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1. Introduction

This paper questions the consequences for Frare@alicy that would replicate the German
experience since the mid-2000s and addresses $isébpity of alternative strategies. We start
from the diagnosis of Beissinger, Chusseau & He{k€16, hereafter BCH) who explain the
German economic performance by the combination) ¢iié€ rise in competitiveness related to
offshoring and (ii) the decrease in unemploymemegated by the growing demand for non-
tradable services linked to labour market refortising a slightly modified version of the
computable general equilibrium model of BCH, we liempent a series of simulations which
show (i) that a German-type policy could be ledggieht and more inequality-enhancing in
France than in Germany, and (ii) that another golich directly targets the demand for
non-tradable services could be an alternative, ibuwtould come into conflict with EU
institutional rules.

Since the mid-2000s, the German economy has egHil@tonomic outcomes which are
substantially better than those of most Europeahaalvanced countries. Compared to other
Eurozone countries, German growth has been higggman unemployment has rapidly and
continuously decreased leading to full employmemiblic accounts have significantly
improved, and gains in external competitiveness @ade surpluses have been sizeable.
However, these high performances of the Germanaugrare rather recent. In the early
2000s, Germany was ‘the sick man’ in Europe, wiw lgrowth, high unemployment and
high public deficit and debt. The recovery of ther@an economy began in 2006, i.e., just
after the final setting of the large labour manteform decided from 2003 to 2005, known as
the Hartz laws.

The four phases of the Hartz reforms have deeplgified the German labour market
structure (Jacobi & Kluve, 2007 and Alber & Heis&f)11, for comprehensive expositions).
Hartz | (in 2003) has deregulated temporary agemployment and Hartz Il (in 2003) has
made the non-standard employment (the so-calledi-joibs’) easier, less costly and more
profitable for both firms and workers. Finally, HarlV (set in 2005) has substantially
reshaped the unemployment compensation regimedugcireg both the length and levels of
unemployment benefits, by gathering the social @ameimployment assistance schemes into a
unified system, and by permitting the coincidende l@v-paid part-time work with

unemployment benefits.



The coincidence of the German upsurge with the emehtation of the Hartz reforms has
led a number of observers to explain the formethieylatter. This explanation is based on the
following sequence. By promoting labour flexibilignd reducing labour costs, the Hartz
reforms have increased German competitiveness, tdmbosxports and production, and
lessened unemployment, public deficit and publiotd&ermany could consequently escape
from the restrictive fiscal policies implementednmost European countries, which has again
fostered German growth compared to the rest of figuro

Based on the observation that this diagnosis aslds with facts (in particular, the increase
in competitiveness and the related rise in expocturred from the mid-1990s to the mid-
2000s, i.e., before the setting of Hartz laws), B@rbpose the following alternative
explanation. The increase in German firms’ competitess was based on the large
offshoring of their low skill intensive productiostages implemented from 1995 to 2005,
particularly in central European countries. Thesbffring-related decrease in the demand for
low skilled workers firstly lessened their wage amdsed inequality. But the labour cost
adjustment rapidly met the reservation wage, whvels rather high in Germany because of
the labour market characteristics. Confronted wgtbwing unemployment, the German
government sets the Hartz reforms, inducing theraljownward shift in the reservation
wage’ This has increased the demand for low-skill intemson-tradable services, which has
in turn lessened unemployment.

In this explanation, competitiveness is relatedffshoring and lower unemployment to
the increase in the demand for (and productiomofi-tradable services made possible by the
decrease in the reservation wage. In consequergiggrnnequality and working poverty is
the price to pay for lower unemployment. In theanclusion, BCH remark (i) that the same
strategy could be more difficult to implement imamber of Eurozone countries because of
structural differences with Germany, and (ii) taabther strategy which consists in fostering
the demand for non-tradable services could bringlai results in terms of unemployment
without increasing inequality and poverty.

Based on this suggestion of the potential effetSayrman-type policies in other Eurozone
countries, we implement a series of simulationagsess (i) the impact of such a policy in
France, and (ii) the impact of an alternative poli@sed on a public-funded increase in the

demand for non-tradable services.

! In addition, Dustmann et al. (2014) note that s&lvkey changes in the German labour market strectu
occurred before the Hartz laws, and Burda & Hultl@ that the German firms transitorily lower theriing
time of their employees rather than dismissing thehich lessened unemployment.



The simulations implemented in this paper show éh@erman-type policy which combats
offshoring-related unemployment through a decréladbe reservation wage could be more
painful in terms of inequality when being implemehtin France. This derives from the
structure of the labour force, which is more shiliented in Germany. We subsequently
simulate another strategy which consists in modwathe levies so as to direct demand
towards the low skill intensive services withoutdiiging the reservation wage. We find that
this policy permits to reach the same goal in teohsinemployment with a significantly
lower increase in inequality.

It should be emphasized that these simulation®xeecises of applied theory. They must
be interpreted as portraying the effects of eadityaoeteris paribus, i.e., without accounting
for other differences than those in skill endowmengoods quality and in policies which are
at the core of the model. In particular, divergenitethe geographical orientation of external
trade, in sectoral technologies, in financial des, in cultural and political environment, in
external shocks etc. are disregarded. As thesereif€es typically interact with policies, their
counting could modify the outcomes of the simulasioFinally, we do not analyse each
component of the labour market reform. Our hypdthés that the main channels through
which the reform acts is the reduction of the res#on wage which lowers the cost of
unskilled workers by making them accept lower pays.

Section 2 compares Germany and France in termseafnin variables considered in the
model. Section 3 exposes the CGE framework andd®edtthe calibrated scenarios and the
selected parameters. Section 5 presents the reJiiese results are discussed and we

conclude in Section 6.
2. Germany and France: a comparison

In this section, the indicators which are relevimtour subject are compared for Germany
and France. As France has had an average positi&urozone since the mid-1990s for a
large range of economic variables, the differerdiagnosed between Germany and France
are similar to those between Germany and Eurozoraverage.

As regards growth and unemployment, Figures 1 aokk&ly reveal two periods. From
1995 to 2005, Germany exhibited lower growth antigher rise in unemployment than
France (and Euro-zone countries), whereas the dppdsvelopments have been observed

since then.



The same two periods can be distinguished whenidennsg the exports/GDP ratio and
offshoring (Figures 3 and 4). From 1995 to 2005;n@y substantially increased its exports
and offshoring grew much more rapidly than in Fen8ince 2005, the increase in the
Export/GDP ratio has been slower and the differemite France has remained unchanged.
Similarly, German offshoring has continued to tisg not more than in France and Eurozone
from 2006. Note that the share of Central Europthenimports of intermediate goods from
emerging countries for manufacturing industries gsuging offshoring) was of 60% in
Germany against between 30 and 35% in France iaG@es.

In contrast with the previous indicators, the ias® in inequality in relation to France has
been permanent since the mid-1990s (Figure 5). §drae continuous increase can be
observed for part-time employment (Figure 6). Camtrto what is usually observed, the
decrease in unemployment has not lessened partampmoyment in Germany, quite the
opposite.

Finally, the labour cost has increased far lesgllamn non-tradable services compared to
manufacturing, and this difference has significantcreased after the Hartz reforms (Figure

7; g is the growth rate of the labour cost in manufactuin relation to non-tradable services).

In short, the observed variations reveal the follmgakey elements:

1) The increase in offshoring concerns both coasjrbut this rise has been particularly
high in Germany and the difference in offshoringwe®en Germany and France remains
substantial (Figure 4). Offshoring is concomitaitihvthe increase in competitiveness and in
the upsurge of German exports from 1995 to 2005.

2) The decrease in the German unemployment hagwietl the set of labour market
reforms which began before the Hartz laws (Dustmetred., 2014) but have been magnified
by these laws. Unlike Germany, France has expertkiaclarge increase in unemployment
since the 2008 financial crisis.

3) In Germany, the labour market reforms have suibistly increased both part time
employment (Figure 6) and the number of non-stahdamployment (mini-jobs). In contrast,
the number of part time jobs has not increasedamde (Figures 6). This could suggest that a
proportion of the difference in unemployment betwéae two countries could be explained
by the development of part-time jobs in Germany.

4) Finally, France appears to be relatively lestogred with skilled labour than Germany,
but more that the Eurozone southern countries (Ei§uEuro-south is a weighted average of

Greece, ltaly, Portugal and Spain).
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3. The CGE framework

The simulations and the different scenarios willilmplemented from a slightly modified
version of BCH (2016) CGE model, to which we addetaand public expenditures. We
summarize here the framework and main assumptibttisomodel. A more comprehensive
discussion of the hypotheses can be found in BCH.

The simple CGE model constructed here does natdnte encompass all the changes in
economic activity and economic imbalances in bathintries. The model is centred on the
impact of the decrease in the reservation wag&gtirto a labour market reform) and of the

rise in the demand for non-tradable services (linkea so-oriented policy).

3.1. The model
There are two factors of production, low skilleddarL and high skilled laboud.

a) Countries

The World economy is comprised of three areas:

1) A country calledHome which can be Germany or France depending ondbetcy which

is analysed. The two countries (Germany and Fradiffe) in size, in factor endowments and
in the quality of their goods (see hereatfter).

2) North gathers all advanced countries except Home. Nattes are depicted by a tild8.

3) Southgathers all emerging countries to which low skillegments can be offshored. South

values are depicted by a star (*).

The factors endowments are givelii, H) in the Home country andC,H) in North. In
addition, L depicts the employed unskilled labour in Home Whiiffers from L in case of
unemployment.

b) Sectors and production

There are three sectors:

1) Sectod utilises unskilled labour to produce one homogesamskilled intensive good
I. The production of is fully located in South and imported by both Hoand North.

2) The skill-intensive sector produces two setsdifferentiated goods. According to

Armington’s hypothesis, there are Home varieties (sectorh) and North varietiesi( in

sectorh). The production of both types of varietieandi combines two segments, a skill

intensiveH-segmenand an unskilled intensitesegment



In both sectorsh (Home) andh (North), we assume a continuum of varieties owver a
interval normalised to 1[0,1], with differences in the cost of producing offshacross
varieties. So as to focus on the sole Home devetopsn we assume that North does not
outsource abroad its segmer@is.> We denoteS () and S, (i) the unskilled and skilled
segments respectively in the production of variet/sectom.

All the differentiated skill intensive goods (vaies h for Home andh for North) are

produced by the same Cobb-Douglas combination ofssgments.
a 1-a ~ e\ [~z \I-a
Yh:A(ﬁj)($) : Yh:A(ﬁ)($)
SegmentsS () and S (i) have the same technology which utilises unskiltzbur

only. Symmetrically, segmentS, () and S,(.) utilise skilled labour only with the same

technology:
S () =L, S (FD
Sy () =H, SHOERE

3) The third sector produces one non-tradable serft) which utilises unskilled labour

only with the same linear technology in all advahceuntries:
Yo = 0Ly, Yo =L,
c) Demand

The utility function of households is in all coues:

1 1 \ve
u=ylogg +4 log(aj0 g7 dh+ | g7 d*) tyulog( G+ @)+ @), SNty =1
where G is the consumption of good, variety or seniiel,h, h,nt, g is the amount of
private servicent freely provided by the Statec{ + g, is the total amount of serviaat
consumed by the household), agd the amount of public non-tradable services (ogffer

from nt) freely provided by the Staté@y{/dg; >0, d°v/dg.? < 0). Hence,); is the share of

sectori in the households’ consumption of private goods.

2 Waiving this assumption would not modify the résiithe differences between Home and North woust the
reduced) but it would substantially complicate thedel.



Coefficient a indicates the attractiveness of the home varighiegelation to the North
varieties, i.e., its relative quality. A higher valofa induces an increase in the demand for
the Home products compared to the demand for Nwdtucts in sectdn.

There is a tax on consumption (value added tax, MAfich applies to all goods except
the non-tradable service. In the simulation, wdlshadulate the values of the taxes so as to
analyse different scenarios (in one of them, theT4 utilised to subsidise sectat and
lower thereby the price of serviod.

Household m maximises its utility subject to the usual incomeonstraint

d+7)

BGm +_[: quw,mdmj.; R &m a%(l_ ¥R &m< | wherer isthe VAT rate and

the subsidy tat.

d) Offshoring and the cost of producing offshore

In the Home sectdn, the cost of producing offshore segmép(i), denoteday for varietyi

at timet, differs across varieties.

Globalisation takes the form of a general decr@asiee cost of producing offshore, which

incites an increasing number of productions relocate their segme (i) to South.

The goods D[O,]] are ranked in ascending order of offshore cost.
We assume that, at any timethe offshore cost is linearly increasingiifrom & to

Q=g+K:
Qi) =@ +i XK, i=0,..,
Suppose that, at timethelL-segments of the Home varietiﬁﬂg k] are offshored whereas
the varieties]k,l] are fully produced in Home. Then, the cost of pi@dg offshore segment
S (K of goodk is exactly equal to the cost of producing it inritg i.e., to the unskilled

labour wagew . Hence:

Wy = +HKXK =W, = @ = W, — kXK
And (t is omitted to simplify):

ali) =w, —(k—i)x, i=0,..,
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The varieties with offshored segment§ (i) are those with an offshore cos(i) lower
than the cost of producin§ in Germanyw (a(i) =w, — (k- i)k <w_ ). Consequently, the
decrease in the offshore cast can be modelled as an increase,im.e., in the number of

varieties with segmen§S_ being offshoredThis value then moves from k = 0 (i.e., no

offshoring: all the segmentS, being produced at home) to k = 1 (i.e., all thgraentsS

are offshored)

3.2. Equilibrium

The system of equations which defines the modekiggrequilibrium without taxes and
public spending is depicted inside the frame below.

These equations are determined by assuming (i) ehaft&aring on each market, and (ii)
balanced trade between all areas. This permitgnoré the inside values of the South in the
determination of the equilibrium (see the explamagiin BCH, 2016).

The equilibrium is calculated for each valuekof.e., for the number of varietidswith

offshored segmen§ (i) moving from nonek = 0 and all thén-varieties are fully produced
in Home) to all of themk(= 1 and all thé.-segment§ (), i D[O,]] , are offshored).

In all the considered scenarios (see Section @)skiil premia (v in the Home country and
W in North) and the total incomek (I andl* for Home, North and South respectively) are
endogenous variables. The unskilled labour wagein the Home country is endogenous

(and the unskilled labour employmeht=L exogenous) as long as its full employment

equilibrium value is above the reservation wage whereasw =W is exogenous and

employmentL and the rate of unemployment=(L-L)/ L are endogenous when the full
employment unskilled labour wage is lower thanrdservation wage.

Once the endogenous variables are determined, weateulate the pricesp, i =I,nt;
B, the price index of the goods produced by sedt@nsd h; P, the general price index) and

the after-tax unskilled laboweal wage@, (Appendix A).

Finally the above equations are subsequently nemtlifvhen assuming structural policies
in which the levies from a tax on the consumptibtradable goods are utilised to boost the
demand and production of non-tradable services. rEleed systems of equations are in

Appendix B.
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General equilibrium

Endogenous variabless, W, I, I, I*, w_orL.

Exogenous variablesiy =1 ; L=L orw =w

Equations
1 wedmO0-p) €
a+(1_a)ynt |:|

1-a(o-1)
- ym)(l—(l—/( kj + (1K) (rap- 1)]
[2] w= Ta(oD) = |I?_|
yn{l—(l—/( kj ]+(1”— (- ym)j(l—kﬁ( rap-1)
W 1-a W
[B] | =w_(L+wH)
[4] |~ :L "
a+(1_a)ynt
1-a(o-1)
1—(1—Kkj
W, M +1-k }
5] 1*=|1-y  «(1-a(0-1) AR
" a_a[vw(wjl'j“ 4
W, (W
1+a(1-0)
1—{1—\;(,L kj Lo
— ol W[ W
1 (¥ +ay)w {i-a(o-1) +)@A-K)+ya (V\/L(\ij J a
[6] I*= v 1+a(l-o) | +1
' 1—(1—’( k] oL
- _ ol W (W
A-aw «(-a(o-1) +(1-k)+a (\TVL(J ]
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4. Scenarios and parameters

4.1. The scenarios

Two sets of scenarios will be simulated, one begired on labour market reforms and the
other on a sector-oriented fiscal policies.

The first set of scenarios compare the German aexch economies in two situations: 1)
a labour market reform in Germany (Hartz laws) whiessens the reservation wage and no
reform in France, and 2) a labour market refornfiance which is similar to the German
reform.

The second set of simulations is centred on Fraand, it compares the effects of a
German-type strategy (labour market reform whicksdéms the reservation wage) with a
structural sectoral policy which boosts the demdaod non-tradable services through
modifications in taxes and public expenditures.eBhtypes of policies are simulated, each of
them being funded by a value added tax (VAT) whagiplies to all goods except the non-
tradable service.

a) Labour market reforms in France and Germany

The first two scenarios are centred on labour ntagéerms that lower the reservation wage.
The first scenario assumes different strategigsérmany and France. Germany follows a
strategy which is consistent with what has beemresl since the mid-1990s and is modelled
following BCH interpretation. Offshoring firstly $sens the unskilled labour full employment
wage, and subsequently increases unemploymenttbeaeskilled workers’ market clearing

wage has reached the reservation wage. Confronidd growing unemployment, the

government sets labour market reforms, which laverreservation wage frony, to w, and

foster thereby the demand for non-tradables. Imdéeathe first two phases of the same
scenario apply, but this country does not respangrowing unemployment by a labour
market reform, allowing thereby unemployment ta¢ase.

In this scenario, France and Germany do not onlerde in their response to
unemployment, but also in their structural chanasties (skill endowment, population,
quality of the varieties produced by sedwprthat make the market clearing wages, the skill
premium, the reservation wage and finally the tgnend speed of offshoring to differ
between the two countries.

This scenario is modelled by assuming the same @bgiroducing offshore in both

countries, this cost decreasing with time.
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In the second scenario, the French government mmgas the same type of reforms as
Germany so as to combat unemployment. This is nexdlély making the reservation wage

decrease (fronw, to w,, with values different in France compared to GeryjaFor France,

we then analyse the shape of such policies thatip&s reach either the same unemployment
rate as in Germany, or the same skill premium (iadity). We then compare the effects of
this type of policy in both countries. These effeare not identical because of structural
differences, particularly in skill endowment.

In both scenarios, (i) the initial reservation wagel5% lower than the full employment
unskilled labour wage without offshoring in bothaRce and Germany, and (i) Germany
implements a labour market reform that lowers tbservation wage by 20% when the
unemployment rate attains 15% of the working padpaa whereas France leave its
reservation wage unchanged.

In the second scenario, we calculate (i) the irse@n the French skill premium
(inequality) which permits to reach the German upleyment resulting from the labour
market reform (20% decrease in the German reservatage) at full offshoring, and (ii) the
increase in the French unemployment which permiteeplicate the German skill premium

resulting from this labour market reform.
b) Sectoral policies

This second set of scenarios assesses the effemtstoral policies which foster the demand
for non-tradable services and compares these psheith a Hartz-type labour market reform.

Three policies are considered, all of them beingléd by a value added tax (VAT) which
applies to all tradable goods but not to the naddble service. By selecting public
expenditures on non-tradables funded by a VAT awlables, we generate two channels
through which the demand for non-tradable servime®ases: (i) the decrease in their relative
price due to the between-sector difference in VA &i) the utilisation of the taxes to foster
the demand for those services. A decrease in, thg.employer’s payroll tax on unskilled
workers’ wages would be less efficient becauseoiilal lower the cost of both sectarsand
h, provided that offshoring is not total in the éatt

In the first policy, the related levies are utilisteo buy the non-tradable service and to
provide it freely to households. This policy is refficient because it typically creates a
crowding-out effect on private spending: as thegelly receive non-tradable services,
households reduce their demand for these servid@sh lessens the impact of the policy on

their production and thereby on employment.
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In the second policy, we suppose that the leviesuéitised to buy non-tradable services
which are different from those which are boughtloe market and hence not substitutable for
them. These services could be devoted to the nmainte of cities or public equipment, anti-
pollution actions, supports to poor households @nt/ migrants etc. Those services can be
bought from the private sector or directly produbgdhe public sector. We also assume that
the technology to produce these services is simdathat to produce the private services
bought by households in the market.

In the third policy, the levies are assigned touassly to lower the price of the non-
tradable service on the market. The subsidy rase and the price of serviae then moves

from p,, down to (1-s) p,. It can be noted that this is equivalent to tlaestefunding the

proportions of the households’ purchase of seruite

As in the scenario with a labour market reform, gbetoral policies are implemented when
the unemployment rate attains 15% of the workingutetion. For each policy, we calculate
the amount of tax (VAT rate on tradable goods) ssagy to reach the same result in terms of
unemployment with full offshoringk(= 1) as determined by the former decrease in the
reservation wage. We can then appraise thenpsectoral policies by highlighting its tax cost

and its benefit in terms of (lower) inequality coangd to the Hartz-type policy.

4.2. The parameters

Tables 1 and 2 depict the parameters and counagHgpvalues utilised in the simulations.
The justification of the parameters is discussed@H (section 5.3., p.324). As regards
Germany, the values selected in Table 2 have bbkghntlg modified compared to those
utilised in BCH (2016).

Table 1. Parameters common to both countries

¥ | W (V| @ |[A]9]0 |K
025|035 04 02§ 1] 2[ 1] 0.33

Table 2. Country-specific values

Country | 2 | T | A i H H/L | A/C | L, Hoe | HuoLo | W W,
Germany | 0.4 | 77| 23| 55 15 2087 2727 627 17]3 2739  0/940.75
France | 0.35| 6.37| 1.63 56.33 156y 2559 27.82 627 11.3 .5®7| 0.856| 0.70

The population and endowments of the advanced(bBi@ae country + North, depicted by

subscript A in Table 2) are the same in all simatet. These endowments were selected so as
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to broadly represent their share in the advancehtces private employment in the 2000s.

The relative skill endowment is higher in Germahgrt in France, in line with the stylised

fact depicted in Figure 8. The ratié$/L and H/L have been lowered to account for the
fact that public employment, which is not inserted¢he model, is more skill intensive than
private employment. Coefficientsfor Germany and France are selected to obtainfadse

offshoring export/GDP ratio consistent with whatsvedserved (Figure 3).

5. Results

We firstly expose the outcomes of the scenariogreénon labour market reforms. We

subsequently compare these outcomes with thosedectoral policies.

5.1. Labour market reforms

Table 3 depicts the characteristics of France agn@ny before offshoring, i.e., fer= 0.

The zero unemployment rate must be interpreted asit@ation with frictional
unemployment only (since we have no search andmmatdrictions in our model). The skill
premium is lower in Germany, and the unskilled vessk real wage higher, which directly
results from the higher skill endowment of this ety compared to France.

Table 3. France and Germany before offshoring

u* Skill premium w w [ P **
France 0 3.20 64.6
Germany 0 2.74 68.8

*u = unemployment rate; *% / P= unskilled workers’ real wage.

a) Labour market reform in Germany and not in Franc

In Figures 9, we start from a situation with nosbibring k = 0) and we move to full
offshoring (k = 1), each country being charactefibg the reservation wage, depicted in
Table 2. We further assume a decrease in the wgmrvwage in Germany (Hartz-type
reform) from w, to w, when total unemployment reaches the rate 15% anAcform in
France. We picture the results of this scenariterms of unemployment, skill premium

(indicator of inequality between skilled and unkddlworkers) and the unskilled workers’ real

wage (indicator of their purchasing power) in eachntry.
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Figure 9. Labour market reform in Germany and ndtrance*
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* The figures start at k= 0 and from the moment when the h-variety with tlveeki offshore cost
begins to be offshored, and they end for & (full offshoring). As the before-offshoring unkddl
labour wage is lower in France than in Germany, #agiations pictured in Figures 9 begin later in
France than in Germany. In particular, there isimé period during which the French skill premium
remains unchanged at 3.2 whereas the German skithjum increases.
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As the before-offshoring unskilled labour wage ighler in Germany than in France (Table
3), offshoring typically starts earlier in Germaihy this country, it leads to a rise in inequality
as long as the decreasing unskilled labour wage dog attain the reservation wage. From
then, unemployment continuously increases untilnioenent when the labour market reform
(decrease in the reservation wage) is implemeriibd. setting of the labour market reform
results in a decrease in unemployment and an isergainequality. These variations take
place inside the dimmed surfaces in Figures 9.0bidieom side of this surface corresponds to
a one-shot decrease in the reservation wage athe tieeturn to Germany of all the segments
the production of which becomes less costly in Garynbecause of the reform, even those
which will soon be relocated to the South as thst @ producing offshore continues to
decrease. This situation is obviously unrealisiitie top side of the dimmed surface
corresponds to a smooth decrease in unemploymeahtaasmooth increase in the skill
premium, until the values corresponding to a situnabf full offshoring k = 1). The dashed
curves picture variations which are between thegedituations. In France, as no reform is
implemented, inequality increases until the momeheén the unskilled labour wage attains
the reservation wage, and unemployment continudoshgases afterwards.

These figures provide an interpretation of the edéhces in economic developments
between the two countries since the mid-1990s.Hoffag has been more intense in Germany
because the unskilled workers’ wage was highedihgato both growing inequality and
higher unemployment (compared to France) befordath@ur market reform. From the setting
of the reform, unemployment has decreased in Ggrrwhereas it increased in France) and

inequality has increased whereas the reservatige Wwas prevented this increase in France.

b) Hartz-type labour market reform in both Germamg France

We now analyse the effects of a Hartz-type laboarket reform in France and we compare
these effects with those determined for Germany.

According to our model, the implementation of adabmarket reform which lowers the
reservation wage by 20% leads to a skill premiurd.d#4 and an unemployment rate of 9%
when Germany attains full-offshoring. This could ®nsidered as a rather high
unemployment rate given that the German unemploymsa is now of about 5%. It must
however be noted that (i) our calculations are ntadassuming full-time employment of all
workers, whereas part-time jobs represent 23% afn@e employment, and (ii) this rate

assumes full offshoring, which can be considereda asther extreme situation, even for
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tradable goods. The following analyses are baseti@se two resultsi(= 9% andwv = 4.435)
characterising Germany being at full offshoring.

In Table 4, we consider the moment whegttains the value 1and we analyse two cases.
We firstly assume a similar rate of unemploymentbath France and Germany, and we
compare their related skill premia and unskilledkeos’ real wage. We subsequently assume
identical skill premia within both countries and wempare their related unemployment and

unskilled workers’ real wage.

Table4. Hartz-type reform: comparison France-Germany

u* Skill premium w w [ P **
Germany 9 4.435 54.92
France 9 5.20 51.36
Germany 9 4.435 54.92
France 19.38 4.435 55.59

* u=unemployment rate; * / P= unskilled workers’ real wage.

Table 4 clearly shows that a German-type labouketareform would be less efficient in
France than in Germany. To reach the same unemploymate, France should accept a
significantly higher inequality (and lower unskdldabour real wage). Likewise, France
should accept a substantially higher unemploymenthave the same skill premium
(inequality) as Germany.

According to our model, it is clear that offshorirgenerates an inequality versus
unemployment trade-off which is more intense anidfphin France compared to Germany.
This derives from the difference in skill endownsemnwhich forces France to lower its

reservation wage more that Germany to create mwkilled jobs and lessen unemployment.

5.2. Sectoral policies

In the preceding section, we diagnosed an ineguatiemployment trade-off which is
significantly more intense (and thereby more pd)nifu France than in Germany. So as to
compare the sectoral policies with the labour miarkorm, we need to select an objective
(u,w) of the social planner in terms of unemploymets nd inequality (skill premium). For
each policy, one value of the VAT rate and one value df determine one couple of values
(u,w). In each case, we select here the VAT rate wisidonsistent withu = 12% (andw=4

% |.e., the moment when the decreasing cost of mioduoffshore reaches the level which makes alllthe
segmentsS (i), iD[O,]] , to be outsourced to the South.
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as shown hereafter) fdc = 1. This choice, which is between the highly uragsituation
corresponding to the 9% unemployment rate and éng Righ unemployment corresponding
to the skill premiunw = 4.435 (see Table 4), is clearly subjective. Arotchoice would just
modify the related VAT rate without modifying theagnosis (the results for other choices are

available from the authors upon requést).

Table5. Characteristics of the sectoral policiesuer 12% atk = 1

Policy VAT rate (%) | Skill premium) w /P
1. VAT + Provision of servicet 25.0 3.98 51.32
2. VAT + Provision of publiait services 10.0 3.98 55.40
3. VAT + Subsidies to sectot 9.3 3.96 58.60
Labour market reform* - 4.98 52.48
Situation before offshoring - 3.20 64.60

*with a decrease in the reservation wage whicreggea = 12% fork = 1.

Table 5 depicts the VAT rates which permit to obtiie 12% rate of unemployment when
offshoring attains its highest levek € 1, i.e., all theL-segments of thédn-varieties are
offshored), as well as the related skill premiund amskilled workers’ real wage. The latter
two values are also depicted (i) in the case of@lmour market reform (decrease in the
reservation wage) which permits to attain the sgos U = 12% fork = 1), and (ii) in the
before-offshoring situation depicted in Table 3.

When the VAT is utilised for the direct provisiofh gervicent, the impact is minor. The
VAT rate necessary for generating the 12% unempémymate at full offshoringk(= 1) is
exorbitant which shows the inefficiency of such a policy. Theason for this is the crowding
out effect: as they freely receive servitdrom the state, households ask more of the tradabl

goodsl, h and h. In addition, this high VAT reduces the unskilladrkers’ purchasing
power, which is even lower than that resulting framdartz-type labour market reform.

The other two policies appear significantly mordicednt. To obtain a 12% rate of
unemployment when the country reaches full offsigpik = 1), the VAT rate is 10% in the
case of provision of public goods, and 9.3% indhse of subsidies to sectar In addition,
these policies result in a significant reductioninequality compared to the labour market
reform, even if inequality is higher than beforetsmurcing. Finally, the real wage of

unskilled workers is also higher than with a Hdgige labour market reform. Both the

* The values ofi, w and w, / Pfrom the start of the policies to the time when 1 are available upon request.
® Remember that this rate is the one which genethgelevies necessary to implement the policy.
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reduction in inequality and the real wage of uriellilworker are greater in the policy scheme
which combines the VAT with subsidies to sectdr This policy appears to be the most

efficient to reduce the inequality-unemployment&aff.

6. Discussion and conclusion

Two major outcomes can be derived from our simpl@ECmodel and the associated
simulations.

Firstly, when implementing a Hartz-type labour nerkeform, the increase in inequality
(the skill premium) necessary to obtain a similaecréase in unemployment is higher in
France than in Germany, and the unemployment etessary to reach the same inequality as
in Germany is much higher. These findings logicatlym from the difference in skill relative
endowments between the two countries. This typicahows that the inequality-
unemployment trade-off is more intense and paimffrance. Since the German experience
has come with a significant increase in inequaldg, even higher inequality should be
accepted in France to reduce unemployment by thee sanount as in Germany if France
wanted to apply the same polity.

Secondly, alternative policies which consist in gaping the demand for non-tradable
services are conceivable. Three types of policgéanby a VAT on tradable goods have been
considered and simulated. The first consists iirectipublic purchasing and providing of the
non-tradable services bought by consumers in thr&ehal' he second in the providing of non-
tradables which are not bought by households aridhwdre not substitutable for the private
nt services. The third consists in utilising the VAM tradables to subsidise and lower the
price of non-tradables. Our simulations reveal ajor outcomes:

- The direct providing of non-tradable services difttuby consumers in the market is
inefficient because of the crowding out effect &dkto this policy. Its implementing would
generate an unbearable increase in the VAT burden.

- Both other policies are feasible. However, wittiie synthetic framework utilised here,
the levies allocated to the sectoral policy renather high (a VAT rate of 9.3% in the

scenario with subsidies to sectdrand 10% in the case of public providing of nordétle

® As already noted in BCH (2016), the simulated dase in the reservation wage still induces a nafigikle
unemployment rate (9% in Germany) when offshorittgias all the unskilled intensive varieties of teed.
These rates are however overestimated becausee dbwh elasticity of substitution between goods dhne
constant skill endowments assumed in the modeltfeediscussion below).
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services which are not substitutable for those houxy households in the market). This
weakness should however be tempered for threensaso

First, the elasticity of substitution between ncedables and other goods is one in our
utility function, which indicates no substitutioretiveen them. An elasticity of substitution
higher than one would boost the employment of kesied workers by reinforcing the
demand for non-tradables linked to the change lative prices. In addition, if we assume
different non-tradables with different price-elagtes of demand, this could raise the
efficiency of the policy based on a modulationtod AT rates and subsidies. This is because
the social planner can now select to lower the fAfd increase the subsidy) on the most
price-elastic services, which permits to amplifg ttemand effect of this policy.

Second, the levies allocated to each sectoral ypdiie chosen to attain the same
unemployment rate as that determined by the labwarket reformwhen offshoring reaches
its highest levelj.e., all theL-segments of thé-varieties are offshored. This choice makes
unemployment to decrease sharply (down to zerohwie sectoral policy is implemented (at
this time, offshoring does not concern all thesegments), and to regularly increase
afterwards. This means that the rise in VAT can lbeer at the beginning of its
implementation to generate a decrease in unemployme

Third, the endowments in skilled and unskilled laba@re unchanged throughout the
process. If we assume that the relative endowmeskitled labour tends to increase with
time, then unemployment decreases as well.

All these remarks show that several simplifyinguasgtions of our synthetic model tend to
lessen the policy efficiency. The VAT rates coreistwith the social planner’'s objective
could reveal to be significantly less intense witaibroader and more realistic approach.

It must finally be emphasized that the model amtugations described here can in no way
portray the whole set of factors and interactionkictv determine the unemployment
dynamics in European countries, particularly inné@and Germany. Recent analyses have
suggested that a major explanation for divergencenemployment since 2008 across EU
economies can be found in the differences in intyrnsf the financial and real shocks
experienced in each country (Boeri & Jimeno, 2018)addition, Boeri & Jimeno (2016)
suggest that the interplays between these uneveckshand country-specific institutions
(particularly on the labour markets) could explaitarge part of the divergences observed
across EU countries.

The model developed in this paper focuses on theisfluence of the growing demand

for non-tradable services upon unskilled employmBtH showed that this channel could be
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considered as a major driver of the decrease im@erunemployment which has followed
the labour market reforms. This is not really sisipg given that (i) offshoring to emerging
countries typically destroy low and middle skillechployment in advanced economies and
(i) a decrease in the reservation wage, whichveerfrom institutional changes in the labour
market, essentially impacts the employment in madables because the difference in labour
costs between emerging and advanced countriesgis. Atne same mechanisms apply in the
case of France, but the decrease in unemploynédito the labour market reform is now
lessened because of the higher endowment of uadkébour.

We now discuss (i) the similarities between theuwated sectoral policies and certain
policies decided in France in the last decades, (@hdhe institutional feasibility of the
considered policies.

As regards the sectoral policies, it should belleddhat a number of policies centred on a
modification of the VAT in favour of non-tradablersices have been implemented in France
and that their ex-post evaluations provide ratheeethresults. Reduced VAT rates have been
established in France since the sixties. As regamls-tradable services, several major
decisions have been taken since the 1990s witlsetieng of reduced VAT rates in social
housing, house renovation and maintenance (a sefrieforms since 1991, with extensions
of the scope of reductions between 1998 and 20i@,naodifications from 2009 to 2014),
domestic services and services to individuals aodséholds (since 1991) and catering
business (2009, modified in 2012 and 2014). Hé&dyrot (2015) provide a description and
an assessment of all these policies.

The effects of those policies depend to a largergxin the sector which is concerned and
on the size of the firms, and their evaluations stimmes diverge according to the method and
the selected years. In most cases, even whenitmgact is effective, it seems that the cost of
these policies for public funds is significant ahdt direct expenditures could have provided
higher effects, at least in the short term (Carbem2009, for domestic servicgs

A well-known shortcoming of such policies is thastence of deadweight effects (the so-
called ‘effets d’aubaine’): the beneficiaries takgtvantage of the reduction in price without
increasing much their demand for the targeted sendr by reducing this demand in the case
of a public provision of the service. So the efiity of the policy depends (i) on the price

elasticity of demand and (ii) on the crowding-otfeet upon the demand for the publicly

" Even if the effect is positive (Flipo et al., 20@arbonnier, 2009 ; Marbot, 2011).
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provided service. The existence of crowding-outhis main reason why we have simulated
three scenarios of sectoral policies in favourai-tradable services.

In Scenario 1, crowding out is very large and thdyochannel through which the
consumption oht increases is a limited decrease in its relativeepiThen, most of the extra
demand fomt due to public spending vanishes because of thectieth in the households’
consumption of this service. This strategy can éensas inefficient since, to obtain a non-
negligible impact, it compels an unrealistic in@ean the VAT rate. Scenario 2 allows the
erasing of crowding-out by assuming that the plplcovided non-tradable services do not
substitute for those bought in the market. Thenthe levies are utilised to purchase the

publicly provided non-tradables, and (ii) the pragmm ), of the income is spent in the

consumption of private non-tradables. Finally, $cen3 assumes that the policy is fully
devoted to the decrease in the pricenpfboth through the lack of VAT and the subsidy to
this sector. The last two policies appear to baiBaantly more efficient than the former, and
their impact is quite similar, with however a sligharger impact of the subsidy policy. This
higher efficiency is in line with several evaluatsoand studies which conclude that a direct
public hiring could be more efficient than a mochfiion of the VAT (Carbonnier, 2009;
Kergueris, 2010). Note that our second strategys du® mean that the publicly-provided
services should be publicly produced. They can daggbt from private firms, provided that
they are not substitutable for the non-tradableises bought in the market.

Finally, the implementation of a fiscal policy whidoosts non-tradable services could
reveal to be contradictory with certain rules af turopean Union legislation. First, we have
assumed a policy in which the VAT rate is 0% fonniadables. Zero VAT rates are typically
not allowed in the EU, except for certain countge UK, Ireland) where they existed prior
to the EU legislation. This is not really a problsince what is typically modelled here is the
difference between the VAT on sectdrand on tradable goods, with the related levieagei
utilised to boost sectart. Another concern is the possibility to subsidisevient so as to
lower its price and boost its production. The Ewap Union prohibits sectoral subsidies
when they tend to limit competition between firnmglanember states. This could restrict the
scope of the subsidy policy depending on the imé&tgtion of this limitation.

In conclusion, our model suggests that there cbeld way to moderate unemployment
without increasing inequality, i.e., without boostithe demand for non tradables through a
decrease in the wage of less skilled workers. Tiqg@amentation of such a strategy requires

the prior study of price-elasticities in the difaet non-tradable sectors and the subsequent
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definition of the sectors to be supported. It atexessitates a clear determination of the
measures which are not contradictory with the Eeampregulation and, if necessary, some
propositions to relax certain rules and conditioRmally, a precise determination of the
macro-impacts of these policies requires the atilig of a significantly more detailed macro-
model of the French economy, in which the majoeen-variable interplays could be
inserted. The simulations implemented here arecatiie since they are built ceteris paribus
and rest on parameters which are plausible ‘onager Their outcomes call for a broader

evaluation of the different policies.
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Appendix A. Prices and real wages of unskilled workers
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wherer is the VAT rate and the rate of subsidy to servioé

Real wage of unskilled workers
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Appendix B.
Endogenous variablesy, W, I, I, I*, w_orL.

Exogenous variablesiy =1 ; L=L or w_=Ww.
In all cases, the levies from the VAT are fullylised to increase the demand for non-tradable

services (purchase of servicd, purchase of a public non-tradable service whimot

substitutable font; subsidy to decrease the pricenty
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2. Model with a VAT funding the providing of a public non-tradable service
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