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The theme of this paper came out as an effort to understand the difference
in economic policy strategies on both sides of the Atlantic. Why since at
least two decades macroeconomic policies have been so active in the US
and so passive in Europe? Why does governments in Europe accepts
rather passively a persistent high level of unemployment? What explains
their apparent resignation to a slow growth trend? My answer to these
questions has varied through time.

In the eighties I developed with Edmund Phelps an explanation of the
slump in Europe grounded on the adverse consequences on the European
economy of the radical change of the American policy mix in the first half
of the eighties. The huge increase in both the world long term interest
rate and the real exchange rate of the dollar to which the new policy mix
led magnified for the European countries the inflationary consequences of
the second oil shock and led to an increase in the restrictivity of European
monetary policy. The interest rate and the exchange rate channel of the
transmission mechanism dominated the trade channel and as a result the
expansion in the United States did not lift the European rate of growth.
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In the nineties the story was not quite the same. The American policy mix
was reversed – expansionary monetary policy and (weakly) restrictive
fiscal policy – and it was no more possible to refer to an external shock to
explain the poor European performances in term of growth as well as in
term of unemployment. But an internal European shock – namely
German unification – could have played the same role, as it led in
Germany to an expansionary fiscal policy and a restrictive monetary one.
The only important difference was that the inflation situation was not at
all the same at the beginning of the eighties and at the beginning of the
nineties. By and large, the battle against inflation had been won in the
preceding decade, and the German unification shock should not have lead
to such an increase in the restrictivity of monetary policy in non German
countries of the European Union. One has to recall that the average short
term real rate of interest in the EU during the period 1991-1996 was
about 5% for an average rate of growth of 1.5%: the critical gap was thus
as high as 3.5%, which by historical standard is extraordinary high. We
have thus to refer to a complementary phenomena to explain the course of
macroeconomic policy in Europe during the nineties, namely the
deflationary bias of decentralised monetary union. A partial proof of this
assertion is that this deflationary bias came to an end with the launching
of the euro.

So far so well. But when it comes to the years 2000 some other
complementary phenomena has to be mobilised to explain the passivity of
European economic policy reaction confronted with a series of adverse
shocks. The main suspect, this time is no more monetary policy but rather
fiscal policy constrained by the stability and growth pact. But now one
becomes perplex. The naïve will say: “the story for each decade seems to
be convincing. You can always refer to an exogenous factor – different
from decade to decade – to explain the poor performances of the European
economy; but how to make sense of the fact that economic policies are
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consistently wrong in Europe and consistently right in the US?”

And

indeed the naïve is right: how to make sense of that?

I have no articulated answer to that query. I will rather use a working
hypothesis which may be put in the following way: assume that social
norms have changed and that the new norm calls for a greater degree of
inequality. Then macroeconomic policies have to be active where this
higher degree of inequality has been achieved – in the United States – and
passive where it has not, so as to achieve it. That is admittedly a crude
way of putting the hypothesis, but as we shall see later it may be arrived
at in a more sophisticated way. It is not a conspiracy theory. A change in
social norm may have deep roots and be the reflection of a collective belief
to which policy makers may find hard to resist.

Social Norms and inequality: some theoretical notes

If we reason in the framework of a general equilibrium model for the sake
of simplicity, full employment is achieved when the wage distribution
corresponds to the distribution of marginal productivities of labour.
Shocks on relative marginal productivities of labour, as those which are
routinely emphasized – the impact of globalisation on the demand for low
skilled labour, the non-neutrality of technical progress – have the effect of
widening the distribution of wage, i.e. of increasing inequality in countries
where such an increase is allowed for, say in the US. In countries
characterised by a generous social protection system such an adjustment
may be prevented. For example, the level and the duration of
unemployment benefits may raise the reservation wage. Besides, a
minimum wage legislation may cause workers whose marginal product is
valued less than the minimum wage to be permanently unemployed.

Under these circumstances a trade-off can arise between wages and
employment when the demand for unskilled workers falls. This trade-off
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seems to be well grounded in General Equilibrium Theory. However, in
such

a

framework--absent

heroic

assumptions

on

endowments--

redistributive schemes have to be devised to obtain equilibrium wages
above (social) subsistence level. Minimum wage cum unemployment
benefits and/or minimum income is an example of such a scheme. Dehez
and Fitoussi (1996, a and b) present a general equilibrium model with
different categories of labour, each characterised by an inelastic supply
and a specific level of productivity; they study the effect on employment
and wages of introducing a minimum real income, while prices and
nominal wages are otherwise perfectly flexible. Compensations are paid to
unemployed workers and financed by an income tax. Together with the
minimum real income, this induces a minimum real wage. The fact that
individuals differ in terms of their skill is an important feature of the
model. The distribution of skills is relatively rigid in the short term
because the acquisition of new skills takes time. However there is always
a certain degree of flexibility because workers are often qualified for a
variety of jobs. Skill and qualification are thus distinguished: the skill
structure is rather rigid while the qualification structure offers some
flexibility. This flexibility is allowed for by assuming that the structure of
qualifications is pyramidal in the sense that workers with a given skill are
qualified for jobs corresponding to lower skill levels.

A simple characterisation of an equilibrium with unemployment is given
in real terms. The emerging wage scale is such that wages in two
successive categories are equal whenever unemployment prevails in the
most qualified type1. The equilibrium distribution of employment may be
characterised by under-employment because some workers may have to
accept jobs corresponding to lower qualifications. It is then shown that the
existence of a (short run) equilibrium depends on the capacity of the

1 See Fitoussi (1994) for a comparative study on wage distributions in United states, United
Kingdom and France.
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economy to finance the unemployment compensations from income taxes,
without the creation of money. Alternative institutional arrangements,
like employment subsidies, perform better in such a framework. Firms
receive a subsidy such that workers in category j cost their marginal
productivity, even if they receive a net real wage equal to the minimum
income. In this setting, there is full employment and the authors show
that it is actually possible to cover the subsidies from taxes. The
employment subsidies regime is thus compatible with full employment
and a balanced budget under minimal assumptions.

Full employment can be obtained through a wage subsidy scheme if, and
only if, the minimum net income of the wage earner is strictly less than
the weighted average of marginal productivities. However, it may also be
explicitly imposed through taxation if the high skilled workers do not
reduce their supply of labour — as assumed in that model — because of
the increased taxation.

To sum up, the introduction of a wage subsidy scheme will have two
effects: in a country characterised by a relatively high level of the
minimum wage (say France), it will “force” full employment, because the
“high” minimum wage perceived by the worker is greater than the cost of
labour paid by firms. In a country were the minimum wage is not binding
but the problem arises from a too high level of the reservation wage –
which amounts to saying that the wage effectively paid to the less skilled
is too low – it will lead to an increase in the net real wage perceived by the
workers and thus reduce the propensity to quit of these workers. In both
situations, it will lead to an increase in in-work benefits.

But individual marginal productivities are hard to measure as most
productions are arrived at through team working. There is for this reason
some arbitrary element in assigning to each member of a team a given
figure for his productivity and thus for his wage. In other words wage
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distribution is also arrived at through social norms. For example, in the
preceding case, the full employment solution may be spontaneously
achieved if social norms impose a wage structure such that the degree of
inequality in the wage distribution is smaller than the degree of
inequality of marginal productivities. Social norms may impose such
implicit systems of subsidies (from workers with a high level of
productivity to workers at the low end of the productivity scale).

But it is the converse case that we want to study. Assume then that the
primum movens of the change in wage distribution, and more generally,
income distribution, is neither globalisation nor technical progress, but a
change in attitude in society towards inequality. In 1992, I have shown
how a greater tolerance towards inequality is likely to lead to mounting
unemployment in European countries. It is easy to understand the
reasons if we use the preceding framework. This change in attitude can be
seen as an exogenous shock – every thing being equal – on the wage
distribution, which becomes wider than the distribution of marginal
productivities. Full employment can still be sustained if relative wages
adapt to the new social norms. Otherwise unemployment will increase
among the workers at the lower end of the wage distribution. In effect to
meet this change reverse subsidies are called for– from the poor to the
rich – to avoid adverse consequences on employment. It is as if low skilled
workers accept a real wage lower than their marginal product to allow
high skilled workers to get real wages higher than their marginal product.
In countries where the social protection system does not allow for such
reverse subsidies – because say of a “too” high level of the minimum wage
– unemployment will increase. Of course, to avoid such an outcome a fiscal
scheme may be devised – to subsidize the employment of these workers –
as in the preceding model, but it will unlikely meet the consentment to
pay of the high paid workers, and thus will lead to budget deficits. It will
be actually impossible to cover the subsidies from taxes. The employment
subsidies regime becomes thus incompatible with full employment and a
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balanced budget. Notice that the change in social norms has in this case
the effect of increasing the NAIRU. In such an environnement,
macroeconomic policies become ineffective to combat unemployment as
the situation call clearly for structural reforms. I will come back to this
point later.

Are there evidences of a change in social norms? Actually there are. The
country where this change seems to have worked all its way is the United
States. A New-York Time magazine article by Paul Krugman entitled “For
Richer” makes the point abundantly clear. Over the last 29 years, the
average annual salary in America increased by 10%. Over the same period
the average annual compensation of the top 100 C.E.O.’s went from 39
times the pay of an average worker to 1000 times the pay of ordinary
workers. A C.B.O. study found that between 1979 and 1997, the after tax
income of the top 1% family rose 157 percent compared with only a 10%
gain for families near the middle of the income distribution. It is no
wonder then that the share of the rich is no longer trivial: the top 1%
receive nowadays 14% of after-tax income, a share which has doubled over
the past 30 years and which is now about as large as the share of the
bottom 40% of the population. “And here’s is a radical thought: if the rich
get more, that leaves less for everyone else” (Paul Krugman, 2002). And
the usual explanations – globalization, skill-biased technology, or “the
superstar” explanation – cannot help to understand an increase in
inequality of such a magnitude. Income seems to have evolved out of
relation with any measure of productivity. “The more pessimistic view –
which I find more plausible – is that competition for talent is a minor
factor. Yes a great executive can make a big difference – but those huge
pay packages have been going as often as not to executives whose
performance is mediocre at best.” (P.K.).

The effectiveness of macroeconomic policies
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Under this background, one may understand now the difference in the use
of macroeconomic policies between The United States and Europe.
Macroeconomic policies have to be active where the social protection
system is weak or equivalently where the degree of inequality has reached
the level required by the new social norms. Otherwise a slowdown of
growth, not to say a recession, would have such far reaching
consequences, that it will endanger the legitimacy of the economic system.
Mass unemployment in the US is simply unbearable in view of its
potentially destructive social consequences. (To fix ideas, life expectancy is
in the US three years lower than in Sweden, infant mortality twice as
high. The median Swedish family has a standard of living roughly
comparable with that of the median US family, but Swedish families with
children which are at the 10th percentile have income 60% higher than
their US counterpart.)

In Europe macroeconomic policies may be passive, or even structurally
restrictive, as the social protection system can take care up to a point of
the unemployed. But the resulting slow growth path of the economy will
put the social protection system and public finance under pressure, as
fiscal and social receipts will slowdown at the very moment where social
expenditures are increasing. The only apparent way out would then be
structural reforms, by which one means a leaner welfare state and a lower
level of public spending. The course of European macroeconomic policies
can be seen as a way to force structural reforms so as to achieve the
required increase in inequality. European economies would need greater
labour flexibility and this in turn would imply the reduction of the
artificially introduced imperfections that hamper its free and efficient
functioning. Among these institutional obstacles the most frequently
named one are the minimum wage, unemployment benefits, employment
protection, and more generally a labour market legislation which imposes
structural rigidities. The conclusion seems clear: our society can keep its
level of affluence and full employment can be reached by making workers
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depend on less paid and more precarious jobs. As no one forecasts a
decrease in the standard of living in our affluent societies, this statement
is equivalent to say to the poorest categories that in order to increase
further the wealth of the nation, they have to accept to become poorer.

Regardless of the theoretical justification of the Welfare State whose
function should be that of alleviating the inefficiencies resulting from the
real-world market failures, it is undeniable that the European experience
has shown how welfare programs increase the size of governments: the
need of larger revenues to finance various programs may lead to increase
the magnitude of tax distortions. In the presence of lasting soft growth
periods welfare programs may lead to a mounting public debt and/ or to
increased taxation of labour income. The welfare state may then be
considered as unsustainable in time of unemployment because it leads to
an increase in the cost of labour at the very moment a decrease of this cost
is called for. Hence, by making the burden of adjustment fall on the social
protection system, restrictive macroeconomic policy show its effectiveness,
once its implicit goal of increasing the degree of inequality – i.e. to adapt
to the new social norm – has been recognized.

Is there an independent rationale for structural reforms?

In what precedes, I advanced a strong and provocative hypothesis: the
inertia of European governments in the past decades is due to a "hidden
agenda", namely the tentative to bring the European social system to a
lower degree of protection, and hence to prove the ineluctability of
structural reforms. These, in turn, should push Europe towards the
situation required by the new social norms. But wouldn't be more
straightforward, and more intuitive, to admit that structural reforms
simply smoothen the working of the economy, and hence are conducive to
higher growth and welfare for all? After all the NAIRU could have
increased as a consequence of the inadaptation of the social system to a
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new environnement – the interaction between shocks and institutions
thesis – rather than as a consequence of an exogenous move in the desired
wage distribution.

The reference model, in the plea for structural reforms, is centred on an
economy with perfect competition and rational expectations. In such a
model full employment is always assured absent rigidities, and policy is
ineffective. This framework emphasizes the role of institutions in
economic performances, especially labour market institutions: any rigidity
lead to departures from the reference model and hence to bad economic
outcomes.

This vision has two major (and related) flaws: The first, theoretical, is that
it is based on a simplistic application of the welfare theorems, by which a
perfectly competitive market will always reach the most efficient
price/quantity allocation. It is simplistic because the step from the
theoretical result to the policy prescription is wider than one could think,
and has to be taken cautiously (as was done by the founders of general
equilibrium theory). In fact, the efficiency of the market outcome strongly
depends on a number of assumptions that are rarely observed in the real
world, from perfect competition to complete markets and information2.
But once we admit, because of "market failures", the impossibility to
attain the first best equilibrium, the theory is incapable of establishing an
unique ranking of alternative institutional arrangements. In other words,
it has still to be proven that efficiency is monotonically related to
flexibility, so that the closer we get to the benchmark, the better; and
unless this is proven, "more reforms are good" may not be seen as an
unconditionally true statement. Thus we have a first dismissal, on
theoretical grounds, of the argument in favour of structural reforms.
2 At any rate, even assuming that market forces were able to attain the maximum efficiency,
there would still exist a problem of equity in the distribution of the resources. A democratic society
may have a legitimate taste for redistribution and for the implementation of a costly system of
safety nets; in this case the strict optimality notion delivered by the free market ideology may not
coincide with a broader notion of social welfare.

20

If we broaden the perspective, things become even more complex. I have
argued elsewhere (Fitoussi 2002) that democracy and political adhesion of
the population to the economic government of a society can actually
enhance efficiency, guaranteeing the flexibility, transparency and
consensus that would be missing when ruling according to the strict
application of a doctrine. Take as an example the different bargaining
power of workers and entrepreneurs. In its Wealth of Nations Smith had
already highlighted the problems that this asymmetry could cause. The
norms on labour protection can then be seen as a legitimate outcome of
the democratic process, aimed at re-establishing some fairness in the
bargaining process.

The only candidate left, for arguing in favour of structural reforms, is then
empirical analysis. Nickell et al. (2003) who are rather representative of
the current consensus on the issue claim that “the equilibrium level of
unemployment is affected first by any variables which influences the ease
with which unemployed individuals can be matched to available job
vacancies, and second, by any variable which tend to raise wages in a
direct fashion despite excess supply in the labour market”. These
variables include the unemployment benefit system, the real interest rate,
employment protection, active labour market policy, union structures, the
extent of coordination in wage bargaining, labour taxes etc... But in fact
what is striking is the weak, to say the least, explanatory power of the
institutional variables, especially those supposedly more important, as the
benefit replacement rate and employment protection3. At best, empirical
studies are able to find robust second order effects of institutions.
Economic outcomes are more easily explained by the large shocks that
3 That the latter may have ambiguous effects has long been recognized in the literature: the
fact that firms are more cautious about hiring, because of strong labour protection may increase
the efficiency of the matching process. But what has not been recognized is that the same may be
said for the workers. The fact that unemployment benefit allows the unemployed to search for a job
better suited to their skills and expectations, may also increase the efficiency of the matching
process. Certainly labor productivity could be greater if the worker has the feeling that his job is
corresponding better to his desire (Fitoussi 2003)

21

OECD countries have suffered: changing trend in productivity growth, the
oil shocks, the important increase in the real rate of interest. Besides,
structural reforms in the countries which implemented them, do not
appear to have played an important role either (Fitoussi, Jestaz, Phelps,
Zoega; 2000). There is thus a hiatus between usual recommendations and
the weaknesses of the evidence to support them.

To sum up, the assumption that the free market paradigm is always
superior to any other institutional arrangement, is not supported by a
strong theoretical argument, nor by the data. Two recent studies
independently conducted on the subject4, reached the same conclusion out
of a sample of 19 OECD countries. In market democracies, the
institutional structure is not a powerful factor in explaining economic
performances. Capitalism is sufficiently robust to accommodate rather
different institutional settings. If we had in each decade followed a
common wisdom saying that there is one institutional arrangement that is
best, we would have recommended to follow the French institutional
model in the 60s, the Japanese one in the seventies, the German one in
the eighties, and the US one in the 90s. The nationality of the model of the
present decade is still unknown5.

The diversity of the institutional framework in OECD countries shows
that institutions are the outcome of a political process anchored in the
specific history, culture and anthropology of the country, rather than a
way to increase efficiency. If for example, the typical labour contract
4 See Fitoussi, Passet (2000) : “Réduction du chômage: les réussites en Europe”, Conseil d’Analyse
Economique 23, La Documentation Française ; and Freeman (2000) : “Single peaked vs diversified
capitalism: the relation between economic institutions and outcomes, NBER Working Paper 7556.
5 As Solow remarks at the end of Keynes Lectures: “If pure unadulterated labour-market reform is
unlikely to create a substantial increase in employment, then the main reason for doing it is
anticipated gain in productive efficiency, however large that may be. But if we respect the wage
earner’s desire for job security, and it seems at least as respectable as anyone’s desire for fast cars
or fat-free desserts, then an improvement in productive efficiency gained that way is not a Paretoimprovement. More labor market flexibility may still be worth having – and I think it is – but then
the losers have a claim in equity to some compensation. The trick is to find a form of compensation
that does not cancel the initial gain in labour-market flexibility.”
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which emerged after the World War II was almost everywhere of long
duration, it may be just because after a war, the solidarity between social
groups had to be reassessed. It may well be that, as I suggested before, the
social norm has since then evolved; but this only adds to the evidence that
the notion of "best" institution is endogenous6.

A complementary explanation: “public social custom” as a
determinant of macroeconomic policy in Europe.

Before concluding we are left with another question that we need to
answer, in order to validate our hypothesis. In fact the policy inertia, and
the push towards structural reforms were a common characteristic of
European policy making, regardless of the political side of the government
involved. Is it possible that any government in Europe has pushed an
agenda aimed at reducing the generosity of the social system? Why would
governments that had programs centred on growth and social solidarity
take a completely different course once elected, even when they had a
reasonable expectation of being punished by their electorate? Unless this
paradox is accounted for, my hypothesis will not hold. Fitoussi and
Saraceno (2002) discuss this issue in relation with the stability and
growth pact. The question they ask is why have governments accepted
restrictions to their fiscal behaviour, when the economic debate on the
rationale of restrictions is still unsettled both theoretically and
empirically.

In the framework of EMU, the question is all the more

important because national governments in the Union have fewer
instruments left, having already given up monetary sovereignty, i.e. the
manipulation of the exchange rate and the short term rate of interest. A
common monetary policy has differentiated effects on the dynamics of
public debt: countries "enjoying" the lowest rate of inflation will suffer

6 Take an example closer in time. The increased generosity of unemployment benefits, after the
attacks of September eleven, was quite obviously an adaptation of institutions to the changed
economic conditions. Yet, a supporter of structural reforms could argue ten years from now that
unemployment had risen in response to the increased rigidity of the system!
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from the highest level of real interest rate; as a consequence, it is
particularly difficult to understand the rationale of the policy mix which
will be imposed by a strict obedience to the stability pact.

And even

harder it is proving, nowadays, to explain to the electorate and to public
opinion why the generalized stagnation of these years is not being dealt
with by means of a robust active fiscal policy.

Fitoussi and Saraceno argue that the consideration of reputation issues
may go a long way to solve this puzzle. First, decisions concerning the
Union are the outcome of a bargaining process between the different
governments of Europe. Each government may believe that its weight in
the negotiations depends on its reputation. In a similar vein, one may
consider the European Union as a Club were members obey a social norm
because they believe that failing in doing so will result in expulsion by the
others; then, the obedience to the norm may emerge as a self fulfilling
equilibrium void of any economic premise (but with serious consequences).
The paper extends to public behaviour a model originally written by
Akerlof (1980), and shows that the fear for reputation loss may be enough
to yield an inefficient equilibrium.

In a broader sense, this argument can be used for the purposes of this
paper as well. A newly elected government, regardless of its political
colour and mandate, must show to its EU partners that it is in fact worthy
of sitting at the table. As a consequence, it will adhere to the mainstream
agenda regardless of its convenience and of the electorate preferences.
Paradoxically, governments whose constituencies care more about the
social contract, will be those who must work harder to convince the
partners, pushing the reforms aimed at dismantling the contract itself.

Of course, one may wonder why is reputation founded on criteria of
budget balance, and not on a criteria of low unemployment or high GDP
growth. And the answer is most probably to be traced to a sort of path
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dependency. The transition towards the EMU has been dominated by the
Maastricht criteria; it is now plainly admitted, even by high rank officials,
that the criteria were motivated, among other things, by the attempt
(failed) to exclude from the Euro the so called "Club Med" countries (Italy,
Spain, Greece, Portugal). The norm that emerged with non economical
motivations is now trapping those who wanted it, and has heavy welfare
consequences for the Club as a whole.

The Stability Pact is not the only instance of a norm constraining public
behaviour in recent European history. In the 1990s, the obedience to the
theoretically dubious requirement of maintaining exchange rate parities
vis-à-vis the German Mark had most of the features of a social norm. It
led to a strongly procyclical monetary policy, similar in many respects to
the widely studied (Clarke, 1967) British experience of the 1920s. As a
result, Europe entered a period of slow growth and mounting
unemployment that lasted almost six years.
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