYL�
GHQFH� RI� HFRQRPLF� FRPSOHPHQWDULWLHV� KDV� HPHUJHG� LQ� D� QXPEHU� RI� UHFHQW� VWXGLHV��� 7KHUH� DUH
VRPH� DUWLFOHV� RQ�ZK\� D� SDUWLFXODU� SROLWLFDO� SURFHVV�PD\� \LHOG� ODERXU�PDUNHW� SROLFLHV� DVVRFLDWHG
ZLWK�H[FHVVLYH�XQHPSOR\PHQW��H�J���6DLQW�3DXO���������7KXV�IDU��KRZHYHU��QR�DWWHQWLRQ�KDV�EHHQ
JLYHQ�WR�KRZ�SROLWLFDO�SROLF\�FRPSOHPHQWDULWLHV�DULVH�DORQJVLGH�WKH�HFRQRPLF�RQHV��DQG�ZKDW�WKLV
QHWZRUN�RI�FRPSOHPHQWDULWLHV�LPSOLHV�IRU�SROLF\�PDNLQJ��7KHVH�LPSRUWDQW�JDSV�DUH�WKH�VXEMHFW�RI
WKLV�SDSHU�
7KH�SDSHU�LV�RUJDQLVHG�DV�IROORZV��6HFWLRQ���GLVFXVVHV�WKH�WKUHH�P\WKV�DERXW�XQHPSOR\PHQW

SROLF\�PDNLQJ�DQG�KRZ�RXU�DQDO\VLV�RI�FRPSOHPHQWDULWLHV�GHEXQNV�WKHP��6HFWLRQ���FRQVWUXFWV�D
VLPSOH� IUDPHZRUN� IRU� WKLQNLQJ� DERXW� HFRQRPLF� DQG� SROLWLFDO� FRPSOHPHQWDULWLHV�� 6HFWLRQ� �� H[�
DPLQHV�KRZ� WR�PDNH�SROLF\� GHFLVLRQV� LQ� WKH� SUHVHQFH�RI� WKHVH� FRPSOHPHQWDULWLHV��$QG� ILQDOO\�
6HFWLRQ���H[DPLQHV�KRZ�SROLWLFDO�FRQVWUDLQWV�RQ�SROLF\�FKDQJH�FDQ�EH�RYHUFRPH�WKURXJK�EURDG�
EDVHG� UHIRUP�SDFNDJHV� WKDW� WDNH�DGYDQWDJH�RI� WKH� H[LVWLQJ� HFRQRPLF� DQG�SROLWLFDO� FRPSOHPHQ�
WDULWLHV�DPRQJ�WKH�LQGLYLGXDO�SROLF\�PHDVXUHV�

� &RH DQG 6QRZHU ������ H[DPLQH HFRQRPLF FRPSOHPHQWDULWLHV LQ D VWDWLF FRQWH[W� +RZHYHU� WKH G\QDPLF DVSHFW RI
WKH UHIRUPV WXUQV RXW WR EH SDUWLFXODUO\ VLJQLILFDQW IRU� DV LPSOLHG E\ WKH XQGHUO\LQJ PRGHO LQ $SSHQGL[ %� WKH DSSUR�
SULDWH SROLF\ VWUDWHJ\ FDQ GHSHQG KHDYLO\ RQ VXFK G\QDPLF IDFWRUV DV SHRSOH·V UDWH RI WLPH GLVFRXQW DQG WKHLU GHJUHH
RI ULVN DYHUVLRQ �RU� HTXLYDOHQWO\ LQ RXU PRGHO� WKH HODVWLFLW\ RI LQWHUWHPSRUDO VXEVWLWXWLRQ� UHJDUGLQJ WKHLU FRQVXPS�
WLRQ DQG ZRUN WKURXJK WLPH� 0RUHRYHU� GXH WR WKH H[LVWHQFH RI ODERXU�WXUQRYHU FRVWV �VXFK DV FRVWV RI KLULQJ� WUDLQ�
LQJ� DQG ILULQJ�� HPSOR\HG SHRSOH JHQHUDOO\ KDYH IDU JUHDWHU FKDQFHV RI NHHSLQJ WKHLU MREV WKDQ XQHPSOR\HG SHRSOH
KDYH RI DFTXLULQJ WKHP� &RQVHTXHQWO\� D SROLF\ WKDW KHOSV PRYH SHRSOH IURP XQHPSOR\PHQW LQWR HPSOR\PHQW GXULQJ
RQH WLPH SHULRG ZLOO LQIOXHQFH WKH XQHPSOR\PHQW UDWH LQ VXEVHTXHQW WLPH SHULRGV� 7KLV PHDQV WKDW WKH ORQJ�WHUP
HIIHFWV RI FRPSOHPHQWDU\ SROLFLHV PD\ EH VXEVWDQWLDOO\ ODUJHU WKDQ WKHLU LPSDFW HIIHFWV� 7KLV SDSHU DWWHPSWV WR TXDQ�
WLI\ WKHVH ORQJ�WHUP HIIHFWV IRU SODXVLEOH HFRQRPLF SDUDPHWHUV�
� 6HH %XWL HW DO� ������� 'DYHUL DQG 7DEHOOLQL ������� DQG (OPHVNRY HW DO� �������
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���7KH�WKUHH�P\WKV

2YHU�WKH�SDVW�WZR�GHFDGHV�(XURSHDQ�XQHPSOR\PHQW�SROLF\�KDV�EHHQ�FRQGXFWHG�LQ�WKH�VKDGRZ�RI
WKUHH�SRZHUIXO��²��DOWKRXJK�SDUWLDOO\�FRQWUDGLFWRU\�²�P\WKV�

�����7KH�SROLF\�LQHIIHFWLYHQHVV�P\WK

7KH�SROLF\� LQHIIHFWLYHQHVV�P\WK�²� WKDW� WKH� DYDLODEOH�SROLF\� LQVWUXPHQWV� DUH� LQHIIHFWLYH�ZLWK� UH�
VSHFW� WR�XQHPSOR\PHQW� ²� LV� DQ� LQVLGLRXV� RQH�� VLQFH� LW� GLYHUWV� SROLF\�PDNHUV� IURP� IRFXVLQJ�RQ
PHDVXUHV� WR� FUHDWH� HPSOR\PHQW� DQG� LPSOLHV� WKDW� WKHLU�PDLQ�REMHFWLYH� VKRXOG�EH� WR� VSUHDG� WKH
EXUGHQ� RI� XQHPSOR\PHQW� PRUH� HTXDOO\� DFURVV� WKH� ZRUNLQJ�DJH� SRSXODWLRQ�� SULPDULO\� WKURXJK
ZRUNLQJ�WLPH�UHGXFWLRQV�DQG�HDUO\�UHWLUHPHQW�VFKHPHV��7KH�GDQJHUV�RI�WKLV�SROLF\�DSSURDFK�DUH
ZHOO�NQRZQ���%XW�EH\RQG�WKDW��RXU�DQDO\VLV�VXJJHVWV�WKDW�²�GHVSLWH�WKH�FRQWLQXHG�KLJK� OHYHOV�RI
(XURSHDQ�XQHPSOR\PHQW�LQ�WKH�IDFH�RI�QXPHURXV�DWWHPSWV�DW�SROLF\�UHIRUP�²��WKH�DYDLODEOH�XQ�
HPSOR\PHQW�SROLFLHV�PD\�ZHOO�QRW�EH�LQKHUHQWO\�LQHIIHFWLYH��7KH�UHDVRQ�LV�WKDW�SDVW�UHIRUPV�KDYH
RIWHQ�IDLOHG�WR�H[SORLW�HFRQRPLF�FRPSOHPHQWDULWLHV�
,W�LV�HDV\�WR�VHH�KRZ�VXFK�FRPSOHPHQWDULWLHV�PD\�DULVH��)RU�H[DPSOH��VLQFH�LW�LV�LPSRVVLEOH�IRU

SHRSOH� WR� ILQG�PRUH�ZRUN�ZKHQ� ILUPV�GR�QRW�SURYLGH�QHZ� MREV�� DQG� VLQFH� LW� LV� LPSRVVLEOH� IRU
ILUPV� WR� ILOO� WKHLU� YDFDQFLHV�ZKHQ� WKHUH� LV� QR�RQH� ORRNLQJ� IRU� WKHP�� VXSSO\�VLGH� ODERXU�PDUNHW
SROLFLHV� �H�J��� MRE� VHDUFK�SURPRWLQJ�PHDVXUHV� VXFK� DV� MRE� FRXQVHOOLQJ�� DUH� FRPSOHPHQWDU\�ZLWK
GHPDQG�VLGH�SROLFLHV� �H�J���PHDVXUHV� WR� VWLPXODWH� LQYHVWPHQW�GHPDQG���)XUWKHUPRUH�� WD[�EUHDNV
IRU�KLULQJ�WKH�ORQJ�WHUP�XQHPSOR\HG��VXFK�DV�WKRVH�LQ�)UDQFH�RU�*HUPDQ\��PD\�EH�LQHIIHFWLYH�LQ
WKH�SUHVHQFH�RI�JHQHURXV�XQHPSOR\PHQW�EHQHILWV�� VLQFH� WKH�EHQHILWV�ZLOO�GLVFRXUDJH� WKH�XQHP�
SOR\HG�IURP�WDNLQJ�DGYDQWDJH�RI�WKH�WD[�EUHDNV��*LYLQJ�HPSOR\HUV�JUHDWHU�ODWLWXGH�LQ�QHJRWLDWLQJ
IL[HG�WHUP�FRQWUDFWV��DV� LQ�6SDLQ��PD\�GR�OLWWOH�WR�VWLPXODWH�HPSOR\PHQW�XQOHVV�WKH� MRE�VHFXULW\
SURYLVLRQV� DVVRFLDWHG�ZLWK� WKH� LQFXPEHQW� HPSOR\HHV� DUH� UHOD[HG� �%HQWROLOD� DQG�'RODGR�� ������
5HGXFLQJ�WKH�PDJQLWXGH�DQG�GXUDWLRQ�RI�XQHPSOR\PHQW�EHQHILWV�PD\�KDYH�RQO\�D�OLPLWHG�HIIHFW
RQ� WKH�HPSOR\PHQW� UDWH� LQ� WKH�SUHVHQFH�RI� ODUJH� LQFDSDFLW\�EHQHILWV� �DV� LQ� WKH�1HWKHUODQGV��RU
KLJK�PLQLPXP�ZDJHV��DV�LQ�)UDQFH��
,Q� WKH� SUHVHQFH� RI� HFRQRPLF� FRPSOHPHQWDULWLHV�� LQGLYLGXDO� XQHPSOR\PHQW� SROLF\�PHDVXUHV

PLJKW�ORRN�LQHIIHFWLYH�²�EXW�RQO\�ZKHQ�WKH�RYHUDOO�SDFNDJH�RI�SROLFLHV�LV� LQVXIILFLHQWO\�´EURDG�µ
L�H��ZKHQ�WKH�SDFNDJH�FRYHUV�DQ�LQVXIILFLHQWO\�ZLGH�UDQJH�RI�SROLFLHV�ZLWKLQ�D�VHW�RI�HFRQRPLFDOO\
FRPSOHPHQWDU\�RQHV�

�����7KH�XQHPSOR\PHQW�LQHTXDOLW\�P\WK

$FFRUGLQJ� WR� WKH� XQHPSOR\PHQW�LQHTXDOLW\�P\WK�� JRYHUQPHQWV�PXVW� FKRRVH� EHWZHHQ� WZR� GLV�
DJUHHDEOH�RSWLRQV��D�´IOH[LEOHµ� ODERXU�PDUNHW�EHGHYLOOHG�E\�ZLGH� LQFRPH�GLVSDULWLHV�DQG�DQ�´LQ�
IOH[LEOHµ�ODERXU�PDUNHW�FULSSOHG�E\�XQHPSOR\PHQW��7KH�´IOH[LEOHµ�PDUNHW��ZKHUH�SHRSOH·V�ZDJHV
UHIOHFW� WKHLU�SURGXFWLYLWLHV�� LV� DOOHJHGO\� DFKLHYHG�E\� UHGXFLQJ� MRE� VHFXULW\�� UHVWULFWLQJ�XQHPSOR\�
PHQW�EHQHILWV�DQG�ZHOIDUH�HQWLWOHPHQWV��HOLPLQDWLQJ�PLQLPXP�ZDJHV��DQG�EDVKLQJ�WKH�XQLRQV��7KH
´LQIOH[LEOHµ�PDUNHW�� ZKHUH� SHRSOH·V� HDUQLQJV� UHIOHFW� SROLWLFLDQV·� MXGJHPHQWV� DERXW� IDLUQHVV� DQG
VRFLDO� FRKHVLRQ�� LV� VXSSRVHGO\� DFKLHYHG� E\� WKH� RSSRVLWH� SROLFLHV�� 7KH� XOWLPDWH� FKRLFH�� WKHQ�� LV
EHWZHHQ�XQHPSOR\PHQW�DQG�LQHTXDOLW\�
:H�DUJXH�WKDW�WKH�XQHPSOR\PHQW�LQHTXDOLW\�WUDGH�RII�VKRXOG�QRW�EH�UHJDUGHG�DV�DQ�H[RJHQRXV

FRQVWUDLQW�RQ�SROLF\�PDNLQJ��2Q�WKH�FRQWUDU\��LW�LV�FRPPRQO\�WKH�RXWFRPH�RI�XQHQOLJKWHQHG�SROL�
FLHV��7KH� V\VWHP�RI�XQHPSOR\PHQW�EHQHILWV� ILQDQFHG� WKURXJK�JHQHUDO� WD[HV� LV� D� JRRG�H[DPSOH�
:KHQ�XQHPSOR\HG�SHRSOH� ILQG� MREV�� WKHLU�XQHPSOR\PHQW�EHQHILWV�DUH�ZLWKGUDZQ�DQG�WD[HV�DUH

� ,W KDV SURYHG YHU\ GLIILFXOW WR LPSOHPHQW ZRUNVKDULQJ DQG HDUO\ UHWLUHPHQW ZLWKRXW UDLVLQJ QRQ�ZDJH ODERXU FRVWV
�SDUWLFXODUO\ FRVWV RI KLULQJ DQG WUDLQLQJ� DQG WKHUHE\ GLVFRXUDJLQJ ILUPV IURP FUHDWLQJ PRUH MREV� )XUWKHUPRUH� E\
GLPLQLVKLQJ WKH QXPEHU RI SHRSOH FRPSHWLQJ IRU MREV� HDUO\ UHWLUHPHQW PD\ SXW XSZDUG SUHVVXUH RQ ZDJHV DQG
WKHUHE\ RQ SULFHV� 0RQHWDU\ DQG ILVFDO DXWKRULWLHV PD\ WKHQ IHHO FDOOHG XSRQ WR GDPSHQ LQIODWLRQ WKURXJK FRQWUDF�
WLRQDU\ SROLFLHV� WKXV JHQHUDWLQJ IXUWKHU XQHPSOR\PHQW�
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LPSRVHG� RQ� ERWK� WKHP� DQG� WKHLU� HPSOR\HUV�� &RQVHTXHQWO\�� WKLV� SROLF\� GLVFRXUDJHV� WKH� XQHP�
SOR\HG�IURP�VHHNLQJ�ZRUN�DQG�HPSOR\HUV�IURP�SURYLGLQJ�LW��:LWKLQ�WKLV�V\VWHP��UHGXFLQJ�XQHP�
SOR\PHQW�EHQHILWV�ZRXOG�UHGXFH�XQHPSOR\PHQW��EXW�RQO\�E\�PDNLQJ�WKH�XQHPSOR\HG�ZRUVH�RII
UHODWLYH� WR� WKH� HPSOR\HG�� :KDW� XVXDOO\� JHWV� RYHUORRNHG� LV� WKDW� WKLV� XQHPSOR\PHQW�LQHTXDOLW\
WUDGH�RII�LV�WKH�RXWFRPH�RI�WKH�SROLF\�XQGHU�FRQVLGHUDWLRQ��ZKLFK�PDNHV�LW�LPSRVVLEOH�WR�FRPSHQ�
VDWH�WKH�XQHPSOR\HG�IRU�D�GHFOLQH�LQ�EHQHILWV��$V�VKRZQ�EHORZ��D�´EURDGHUµ�VHW�RI�FRPSOHPHQ�
WDU\�SROLFLHV�ZRXOG�SHUPLW�VXFK�FRPSHQVDWLRQ�
2XU� DQDO\VLV� VXJJHVWV� WKDW� E\� GLVWULEXWLQJ� WKH� LQFHQWLYHV� WR� ZRUN� PRUH� HTXDOO\� DFURVV� WKH

ZRUNLQJ�SRSXODWLRQ�� LW�PD\�EH�SRVVLEOH� WR� UHGXFH�ERWK�XQHPSOR\PHQW�DQG� LQHTXDOLW\��(FRQRPL�
FDOO\� FRPSOHPHQWDU\� SROLFLHV� KDYH� DQ� LPSRUWDQW� UROH� WR� SOD\� LQ� VKLIWLQJ� WKH� XQHPSOR\PHQW�
LQHTXDOLW\�WUDGH�RII��´1DUURZµ�SDFNDJHV�RI�UHIRUPV�²�GHILQHG�DV�SDFNDJHV�WKDW�GR�QRW�H[SORLW�WKH
H[LVWLQJ�HFRQRPLF�FRPSOHPHQWDULWLHV�²�DUH�JHQHUDOO\�DVVRFLDWHG�ZLWK�XQQHFHVVDULO\�XQIDYRXUDEOH
WUDGH�RIIV� EHWZHHQ� XQHPSOR\PHQW� DQG� LQHTXDOLW\�� ,Q� FRQWUDVW�� ´EURDGHUµ� SDFNDJHV� FRXOG� UHOD[
WKHVH�GLVDJUHHDEOH�WUDGH�RIIV�

�����7KH�LQDFWLYLW\�P\WK

)LQDOO\��WKH�LQDFWLYLW\�P\WK�²�WKDW�(XURSHDQ�JRYHUQPHQWV�KDYH�QRW�GRQH�DQ\WKLQJ�WR�UHGXFH�XQHP�
SOR\PHQW�²� LV� IDOVH�� VLQFH�PRVW�(XURSHDQ�FRXQWULHV�KDYH�EHHQ� IDU� IURP� LQDFWLYH�RQ�XQHPSOR\�
PHQW�SROLF\�RYHU�WKH�����V�DQG�����V��7KH�SUREOHP�LV�WKDW�WKH�HPSOR\PHQW�SROLF\�VWUDWHJLHV�KDYH
QRW��RQ�WKH�ZKROH��IRFXVHG�RQ�H[SORLWLQJ�SROLF\�FRPSOHPHQWDULWLHV��%XW�H[DPSOHV�RI�SROLF\�DFWLY�
LW\�DERXQG�
)UDQFH��ZKRVH�XQHPSOR\PHQW�FRQWLQXHV�WR�KRYHU�DURXQG����SHUFHQW��KDV� LPSOHPHQWHG�YDUL�

RXV�RI�PHDVXUHV�WR�SURPRWH�HPSOR\PHQW�DQG�VWLPXODWH� MRE�VHDUFK�� LQFOXGLQJ�UHGXFWLRQV� LQ�HP�
SOR\HUV·� VRFLDO� VHFXULW\� FRQWULEXWLRQV�� VXEVLGLHV� IRU� \RXQJ� ZRUNHUV� DQG� WKH� ORQJ�WHUP� XQHP�
SOR\HG��WUDLQLQJ�SURJUDPV�DQG�PRUH�IOH[LEOH�ZRUNLQJ�WLPH�DUUDQJHPHQWV��,Q�DGGLWLRQ��WKH�)UHQFK
XQHPSOR\PHQW�EHQHILW�V\VWHP�KDV�EHHQ�UHIRUPHG�WR�UHGXFH�WKH�GXUDWLRQ�RI�XQHPSOR\PHQW�EHQH�
ILWV�DQG�WR�SHUPLW�WKH�VL]H�RI�WKH�EHQHILWV�WR�IDOO�ZLWK�WKHLU�GXUDWLRQ�
6SDLQ��ZLWK�DQ�XQHPSOR\PHQW�UDWH�WKDW�UHPDLQV�VWXEERUQO\�DERYH����SHUFHQW��KDV�XQGHUWDNHQ

DQ� LPSUHVVLYH�YDULHW\�RI� LQLWLDWLYHV�RYHU� WKH�SDVW�RQH�DQG�D�KDOI�GHFDGHV�� ,Q������ LW� LQWURGXFHG
IL[HG�WHUP�FRQWUDFWV�ZLWK� ORZ� VWDWXWRU\� VHYHUDQFH�SD\�� ,Q� WKH� HDUO\� ����V�� WKH�6SDQLVK�JRYHUQ�
PHQW� UHGXFHG� WKH�PDJQLWXGH�DQG�GXUDWLRQ�RI�XQHPSOR\PHQW�EHQHILWV� DQG� UDLVHG� WKH�PLQLPXP
HPSOR\PHQW� SHULRG� WKDW� FUHDWHV� HQWLWOHPHQW� WR� EHQHILWV�� 6LQFH� WKHQ� UHJXODWLRQV� OLPLWLQJ� ODERXU
PRELOLW\�KDYH�EHHQ�GLVPDQWOHG��WKH�PRQRSRO\�RI�WKH�VWDWH�HPSOR\PHQW�DJHQF\�KDV�EHHQ�HQGHG�
DQG�ILUPV�KDYH�EHHQ�JLYHQ�RSSRUWXQLWLHV�WR�RSW�RXW�RI�VRPH�DVSHFWV�RI�VHFWRUDO�ZDJH�DJUHHPHQWV�
,Q�DGGLWLRQ��WKH�JRYHUQPHQW�KDV�LQWURGXFHG�DSSUHQWLFHVKLS�ZDJH�FRQWUDFWV�DVVRFLDWHG�ZLWK�UHPX�
QHUDWLRQ�EHORZ�WKH�PLQLPXP�ZDJH�DQG�ORZ�QRQ�ZDJH�ODERXU�FRVWV�
,WDO\��ZKRVH�XQHPSOR\PHQW�LV�VWLOO�VWXFN�DW�DURXQG����SHUFHQW��KDV�DOVR�FRQGXFWHG�D�ORQJ�OLVW�RI

VXSSO\�VLGH�UHIRUPV�RYHU�WKH�����V��:DJH�LQGH[DWLRQ��WKH�VFDOD�PRELOH��KDV�EHHQ�DEROLVKHG��PDNLQJ
ZDJHV�PRUH�IOH[LEOH�LQ�UHVSRQVH�WR�ODERXU�PDUNHW�SUHVVXUHV��+LULQJ�UHJXODWLRQV�KDYH�EHHQ�OLEHUDO�
LVHG�DQG�MRE�VHDUFK�SURJUDPV�KDYH�EHHQ�LQVWLWXWHG�
%HOJLXP��ZLWK�DQ�XQHPSOR\PHQW�UDWH�RI������SHUFHQW��KDV�WLJKWHQHG�XQHPSOR\PHQW�LQVXUDQFH

HOLJLELOLW\� UHTXLUHPHQWV� IRU� WKH� ORQJ�WHUP� XQHPSOR\HG�� DV� ZHOO� DV� IRU� WHPSRUDU\� DQG� SDUW�WLPH
ZRUNHUV��:DJH� LQGH[DWLRQ� KDV� EHHQ�ZDWHUHG� GRZQ�� WD[� H[HPSWLRQV� KDYH� EHHQ� JUDQWHG� IRU� WKH
KLULQJ�RI�\RXQJ�ZRUNHUV��DQG�WUDLQLQJ�SURJUDPV�IRU�WKH�ORQJ�WHUP�XQHPSOR\HG�KDYH�EHHQ�LQWUR�
GXFHG�
'HVSLWH�WKLV�UHFRUG��WKH�LQDFWLYLW\�P\WK�LV�QRW�HQWLUHO\�RII�WKH�PDUN��$OWKRXJK�PRVW�(XURSHDQ

FRXQWULHV�KDYH�ZLWQHVVHG�PDQ\�UHIRUPV��WKHVH�UHIRUPV�KDYH�RIWHQ�EHHQ�LPSOHPHQWHG�LQ�D�SDUWLDO�
SLHFHPHDO�� DQG� WLPLG� IDVKLRQ��)XUWKHUPRUH��(XURSHDQ� FRXQWULHV� WKDW� KDYH� LPSOHPHQWHG� ODERXU
PDUNHW�UHIRUPV��VXFK�DV�WKRVH�GLVFXVVHG�DERYH��KDYH�RIWHQ�UHWDLQHG�ODERXU�PDUNHW�PHDVXUHV�WKDW
KDYH�WHQGHG�WR�XQGHUFXW�WKHVH�UHIRUPV��)RU� LQVWDQFH�� WKH�)UHQFK�UHIRUPV�DERYH�KDYH�SUREDEO\
EHHQ�XQGHUFXW�E\�WKH�PDLQWHQDQFH�RI�UHVWULFWLYH�PLQLPXP�ZDJH�OHJLVODWLRQ��DQG�WKH�HIIHFWLYHQHVV
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RI� WKH�6SDQLVK� UHIRUPV�KDYH�SUREDEO\�EHHQ� UHGXFHG� WKURXJK� WKH�PDLQWHQDQFH�RI� VWULQJHQW� MRE
VHFXULW\�OHJLVODWLRQ�IRU�LQFXPEHQW�HPSOR\HHV�LQ�WKH�SULPDU\�VHFWRU�RI�WKH�HFRQRP\��VHH��IRU�H[�
DPSOH��%HQWROLOD�DQG�'RODGR����������:LWK�WZR�QRWDEOH�H[FHSWLRQV�²�WKH�1HWKHUODQGV�DQG�WKH�8.
²�SROLF\�FKDQJHV�KDYH�W\SLFDOO\�EHHQ�LQWURGXFHG�RQH�DW�D�WLPH��HDFK�UDWLRQDOLVHG�RQ�D�VWDQG�DORQH
EDVLV�UDWKHU�WKDQ�DV�SDUW�RI�D�VHOI�UHLQIRUFLQJ�SDFNDJH�RI�FRPSOHPHQWDU\�SROLFLHV�
,I�PDQ\� H[LVWLQJ� ODERXU�PDUNHW�PHDVXUHV� DUH� HFRQRPLFDOO\� XQGHVLUDEOH� ²� WKDW� LV�� LI� WKH\� DUH

ERWK� LQHIILFLHQW� DQG� LQHTXLWDEOH� ²�ZK\�ZDV� QRW�PRUH� FRPSUHKHQVLYH� UHIRUP�XQGHUWDNHQ"�7KLV
TXHVWLRQ�LV�D�SROLWLFDO��UDWKHU�WKDQ�DQ�HFRQRPLF�RQH��:KDW�LV�LW�DERXW�WKH�GHPRFUDWLF�SROLWLFDO�SUR�
FHVV� WKDW� KDV� NHSW�PDQ\�(XURSHDQ� JRYHUQPHQWV� IURP� LPSOHPHQWLQJ� EROGHU��PRUH� HQOLJKWHQHG
UHIRUPV"
7R�VKHG�OLJKW�RQ�WKLV�LPSRUWDQW�LVVXH��ZH�DUJXH�WKDW�XQHPSOR\PHQW�SROLFLHV�DUH�FKDUDFWHULVHG

E\�SROLWLFDO�FRPSOHPHQWDULWLHV��)RU�H[DPSOH��DV�RXU�DQDO\VLV�LQGLFDWHV��WKH�SROLWLFDO�IHDVLELOLW\�RI�XQHP�
SOR\PHQW�EHQHILW�UHIRUP��VXFK�DV�UHGXFLQJ�WKH�PDJQLWXGH�DQG�GXUDWLRQ�RI�XQHPSOR\PHQW�EHQH�
ILWV��GHSHQGV�RQ� WD[�UHIRUP��VXFK�DV� UHGXFLQJ�SD\UROO� DQG� LQFRPH� WD[HV�� DQG�HPSOR\PHQW�SUR�
PRWLRQ�SROLFLHV� �VXFK�DV�KLULQJ�VXEVLGLHV���7KH�UHDVRQ��ZH�ZLOO� DUJXH�� LV� WKDW�´VLQJOH�KDQGHG� UH�
IRUPVµ��H�J���UHGXFLQJ�XQHPSOR\PHQW�EHQHILWV�ZLWKRXW�FKDQJLQJ�DQ\�RWKHU�SROLF\�LQVWUXPHQW���²
HYHQ� WKRXJK� WKH\�PD\� LPSURYH� HFRQRPLF� HIILFLHQF\� ²� RIWHQ� SLW� WKH� LQWHUHVWV� RI� WKH� HPSOR\HG
DJDLQVW�WKRVH�RI�WKH�XQHPSOR\HG��FUHDWLQJ�SROLWLFDO�GHDGORFN��´%URDG��PDQ\�KDQGHG��UHIRUPV�µ�E\
FRQWUDVW��HQDEOH�WKH�JRYHUQPHQW�WR�XVH�WKH�HIILFLHQF\�JDLQV�IURP�RQH�UHIRUP�WR�FRPSHQVDWH�WKH
ORVHUV�IURP�DQRWKHU�UHIRUP��DQG�YLFH�YHUVD��WKHUHE\�EUHDNLQJ�WKH�SROLWLFDO�GHDGORFN�
,Q�WKH�SUHVHQFH�RI�SROLWLFDO�FRPSOHPHQWDULWLHV�� LW� LV�QRW�VXUSULVLQJ� WKDW� LI�SROLF\�PDNHUV�FRQ�

VLGHU� D�QDUURZ�SRUWIROLR�RI� UHIRUPV�� WKHQ�JRYHUQPHQWV�ZLOO� ILQG� LW� SROLWLFDOO\� LPSRVVLEOH� WR� LP�
SOHPHQW�EROGHU�SROLF\�UHIRUPV�

�����'HEXQNLQJ�WKH�P\WKV

,Q�VXP��WKH�XSVKRW�RI�RXU�DQDO\VLV�LV�WKDW�(XURSH·V�FDUGLQDO�SROLF\�PLVWDNH�KDV�EHHQ�WR�IRFXV�RQ
DQ� H[FHVVLYHO\� QDUURZ� VHW� RI� SROLFLHV�� DQG� LPSOHPHQW� WKHVH� SROLFLHV� VHTXHQWLDOO\� UDWKHU� WKDQ� LQ
FRQMXQFWLRQ�ZLWK� RQH� DQRWKHU�� /DERXU�PDUNHW� UHIRUPV� KDYH� JHQHUDOO\� QRW� EH� IRUPXODWHG� FRQ�
MRLQWO\�WR�H[SORLW�D�QHWZRUN�RI�VHOI�UHLQIRUFLQJ�HFRQRPLF�DQG�SROLWLFDO�FRPSOHPHQWDULWLHV�
(FRQRPLF� FRPSOHPHQWDULWLHV� UHLQIRUFH� WKH� SROLWLFDO� RQHV�� DQG� YLFH� YHUVD�� ,Q� SDUWLFXODU�� WKH

JUHDWHU�DUH� WKH�HFRQRPLF�FRPSOHPHQWDULWLHV�� WKH�JUHDWHU� LV� WKH�SD\RII� IURP�EURDG� UHIRUPV�� DQG
WKH�JUHDWHU� LV� WKH�JRYHUQPHQW·V� ODWLWXGH�WR�EUHDN�SROLWLFDO�GHDGORFN�WKURXJK�VXFK�UHIRUPV��&RQ�
YHUVHO\��WKH�HDVLHU�LW� LV�WR�EUHDN�SROLWLFDO�GHDGORFN�WKURXJK�EURDG�UHIRUPV��WKH�PRUH� ODWLWXGH�WKH
JRYHUQPHQW�KDV�WR�H[SORLW�HFRQRPLF�FRPSOHPHQWDULWLHV�DPRQJ�WKH�LQGLYLGXDO�UHIRUP�PHDVXUHV�
7KH�FRPELQDWLRQ�RI�HFRQRPLF�DQG�SROLWLFDO�FRPSOHPHQWDULWLHV�PDNHV�D�VWURQJ�FDVH�IRU�EURDG�

EDVHG� UHIRUP�� ,Q� WKH�SUHVHQFH�RI� VXFK� FRPSOHPHQWDULWLHV�� SROLF\�PDNHUV�GR�QRW�KDYH� D� FKRLFH
EHWZHHQ�´EURDGµ�UHIRUP��XVLQJ�PDQ\�SROLF\� LQVWUXPHQWV� LQ�FRQMXQFWLRQ�ZLWK�RQH�DQRWKHU��DQG
´GHHSµ�UHIRUP��XVLQJ�DQ�LQGLYLGXDO�SROLF\�LQVWUXPHQW�LQWHQVLYHO\���7KH�UHDVRQ�LV�WKDW�GHHS�UHIRUP
LV�JHQHUDOO\�DVVRFLDWHG�ZLWK�XQIDYRXUDEOH�XQHPSOR\PHQW�LQHTXDOLW\�WUDGH�RIIV��VR�WKDW�OHVV�XQHP�
SOR\PHQW�FDQ�EH�DFKLHYHG�RQO\�E\�PDNLQJ�VRPH�SHRSOH�VLJQLILFDQWO\�EHWWHU�RII�DW�WKH�H[SHQVH�RI
PDNLQJ�RWKHUV�VLJQLILFDQWO\�ZRUVH�RII��6XFK�D�FRXUVH�RIWHQ�LV�SROLWLFDOO\�XQDFFHSWDEOH��7KXV��ZKHQ
WKHUH�DUH�VLJQLILFDQW�SROLF\�FRPSOHPHQWDULWLHV��GHILFLHQW�EUHDGWK�RI�UHIRUP�PD\�UXOH�RXW�VXIILFLHQW
GHSWK��

:H�DUJXH�WKDW�WKH�GHILFLHQW�´EUHDGWKµ�RI�PXFK�(XURSHDQ�ODERXU�PDUNHW�UHIRUP�RYHU�WKH�SDVW
WZR�GHFDGHV�KDV�PDGH�LW�SROLWLFDOO\�LQIHDVLEOH�WR�GR�PRUH�WKDQ�VPDOO��LQFUHPHQWDO��SLHFHPHDO�DG�
MXVWPHQWV�RI�SUHYDLOLQJ�SROLF\�SDFNDJHV��,Q�WKLV�ZD\��WKH�GHILFLHQW�´EUHDGWKµ�RI�UHIRUP�SDFNDJHV
KDV�EHHQ�UHVSRQVLEOH� IRU� WKHLU�GHILFLHQW�´GHSWK�µ�DV�HYLGHQFHG�E\� WKH� VPDOO� FKDQJHV� LQ� UHSODFH�

� %XW LW LV� RI FRXUVH� DOVR WUXH WKDW ZKHQ WKHUH LV VXIILFLHQW EUHDGWK� DQ\ LQFUHDVH LQ EUHDGWK RIWHQ LPSOLHV WKDW LV OHVV
QHHG IRU HDFK FRPSRQHQW RI D ODERXU�PDUNHW SROLF\ SDFNDJH WR EH LPSOHPHQWHG DV GHHSO\ DV ZRXOG RWKHUZLVH KDYH
EHHQ QHFHVVDU\�
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PHQW�UDWLRV��GXUDWLRQ�RI�XQHPSOR\PHQW�EHQHILWV��RU�VHYHUDQFH�SD\�UHTXLUHPHQWV� LQ�PDQ\�(XUR�
SHDQ�FRXQWULHV�
)RU� ODERXU� PDUNHW� UHIRUP� WR� EHFRPH� SROLWLFDOO\� IHDVLEOH�� WKH� XQSOHDVDQW� XQHPSOR\PHQW�

LQHTXDOLW\� WUDGH�RIIV�QHHG� WR�EH�UHOD[HG��DQG�WKDW�EHFRPHV�DFKLHYDEOH� WKURXJK�´EURDGµ� UHIRUP�
´%URDGµ�UHIRUP�VWUDWHJLHV�DUH�QRW�MXVW�PRUH�HIIHFWLYH�RQ�DFFRXQW�RI�HFRQRPLF�FRPSOHPHQWDULWLHV�
EXW�PD\�DOVR�SHUPLW�WKH�LPSOHPHQWDWLRQ�RI�´GHHSµ�UHIRUPV�WKURXJK�WKH�H[SORLWDWLRQ�RI�SROLWLFDO
FRPSOHPHQWDULWLHV�

���$�VLPSOH�IUDPHZRUN�IRU�WKLQNLQJ�DERXW�SROLF\
FRPSOHPHQWDULWLHV

,Q�RUGHU�WR�IRUPXODWH�VWUDWHJLHV�IRU�EURDG�EDVHG�SROLF\�UHIRUP��ZH�QHHG�D�IUDPHZRUN�IRU�WKLQNLQJ
DERXW�SROLF\�FRPSOHPHQWDULWLHV��7R�NHHS�WKH�IUDPHZRUN�VLPSOH�DQG�WUDQVSDUHQW��ZH�VWULS�ODERXU
PDUNHW�DFWLYLW\�GRZQ�WR�EDUH�HVVHQWLDOV�
&RQVLGHU� D� ODERXU�PDUNHW� LQ�ZKLFK�ZRUNHUV� DUH� HLWKHU� HPSOR\HG�RU� XQHPSOR\HG��(DFK� HP�

SOR\HH�KDV�D�FKDQFH�I�RI�EHFRPLQJ�ILUHG��DQG�MRLQLQJ�WKH�XQHPSOR\PHQW�SRRO���DQG�HDFK�XQHP�
SOR\HG�SHUVRQ�KDV�D�FKDQFH�K�RI�EHLQJ�KLUHG��DQG�MRLQLQJ�WKH�UDQNV�RI�WKH�HPSOR\HHV���0RUHRYHU�
WKH�HPSOR\HG�DQG�XQHPSOR\HG�ZRUNHUV�UHWLUH�DW�UDWH�G��DQG�QHZ�ZRUNHUV�HQWHU�WKH�ODERXU�IRUFH�DW
WKH�VDPH�RYHUDOO�UDWH��VR�WKDW�WKH�DJJUHJDWH�ODERXU�VXSSO\�UHPDLQV�FRQVWDQW�WKURXJK�WLPH��7KHVH
WUDQVLWLRQV�EHWZHHQ�HPSOR\PHQW�DQG�XQHPSOR\PHQW��DQG�LQWR�DQG�RXW�RI�WKH�ODERXU�IRUFH��PD\
EH�LOOXVWUDWHG�DV�IROORZV�

Figure 1.  Labour market flows

(DFK�HPSOR\HG�ZRUNHU�UHFHLYHV�DQ�LQFRPH�WKDW�FRQVLVWV�RI�WKH�ZDJH��Z���SDLG�E\�KLV�HPSOR\HU�

PLQXV�D�WD[�RQ�ZDJH�LQFRPH��IDOOLQJ�RQ�WKH�ZRUNHU��/HW� W�EH�WKH�WD[�UDWH��VR�WKDW�WKH�HPSOR\HH·V

ZDJH�LQFRPH�LV�Z�����W���0RUHRYHU��HDFK�XQHPSOR\HG�ZRUNHU�UHFHLYHV�DQ�XQHPSOR\PHQW�EHQHILW
�E��

Table 1. Incomes

Employed
worker

Unemployed
worker

Wage income:
w(1-t)

Unemployment
benefit: b

(PSOR\HG�ZRUNHUV 8QHPSOR\HG�ZRUNHUV

I

K

1HZ� HQWUDQWV� WR� WKH
ODERXU�IRUFH

5HWLUHG�ZRUNHUV

GG
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7R�IL[�LGHDV��RXU�DQDO\VLV�RI�HFRQRPLF�DQG�SROLWLFDO�FRPSOHPHQWDULWLHV�ZLOO�IRFXV�RQ�WKH�LQWHU�
UHODWLRQV�EHWZHHQ�WKH�LQIOXHQFHV�RI�WZR�VSHFLILF�SROLFLHV�RQ�XQHPSOR\PHQW��XQHPSOR\PHQW�EHQH�

ILW�UHIRUP��YL]��UHGXFLQJ�E��DQG�WD[�UHIRUP��YL]��UHGXFLQJ�W���7R�EHJLQ�ZLWK�� OHW�XV�H[DPLQH�KRZ
WKHVH�SROLFLHV�DIIHFW�WKH�LQFHQWLYHV�RI�WKH�HPSOR\HG�DQG�XQHPSOR\HG�ZRUNHUV�

�����,QFHQWLYHV�WR�ZRUN�DQG�VHHN�ZRUN

6LQFH�HFRQRPLF�FRPSOHPHQWDULWLHV�DPRQJ�SROLF\�PHDVXUHV�DULVH�ZKHQ�WKHVH�PHDVXUHV�KDYH�FRP�
SOHPHQWDU\�HIIHFWV�RQ�SHRSOH·V�LQFHQWLYHV��OHW�XV�IRFXV�RQ�HPSOR\HHV·�LQFHQWLYHV�WR�ZRUN�DQG�XQ�
HPSOR\HG�SHRSOH·V�LQFHQWLYHV�WR�VHHN�ZRUN��$Q�HPSOR\HH·V�ZRUN�HIIRUW�PD\�EH�SRUWUD\HG�LQ�WHUPV�RI
KRZ�KH�GLYLGHV�KLV�WLPH�EHWZHHQ�ZRUN�DQG�OHLVXUH�ZKLOH�RQ�WKH�MRE��,Q�HDFK�SHULRG��WKH�HPSOR\HH
GHFLGHV�WR�VSHQG�DQ�DPRXQW�RI�WLPH�� O

H
��RQ�OHLVXUH��ZKHUH�WKH�VXEVFULSW�H�VWDQGV�IRU�´HPSOR\HHµ�

DQG�WKH�UHPDLQGHU�RQ�ZRUN�
0RUHRYHU��WKH�OHVV�HIIRUW�WKH�HPSOR\HH�GHYRWHV�WR�KLV�MRE��L�H��WKH�PRUH�OHLVXUH�O

H
�WKDW�WKH�HP�

SOR\HH�WDNHV�RQ�WKH�MRE���WKH�JUHDWHU�DUH�KLV�FKDQFHV�RI�JHWWLQJ�ILUHG���6R�WKH�HPSOR\HH�IDFHV�DQ
LQWHUWHPSRUDO�WUDGH�RII��+H�HQMR\V�OHLVXUH��EXW�WDNLQJ�WKLV�OHLVXUH�QRZ�UDLVHV�KLV�FKDQFHV�RI�ORVLQJ
KLV�MRE�LQ�WKH�IXWXUH��WKHUHE\�H[SHULHQFLQJ�D�GURS�LQ�LQFRPH��7KH�JUHDWHU�WKH�GLIIHUHQWLDO�EHWZHHQ
WKH�HPSOR\HH·V�LQFRPH�DQG�WKH�XQHPSOR\PHQW�EHQHILW��WKH�JUHDWHU�WKH�FRVW�RI�ORVLQJ�D�MRE��DQG
FRQVHTXHQWO\�WKH�KDUGHU�WKH�HPSOR\HH�ZLOO�ZRUN��L�H���WKH�OHVV�OHLVXUH�KH�ZLOO�WDNH��

Figure 2.  Influencing work effort

1RWHV� 7KH JUHDWHU LV ZDJH LQFRPH �Z�� � W�� UHODWLYH WR WKH XQHPSOR\PHQW EHQHILW �E�� WKH OHVV OHLVXUH WKH HPSOR\HH
WDNHV RQ WKH MRE �DQG WKXV JUHDWHU LV WKH HPSOR\HH·V ZRUN HIIRUW��

$ORQJ� VLPLODU� OLQHV�� DQ�XQHPSOR\HG� SHUVRQ·V� HIIRUW� LQ� VHHNLQJ�ZRUN�PD\� EH� GHSLFWHG� LQ
WHUPV�RI�KRZ�PXFK�WLPH�KH�VSHQGV� ORRNLQJ� IRU�D� MRE�� ,Q�HDFK�SHULRG�� WKH�XQHPSOR\HG�SHUVRQ
VSHQGV�D�IUDFWLRQ�RI�WLPH��O

X
��RQ�OHLVXUH��ZKHUH�WKH�VXEVFULSW�X�VWDQGV�IRU�´XQHPSOR\HGµ��DQG�WKH

UHPDLQGHU�RQ�MRE�VHDUFK�
7KH�OHVV�HIIRUW�WKH�XQHPSOR\HG�SHUVRQ�GHYRWHV�WR�MRE�VHDUFK��L�H���WKH�PRUH�OHLVXUH�O

X
�WKH�XQ�

HPSOR\HG�SHUVRQ�FRQVXPHV��� WKH� ORZHU�DUH�KLV�FKDQFHV�RI� ILQGLQJ�D� MRE�DQG�WKXV� WKH� ORZHU�KLV
FKDQFHV�RI�JHWWLQJ�KLUHG��7KLV�SHUVRQ�DOVR�IDFHV�DQ�LQWHUWHPSRUDO�WUDGH�RII��7KH�PRUH�OHLVXUH�KH
WDNHV��WKH�EHWWHU�RII�KH�LV�QRZ��EXW�WKH�ZRUVH�RII�KH�ZLOO�EH�LQ�WKH�IXWXUH��IRU�WKH�VPDOOHU�ZLOO�EH
KLV�FKDQFHV�RI�H[SHULHQFLQJ�D�ULVH� LQ� LQFRPH��7KH�JUHDWHU� WKH�GLIIHUHQWLDO�EHWZHHQ�WKH�ZDJH� LQ�
FRPH�DQG�WKH�XQHPSOR\PHQW�EHQHILW��WKH�JUHDWHU�WKH�EHQHILW�RI�ILQGLQJ�D�MRE��DQG�FRQVHTXHQWO\
WKH�KDUGHU�WKH�XQHPSOR\HG�ZRUNHU�ZLOO�VHDUFK�

� 7KHUH DUH PDQ\ SRVVLEOH UHDVRQV IRU WKLV SKHQRPHQRQ� )RU H[DPSOH� WKH HPSOR\HU PD\ ILQG LW ZRUWKZKLOH WR SUR�
PRWH ZRUN LQFHQWLYHV E\ XQGHUWDNLQJ WR ILUH DQ HPSOR\HH LI KLV SURGXFWLYLW\ IDOOV EHQHDWK D VSHFLILHG PLQLPXP OHYHO�
7KH HPSOR\HH·V SURGXFWLYLW\� IXUWKHUPRUH� PD\ GHSHQG RQ WKH DPRXQW RI WLPH KH GHYRWHV WR ZRUN� DV ZHOO DV RQ
VRPH UDQGRP IDFWRUV �DFFLGHQWV� GLVHDVHV�� &RQVHTXHQWO\� WKH PRUH OHLVXUH WKH HPSOR\HH WDNHV RQ WKH MRE� WKH ORZHU
KLV FKDQFH RI H[FHHGLQJ WKH PLQLPXP DFFHSWDEOH SURGXFWLYLW\ OHYHO DQG WKXV WKH JUHDWHU KLV FKDQFHV RI EHLQJ ILUHG�
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Figure 3.  Influencing search effort

1RWH� 7KH JUHDWHU LV ZDJH LQFRPH �Z�� � W�� UHODWLYH WR WKH XQHPSOR\PHQW EHQHILW �E�� WKH OHVV OHLVXUH WKH XQHPSOR\HG
ZRUNHU WDNHV �DQG WKXV JUHDWHU LV WKH XQHPSOR\HG SHUVRQ·V VHDUFK HIIRUW��

7KXV�XQHPSOR\PHQW�EHQHILW�UHIRUP��UHGXFLQJ�E��DQG�WD[�UHIRUP��UHGXFLQJ�W��VWLPXODWH�WKH�LQ�
FHQWLYHV�WR�ZRUN�DQG�VHHN�ZRUN��VLQFH�WKH\�ERWK�ZLGHQ�WKH�GLIIHUHQWLDO�EHWZHHQ�WKH�LQFRPHV�UH�
FHLYHG�E\�HPSOR\HG�DQG�XQHPSOR\HG�SHRSOH�

�����,QFHQWLYHV�WR�KLUH�DQG�ILUH

7KH�ILUPV�PDNH�WKH�HPSOR\PHQW�GHFLVLRQV��YL]��WKH\�GHWHUPLQH�WKH�KLULQJ�UDWH��WKH�FKDQFHV�WKDW
DQ�XQHPSOR\HG�ZRUNHU�LV�JLYHQ�D�MRE��IRU�DQ\�JLYHQ�OHYHO�RI�VHDUFK�HIIRUW��O

X
��E\�WKH�XQHPSOR\HG�

7KH�ILUPV�DOVR�GHWHUPLQH�KRZ�WKH�ILULQJ�UDWH��WKH�FKDQFHV�WKDQ�DQ�HPSOR\HG�SHUVRQ�ORVHV�D�MRE�
UHVSRQGV�WR�ZRUN�HIIRUW��O

H
���7KHVH�GHFLVLRQV�DUH�PDGH�VR�DV�WR�PD[LPLVH�SURILWV�

/LNH�WKH�ZRUNHUV��WKH�ILUPV�DOVR�IDFH�WUDGH�RIIV��7KH�JUHDWHU�WKH�KLULQJ�UDWH��WKH�JUHDWHU�DUH�WKH
ILUP·V�KLULQJ�FRVWV�DQG��RQ�WKH�RWKHU�KDQG��WKH�JUHDWHU�LV�LWV�UHYHQXH��IURP�WKH�RXWSXW�SURGXFHG�E\
WKH�QHZO\�KLUHG�HPSOR\HHV���:LWK�UHJDUG�WR�ILULQJ��ILUPV�IDFH�H[SOLFLW�ILULQJ�FRVWV�DV�ZHOO�DV�HIIRUW�
UHODWHG�FRVWV��WKH�JUHDWHU�LV�WKH�ILULQJ�UDWH��WKH�VPDOOHU�LV�WKH�JDLQ�IURP�ZRUN�HIIRUW��VLQFH�WKH�MRE�LV
OLNHO\�WR�EH�WHUPLQDWHG�VRRQHU���DQG�WKXV�WKH�VPDOOHU�ZLOO�EH�HPSOR\HHV·�ZRUN�HIIRUW��7KH�ILUP�DOVR
KDV�EHQHILWV�IURP�ILULQJ��WKH�PRUH�UHVSRQVLYH�LV�WKH�ILULQJ�UDWH�WR�ZRUN�HIIRUW��WKH�JUHDWHU�ZLOO�EH
WKH�ZRUN�LQFHQWLYH�

7KH�ILUPV�VHHN� WR�DFKLHYH� WKH�KLUH�DQG� ILUH� UDWHV� WKDW�PD[LPLVH� WKHLU�SURILWV�� VXEMHFW� WR� WKH
WUDGH�RIIV�DERYH�

�����6RXUFHV�RI�HFRQRPLF�FRPSOHPHQWDULWLHV

,Q� WKLV� FRQWH[W�� LW� LV� HDV\� WR� VHH�KRZ�HFRQRPLF�FRPSOHPHQWDULWLHV�FDQ� DULVH��7KH� IROORZLQJ� DUH
WZR�PDMRU�VRXUFHV�
)LUVW�� WKH�PRVW� EDVLF� FRPSOHPHQWDULW\� EHWZHHQ� XQHPSOR\PHQW� EHQHILWV� DQG� WD[HV� DULVHV� EH�

FDXVH�WKH�ILUPV·�VHDUFK�IRU�ZRUNHUV�UHLQIRUFHV�WKH�ZRUNHUV·�VHDUFK�IRU�MREV��DQG�YLFH�YHUVD��,W�LV�QR�XVH�WR�JLYH
WKH�XQHPSOR\HG�LQFHQWLYHV�WR�VHHN�MREV��VD\��E\�UHGXFLQJ�WKHLU�XQHPSOR\PHQW�EHQHILWV�� LI�ILUPV
ODFN�WKH�LQFHQWLYHV�WR�KLUH�WKHP��VD\��EHFDXVH�ZDJHV��DIWHU�WD[��DUH�WRR�KLJK���&RQYHUVHO\��LW�LV�QR
XVH�WR�JLYH�WKH�ILUPV�LQFHQWLYHV�WR�FUHDWH�QHZ�MREV�LI�ZRUNHUV�ODFN�WKH�LQFHQWLYHV�WR�VHHN�WKHP��,Q
WKLV�ZD\��XQHPSOR\PHQW�EHQHILW�UHIRUP��SURPRWLQJ�VHDUFK�IRU�MREV��LV�FRPSOHPHQWDU\�WR�WD[�UH�
IRUP��SURPRWLQJ�VHDUFK�IRU�HPSOR\HHV��

 7KH�HFRQRPLF�OLQNDJHV�UHVSRQVLEOH�IRU�WKLV�FRPSOHPHQWDULW\�DUH�SLFWXUHG�LQ�)LJXUH���
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 Figure 4.  Economic complementarities operating through the interaction between the
search for jobs and the search for workers

 

 

 

 

 

 

 

 

 

 

 

 

 +HUH�WKH�HFRQRPLF�FRPSOHPHQWDULWLHV�PD\�EH�LGHQWLILHG�WKURXJK�WKH�IROORZLQJ�FDXVDO�UHODWLRQV�

• 8QHPSOR\PHQW� EHQHILW� UHIRUP� �D� IDOO� LQ� E�� UDLVHV� WKH�ZRUNHUV·� UHZDUG� WR� MRE� VHDUFK�� ZKLFK
VWLPXODWHV�WKH�DPRXQW�RI�VHDUFK�WKH�ZRUNHUV�GR��7KLV��LQ�WXUQ��LQFUHDVHV�WKH�UHZDUG�IURP�KLU�
LQJ��IRU�WKH�KDUGHU�WKH�ZRUNHUV�VHDUFK�IRU�MREV��WKH�FKHDSHU�LW� LV�IRU�HPSOR\HUV�WR�KLUH�WKHP�
7KHUHE\�XQHPSOR\PHQW�EHQHILW�UHIRUP�JLYHV�PRUH�OHYHUDJH�WR�WKH�LQIOXHQFH�RI�WD[�UHIRUP��D

IDOO�LQ�W��RQ�WKH�UHZDUG�WR�KLULQJ��YL]��WD[�UHIRUP�VWLPXODWHV�KLULQJ��

• )XUWKHUPRUH�� WD[�UHIRUP�UDLVHV� WKH� UHZDUG� WR�KLULQJ��ZKLFK�VWLPXODWHV� WKH�HPSOR\HUV·� VHDUFK
IRU�ZRUNHUV��7KLV��LQ�WXUQ��UDLVHV�WKH�UHZDUG�WR�MRE�VHDUFK��IRU�WKH�KDUGHU�HPSOR\HUV�VHDUFK�IRU
ZRUNHUV��WKH�PRUH�OLNHO\�ZLOO�ZRUNHUV·�VHDUFK�EH�VXFFHVVIXO��7KHUHE\�WD[�UHIRUP�LQFUHDVHV�WKH
HIIHFWLYHQHVV�ZLWK�ZKLFK�XQHPSOR\PHQW�EHQHILW�UHIRUP�VWLPXODWHV�WKH�UHZDUG�IURP�MRE�VHDUFK�

 6HFRQG�� D� FRPSOHPHQWDULW\�EHWZHHQ�XQHPSOR\PHQW�EHQHILW� UHIRUP� DQG� WD[� UHIRUP� DULVHV� EH�
FDXVH� HPSOR\HHV·�ZRUN� HIIRUW� UHLQIRUFHV� HPSOR\HUV·� UHWHQWLRQ�GHFLVLRQV�� DQG� YLFH� YHUVD��7KHUH� LV� OLWWOH�SRLQW� WR
JLYH�HPSOR\HHV�LQFHQWLYHV�WR�ZRUN�KDUG��VD\��E\�UHGXFLQJ�XQHPSOR\PHQW�EHQHILWV�� LI�ILUPV�KDYH
QR�LQWHQWLRQ�RI�UHWDLQLQJ�WKHP��DQG�RQ�WKH�RWKHU�VLGH��WKHUH�LV�OLWWOH�SRLQW�WR�JLYH�ILUPV�LQFHQWLYHV
WR�UHWDLQ�WKHLU�HPSOR\HHV�LI�WKHVH�HPSOR\HHV�ODFN�WKH�LQFHQWLYHV�WR�ZRUN�

 7KH�UHOHYDQW�FDXVDO�UHODWLRQV�DUH�LOOXVWUDWHG�LQ�WKH�IROORZLQJ�ILJXUH�

 8QHPSOR\PHQW
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 Figure 5.  Economic complementarities operating through the interaction between
work effort and the employee retention

 

 

 

 

 

 

 

 

 

 

 

 1RZ�WKH�HFRQRPLF�FRPSOHPHQWDULWLHV�ZRUN�WKHPVHOYHV�RXW�WKURXJK�WKH�IROORZLQJ�FKDQQHOV�

• 8QHPSOR\PHQW�EHQHILW�UHIRUP�UDLVHV�WKH�ZRUNHUV·�UHZDUG�WR�ZRUN�HIIRUW��ZKLFK�VWLPXODWHV�WKH
HPSOR\HHV·�ZRUN�HIIRUW��7KLV�� LQ�WXUQ��UDLVHV�WKH�ILUPV·�UHZDUG�IURP�UHWHQWLRQ��IRU�WKH�KDUGHU
WKH� HPSOR\HHV� ZRUN�� WKH� PRUH� ZRUWKZKLOH� LW� LV� IRU� WKH� ILUPV� WR� UHWDLQ� WKHVH� HPSOR\HHV�
7KHUHE\�XQHPSOR\PHQW�EHQHILW�UHIRUP�LQFUHDVHV�WKH�HIIHFWLYHQHVV�RI�WD[�UHIRUP�LQ�VWLPXODWLQJ
WKH�ILUPV·�UHZDUG�IURP�UHWHQWLRQ�

• 0RUHRYHU�� WD[� UHIRUP� LQFUHDVHV� WKH� UHZDUG� WR� HPSOR\HH� UHWHQWLRQ�� DQG� WKHUHE\� UDLVHV� WKH
OHQJWK�RI�HPSOR\HHV·�MRE�WHQXUH��7KLV��LQ�WXUQ��VWLPXODWHV�WKH�UHZDUG�WR�ZRUNLQJ��IRU�WKH�ORQJHU
HPSOR\HHV�FDQ�H[SHFW�WR�UHPDLQ�HPSOR\HG��WKH�ODUJHU�LV�WKHLU�UHZDUG�IRU�WKHLU�ZRUN�HIIRUW��,Q
WKLV�ZD\�WD[�UHIRUP�LQFUHDVHV�WKH�OHYHUDJH�RI�XQHPSOR\PHQW�EHQHILW�UHIRUP�LQ�VWLPXODWLQJ�WKH
UHZDUG�IRU�ZRUN�HIIRUW�

 7KHVH�DUH�SDUWLFXODUO\� VLJQLILFDQW��EXW�E\�QR�PHDQV� WKH�RQO\�� FRPSOHPHQWDULWLHV�RSHUDWLYH� LQ
RXU�PRGHO��)XUWKHU�H[DPSOHV�RI�FRPSOHPHQWDULWLHV�DUH�JLYHQ�LQ�$SSHQGL[�$��

�����$VVHVVLQJ�HFRQRPLF�FRPSOHPHQWDULWLHV

7KH�WRWDO�GHJUHH�RI�WKH�HFRQRPLF�FRPSOHPHQWDULWLHV�EHWZHHQ�XQHPSOR\PHQW�EHQHILW�UHIRUP�DQG
WD[�UHIRUP�PD\�EH�PHDVXUHG�E\�D�VWDWLVWLF�FDOOHG�WKH�´FURVV�HODVWLFLW\�RI�XQHPSOR\PHQW�ZLWK�UH�
VSHFW� WR�XQHPSOR\PHQW�EHQHILWV�DQG�WD[HVµ��7KLV�PHDVXUH� LQGLFDWHV�KRZ�PXFK� WKH� UHVSRQVLYH�
QHVV�RI�XQHPSOR\PHQW�WR�WKH�XQHPSOR\PHQW�EHQHILW�LV�LQIOXHQFHG�E\�WKH�WD[��RU�HTXLYDOHQWO\��E\

� ,W LV ZRUWK QRWLQJ WKDW� DOWKRXJK XQHPSOR\PHQW EHQHILWV DUH QRW WD[HG LQ RXU PRGHO� WKH FRPSOHPHQWDULWLHV GH�
VFULEHG KHUH RFFXU UHJDUGOHVV RI ZKHWKHU VXFK WD[HV DUH OHYLHG�

 8QHPSOR\PHQW
EHQHILW UHIRUP�

 E ↓

 7D[ UHIRUP�

W ↓

 
 5HZDUG WR ZRUNLQJ�

↑

 
 5HZDUG WR HPSOR\HH

UHWHQWLRQ� ↑

 :RUN HIIRUW�

↑

 -RE WHQXUH� ↑
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KRZ�PXFK�WKH�UHVSRQVLYHQHVV�RI�XQHPSOR\PHQW�WR�WKH�WD[� LV� LQIOXHQFHG�E\�WKH�XQHPSOR\PHQW
EHQHILW���

7KH�IROORZLQJ�WDEOH�SURYLGHV�FRPSXWDWLRQV�RI�WKHVH�FURVV�HODVWLFLWLHV�IRU�YDULRXV�OHYHOV�RI�XQ�
HPSOR\PHQW�EHQHILWV�DQG�WD[�UDWHV��7KHVH�FRPSXWDWLRQV�DUH�EDVHG�RQ�SODXVLEOH�SDUDPHWHU�YDOXHV
IRU�RXU�PRGHO��EXLOW�RQ�WKH�DQDO\WLFDO�IUDPHZRUN�GHVFULEHG�DERYH��DQG�VSHFLILHG�LQ�$SSHQGL[�%��

Table 2. The effects of alternative tax-benefit policy
combinations

>,QVHUW 7DEOH � KHUH@

7KH�ILUVW�URZ�RI�WKH�WDEOH�GHVFULEHV�WKH�EDVHOLQH�SRVLWLRQ�RI�RXU�PRGHO�HFRQRP\��7KH�ZHOIDUH�HI�
IHFWV�RI�DOWHUQDWLYH�WD[�EHQHILW�SROLF\�FRPELQDWLRQV�DUH�HYDOXDWHG�UHODWLYH�WR�WKLV�EDVHOLQH��,Q�WKH
ILUVW�FROXPQ��E�LV�JLYHQ�LQ�WHUPV�RI�WKH�UHSODFHPHQW�UDWLR��WKH�UDWLR�RI�XQHPSOR\PHQW�EHQHILWV�WR
WKH�ZDJH���7KH�VHFRQG�FROXPQ�JLYHV�WKH�WD[�UDWH�W��7KH�IRXUWK�DQG�ILIWK�FROXPQV�VSHFLI\�WKH�HODV�

WLFLW\� RI� XQHPSOR\PHQW�ZLWK� UHVSHFW� WR� WKH� UHSODFHPHQW� UDWLR� �η
E
�� DQG� WKH� HODVWLFLW\� RI� XQHP�

SOR\PHQW�ZLWK�UHVSHFW�WR�WKH�WD[�UDWH��ητ���7KH�FURVV�HODVWLFLWLHV�DUH�JLYHQ�LQ�WKH�WKLUG�FROXPQ�
7KHVH�HFRQRPLF�FRPSOHPHQWDULWLHV�DUH�EURXJKW�LQWR�VKDUS�UHOLHI�LQ�)LJXUH����ZKLFK�SORWV�WKH

FURVV�HODVWLFLWLHV�FRUUHVSRQGLQJ�WR�D�ZLGH�UDQJH�RI�WD[�DQG�EHQHILW�YDOXHV�

Figure 6. Economic complementarities

>,QVHUW�ILJXUH�RQ�´(FRQRPLF�&RPSOHPHQWDULWLHVµ�KHUH@

7KH�SUHYLRXV�WDEOH�DQG�ILJXUH�FRQYH\�D�VWURQJ�PHVVDJH��)LUVW��DOO�WKH�FURVV�HODVWLFLWLHV�DUH�SRVL�
WLYH��ZKLFK�PHDQV�WKDW�WKH�XQHPSOR\PHQW�UHGXFLQJ�HIIHFW�RI�EHQHILW�UHIRUP��D�IDOO�LQ�E��LV�DOZD\V

DXJPHQWHG�WKURXJK�WD[�UHIRUP��D�IDOO�LQ�W���6HFRQG��WKH�FURVV�HODVWLFLWLHV�ULVH�DV�WKH�XQHPSOR\PHQW
EHQHILW�DQG�WKH�WD[�UDWH�ULVH��7KLV�PHDQV�WKDW�WKH�KLJKHU�WKH�XQHPSOR\PHQW�EHQHILW�DQG�WKH�WD[
UDWH�� WKH�PRUH�EHQHILW� UHIRUP�DQG�WD[�UHIRUP�UHLQIRUFH�RQH�DQRWKHU�ZLWK�UHVSHFW� WR�XQHPSOR\�
PHQW��,Q�VKRUW��WKH�JDLQV�IURP�H[SORLWLQJ�WKH�HFRQRPLF�FRPSOHPHQWDULWLHV�DUH�JUHDWHVW�ZKHQ�WD[HV
DQG�WUDQVIHUV�DUH�KLJKHVW�
,QWXLWLYHO\��ZKHQ�XQHPSOR\PHQW�EHQHILWV�DQG�WD[HV�DUH�KLJK��WKH�UHVXOWLQJ�GHILFLHQW�UHZDUG�WR

MRE�VHDUFK�UHLQIRUFHV�WKH�UHVXOWLQJ�GHILFLHQW�UHZDUG�WR�KLULQJ��6LQFH�WKH�GHILFLHQFLHV�DUH�ODUJH��WKH
UHLQIRUFHPHQW�HIIHFWV�DUH�ODUJH�DV�ZHOO��8QGHU�WKHVH�FLUFXPVWDQFHV��WKH�HFRQRPLF�FRPSOHPHQWDU�
LW\�IURP�UHGXFLQJ�XQHPSOR\PHQW�EHQHILWV�DQG�WD[HV�DUH�SDUWLFXODUO\�VLJQLILFDQW�
$QRWKHU�UHDVRQ�ZK\�WKH�FURVV�HODVWLFLWLHV�DUH�KLJK�ZKHQ�XQHPSOR\PHQW�EHQHILWV�DQG�WD[HV�DUH

KLJK�LV�WKDW�KLJK�EHQHILWV�DQG�WD[HV�JLYH�ULVH�WR�GHILFLHQW�UHZDUGV�WR�ZRUNLQJ�DQG�GHILFLHQW�UHZDUGV
WR�HPSOR\HH�UHWHQWLRQ��2QFH�DJDLQ�� WKHVH�GHILFLHQFLHV� UHLQIRUFH�RQH�DQRWKHU�� DQG� WKXV� WKH�HFR�
QRPLF�FRPSOHPHQWDULW\�IURP�XQHPSOR\PHQW�EHQHILW�DQG�WD[�UHGXFWLRQV�DUH�ODUJH�ZKHQ�EHQHILWV
DQG�WD[HV�DUH�KLJK�LQLWLDOO\�
7KH�XSVKRW�RI�WKHVH�HFRQRPLF�FRPSOHPHQWDULWLHV�LV�LOOXVWUDWHG�LQ�WKH�IROORZLQJ�ILJXUH��ZKLFK

VKRZV�KRZ�WKH�XQHPSOR\PHQW�UDWH�GHSHQGV�RQ�WKH�XQHPSOR\PHQW�EHQHILW�DQG�WKH�WD[�

��6SHFLILFDOO\� WKH UHVSRQVLYHQHVV RI XQHPSOR\PHQW WR WKH XQHPSOR\PHQW EHQHILW LV FRPSXWHG DV WKH SHUFHQWDJH

FKDQJH LQ WKH XQHPSOR\PHQW UDWH UHVXOWLQJ IURP D SHUFHQWDJH FKDQJH LQ WKH XQHPSOR\PHQW EHQHILW� 7KHQ WKH FURVV
HODVWLFLW\ LV WKH SHUFHQWDJH FKDQJH LQ WKH DERYH UHVSRQVLYHQHVV UHVXOWLQJ IURP D SHUFHQWDJH FKDQJH LQ WKH WD[�
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Figure 7. Unemployment, taxes, and transfers

>,QVHUW�ILJXUH�RQ�´8QHPSOR\PHQW��7D[HV��DQG�7UDQVIHUVµ�KHUH@

2EVHUYH�WKDW�WKH�XQHPSOR\PHQW�UDWH�QRW�RQO\�ULVHV�ZLWK�WKH�EHQHILW�DQG�WKH�WD[��LW�ULVHV�SDUWLFX�
ODUO\�IDVW�ZKHQ�WKH�EHQHILW�DQG�WKH�WD[�DUH�LQFUHDVHG�WRJHWKHU�

���3ROLF\�GHFLVLRQ�PDNLQJ�LQ�WKH�SUHVHQFH�RI
FRPSOHPHQWDULWLHV

7KH�H[LVWHQFH�RI�HFRQRPLF�FRPSOHPHQWDULWLHV�LQGLFDWHV�WKDW�WKHUH�PD\�EH�D�SD\RII�WR�VHWWLQJ�GLI�
IHUHQW�SROLF\�LQVWUXPHQWV�FRQMRLQWO\��EXW�LW�RIIHUV�OLWWOH�JXLGDQFH�RQ�KRZ�WR�GR�VR��7KH�UHDVRQ�LV
WKDW�ZH�KDYH�VDLG�QRWKLQJ�VR�IDU�DERXW�ZKHWKHU� WKH�JRYHUQPHQW� LV�DEOH� WR�ILQDQFH� WKH�FRPSOH�
PHQWDU\�SROLFLHV�DERYH��IRU�LQVWDQFH��QRW�DOO�WKH�SROLFLHV�LQ�7DEOH���OHDYH�WKH�JRYHUQPHQW·V�EXGJHW
LQ� EDODQFH��� )XUWKHUPRUH�� ZH� KDYH� QRW� FRQVLGHUHG�ZKHWKHU� WKH� SROLFLHV� DUH� SROLWLFDOO\� IHDVLEOH�
�)RU�H[DPSOH��RQO\�RQH�RI�WKH�SROLFLHV�LQ�7DEOH���PDNH�ERWK�WKH�HPSOR\HG�DQG�XQHPSOR\HG�SHR�
SOH� EHWWHU� RII�� DQG� WKXV� SROLWLFDO� FRQVHQVXV� LQ� IDYRXU� RI� WKH� RWKHU� SROLFLHV�PD\� EH� GLIILFXOW� WR
DFKLHYH���,Q�RUGHU�WR�XQGHUVWDQG�KRZ�GLIIHUHQW�SROLF\�PHDVXUHV�FDQ�EH�XVHG�LQ�FRQMXQFWLRQ�ZLWK
RQH�DQRWKHU�WR�DFKLHYH�D�VRFLDOO\�GHVLUDEOH�XQHPSOR\PHQW�UDWH��LW�LV�QHFHVVDU\�WR�WDNH�DFFRXQW�RI
WKH� EXGJHWDU\� DQG� SROLWLFDO� FRQVWUDLQWV� WKDW� JRYHUQPHQWV� IDFH�� 7KLV� VHFWLRQ� SURYLGHV� D� VLPSOH
IUDPHZRUN�RI�WKRXJKW�IRU�WKHVH�LVVXHV�
:H�GR�VR�LQ�D�VHTXHQFH�RI�VWHSV��)LUVW��ZH�H[DPLQH�WKH�JRYHUQPHQW�EXGJHW�FRQVWUDLQW��ZKLFK

GHVFULEHV�ZKDW�FRPELQDWLRQV�RI�EHQHILWV�DQG�WD[HV�WKH�JRYHUQPHQW�FDQ�DIIRUG��6HFRQG��ZH�GHVFULEH
WKH�VWDWXV�TXR�RI�WKH�ODERXU�PDUNHW��L�H��WKH�LQLWLDO�SRVLWLRQ�WKDW�WKH�JRYHUQPHQW�VHHNV�WR�LPSURYH�
7KLUG��ZH�VSHFLI\�WKH�DLP�RI�JRYHUQPHQW�SROLF\��L�H���LWV�REMHFWLYH�LQ�WHUPV�RI�XQHPSOR\PHQW�DQG
LQHTXDOLW\��$QG�IRXUWK��ZH�VKRZ�ZK\�WKLV�DLP�PD\�EH�LPSRVVLEOH�WR�DFKLHYH�RQ�DFFRXQW�RI�SROLWLFDO
FRQVWUDLQWV��,Q�6HFWLRQ���ZH�WKHQ�H[DPLQH�KRZ�SROLWLFDO�GHDGORFN�FDQ�EH�RYHUFRPH�E\�EURDGHQ�
LQJ�WKH�SRUWIROLR�RI�SROLF\�PHDVXUHV�
7KH� VFHQDULR�� ZH� H[DPLQH� LQ� WKLV� VHFWLRQ�PD\� EH� WHUPHG� WKH� ´)UDQFR�*HUPDQ� QLJKWPDUHµ

�ZKHUH�)UDQFH�DQG�*HUPDQ\�DUH�SHUKDSV�WKH�PRVW�SURPLQHQW��EXW�E\�QR�PHDQV�WKH�RQO\��(XUR�
SHDQ�FRXQWULHV�WR�KDYH�H[KLELWHG�WKHVH�HFRQRPLF�V\PSWRPV���XQHPSOR\PHQW�LV�XQGHVLUDEO\�KLJK�
DV�DUH�XQHPSOR\PHQW�EHQHILWV�DQG�WD[HV��EXW�WKH�JRYHUQPHQW�ILQGV�LW�SROLWLFDOO\�LQIHDVLEOH�WR�GR
DQ\WKLQJ�DERXW�WKLV�SUREOHP�

� 7KLV VFHQDULR LV JHQHUDWHG E\ WKH SODXVLEOH SDUDPHWHU HVWLPDWHV GHVFULEHG LQ $SSHQGL[ %� 2I FRXUVH� GLIIHUHQW HVWL�
PDWHV DUH DEOH WR JHQHUDWH GLIIHUHQW VFHQDULRV �DV GHILQHG E\ WKH UHODWLYH VKDSHV DQG SRVLWLRQV RI WKH JRYHUQPHQW
EXGJHW FRQVWUDLQW DQG WKH LQGLIIHUHQFH FXUYHV RI WKH HPSOR\HG DQG XQHPSOR\HG SHRSOH� GHVFULEHG EHORZ�� :H KDYH
GHFLGHG WR FRQFHQWUDWH RQ WKH VFHQDULR DERYH VLQFH LW DSSHDUV WR W\SLI\ DQ LPSRUWDQW SUREOHP RI SROLF\ GHFLVLRQ
PDNLQJ LQ (XURSH�
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�����7KH�JRYHUQPHQW�EXGJHW�FRQVWUDLQW

7R�FDSWXUH�WKH�JRYHUQPHQW·V�EXGJHWDU\�UHVWULFWLRQV�LQ�D�WUDQVSDUHQW�ZD\��OHW�XV�VXSSRVH�WKDW�WKH
PRQH\�VSHQW�RQ�XQHPSOR\PHQW�EHQHILWV�PXVW�EH�UDLVHG�WKURXJK�WD[HV��7KH�IROORZLQJ�ILJXUH�GH�
SLFWV� WKH� JRYHUQPHQW�EXGJHW� FRQVWUDLQW� � �*%&�� LQ� WKH� FRQWH[W�RI� WKH� ODERXU�PDUNHW� GHVFULEHG
DERYH�

Figure 8. The government budget constraint

&OHDUO\��ZKHQ�WKH�JRYHUQPHQW�PDNHV�QR�WUDQVIHUV��LW�QHHGV�WR�UDLVH�QR�WD[HV��VR�ZKHQ�WKH�XQ�

HPSOR\PHQW�EHQHILW�E� ���� WKHQ� WKH� WD[�UDWH� W� � ���DV�ZHOO��7KXV� WKH�JRYHUQPHQW�EXGJHW�FRQ�
VWUDLQW�JRHV�WKURXJK�WKH�RULJLQ�RI�WKH�ILJXUH�
,I�WKH�UDWLR�RI�XQHPSOR\HG�SHRSOH�WR�HPSOR\HG�SHRSOH�ZHUH�FRQVWDQW��D�ULVH�LQ�WKH�XQHPSOR\�

PHQW�EHQHILW�ZRXOG�QHHG�WR�EH�ILQDQFHG�E\�D�SURSRUWLRQDWH�ULVH�LQ�WKH�WD[�UDWH���%XW�DV�WKH�XQHP�
SOR\PHQW�EHQHILW� ULVHV�� WKH�QXPEHU�RI�XQHPSOR\HG�SHRSOH� ULVHV� UHODWLYH� WR� WKH�QXPEHU�RI� HP�
SOR\HG�RQHV���&RQVHTXHQWO\��HTXDO�LQFUHPHQWDO� LQFUHDVHV�LQ�WKH�XQHPSOR\PHQW�EHQHILW�E�UHTXLUH
ODUJHU�DQG�ODUJHU�LQFUHPHQWDO�LQFUHDVHV�LQ�WKH�WD[�UDWH�W��7KLV�SKHQRPHQRQ�LV�DPSOLILHG�E\�WKH�IDFW
WKDW�WKH�LQFUHDVHV�LQ�WKH�XQHPSOR\PHQW�EHQHILW�DQG�WD[�UDWH�DOVR�UDLVH�XQHPSOR\PHQW�DQG�UHGXFH
HPSOR\PHQW� �E\� UHGXFLQJ� WKH� UHZDUG� WR� ZRUN��� IXUWKHU� UDLVLQJ� WUDQVIHU� SD\PHQW� DQG� IXUWKHU
HURGLQJ� WKH� WD[� EDVH��� &RQVHTXHQWO\�� WKH� JRYHUQPHQW� EXGJHW� FRQVWUDLQW� LQ� WKH� ILJXUH� EHFRPHV
SURJUHVVLYHO\�IODWWHU�DV�WKH�XQHPSOR\PHQW�EHQHILW�E�ULVHV�
(YHQWXDOO\�� WKH� XQHPSOR\PHQW� EHQHILW� UHDFKHV� D�PD[LPXP��EPD[� LQ� WKH� ILJXUH�� %H\RQG� WKDW�

IXUWKHU�LQFUHDVHV�LQ�WKH�WD[�UDWH��W��UHGXFH�WKH�WD[�EDVH��1��E\�VR�PXFK�WKDW�WD[�UHYHQXHV��W1��FDQ
QR�ORQJHU�IXQG�WUDQVIHUV�DW� WKH�UDWH�RI�EPD[�SHU�KHDG��7KXV�� WKH�XQHPSOR\PHQW�EHQHILW�GHFOLQHV�
7KLV� LV� WKH�ZHOO�NQRZQ�´/DIIHU� HIIHFW�µ�SLFWXUHG�E\� WKH�GRZQZDUG�VORSLQJ�SRUWLRQ�RI� WKH� JRY�
HUQPHQW�EXGJHW�FRQVWUDLQW�LQ�WKH�ILJXUH�
$QRWKHU�XVHIXO�ZD\�RI�YLHZLQJ� WKH�JRYHUQPHQW�EXGJHW�FRQVWUDLQW� LV� LQ� WHUPV�RI� LWV� LPSOLFD�

WLRQV�IRU�XQHPSOR\PHQW�EHQHILW�UHIRUP�DQG�WD[�UHIRUP��$ORQJ�WKH�XSZDUG�VORSLQJ�SRUWLRQ�RI�WKH
JRYHUQPHQW� EXGJHW� FRQVWUDLQW�� XQHPSOR\PHQW� EHQHILW� UHIRUP� UHLQIRUFHV� WD[� UHIRUP� DQG� YLFH
YHUVD��D�GURS�LQ�XQHPSOR\PHQW�EHQHILWV�SHUPLWV�WKH�JRYHUQPHQW�WR�ILQDQFH�D�GURS�LQ�WD[HV��DQG
YLFH�YHUVD��$V�UHVXOW��XQHPSOR\PHQW�IDOOV��ZKLFK�HQDEOHV�WKH�JRYHUQPHQW�WR�GURS�XQHPSOR\PHQW
EHQHILWV� DQG� WD[HV�HYHQ�PRUH�� DQG� VR�RQ��7KHVH� VXFFHVVLYH�GHFOLQHV� LQ�XQHPSOR\PHQW�EHQHILWV
DQG�WD[HV�PD\�EH�FDOOHG�WKH�´JRYHUQPHQW�EXGJHW�PXOWLSOLHU�µ

� 1DWXUDOO\� DQ LQFUHDVH LQ WKH XQHPSOR\PHQW EHQHILW E PD\ DOVR OHDG WR DQ LQFUHDVH LQ WKH ZDJH Z� 7KLV HIIHFW LQFUHDVHV
WKH WD[ EDVH� HQDEOLQJ WKH JRYHUQPHQW WR NHHS WKH WD[ UDWH ORZHU WKDQ LW ZRXOG RWKHUZLVH KDYH EHHQ� ,Q RXU SDUDP�
HWHUL]DWLRQ RI WKH PRGHO LQ $SSHQGL[ %� WKLV HIIHFW LV GRPLQDWHG E\ WKH LQIOXHQFHV RXWOLQHG LQ WKH WH[W DERYH�
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Figure 9. The government budget multiplier

7KH�ODUJHU�DUH�WKH�HFRQRPLF�FRPSOHPHQWDULWLHV�EHWZHHQ�WKH�WZR�SROLFLHV��WKH�PRUH�ZLOO�D�JLYHQ
UHGXFWLRQ� LQ� XQHPSOR\PHQW� EHQHILWV� DQG� WD[HV� UHGXFH� XQHPSOR\PHQW�� DQG� FRQVHTXHQWO\� WKH
ODUJHU�ZLOO�WKH�JRYHUQPHQW�EXGJHW�PXOWLSOLHU�EH�

�����7KH�VWDWXV�TXR�RI�WKH�ODERXU�PDUNHW

7KH�VWDWXV�TXR�SRVLWLRQ�RI�WKH�ODERXU�PDUNHW�PD\�EH�UHSUHVHQWHG�E\�D�SRLQW�RQ�WKH�JRYHUQPHQW
EXGJHW�FRQVWUDLQW��VXFK�DV�SRLQW�,�LQ�WKH�IROORZLQJ�ILJXUH��ZKHUH�,�VWDQGV�IRU�´LQLWLDOµ�SRVLWLRQ��

Figure 10. The status quo position

7KH�ZHOIDUH�RI�WKH�XQHPSOR\HG�SHRSOH�DW�WKH�VWDWXV�TXR�SRLQW�PD\�EH�LOOXVWUDWHG�E\�WKH�LQGLI�
IHUHQFH�FXUYH�,&

X
��JRLQJ�WKURXJK�SRLQW�,��7KLV�LQGLIIHUHQFH�FXUYH�LV�WKH�VHW�RI�SRLQWV�DORQJ�ZKLFK

WKH� XQHPSOR\HG� SHRSOH� DUH� HTXDOO\�ZHOO� RII����2EVHUYH� WKDW� WKLV� LQGLIIHUHQFH� FXUYH� LV� XSZDUG�
VORSLQJ��$Q�LQFUHDVH�LQ�WKH�XQHPSOR\PHQW�EHQHILW�E�PDNHV�WKH�XQHPSOR\HG�SHRSOH�EHWWHU�RII�DQG

DQ�LQFUHDVH�LQ�WKH�WD[�UDWH�W�PDNHV�WKHP�ZRUVH�RII��VLQFH�LW�UHGXFHV�WKHLU�LQFRPH�RQFH�WKH\�EH�

FRPH�HPSOR\HG���7KXV�D�ULVH�LQ�WKH�XQHPSOR\PHQW�EHQHILW�PXVW�EH�RIIVHW�E\�D�ULVH�LQ�W�VR�WKDW�WKH
XQHPSOR\HG�UHPDLQ�HTXDOO\�ZHOO�RII�DORQJ�WKH�LQGLIIHUHQFH�FXUYH�
7KH�ZHOIDUH�RI�WKH�HPSOR\HG�SHRSOH�DW�SRLQW�,�PD\�EH�LOOXVWUDWHG�E\�WKH�LQGLIIHUHQFH�FXUYH�,&

H
�

JRLQJ� WKURXJK�SRLQW�,��7KLV� LQGLIIHUHQFH�FXUYH��ZKLFK� LV� WKH�VHW�RI�SRLQWV� DORQJ�ZKLFK� WKH�HP�

�� )RU YLVXDO HDVH� WKLV LQGLIIHUHQFH FXUYH �DV ZHOO DV WKH RQH IRU HPSOR\HG SHRSOH� LV GUDZQ DV D VWUDLJKW OLQH� DOWKRXJK
LW LV QRW HQWLUHO\ VWUDLJKW LQ WKH QXPHULFDO PRGHO RI $SSHQGL[ %�
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SOR\HG�SHRSOH�DUH�HTXDOO\�ZHOO�RII��LV�DOVR�XSZDUG�VORSLQJ��$�ULVH�LQ�WKH�WD[�UDWH�W�PDNHV�WKH�HP�
SOR\HG�SHRSOH�ZRUVH�RII��VLQFH�LW�UHGXFHV�WKHLU�LQFRPH���ZKLOH�D�ULVH�LQ�WKH�XQHPSOR\PHQW�EHQHILW
E�PDNHV� WKHP� EHWWHU� RII� �VLQFH� LW� LQFUHDVHV� WKHLU� SXUFKDVLQJ� SRZHU�ZKHQ� WKH\� EHFRPH� XQHP�
SOR\HG���7KXV�D�ULVH�LQ�WKH�EHQHILW�PXVW�EH�FRXQWHUDFWHG�E\�D�ULVH�LQ�WKH�WD[�LQ�RUGHU�IRU�WKH�HP�
SOR\HG�SHRSOH�WR�UHPDLQ�HTXDOO\�ZHOO�RII�DORQJ�WKH�LQGLIIHUHQFH�FXUYH�
7KH�LQGLIIHUHQFH�FXUYH�RI�WKH�HPSOR\HG�SHRSOH� LV�VWHHSHU�WKDQ�WKDW�RI�WKH�XQHPSOR\HG��7KH

UHDVRQ� LV� WKDW� WKH� ZHOO�EHLQJ� RI� WKH� XQHPSOR\HG� LV� PRUH� VHQVLWLYH� WR� XQHPSOR\PHQW� EHQHILWV
�ZKLFK�WKH\�UHFHLYH�QRZ��WKDQ�WR�WD[HV��ZKLFK�WKH\�ZRXOG�KDYH�WR�SD\�RQO\�RQFH�WKH\�ILQG�MREV�LQ
WKH�IXWXUH���%\�WKH�VDPH�WRNHQ��WKH�ZHOO�EHLQJ�RI�WKH�HPSOR\HG�LV�PRUH�VHQVLWLYH�WR�WD[HV��ZKLFK
WKH\�SD\�QRZ�� WKDQ� WR�XQHPSOR\PHQW�EHQHILWV� �ZKLFK� WKH\�ZRXOG� UHFHLYH�RQO\� LI� WKH\�EHFRPH
XQHPSOR\HG�LQ�WKH�IXWXUH��
7KH� OHYHO� RI� XQHPSOR\PHQW� DW� SRLQW� ,� LV� GHSLFWHG� E\� WKH� LVR�XQHPSOR\PHQW� FXUYH�8

,
�� GH�

VFULELQJ�WKH�VHW�RI�SRLQWV�DORQJ�ZKLFK�XQHPSOR\PHQW�LV�WKH�VDPH�DV�DW�SRLQW�,���� �2EVHUYH�WKDW

VLQFH�D�ULVH�LQ�WKH�XQHPSOR\PHQW�EHQHILW�E�UDLVHV�XQHPSOR\PHQW��D�IDOO�LQ�WKH�WD[�UDWH�W�LV�UHTXLUHG
WR�NHHS�XQHPSOR\PHQW�FRQVWDQW��7KXV� WKH� LVR�XQHPSOR\PHQW�FXUYH� LV�GRZQZDUG� VORSLQJ��7KH

FORVHU�DQ�LVR�XQHPSOR\PHQW�FXUYH�OLHV�WR�WKH�RULJLQ��ZKHUH�E� �W� �����WKH�ORZHU�WKH�OHYHO�RI�XQ�
HPSOR\PHQW��IRU�WKH�ORZHU�LV�WKH�XQHPSOR\PHQW�EHQHILW�DQG�WD[�UDWH��
:H�QRZ�DVN�ZKHWKHU��VWDUWLQJ�IURP�WKH�VWDWXV�TXR�SRLQW�,��WKH�JRYHUQPHQW�FDQ�LPSURYH�SHR�

SOH·V�ZHOIDUH�WKURXJK�XQHPSOR\PHQW�EHQHILW�DQG�WD[�UHIRUP�

�����3ROLF\�GHFLVLRQV�DQG�WKH�SROLWLFDO�SURFHVV

*LYHQ� WKDW� WKH�ZDJH��ZRUN� HIIRUW�� DQG� MRE� VHDUFK� DUH� RXWVLGH� WKH� JRYHUQPHQW·V� GLUHFW� FRQWURO�
ZKDW�SRVLWLRQ�FRXOG�WKH�ODERXU�PDUNHW�DFKLHYH�LI�WKH�SROLWLFDO�SURFHVV�ZRUNHG�SHUIHFWO\��WKDW�LV��LI
WKH�SROLWLFDO�SURFHVV�ZRXOG�SHUPLW�WKH�JRYHUQPHQW�WR�VHW�LWV�SROLF\�LQVWUXPHQWV�VR�DV�WR�PD[LPLVH
WKH� VXP�RI� HYHU\RQH·V�ZHOIDUH"�:H�FDOO� WKH� UHVXOWLQJ� ODERXU�PDUNHW� SRVLWLRQ� WKH� ´%HQWKDPLWHµ
SRVLWLRQ��VLQFH�LW�LV�WKH�SROLWLFDO�HTXLYDOHQW�RI�%HQWKDP·V�JRDO�WR�DFKLHYH�´WKH�JUHDWHVW�KDSSLQHVV
RI�WKH�JUHDWHVW�QXPEHU�µ
,Q�RXU�DQDO\VLV��%HQWKDPLWH�VRFLDO�ZHOIDUH�LV�D�ZHLJKWHG�DYHUDJH�RI�WKH�ZHOIDUH�RI�WKH�HPSOR\HG

DQG�XQHPSOR\HG�SHRSOH��7KXV� WKH�%HQWKDPLWH� LQGLIIHUHQFH�FXUYH�� ,&
V
�� LV�D�ZHLJKWHG�DYHUDJH�RI

WKH�HPSOR\HG�DQG�XQHPSOR\HG�SHRSOH·V�LQGLIIHUHQFH�FXUYHV��,W�LV�XSZDUG�VORSLQJ��VLQFH�LWV�VORSH
OLHV� EHWZHHQ� WKDW� RI� WKH� HPSOR\PHQW� DQG� XQHPSOR\HG� SHRSOH·V� LQGLIIHUHQFH� FXUYHV�� 7KH
%HQWKDPLWH�SRVLWLRQ�LV�SLFWXUHG�E\�SRLQW�%�LQ�WKH�IROORZLQJ�ILJXUH�

�� )RU YLVXDO HDVH� WKH LVR�XQHPSOR\PHQW FXUYH DV ZHOO DV WKH LQGLIIHUHQFH FXUYHV DUH GHSLFWHG DV VWUDLJKW OLQHV LQ WKH
ILJXUH� DOWKRXJK WKH\ DUH DFWXDOO\ FXUYHG LQ WKH PRGHO XQGHUO\LQJ WKH H[HUFLVH�
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Figure 11. The best politically achievable position

/HW�XV�QRZ�VKLIW�RXU�DWWHQWLRQ� IURP�WKH�EHVW�SROLWLFDOO\� DFKLHYDEOH�SRVLWLRQ� WR�ZKDW�PD\�EH
SROLWLFDOO\�IHDVLEOH�ZLWKLQ�WKH�GHPRFUDWLF�SROLWLFDO�SURFHVV��$Q�LQIOXHQWLDO�PRGHO�RI�WKLV�SURFHVV�LV
WKH�PHGLDQ�YRWHU�WKHRU\��ZKLFK�LQGLFDWHV�WKDW�LI�SROLWLFDO�GHFLVLRQV�DUH�WDNHQ�E\�PDMRULW\�UXOH��WKH�RXW�
FRPH�ZLOO�EH�LQ�DFFRUG�ZLWK�WKH�SUHIHUHQFHV�RI�WKH�PHGLDQ�YRWHU��6LQFH�HPSOR\HG�SHRSOH�YLUWXDOO\
DOZD\V�RXWQXPEHU�XQHPSOR\HG�SHRSOH�E\�D�ODUJH�PDUJLQ��WKH�PHGLDQ�YRWHU�LV�JHQHUDOO\�HPSOR\HG�
&RQVHTXHQWO\�� LQ�WKH�FRQWH[W�RI�RXU� ODERXU�PDUNHW�PRGHO�� WKH�PHGLDQ�YRWHU� WKHRU\�DVVHUWV� WKDW
WKH�YRWLQJ�SURFHVV�ZLOO�\LHOG�D�VHW�RI�SROLFLHV�WKDW�PDNH�WKH�HPSOR\HG�SHRSOH�DV�ZHOO�RII�DV�SRVVL�
EOH�
7KH�ILJXUH�EHORZ�VKRZV�WKDW�WKH�KLJKHVW�LQGLIIHUHQFH�FXUYH�RI�WKH�HPSOR\HG�SHRSOH�LV�WKH�RQH

WKDW�MXVW�WRXFKHV�WKH�JRYHUQPHQW�EXGJHW�FRQVWUDLQW��VR�WKDW�SRLQW�0�LV�WKH�RXWFRPH�RI�WKH�PDMRU�
LW\�YRWLQJ�SURFHVV�

Figure 12. The median voter outcome

2EVHUYH� WKDW�SRLQW�0� OLHV�EHQHDWK�SRLQW�%� �WKH�%HQWKDPLWH�SRVLWLRQ��DORQJ� WKH�JRYHUQPHQW
EXGJHW� FRQVWUDLQW�� $IWHU� DOO�� SRLQW�0� UHIOHFWV� MXVW� WKH� HPSOR\HG� SHRSOH·V� SUHIHUHQFHV�� ZKHUHDV
SRLQW�%�UHIOHFWV�D�ZHLJKWHG�DYHUDJH�RI�WKH�HPSOR\HG�DQG�XQHPSOR\HG�SHRSOH·V�SUHIHUHQFHV��DQG
WKH�HPSOR\HG�SHRSOH�DUH�PRUH�LQ�IDYRXU�RI�WD[�UHGXFWLRQV�DQG�OHVV�LQ�IDYRXU�RI�XQHPSOR\PHQW

,&%

*%&

E

W�

%

,&H

,

0

8,

80

*%&

E

W�

8,

,&X

,&H

,

%

8%



��

EHQHILW�LQFUHDVHV�WKDQ�WKH�XQHPSOR\HG��7KXV�WKH�GHPRFUDWLF�SURFHVV��YLD�WKH�PHGLDQ�YRWHU��OHDGV
WR�ORZHU�XQHPSOR\PHQW�EHQHILWV�DQG�WD[HV�WKDQ�WKH�RXWFRPH�IURP�D�SHUIHFWO\�IXQFWLRQLQJ�SROLWL�
FDO�SURFHVV��WKH�%HQWKDPLWH�SRVLWLRQ�����8VXDOO\�RQH�ZRXOG�H[SHFW�HPSOR\HHV�WR�SUHIHU�OHVV�ODERXU
PDUNHW�UHIRUP�WKDQ�WKH�XQHPSOR\HG��EXW�LQ�WKH�FDVH�RI�XQHPSOR\PHQW�EHQHILWV��WKH�RSSRVLWH�LV
WKH�FDVH��VLQFH�D�GURS�LQ�XQHPSOR\PHQW�EHQHILWV�ZRXOG�SHUPLW�WKH�HPSOR\HG�SHRSOH�WR�HQMR\�WD[
FXWV� ��

,Q�SUDFWLFH��KRZHYHU��LW�LV�KLJKO\�XQOLNHO\�WKDW�JRYHUQPHQWV�RI�WKH�DGYDQFHG��GHPRFUDWLF�PDU�
NHW� HFRQRPLHV�ZRXOG� ULGH� URXJKVKRG�RYHU� WKH� LQWHUHVWV� RI� D� VLJQLILFDQW�PLQRULW\� RI� WKH� YRWLQJ
FRQVWLWXHQF\��VXFK�DV�WKH�XQHPSOR\HG��6XFK�EHKDYLRXU�ZRXOG�RIIHQG�DJDLQVW�D�SULQFLSOH�RI�OLEHUDO
GHPRFUDF\��QDPHO\�WKDW�WKH�PDMRULW\�LV�DOORZHG�WR�KDYH�LWV�ZD\�RQO\�LI�LW�GRHV�QRW�LQYROYH�VDFUL�
ILFLQJ�D�VLJQLILFDQW�PLQRULW\��7KLV�SULQFLSOH�LV�QRW�RQO\�HQVKULQHG�LQ�D�PXOWLWXGH�RI�SROLWLFDO�LQVWL�
WXWLRQV��LW�DOVR�DSSHDUV�WR�EH�FRPPRQO\�VXSSRUWHG�E\�D�PDMRULW\�RI�YRWHUV�LQ�WKHVH�FRXQWULHV��7KH
LPSOLFDWLRQ��LQ�SUDFWLFDO�WHUPV��LV�WKDW�VL]HDEOH�PLQRULWLHV��VXFK�DV�WKH�XQHPSOR\HG��PD\�LQ�HIIHFW
EH�YLHZHG�DV�EORFNLQJ�FRDOLWLRQV�ZLWK�UHJDUG�WR�SROLFLHV�WKDW�KXUW�WKHP�
$FFRUGLQJO\�� LQ� WKH� FRQWH[W� RI� RXU�PRGHO�� LW� LV� UHDVRQDEOH� WR� H[DPLQH� D� SROLWLFDO� SURFHVV� LQ

ZKLFK�RQO\�WKRVH�SROLFLHV�DUH�IHDVLEOH�WKDW�LPSURYH�WKH�ZHOIDUH�RI�ERWK�WKH�HPSOR\HG�DQG�WKH�XQ�
HPSOR\HG��$V�WKH�IROORZLQJ�ILJXUH�LQGLFDWHV��WKH�VHW�RI�SROLFLHV�IDYRXUHG�E\�WKH�HPSOR\HG�SHRSOH
DUH�WKRVH�LQ�WKH�VKDGHG�DUHD�DERYH�WKHLU�LQGLIIHUHQFH�FXUYH�,&

H
�DQG�XQGHU�WKH�JRYHUQPHQW�EXGJHW

FRQVWUDLQW��ZKLOH�WKH�VHW�RI�SROLFLHV�IDYRXUHG�E\�WKH�XQHPSOR\HG�SHRSOH�DUH�WKRVH�LQ�WKH�VKDGHG
DUHD�DERYH�WKHLU�LQGLIIHUHQFH�FXUYH�,&

X
�DQG�XQGHU�WKH�JRYHUQPHQW�EXGJHW�FRQVWUDLQW�

7KH�SUREOHP�LV�WKDW��IRU�WKH�VFHQDULR�GHSLFWHG�E\�WKH�´$QJOR�*HUPDQ�QLJKWPDUH�µ�WKHVH�WZR
VKDGHG�DUHDV�GR�QRW�RYHUODS� ���6R�WKHUH�LV�QR�VHW�RI�SROLFLHV�WKDW�FDQ�EH�SDVVHG�E\�WKH�SROLWLFDO�SURF�
HVV�� &RQVHTXHQWO\� WKH� ODERXU�PDUNHW� LV� VWXFN� DW� ZKHUHYHU� LW� KDSSHQV� WR� EH� LQLWLDOO\�� 7KLV� SKH�
QRPHQRQ�PD\�EH�FDOOHG�´SROLWLFDO�K\VWHUHVLV�µ�LW�KHOSV�H[SODLQ�SROLF\�SDUDO\VLV�HYHQ�LQ�WKH�IDFH�RI
KLJK�XQHPSOR\PHQW�

�� ,Q WHUPV RI WKH JHRPHWU\ RI WKH ILJXUH DERYH� REVHUYH WKDW VLQFH WKH %HQWKDPLWH LQGLIIHUHQFH FXUYH LV D ZHLJKWHG
DYHUDJH RI WKH LQGLIIHUHQFH FXUYHV RI WKH HPSOR\HG DQG XQHPSOR\HG SHRSOH� DQG VLQFH WKH HPSOR\HG SHRSOH KDYH WKH
VWHHSHU LQGLIIHUHQFH FXUYH� WKH HPSOR\HG SHRSOH·V LQGLIIHUHQFH FXUYH PXVW EH VWHHSHU WKDQ WKH %HQWKDPLWH LQGLIIHU�
HQFH FXUYH� &RQVHTXHQWO\ SRLQW0 PXVW OLH EHQHDWK SRLQW % DORQJ WKH JRYHUQPHQW EXGJHW FRQVWUDLQW�
�� 7KLV GRHV QRW PHDQ� KRZHYHU� WKDW WKH GHPRFUDWLFDOO\ GHWHUPLQHG XQHPSOR\PHQW EHQHILWV DQG WD[HV DOVR WXUQ RXW
WR EH EHORZ WKHLU VRFLDOO\ RSWLPDO OHYHOV� 4XLWH RQ WKH FRQWUDU\� WKH VRFLDOO\ RSWLPXP SRLQW PD\ EH H[SHFWHG WR OLH
FORVHU WR WKH RULJLQ DORQJ WKH EXGJHW FRQVWUDLQW WKDQ ERWK WKH %HQWKDPLWH SRLQW DQG WKH PHGLDQ YRWHU SRLQW� $IWHU DOO�
WKH XQHPSOR\HG ZDQW PRUH WKDQ WKH VRFLDOO\ GHVLUDEOH OHYHO RI XQHPSOR\PHQW EHQHILWV� VLQFH WKH\ GR QRW WDNH IXOO
DFFRXQW RI KRZ WKHVH EHQHILWV � DQG WKH DVVRFLDWHG WD[HV � UHGXFH WKH HPSOR\HG SHRSOH·V FKDQFHV RI UHWDLQLQJ WKHLU
MREV� )XUWKHUPRUH� WKH HPSOR\HG PD\ UHFHLYH H[FHVVLYH ZDJHV LQ WKH VWDWXV TXR SRVLWLRQ RI WKH ODERXU PDUNHW �VLQFH
HPSOR\HUV XVH ZDJHV WR VWLPXODWH MRE VHDUFK DQG ZRUN HIIRUW DQG VLQFH WKH HPSOR\HG KDYH PDUNHW SRZHU� DQG WKHVH
SHRSOH GR QRW WDNH IXOO DFFRXQW RI KRZ WKHVH ZDJHV GLVFRXUDJH HPSOR\PHQW DQG WKHUHE\ UHGXFH WKH XQHPSOR\HG
SHRSOH·V FKDQFHV RI ILQGLQJ ZRUN� &RQVHTXHQWO\� ERWK WKH HPSOR\HG DQG XQHPSOR\HG PD\ KDYH DQ LQFHQWLYH WR YRWH
IRU KLJKHU XQHPSOR\PHQW EHQHILWV DQG KLJKHU WD[HV WKDQ LV GHPRFUDWLFDOO\ DFKLHYDEOH RU HYHQ VRFLDOO\ GHVLUDEOH�
�� ,Q WKLV VFHQDULR� DV VKRZQ LQ WKH ILJXUH� WKH LQGLIIHUHQFH RI WKH HPSOR\HG SHRSOH �,&H� LV VWHHSHU WKDQ WKH EXGJHW
FRQVWUDLQW DW WKH VWDWXV TXR SRLQW ,� ZKHUHDV WKH LQGLIIHUHQFH FXUYH RI WKH XQHPSOR\HG SHRSOH �,&X� LV IODWWHU�
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Figure 13. Political hysteresis

,W�LV�HDV\�WR�VHH�WKDW�DOO�SRLQWV�RQ�WKH�JRYHUQPHQW�EXGJHW�FRQVWUDLQW�IURP���WR�SRLQW�7�FRXOG
UHSUHVHQW�LQLWLDO�SRVLWLRQV�FKDUDFWHULVHG�E\�SROLWLFDO�K\VWHUHVLV����+RZHYHU�LI�WKH�HFRQRP\·V�LQLWLDO
SRVLWLRQ�OLHV�WR�WKH�ULJKW�RI�SRLQW�7��WKLV�GHDGORFN�PD\�EH�RYHUFRPH��6XFK�D�VLWXDWLRQ�PLJKW�DULVH
LQ�WKH�SUHVHQFH�RI�D�VHYHUH�UHFHVVLRQ��ZKHQ�ERWK� WKH�HPSOR\HG�DQG�WKH�XQHPSOR\HG�PD\�ZDQW
ORZHU�XQHPSOR\PHQW�EHQHILWV�DQG�ORZHU�WD[HV�LQ�RUGHU�WR�JHQHUDWH�PRUH�MREV��$W�SRLQW�,·�LQ�WKH
/DIIHU�SRUWLRQ�RI�WKH�JRYHUQPHQW�EXGJHW�FRQVWUDLQW�LQ�)LJXUH�����IRU�LQVWDQFH��WKH�VHW�RI�SROLFLHV
IDYRXUHG�E\�WKH�HPSOR\HG�DQG�XQHPSOR\HG�SHRSOH�DUH�WKRVH�O\LQJ�DERYH�WKHLU�UHVSHFWLYH�LQGLIIHU�
HQFH�FXUYHV��,&

H
�DQG�,&

H
��UHVSHFWLYHO\��DQG�XQGHU�WKH�JRYHUQPHQW�EXGJHW�FRQVWUDLQW��2EVHUYH�WKDW

QRZ�WKHUH� LV�VRPH�RYHUODS�EHWZHHQ�WKHVH�WZR�DUHDV��6SHFLILFDOO\�� WKH�XQHPSOR\HG�SHRSOH·V�DUHD
OLHV� FRPSOHWHO\� ZLWKLQ� WKH� HPSOR\HG� SHRSOH·V� DUHD�� VR� WKDW� WKH� SROLFLHV� RQ�ZKLFK� ERWK� JURXSV
FRXOG�DJUHH�QRZ�OLH�LQ�WKH�VKDGHG�DUHD��FDOOHG�WKH�´3DUHWR�SRVVLELOLW\�VHWµ�LQ�WKH�ILJXUH�

�� 3RLQW 7 LV WKH SRLQW RI WDQJHQF\ EHWZHHQ WKH XQHPSOR\HG ZRUNHUV· LQGLIIHUHQFH FXUYH DQG WKH JRYHUQPHQW EXGJHW
FRQVWUDLQW�
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Figure 14. Policy making under Laffer conditions

8QGHU�WKHVH�FLUFXPVWDQFHV��WKH�%HQWKDPLWH�SROLF\��DW�SRLQW�6��PD\�QRZ�OLH�LQ�WKH�3DUHWR�SRV�
VLELOLW\� VHW�� DV� LOOXVWUDWHG� LQ� WKH� ILJXUH��7KXV� LW� LV�QRZ�SROLWLFDOO\� IHDVLEOH� IRU� WKH�JRYHUQPHQW� WR
PRYH�IURP�SRLQW�,·�WR�WKH�%HQWKDPLWH�SRLQW��WKHUHE\�UHGXFLQJ�WKH�XQHPSOR\PHQW�UDWH�IURP�8
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6
��,Q�RUGHU�WR�GR�VR��KRZHYHU��LW�QHHGV�WR�LPSOHPHQW�XQHPSOR\PHQW�EHQHILW�UHIRUP�DQG�WD[�UH�

IRUP�LQ�FRQMXQFWLRQ�ZLWK�RQH�DQRWKHU�ZLWK�WKH�H[SUHVV�SXUSRVH�RI�H[SORLWLQJ�WKH�H[LVWLQJ�SROLWLFDO�DQG
HFRQRPLF�FRPSOHPHQWDULWLHV��%RWK�SROLF\�LQVWUXPHQWV�QHHG�WR�EH�FKDQJHG�VLPXOWDQHRXVO\�WR�PRYH
WRZDUGV�WKH�VRFLDO�RSWLPXP��3LHFHPHDO��XQFRRUGLQDWHG�UHIRUP�²� LQ�ZKLFK�RQH�SROLF\�UHIRUP� LV
XQGHUWDNHQ�DW�D�WLPH�²�PD\�UXQ�WKH�ULVN�RI�IDLOXUH��EHFDXVH�DIWHU�WKH�ILUVW�SROLF\� LQVWUXPHQW�KDV
EHHQ�DGMXVWHG��WKH�HFRQRP\�PD\�DUULYH�DW�D�SRVLWLRQ�RI�SROLWLFDO�K\VWHUHVLV��SUHYHQWLQJ�WKH�VHFRQG
SROLF\�LQVWUXPHQW�IURP�EHLQJ�DGMXVWHG�DV�ZHOO����7KHVH�FRQVLGHUDWLRQV�VHW�WKH�VWDJH�IRU�DQ�DQDO\VLV
RI�KRZ�SROLWLFDO�FRQVWUDLQWV�RQ�HFRQRPLF�SROLF\�PD\�EH�RYHUFRPH�

���2YHUFRPLQJ�SROLWLFDO�FRQVWUDLQWV�WKURXJK
EURDG�EDVHG�UHIRUP

7KXV�IDU��WKH�XSVKRW�RI�RXU�DQDO\VLV�KDV�EHHQ�EOHDN��(YHQ�LI�WKH�VWDWXV�TXR�RI�WKH�ODERXU�PDUNHW�LV
LQHIILFLHQW��GXH�WR�KLJK�XQHPSOR\PHQW��DQG�LQHTXLWDEOH��LQ�WHUPV�RI�WKH�ZHOIDUH�RI�HPSOR\HG�YHU�
VXV�XQHPSOR\HG�SHRSOH���LW�PD\�QHYHUWKHOHVV�EH�LPSRVVLEOH�IRU�WKH�JRYHUQPHQW�WR�LPSOHPHQW�WKH
DSSURSULDWH� SROLFLHV� RQ� DFFRXQW� RI� SROLWLFDO� FRQVWUDLQWV�� 2QFH� SROLWLFDO� K\VWHUHVLV� VHWV� LQ�� WKH
HFRQRP\�PD\�EH�FRQGHPQHG�WR�SHUSHWXDWH�SROLFLHV�WKDW�DUH�QRW�LQ�WKH�LQWHUHVWV�RI�VRFLHW\�
,V� WKHUH� DQ\�RWKHU�ZD\�RXW� RI� WKLV� ER["�2XU� DQDO\VLV� SRLQWV� WR� D� SURPLVLQJ� DQVZHU�� EURDG�

EDVHG�UHIRUP��7KLV�VWUDWHJ\�LQYROYHV�DEDQGRQLQJ�WKH�WUDGLWLRQDO�DSSURDFK�WR�XQHPSOR\PHQW�SRO�
LF\�PDNLQJ��ZKLFK�LQYROYHV�GHWHUPLQLQJ�WKH�SROLF\�LQVWUXPHQWV�RQ�WKH�EDVLV�RI�SROLWLFDO�FULWHULD�DQG
WKHQ�VHWWLQJ�WKH�PDJQLWXGHV�RI�WKHVH�LQVWUXPHQWV�LQ�DFFRUGDQFH�ZLWK�VSHFLILF� HFRQRPLF�JRDOV��7KLV
GLFKRWRP\�EHWZHHQ�SROLWLFDO�DQG�HFRQRPLF�GHFLVLRQV�KDV� LQDGYHUWHQWO\�EHHQ�VXSSRUWHG� WKURXJK
WKH�PDLQVWUHDP�HFRQRPLF�PHWKRGRORJ\� WKDW� WDNHV� WKH�VHW�RI�SROLF\� LQVWUXPHQWV�DV�H[RJHQRXVO\
JLYHQ� DQG� WKHQ� RSWLPLVHV� D� SROLF\� REMHFWLYH� IXQFWLRQ� ZLWK� UHVSHFW� WR� WKHVH� LQVWUXPHQWV�� 2XU
DQDO\VLV� VXJJHVWV� WKDW� WKLV� DSSURDFK� VKRXOG� EH� UHSODFHG� E\� D� QHZ� VWUDWHJ\�� ILUVW� WR� LGHQWLI\� WKH
JURXS�RI�SROLF\�LQVWUXPHQWV�ZKRVH�XQHPSOR\PHQW�HIIHFW�LV�FKDUDFWHULVHG�E\�VLJQLILFDQW�HFRQRPLF

�� 6XFK D SROLF\ FRXOG LQYROYH D �VXERSWLPDO� KRUL]RQWDO VKLIW IURP WKH /DIIHU SRUWLRQ WR WKH XSZDUG�VORSLQJ SRUWLRQ
RI WKH JRYHUQPHQW EXGJHW FRQVWUDLQW� RU LW PLJKW LQYROYH WHPSRUDULO\ UXQQLQJ D EXGJHW VXUSOXV�
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DQG�SROLWLFDO�FRPSOHPHQWDULWLHV��DQG�WKHQ�WR�VHW�WKHVH�SROLF\�LQVWUXPHQWV�FRQMRLQWO\�VR�DV�WR�H[�
SORLW�WKHVH�FRPSOHPHQWDULWLHV�
,Q�VKRUW��XQHPSOR\PHQW�SROLF\�GHFLVLRQV�²�FRQFHUQLQJ�ERWK� WKH�QDWXUH�RI� WKH�SROLF\� LQVWUX�

PHQWV�DQG�WKH�GHJUHH�WR�ZKLFK�WKHVH�LQVWUXPHQWV�DUH�FKDQJHG�²�DUH�QRW�WR�EH�PDGH�LQ�LVRODWLRQ
IURP�RQH�DQRWKHU��7KH\�PXVW�EH�PDGH� WRJHWKHU��DQG� LW� LV�FOHDU�ZK\� WKH�H[LVWHQFH�RI�HFRQRPLF
DQG�SROLWLFDO� FRPSOHPHQWDULWLHV�FDOOV� IRU� VXFK� DQ� DSSURDFK�� ,Q� WKH�SUHVHQFH�RI� HFRQRPLF� FRP�
SOHPHQWDULWLHV�� LQGLYLGXDO�SROLF\� LQLWLDWLYHV�PD\�EH� LQHIIHFWLYH�RQ� WKHLU�RZQ�� WKHLU� WUXH�SRWHQWLDO
FDQQRW�EH�DVVHVVHG�XQOHVV�ZH�H[SORUH�KRZ�WKHLU�LQIOXHQFH�FDQ�EH�UHLQIRUFHG�WKURXJK�RWKHU�SROLF\
LQLWLDWLYHV�� ,I� WKH�SROLF\�PHDVXUHV�DUH� LPSOHPHQWHG� LQ� LVRODWLRQ�� WKHUH� LV�QR� DVVXUDQFH� WKDW� VXFK
UHLQIRUFHPHQW�ZLOO�EH�IRUWKFRPLQJ�
)XUWKHUPRUH�� LVRODWHG� SROLF\� LQLWLDWLYHV� DUH� RIWHQ� D� UHFLSH� IRU� SROLWLFDO� IDLOXUH�� VLQFH� HDFK� RI

WKHP�RQ�WKHLU�RZQ�KDV�D�WHQGHQF\�WR�FUHDWH�ZLQQHUV�DQG�ORVHUV��,I�WKH�ORVHUV�DUH�VXIILFLHQWO\�QX�
PHURXV�DQG�SRZHUIXO��WKH\�ZLOO�EH�DEOH�WR�EORFN�WKHVH�LQLWLDWLYHV��HYHQ�LI�WKH�ZLQQHUV�VWDQG�WR�JDLQ
D�ORW�PRUH�WKDQ�WKH�ORVHUV�VWDQG�WR�ORVH��%XW�LI�SROLWLFDOO\�FRPSOHPHQWDU\�SROLFLHV�DUH�IRUPXODWHG
FRQMRLQWO\��WKHQ�WKH�ORVHUV�IURP�RQH�SROLF\�FDQ�SRVVLEO\�EH�FRPSHQVDWHG�E\�EHFRPLQJ�WKH�ZLQ�
QHUV�RI�DQRWKHU�SROLF\���

7R�VHH�KRZ�WKLV�ZRUNV��OHW�XV�H[DPLQH�KRZ�WKH�SUREOHP�RI�SROLWLFDO�K\VWHUHVLV�LQ�WKH�DQDO\VLV
DERYH�FRXOG�EH�UHVROYHG�E\�EURDGHQLQJ�WKH�VHW�RI�SROLF\�LQVWUXPHQWV�VR�DV�WR�H[SORLW�IXUWKHU�HFR�
QRPLF�DQG�SROLWLFDO�FRPSOHPHQWDULWLHV��5HFDOO�WKDW�WKH�SROLWLFDO�K\VWHUHVLV�SUREOHP��DV�GHSLFWHG�LQ
)LJXUH�����LQYROYHV�D�VLPSOH�FRQIOLFW�RI�LQWHUHVW��7KH�JRYHUQPHQW�LV�XQDEOH�WR�DFKLHYH�WKH�VRFLDOO\
GHVLUDEOH�SRVLWLRQ�E\�PHDQV�RI�WD[�DQG�EHQHILW�UHIRUP��VLQFH�D�UHGXFWLRQ�RI�XQHPSOR\PHQW�EHQH�
ILWV�DQG�WD[HV�ZRXOG�KXUW� WKH�XQHPSOR\HG��ZKHUHDV�D� ULVH� LQ�EHQHILWV� DQG� WD[HV�ZRXOG�KXUW� WKH
HPSOR\HG��1RZ��KRZHYHU��FRQVLGHU�LQFOXGLQJ�DQRWKHU�LQVWUXPHQW�LQ�WKH�SROLF\�SDFNDJH��QDPHO\�
HPSOR\PHQW�YRXFKHUV��RU�WD[�EUHDNV��IRU�ILUPV�WKDW�KLUH�FXUUHQWO\�XQHPSOR\HG�SHRSOH�
6LQFH�VXFK�KLULQJ�YRXFKHUV� LPSURYH� WKH�ZHOIDUH�RI� WKH�XQHPSOR\HG�� WKH\�FRXOG�FRPSHQVDWH

WKH�XQHPSOR\HG�IRU�D�UHGXFWLRQ�LQ�XQHPSOR\PHQW�EHQHILWV��2Q�WKH�RWKHU�KDQG��WKH�YRXFKHUV�PD\
KXUW�WKH�HPSOR\HHV��VLQFH�ILUPV�ZRXOG�JDLQ�DQ�LQFHQWLYH�WR�UHSODFH�VRPH�RI�WKHLU�HPSOR\HHV�ZLWK
VXEVLGLVHG�QHZ�UHFUXLWV��%XW�LQ�WKLV�FDVH�WKH�HPSOR\HHV�FRXOG�EH�FRPSHQVDWHG�IRU�WKLV�ORVV�E\�D
UHGXFWLRQ�LQ�WD[HV��PDGH�SRVVLEOH�WKURXJK�D�UHGXFWLRQ�LQ�XQHPSOR\PHQW�EHQHILWV�
7KH�SROLWLFDO�SRVVLELOLWLHV�IRU�SROLF\�UHIRUP�WKDW�HPHUJH�ZLWK�WKH�H[SDQVLRQ�RI�WKH�SROLF\�SDFN�

DJH�FDQ�EH�LOOXVWUDWHG�FOHDUO\�LQ�WHUPV�RI�3DUHWR�SRVVLELOLW\�VHWV��5HFDOO�WKDW�IRU�WKH�EDVHOLQH�PRGHO
DERYH�²��LQ�ZKLFK�RQO\�XQHPSOR\PHQW�EHQHILW�DQG�WD[�SROLFLHV�DUH�XVHG��DV�VSHFLILHG�LQ�$SSHQGL[
%���DQG�LOOXVWUDWHG�LQ�)LJXUH����²��WKH�3DUHWR�SRVVLELOLW\�VHW�LV�HPSW\��VR�WKDW�QR�SROLF\�FKDQJH�LQ
SROLWLFDOO\� IHDVLEOH�� ,Q� WKH� EDVHOLQH�PRGHO���� WKH� UHSODFHPHQW� UDWLR� �WKH� UDWLR� RI� XQHPSOR\PHQW
EHQHILWV�WR�WKH�ZDJH��LV�������WKH�WD[�UDWH�LV������DQG�WKH�FRUUHVSRQGLQJ�KLUH�UDWH�LV��������1RZ
FRQVLGHU�ZKDW�KDSSHQV�WR�WKH�3DUHWR�SRVVLELOLW\�VHW�ZKHQ�D�KLULQJ�YRXFKHU��ILQDQFHG�WKURXJK�UH�
GXFWLRQV�LQ�XQHPSOR\PHQW�EHQHILWV�DQG�WD[HV��DXJPHQWV�WKH�WD[�DQG�EHQHILW�SROLFLHV��6SHFLILFDOO\�
OHW�WKH�YRXFKHU�EH������VR�WKDW�WKH�YRXFKHU�LV�������RI�WKH�ZDJH��7KLV�EURDGHQLQJ�RI�WKH�SROLF\
SRUWIROLR�FUHDWHV�D� UDQJH�RI� WD[�EHQHILW�SROLFLHV� WKDW� LPSURYHV� WKH�ZHOIDUH�RI�ERWK� WKH�HPSOR\HG
DQG�XQHPSOR\HG�SHRSOH�DQG�FRQVHTXHQWO\�LV�SROLWLFDOO\�IHDVLEOH��7KH�IHDVLEOH�UDQJH�RI�SROLFLHV� LV
SLFWXUHG�E\�WKH�3DUHWR�SRVVLELOLW\�VHW�LQ�)LJXUH����

Figure 15. The Pareto possibility set created by a hiring voucher

>,QVHUW�ILJXUH�KHUH@

,W� LV� LPSRUWDQW�WR�HPSKDVLVH�WKDW�WKH�SROLWLFDO�JDLQV�IURP�EURDG�UHIRUP�FDQ�EH�UHDSHG�RQO\� LI
WKH� UHIRUP� DUH� XQGHUWDNHQ� VLPXOWDQHRXVO\� DQG� LQ� FRQMXQFWLRQ� ZLWK� RQH� DQRWKHU�� 6XSSRVH� WKDW�� RQ� WKH
FRQWUDU\��D�JRYHUQPHQW�LQWURGXFHV�D�KLULQJ�YRXFKHU�ZLWKRXW�DW�WKH�VDPH�WLPH�LPSOHPHQWLQJ�XQ�

�� %OLQGHU ������ S� ���II� SURYLGHV XVHIXO H[DPSOHV RI WKLV VWUDWHJ\ LQ WKH IRUPXODWLRQ RI 8�6� WD[ SROLF\�
�� 7KH RWKHU SDUDPHWHUV DUH VSHFLILHG LQ $SSHQGL[ %�
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HPSOR\PHQW�EHQHILW� UHIRUP�DQG� WD[� UHIRUP�� �7KHQ� WKH�KLULQJ�YRXFKHUV�PD\� UHGXFH�XQHPSOR\�
PHQW���%XW�RQFH�WKLV�SROLF\�KDV�EHHQ�LPSOHPHQWHG��WKH�SROLWLFDO�GHDGORFN�DERXW�DQ\�IXUWKHU�XQ�
HPSOR\PHQW�EHQHILW�UHIRUP�DQG�WD[�UHIRUP�PD\�UHPDLQ���2QO\�WKURXJK�D�VLPXOWDQHRXV�LPSOHPHQ�
WDWLRQ�RI�KLULQJ�YRXFKHUV��XQHPSOR\PHQW�EHQHILW�UHGXFWLRQ��DQG�WD[�UHGXFWLRQV�FDQ�SROLWLFDO�K\V�
WHUHVLV�EH�RYHUFRPH�DQG�VL]HDEOH�H[SDQVLRQV�RI�WKH�3DUHWR�SRVVLELOLW\�VHW�EH�IXOO\�UHDOLVHG�

���&RQFOXGLQJ�WKRXJKWV

,Q� VXP�� RXU� DQDO\VLV� SURYLGHV� D� SRVVLEOH� H[SODQDWLRQ� IRU� WZR� ZLGHVSUHDG� SROLF\� SUREOHPV� LQ
(XURSH��WKH�GLVDSSRLQWLQJO\�VPDOO�XQHPSOR\PHQW�HIIHFW�RI�PDQ\�SDVW�UHIRUP�PHDVXUHV�WR�VWLPX�
ODWH�MRE�FUHDWLRQ�DQG�MRE�VHDUFK��DQG�WKH�SROLWLFDO�GLIILFXOWLHV�LQ�LPSOHPHQWLQJ�PRUH�H[WHQVLYH�UH�
IRUP�SURJUDPV��:H�DUJXH�WKDW�WKHVH�SUREOHPV�DULVH�QHLWKHU�EHFDXVH�WKH�FRQVLGHUHG�UHIRUP�PHDV�
XUHV�DUH�LQKHUHQWO\�LQHIIHFWLYH��QRU�EHFDXVH�RI�WKH�GDQJHU�WKDW�WKHVH�PHDVXUHV�ZLOO�QHFHVVDULO\�UH�
SODFH�(XURSHDQ�VW\OH� XQHPSOR\PHQW� E\�$PHULFDQ�VW\OH� LQHTXDOLW\�� 5DWKHU��ZKDW�PD\� OLH� DW� WKH
KHDUW�RI�WKH�GLIILFXOW\�LV�WKH�IDLOXUH�RI�PDQ\�(XURSHDQ�JRYHUQPHQWV�WR�FRQVLGHU�WKH�LPSOHPHQWD�
WLRQ�RI�EURDG�EDVHG�UHIRUP�VWUDWHJLHV�WKDW�H[SORLW�SROLF\�FRPSOHPHQWDULWLHV�
&RPSOHPHQWDU\�SROLFLHV�FDOO�IRU�D�GLVWLQFWLYH�DSSURDFK�WR�SROLF\�PDNLQJ��:KHQ�RQO\�D�VPDOO

QXPEHU�RI�XQHPSOR\PHQW�SROLFLHV�²�IURP�D�EURDGHU�JURXS�RI�FRPSOHPHQWDU\�SROLFLHV�²�LV�XQGHU
FRQVLGHUDWLRQ��LW�PD\�EH�SROLWLFDOO\�LPSRVVLEOH�WR�LPSOHPHQW�WKHP�DQG��HYHQ�LI�WKH\�ZHUH�LPSOH�
PHQWHG��WKHLU�LQIOXHQFH�RQ�XQHPSOR\PHQW�ZRXOG�EH�VPDOO��,W�LV�RQO\�ZKHQ�D�EURDG�VHW�RI�SROLFLHV
LV�DOO�LPSOHPHQWHG�LQ�FRQMXQFWLRQ�ZLWK�RQH�DQRWKHU�WKDW�WKH\�EHFRPH�SROLWLFDOO\�IHDVLEOH�DQG�HFR�
QRPLFDOO\�HIIHFWLYH�
,I�RXU�DQDO\VLV�FDSWXUHV�VRPHWKLQJ�VLJQLILFDQW��WKHQ�WKH�WLPLG�DSSURDFK�WR�SROLF\�PDNLQJ�PD\

VLPSO\�QRW�EH�DQ�RSWLRQ��,QFUHPHQWDO��VPDOO�VFDOH�DGMXVWPHQWV�RI�H[LVWLQJ�SROLF\�SDFNDJHV�PD\�EH
GRRPHG�WR� IDLOXUH��3HUKDSV� WKH�RQO\�ZD\� WR� WDFNOH� WKH�(XURSHDQ�XQHPSOR\PHQW�SUREOHP� LV� WR
KDYH�WKH�FRXUDJH�WR�WKLQN�ELJ�DQG�EURDG�
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$SSHQGL[�$��2WKHU�6RXUFHV�RI �&RPSOHPHQWDULWLHV

7KH�DUWLFOH�KDV�GHDOW�ZLWK� WZR�SURPLQHQW�HFRQRPLF�FRPSOHPHQWDULWLHV�� FRQFHUQLQJ� WKH� LQWHUDF�
WLRQ�EHWZHHQ� WKH�ZRUNHUV·� VHDUFK� IRU� MREV�DQG� WKH�HPSOR\HUV·� VHDUFK� IRU�ZRUNHUV� DQG�EHWZHHQ
HPSOR\HHV·�ZRUN�HIIRUW�DQG�HPSOR\HUV·�UHWHQWLRQ�GHFLVLRQV��,Q�WKLV�DSSHQGL[�ZH�FRQVLGHU�WR�IXU�
WKHU�FRPSOHPHQWDULWLHV��RSHUDWLQJ�LQWHUWHPSRUDOO\�
7KHUH� LV� DQ� LQWHUWHPSRUDO� FRPSOHPHQWDULW\� RSHUDWLQJ� WKURXJK� VHDUFK� HIIRUW�� ,Q� WKH� FXUUHQW

WLPH�SHULRG��XQHPSOR\PHQW�EHQHILW�UHIRUP�VWLPXODWHV�WKH�UHZDUG�WR�MRE�VHDUFK�DQG�WKHUHE\�UDLVHV
FXUUHQW�VHDUFK�HIIRUW��7KH�LQFUHDVH�LQ�FXUUHQW�VHDUFK�HIIRUW��LQ�WXUQ��UDLVHV�WKH�FKDQFHV�RI�ILQGLQJ�D
MRE�LQ�WKH�IXWXUH�DQG�WKHUHE\�VWLPXODWHV�IXWXUH�VHDUFK�HIIRUW��%\�KRZ�PXFK�IXWXUH�VHDUFK�HIIRUW
ZLOO�EH�VWLPXODWHG�GHSHQGV�RQ�WKH�WD[�EXUGHQ��,Q�WKLV�ZD\��XQHPSOR\PHQW�EHQHILW�JLYHV�PRUH�OHY�
HUDJH�WR�WKH�LQIOXHQFH�RI�WD[�UHIRUP�RQ�VHDUFK�HIIRUW�

 7KLV�LQWHUWHPSRUDO�FRPSOHPHQWDULW\�DOVR�ZRUNV�WKH�RWKHU�ZD\�URXQG��7D[�UHIRUP�VWLPXODWHV
VHDUFK�HIIRUW��ZKLFK�LQFUHDVHV�WKH�FKDQFHV�RI�ILQGLQJ�D�MRE�LQ�WKH�IXWXUH��DQG�WKH�UHVXOWLQJ�VWLPX�
OXV� WR� IXWXUH� VHDUFK�HIIRUW�GHSHQGV�RQ� WKH� OHYHO�RI�XQHPSOR\PHQW�EHQHILWV��6R� WD[� UHIRUP�DOVR
JLYHV�PRUH�OHYHUDJH�WR�XQHPSOR\PHQW�EHQHILW�UHIRUP�
 

 Figure A1.  Intertemporal Complementarities Operating through Search Effort

 
 
 
 
 

 
 
 %HVLGHV��WKHUH�LV�DQ�LQWHUWHPSRUDO�FRPSOHPHQWDULW\�RSHUDWLQJ�WKURXJK�ZRUN�HIIRUW���,Q�WKH

FXUUHQW�WLPH�SHULRG��WD[�UHIRUP�VWLPXODWHV�WKH�UHZDUG�WR�ZRUNLQJ�DQG�WKHUHE\�UDLVHV�FXUUHQW�ZRUN
HIIRUW��7KH�LQFUHDVH�LQ�FXUUHQW�ZRUN�HIIRUW��LQ�WXUQ��UDLVHV�WKH�HPSOR\HHV·�FKDQFHV�RI�NHHSLQJ�WKHLU
MREV�LQ�IXWXUH�DQG�WKHUHE\�VWLPXODWHV�IXWXUH�ZRUN�HIIRUW��%\�KRZ�PXFK�IXWXUH�ZRUN�HIIRUW�ZLOO�EH
VWLPXODWHG�GHSHQGV�RQ�WKH�OHYHO�RI�XQHPSOR\PHQW�EHQHILWV��ZKLFK�LV�WKH�DOWHUQDWLYH�WR�ZDJH�LQ�
FRPH���,Q�WKLV�ZD\��WD[�UHIRUP�DXJPHQWV�WKH�LQIOXHQFH�RI�XQHPSOR\PHQW�EHQHILW�UHIRUP�RQ�ZRUN
HIIRUW�

 &RQYHUVHO\��D�GURS�LQ�XQHPSOR\PHQW�EHQHILWV�VWLPXODWHV�ZRUN�HIIRUW��ZKLFK�LQFUHDVHV�WKH
HPSOR\HHV·�FKDQFHV�RI�NHHSLQJ�WKHLU�MREV�LQ�WKH�IXWXUH��DQG�WKH�UHVXOWLQJ�VWLPXOXV�WR�IXWXUH�ZRUN
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 Figure A2.  Intertemporal Complementarities Operating through Work Effort
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%XWL� 0�� /�5� 3HQFK DQG 3� 6HVWLWR ������� (XURSHDQ 8QHPSOR\PHQW� &RQWHQGLQJ 7KHRULHV DQG ,QVWLWXWLRQDO &RP�
SOH[LWLHV� (XURSHDQ &RPPLVVLRQ� PLPHR�

&RH� '� DQG '� -� 6QRZHU ������� 3ROLF\ &RPSOHPHQWDULWLHV� 7KH &DVH IRU )XQGDPHQWDO /DERXU 0DUNHW 5HIRUP� ,Q�
WHUQDWLRQDO 0RQHWDU\ )XQG 6WDII 3DSHUV� ��� �����

'DYHUL� )� DQG *� 7DEHOOLQL ������� 8QHPSOR\PHQW� *URZWK DQG 7D[DWLRQ LQ ,QGXVWULDO &RXQWULHV� %UHVFLD 8QLYHUVLW\�
'LVFXVVLRQ 3DSHU 1R� ����� %UHVFLD 8QLYHUVLW\�

(OPHVNRY� -�� -� 3� 0DUWLQ DQG 6� 6FDUSHWWD ������� .H\ /HVVRQV IRU /DERXU 0DUNHW 5HIRUPV� (YLGHQFH IURP 2(&'
&RXQWULHV· ([SHULHQFHV� 6ZHGLVK (FRQRPLF 3ROLF\ 5HYHLZ ��

/LQGEHFN� $� DQG '� -� 6QRZHU ������� 7KH ,QVLGHU�2XWVLGHU 7KHRU\ RI (PSOR\PHQW DQG 8QHPSOR\PHQW �&DP�
EULGJH� 0,7 3UHVV��

3KHOSV� (� 6� ������� 6WUXFWXUDO 6OXPSV �&DPEULGJH� +DUYDUG 8QLYHUVLW\ 3UHVV��

6DLQW�3DXO� *� ������� 2Q WKH 3ROLWLFDO (FRQRP\ RI /DERU 0DUNHW )OH[LELOLW\� LQ -� 2OLYLHU� �HG��� 1%(5 0DFURHFR�
QRPLFV $QQXDO ���� �&DPEULGJH� 0,7 3UHVV�� �������

6KDSLUR� &� DQG -� (� 6WLJOLW] ������� 8QHPSOR\PHQW DV D :RUNHU 'LVFLSOLQH 'HYLFH� $PHULFDQ (FRQRPLF 5HYLHZ� ���
��������



Government Welfare of Welfare of Unemployed
b � cross-elasticity �b �� Budget employed unemployed unemployed

0.40 0.10 0.134 1.56 0.17 Balanced 57.28 55.13 0.099
0.35 0.09 0.086 1.27 0.12 Surplus " # 0.090
0.36 0.093 0.095 1.33 0.14 Surplus " # 0.091
0.362 0.092 0.095 1.34 0.13 Balanced " # 0.092
0.38 0.092 0.106 1.43 0.14 Deficit " " 0.092
0.41 0.102 0.147 1.64 0.18 Deficit # " 0.101
0.45 0.111 0.212 1.94 0.238 Deficit # " 0.111

Note:

Baseline parameter values are reviewed in the Appendix.

Table 1: The Effects of Alternative Tax-Benefit Policy Combinations.
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0.099 - 0.112

0.112 - 0.123

0.123 - 0.133

0.133 - 0.142

0.142 - 0.153
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Above 0.206

FIGURE 8: Economic Complementarities
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FIGURE 9: Unemployment, Taxes and Transfers
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