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Public employment

@ Represents a large proportion of employment.
® Is a key item during the yearly preparation of the budget.
© Provides public goods and services.

O Is an issue during electoral campaigns and is used to gain political
support.

©® The debate on austerity was linked to the role of public employment
and wages.

® Covid-19 pandemic put focus on the importance of having a modern
public sector, but also on its costs.
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The public debate on public employment

e Vibrant but based on perceptions rather than on facts, often reduced
to a sterile confrontation:

e “bunch of lazy bureaucrats to be cut” (supporters of austerity),

e “public sectors need generous wages to deliver high-quality services
(supporters of public spending).”

Garibaldi and Gomes The Economics of Public Employment: An Overview



The public debate on public employment

e Vibrant but based on perceptions rather than on facts, often reduced
to a sterile confrontation:
e “bunch of lazy bureaucrats to be cut” (supporters of austerity),

e “public sectors need generous wages to deliver high-quality services
(supporters of public spending).”

e Large academic interest in the 1970s-90s, but it diminished in the
following decade.

e Between 2000 and 2010, only 2 out of 10510 NBER working papers
mentioned public employment in their title or abstract.

e Since the Euro Area crisis, a wave of research on the labour market
effects of public employment and wages.
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The public debate on public employment

e Vibrant but based on perceptions rather than on facts, often reduced
to a sterile confrontation:
e “bunch of lazy bureaucrats to be cut” (supporters of austerity),

e “public sectors need generous wages to deliver high-quality services
(supporters of public spending).”

e Large academic interest in the 1970s-90s, but it diminished in the
following decade.

e Between 2000 and 2010, only 2 out of 10510 NBER working papers
mentioned public employment in their title or abstract.

e Since the Euro Area crisis, a wave of research on the labour market
effects of public employment and wages.

e Qur goals: to describe the main facts on public employment, to
provide insights from the academic literature to inform
policy-makers, and propose a roadmap for a reform.
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Complexity of public employment

Lies in the intersection of several economic fields (from macro to micro)

® Macroeconomics of labour markets
® Macroeconomics of fiscal policy
® Political Economy

® Public economics

® Applied labour economics
® Personnel economics of the government

® Public administration
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Complexity of public employment

Lies in the intersection of several economic fields (from macro to micro)

® Macroeconomics of labour markets
® Macroeconomics of fiscal policy
® Political Economy

® Public economics

® Applied labour economics
® Personnel economics of the government

® Public administration

Sound macroeconomic policies on public employment and wages
can create the right conditions to sustain effective microeconomic
human-resource practices.
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A conceptual view of public employment

Market

® Traditional ® State-owned
For Profit Private sector firms

(price)

® Charities ® Traditional
Not-For-Profit (NGOs) Public sector
(no price)
Management
Private Public
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A macro taxonomy of government spending

Total government spending
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A macro taxonomy of government spending

Total government spending

e Government value added

e Transfers

e Interest payments
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A macro taxonomy of government spending

Total government spending
e Government value added

e Government wage bill (gov. employment x average wage)
e Purchases of intermediate goods and services

e Government investment
e Transfers

e Interest payments
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US data
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The Two Dimensions: employment and wages

Gov. employment and wage bill, OECD countries, 2008
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The Two Dimensions: employment and wages

Public employment Public wages

Facts Size
Composition

Insights Why?
What are the effects?
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What determines public employment? (Musgrave 1982)

Main reason
e Governments decide the scope of the public sector (political).

e Decide whether to produce or outsource.
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What determines public employment? (Musgrave 1982)

Main reason
e Governments decide the scope of the public sector (political).

e Decide whether to produce or outsource.

Other justifications
e If demand externalities are not internalized (Keynes, 1936).
e Targeted policy to overcome structural problems.
e Redistribution

e Budgetary consideration.
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What determines public employment? (Musgrave 1982)

Main reason
e Governments decide the scope of the public sector (political).

e Decide whether to produce or outsource.

Other justifications

If demand externalities are not internalized (Keynes, 1936).

Targeted policy to overcome structural problems.

Redistribution

Budgetary consideration.

Other less benevolent reasons
e Promote the interest of politicians and public employees themselves.
e Rent seeking: satisfy unions and other political groups.

e Win elections
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What determines public wages?

How it should be:
e Determined in the labour market (supply and demand).

e Aligned with private wages (adjusted by compensating differentials).
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What determines public wages?

How it should be:
e Determined in the labour market (supply and demand).
e Aligned with private wages (adjusted by compensating differentials).

How it is in practice:
Respond to the tightness of the budget.

Affected by unions and the power of civil servants.
Redistribute.
Win elections.

Inertia.
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Public-sector wage premium

Christofides and Michael, year 2008
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Note: Christofides and Michael (2013), using EU SILK data for the year 2008,
accounting for selection, decomposing into explained and unexplained components.
Figure plots unexplained component.
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Heterogeneity: education, region, age, gender

Public-sector employment share by education Public-sector wage premium (controlling for occupation)
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Note: US CPS data, average between 1996 and 2018. The graph on the left
shows the fraction of public-sector employment out of total employment for each
educational level. The graph of the right shows the public-sector wage premium,
estimated by regressing the log of hourly wage on a public-sector dummy and controls
(2-digit occupations, age, gender, region, year and a part-time dummy), separately
for workers with different education levels.
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Heterogeneity: Examples for Italy

Public Sector Private wages

Domestic, Hotel and Office 1585 euros (40 hours) 1460 euros (45 hours)
Cleaners and Helpers

General Office Clerks and Sec- 2239 euros (40 hours) 2294 euros (46 hours)
retaries (General)

Administration Professionals ~ 3072 euros (40 hours) 5243 euros (45 hours)

Note: SES data, Italy, 2014. Unconditional mean of occupation wages of full-time
workers.
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Effects of the misalignment of wages schedules

In 2017 the Bank of Italy advertised 30 job openings:

Italy’s chronic unemployment problem has been thrown into sharp relief after 85,000
people applied for 30 jobs at a bank [...] The work is not glamorous - one duty is feeding
cash into machines that can distinguish banknotes that are counterfeit or so worn out
that they should no longer be in circulation. The Bank of Italy whittled down the
applicants to a “shortlist” of 8,000, all of them first-class graduates with a solid
academic record behind them. They will have to sit a gruelling examination in which
they will be tested on statistics, mathematics, economics and English [...] The high level
of interest was a reflection of the state of the economy but also of the Italian obsession

with securing “un posto fisso” - a permanent job.

Geromichalos and Kospentaris (2020).
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Consequences of wage misalignment

High public wages
e Long queues for public jobs, and higher unemployment.
e Underemployment in public sector.

e Use of nepotism.

Lower entrepreneurship rates in private sector.

Altering which workers the government hires (Demand).

Higher spending.
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Consequences of wage misalignment

High public wages
e Long queues for public jobs, and higher unemployment.
e Underemployment in public sector.

e Use of nepotism.

Lower entrepreneurship rates in private sector.

Altering which workers the government hires (Demand).

Higher spending.

Low public wage
e Recruitment problems, jeopardizing production.

e Inefficient skill mix.

Garibaldi and Gomes The Economics of Public Employment: An Overview



Other elements to take in account

Other benefits of working in the public sector
e Lower hours.
e Better work-life balance.

e Job security.

Better pensions.

Better health care benefits.
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Other elements to take in account

Other benefits of working in the public sector
e Lower hours.
e Better work-life balance.

e Job security.

Better pensions.

Better health care benefits.

How to know if the public wage is too high or low?

e Look at queues for public jobs.
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Policy Proposals
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Quantities are policy variables, wages should not!

e Government should have flexibility in choosing employment, but
setting wages should be left out of the political space.

e The goal is simple: a better (not perfect) alignment of public wages
with the private sector.

e Two steps reform:
e Step 1: set a pay schedule and progression structure

e Step 2: yearly wage growth decision
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Step 1: getting a balance across sectors

e Benchmark should be private sector wages by occupation, education,
experience and region, but not gender (implement specific policies
to reduce wage differential in private sector).

e Adjust downwards for job security differential, hours, work-life
balance, pensions premium and health care.

e Flexible to reward unobservable skills and effort (micro).

e In occupations with low private employment, the wages should match
occupations with similar careers and education.

e An useful indicator to monitor the pay structure is the
length of queues.
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A by-product of wage adjustments

e In most countries, this requires a reduction of public-sector wage
premia for: low educated or young workers or in poorer regions.

e Theory predicts an endogenous adjustment of employment to changes
in wage premium: quantities respond.

e Demand by the government of these workers will increase.
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Political implementation

e Governments should not implement this reform overnight.

e Direct wage cuts are not politically feasible nor socially desirable.

e We need a longer implementation horizon, not by cutting wages, but
by changing the expectation of evolution of the whole wage schedule,

together with regional top-ups.

e A government should use two hands: wage growth changes should be
accompanied by an announcement of “quantity increase” in
employment offering better public services.
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Step 2: yearly wage growth decision

Delegate to a Public Wage commission the setting of the annual
growth rate of public wages, inspired by the Low Pay Commission of
the UK.

e Set the growth rate of public wages to maintain a target ratio of the
wage bill relative to its employment in the public and private sectors.

e Could be done within existing Fiscal Councils
e Can be forward looking, or based on current year.

e Every 5 to 10 years, evaluate again the pay schedule and progression
structure by occupation and adjust targets for composition.
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Advantages of reform

Maintains parity between the two sectors in good and bad times.

e Reduces scope of government to use wages for electoral purposes.

e The government maintains control of all instruments related with the
supply of public goods.

e Requires low tax burden in recessions.
e Simple, fair and easy for economic agents to understand.
e Brings some predictability in one of the most important decisions of

governments.

Four possible objections
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How about inequality?
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How about inequality?

Key insight:

e The government has a redistributive role, but it does not mean that
all instruments have to be redistributive (Mirlees report).

o |f the government wants to fight inequality, it should use the income
tax system to do it, or other regulatory policy (minimum wage).

e Using public sector wages does not solve the problem (it possibly
amplifies it), and creates inefficiencies in the labour market.
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Does it make sense to hire low skilled workers in the public

sector?
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Does it make sense to hire low skilled workers in the public

sector?

Answer:

e Do we need a college graduate to put notes in a machine? We should
have a better skill mix.

e Hiring cheaper unskilled workers to free more qualified worker to do
more complex tasks, will improve productivity.

e For allocating talents across occupations, we believe the market is a

more efficient mechanism than the electoral and political games of
politicians.
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Politicians lose control (influence) over one useful

instrument.
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Politicians lose control (influence) over one useful

instrument.

Answer:

e The objective is to tie the hands of bad politicians.

e The government maintains control of all instruments regarding supply
of public goods or insurance (purchases of intermediate goods,
investment, employment and transfers).

e It reduces the importance of unions, but it offers a fair deal for public
workers.
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Are private wages a good benchmark? What if they are

not efficient?
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Are private wages a good benchmark? What if they are

not efficient?

Answer:

o Identifying the efficient market wage is hard.

e Even if private wage schedule it is not efficient the government can
use other instruments to correct them.
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Report
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Other elements of the report

e Preliminary considerations
e Stocks
e Flows

e Education
e Gender

o Age

e Regional

e Nepotism

e Unions

e What was left outside of the presentation?
e Summary of insights from literature

e Policy proposals
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Preliminary considerations
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o Aggregate data (OECD) - government employment.

e Microdata for US, UK, France and Spain (CPS, LFS, SES)

Large countries with sizable public sectors
Recently facing pressure to reform their public sectors

Have different labour market institutions, public-sector hiring
procedures and wage policies and various weights on different
industries.

Facts that are found to be common across the four countries should be
seen as intrinsic characteristics of the public sector.

e Other data: Quality of Government Survey, PIAAC.
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Defining public-sector jobs

e The distinction between sector is based on a self-reported variable.

e In the UK public-sector includes:
e Central Government, Civil Service;

e Local government or council (incl. police, fire services and local
authority controlled schools or colleges);

e University or other grant-funded educational establishment;
e Health authority or NHS trust;
e Armed forces.
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Defining public-sector jobs

e The distinction between sector is based on a self-reported variable.

e In the UK public-sector includes:

Central Government, Civil Service;

Local government or council (incl. police, fire services and local
authority controlled schools or colleges);

University or other grant-funded educational establishment;
Health authority or NHS trust;
Armed forces.

e Similarly for France.

e Spains asks directly “Public” or “Private.

e US asks directly whether government (federal, state or local
government).

e Do not include publicly-owned companies.
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Stocks
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Public employment, cross-country aggregate measure

Employment in general government, 2015
(as a percentage of total employment)
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Note: OECD data.

An Overview
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Public-sector wage premium

Public-sector wage premium, 2008
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Note: estimates by Christofides and Michaels (2013), using EU SILK, decomposing
into explained and unexplained components (also accounting for selectivity). Figure
plots unexplained component.
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e Fact 1: Public employment varies substantially by countries.

e Fact 2: Public-sector wage premium varies substantially by countries.
It can be positive and negative.
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Literature - Frictionless labour markets

Walrasian Vs. Malinvaud (Garibaldi, Gomes and Sopraseuth, 2020)

e Competitive private sector (Walrasian) and a government that acts
with a wage schedule that does not equate demand and supply
(Malinvaud).

e Public wages are high: employment is demand determined,

e Public wages are low: employment is supply determined.
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Literature - Frictionless labour markets

Walrasian Vs. Malinvaud (Garibaldi, Gomes and Sopraseuth, 2020)

e Competitive private sector (Walrasian) and a government that acts
with a wage schedule that does not equate demand and supply
(Malinvaud).

e Public wages are high: employment is demand determined,

e Public wages are low: employment is supply determined.

e People have different "non-pecuniary value” over these sectors:

e Allows for different wages in public and private sector.
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Literature - Frictionless labour markets

e Pure frictionless market, public and private wages equate: Finn
(IER 1998), Domeij and Ljungqvist (SJE 2018).

e Public employment crowds out of private employment (less than
one-to-one).
e Raises private wages.
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Literature - Frictionless labour markets

e Pure frictionless market, public and private wages equate: Finn
(IER 1998), Domeij and Ljungqvist (SJE 2018).
e Public employment crowds out of private employment (less than
one-to-one).
e Raises private wages.

e Unionized labour market, public wages above market clearing
(rationing unemployment). Algan et al. (2002), Ardagna (2007).
e Public employment crowds out of private employment (more or less
than one-to-one, depending on wages).
e Public wages raise unemployment.
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Literature - Frictionless labour markets

e Pure frictionless market, public and private wages equate: Finn
(IER 1998), Domeij and Ljungqvist (SJE 2018).
e Public employment crowds out of private employment (less than
one-to-one).
e Raises private wages.

e Unionized labour market, public wages above market clearing
(rationing unemployment). Algan et al. (2002), Ardagna (2007).

e Public employment crowds out of private employment (more or less
than one-to-one, depending on wages).
e Public wages raise unemployment.

¢ Occupational choice Cavalcanti and Santos (WP, 2019), Gomes and
Kuehn (2017).
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Summary of theoretical insights

o Insight 1: We should not expect that public-sector wages clear the
labour market (there are not obvious mechanisms for the adjustment).

e Insight 2: High wages imply rationed jobs (demand determined).

e Insight 3: Low wages imply jobs left unfilled (supply determined).
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Flows
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Worker gross flows: UK

0.13 (p)

Private 0.24 (h) Public
Employment Employment
21847 (t) 6796 (t)
55.7 (p) 0.10 (p) 17.1 (p)

0.58 (h)

121(p)
1.05 (p) 220 0.18 (p)
1.56 (h) 081 (h)
1.10
Z2750) 112(9) 0299
492 (h) 1.68 ()

\ 0.86 (p)
Unemployment 17.75 () Inactivity
1969 (t) 9065 (t)
22.85 (p)

1.13 (p)
494 (h)

494(p)

Note: From Fontaine et. al (2020).
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Worker gross flows: FR

0.06 (p)

Private 0.12 (h) Public
Employment Employment
20054 (t) 5431 (t)
503 (p) 0.06 (p) 13.6 (p)

0.42 (h)

1.10 (p)
1.05 (p) 221 0.17 (p)
2.09 (h) 057 (h)
1.25
B0 0339 0239
3.13 (h) 1.65 (h)

\ 110 (p)
Unemployment 17.00 (h) Inactivity
2569 (t) 11836 (t)
6.4 (p) 124 (p) 29.7 (p)
4.19 (h)

Note: From Fontaine et. al (2020).
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Worker gross flows: SP

0.07 (p)

Private 0.18 (h) Public
Employment Employment
15521 (t) 2975 (t)
409 (p) 0.04 (p) \Q(p/)

0.51 (h)

141 (p)
1.77 (p) 840 0.18 (p)
4.38 (h) 0.44 (h)
1.96
2 150) 125 ) 0199
3.04 (h) 2.47 (h)

\ 1.67 (p)
Unemployment 17.60 () Inactivity
4034 () 15447 ()
40.7 (p)

1.95 (p)
4.80 (h)

106 (p)

Note: From Fontaine et. al (2020).
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Worker gross flows: US

136 (p)
2.16 ()
0.97 (p)
1.44 (h)
1.00 (p)
19.60 (h)

0.19* (p)

Private 0.31* (h) Public
Employment Employment
111466 (t) — 21542 (t)
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0.80 ()
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17.60 ()
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Unemployﬁ

9751 (1)

37865 (t)
224 (p)

560 1.04 (p)

456 (h)

Note: From Fontaine et. al (2020).
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Highlights

e Fact 3: There is 30 to 50 percent less turnover in the public sector

e Fact 3a: The probability of a worker moving to unemployment is 2-3
times higher in the private sector;

e Fact 3b: In each quarter (month in the US), an unemployed worker
has a 20% probability of finding a job in the private sector and a
2-3% in the public sector.

e Fact 4 There are few direct transitions between the public and
private sectors: 70 to 85 percent of the new hires in the public sector
come from non-employment (particularly inactivity).
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Search and matching literature on public employment

e Segmented Markets: Quadrini and Trigari (SJE 2007), Horner,
Ngai and Olivetti (IER 2007), Gomes (EJ 2015), Gomes (IER 2018),
Afonso and Gomes (JM 2014).

¢ Random search: Michaillat (AEJMacro 2014), Caponi (2014),
Albrecht et al. (EJ 2018), Bermperoglou et al. (2017).

e Job ladder: Burdett (2012), Postel-Vinay and Turon (2018), Bradley,
Postel-Vinay, Turon (2018).
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Segmented markets

T T

mP = m(vP, uP) mP mé m& = m(v8, u8)
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Segmented markets - Insights

e Decision of where to search depends on: wages, job-separation and
job-finding comparisons.

o Effects of public-sector wages work through the queues and lower

private-sector job creation, rather than spillovers to private-sector
wages.

e |t portrays a realistic mechanism of selection into the public sector in
several countries. Documented empirically by Krueger (ILRR 1988)
and Nickel and Quintini (EJ 2002) and experimental by Bo, Finan
Rossi (QJE, 2013).
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Notion of queues

e There is a concept of optimal wages:

e Too high wages generates a queues for the public sector and higher
unemployment (quantitatively very sizable)
e Low wage generates recruitment problems

e Optimal wages reflect labour market frictions (for instance differences
in job separation).

e Effects of public employment:

e Reduces unemployment if public wages are low

e Increases unemployment if public wages are high
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Random search - Insights

e No effective decision of unemployed.

o Effects of public-sector wages work through the spillovers to
private-sector wages (and lower private-sector job creation).

o Still, with low turnover the spillovers to private-sector wages are
small. If the public sector is a bubble, there is no wage leadership role.
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Job ladder

o Effects of public-sector wages work through the spillovers to
private-sector wages (through reservation wages).

o Considers sector-to-sector transitions (need attention when going to
the data)

e Put emphasis on the lifetime premium of the public sector: comparing

values of employment which include wage progression, probability of
being unemployed or switching sectors (mixed results).
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An illustration of the usefulness of these models

l-0

e_W _ e_ u
Ve = — — (Ve - V), (1)
u_(zxw)l_J e \yu
V= (Ve V), (2)

V€ and VY: value of employment or unemployment,
w: wage rate,

z: flow value of unemployment,

f: job-finding rate,

d: job separation rate,

o: degree of risk aversion,

r: discount rate.
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A back-of-the-envelope calculation

@ risk-neutral (o0 = 0) - a lower bound.

@® risk-averse workers (o = 2), no savings - an upper bound.

For two different separation rates, ' and 62, the ratio of wages that
equate the value of employment:

w2 (r+62+f)(r+51><zl_”+f) =

Wi |+ + ) (r+R2x2o+f)| 3

under risk neutrality, collapses to:

w2 (r+ P4 (r+6 xz+1) (@)
wl  (r+ 68 4+ f)(r+82 xz+f)
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Public-sector job-security premium

Scenario for value of unemployment Government budget

Very low Low Medium High Very high (medium scenario)

z=03 z=03 z=05 =z=07 z=0.7 Millions % of GDP % of Gov

f=min f =mean f = mean f = mean f = max Spending
Lower bound: risk neutrality (¢ = 0)
France 2.5% 2.2% 1.6% 0.9% 0.8% 4443 (€) 0.20 0.39
UK 1.6% 1.2% 0.9% 0.6% 0.4% 1484 (£) 0.08 0.20
Spain 1.3% 0.9% 0.6% 0.4% 0.3% 747 (€) 0.07 0.17
us 1.6% 0.9% 0.6% 0.2% 0.2% 11184 (%) 0.06 0.18
Upper bound: risk aversion (o = 2) and no insurance
France 6.9% 6.3% 2.9% 1.3% 1.1% 8241 (€) 0.38 0.72
UK 4.6% 3.7% 1.6% 0.7% 0.6% 2843 (£) 0.15 0.39
Spain 3.0% 2.3% 1.1% 0.5% 0.3% 1310 (€) 0.12 0.30
us 4.2% 2.5% 1.1% 0.3% 0.2% 21127 (%) 0.12 0.34

Note: The first five columns of table report the fraction of the wage that a private-sector
worker is willing to forgo to have the same conditional job-separation rate as a public-sector
worker in each country, depending on the replacement rate and job-finding rate. The discount
rate r is set to 0.005 for France, the UK and Spain and to 0.0017 for the US. We calculate
the budgetary value of job-security based on 2015 data on wage compensation of government
workers, GDP and total government spending provided by AMECO and FRED datasets.
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Summary of theoretical insights

e Insight 4: High public-sector wages generate unemployment through
the length of queues or spillovers to private sector.

e Insight 5: Low public-sector wages generate recruitment problems.

e Insight 6: Increases in public employment raises (lowers)
unemployment when public-sector wages are high (low).

e Insight 7: The public sector offers a compensating differential in the
form of job security.
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By education
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Public employment by education, US

Public—sector employment share by education Public-sector wage premium (controlling for occupation)

2 3
L .

Share of total employment
1
:

Note: Garibaldi, Gomes and Sopraseuth (2020).
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Public-sector employment, by education

Public sector Private sector Total

College ¢ I3 n
No-college 15 15 1—n
Total 18 1P 1

Government (g), private (p), college (1), no-college (2).
Total employment normalized to 1.
Share of college in total employment (n).

Two statistics:

=T

¢ Ratio of public employment share: r8 = —2

s

i
|
3

e Education intensity ratio: eié = £
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Looking by column or by row

Public-sector employment share by education College employment share by sector
<

o

- F
z

Lm g
£ 3
3 2

2 £ 4
g s
° T
T g
5 3
2 g
5 3
g 5

5 PO
R g
"

o4 od

FR SP UK us FR SP UK us
[ College No college | I Fublic Private

Note: CPS data, average between 1996 and 2017. College: Associate degree, Bache-
lors, Master, Doctorate.
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Two statistics

Ratio of public employment shares Education intensity ratio
(share of college in public sector relative to the share in private sector)

(share of college employment relative to share of no college employment)
o
o e
©
e
@
@
N
o 2
© T
o o
@
@
<
-
<
-
ad -
sP UK us FR sP UK us

FR

Note: CPS data, average between 1996 and 2017.
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Industries

Public-sector employment share by education Ratio of public employment shares

® (share of college employment relative to share of no college employment)
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Note: French, Spanish, UK Labour Force Surveys, CPS.
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Occupations

Public-sector employment share by education Ratio of public employment shares
(share of college employment relative to share of no college employment)
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Note: CPS data, average between 1996 and 2017. 3-digit occupations that have an
overall share of public-sector employment between 0.05 and 0.95.
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Compression, over time, across countries

c United States c France
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Note: Structure of Earning Survey (2002, 2006, 2010, 2014) and CPS data between
1996 and 2017.
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Highlights

e Fact 5: Public employment is biased towards higher educated
workers.

e Fact 6: This hold within industries and in two thirds of 3-digit
occupations.

e Fact 7: Public-sector wages are compressed: higher premium at the
bottom and lower at the top.
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Mechanisms in the literature

Gomes (2015)
e There are long queues for low educated workers.
e High-educated workers are hard to recruit.

e A cost minimizing government shifts demand towards middle workers:

e Does not want to hire very low-skilled workers (because it pays too
much)

e It cannot hire the very high-skilled workers (because they don't pay
enough)
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Realism of the mechanism

In 2017 the Bank of Italy advertised 30 job openings. The number of
applicants was 85,000:

Italy’s chronic unemployment problem has been thrown into sharp relief after 85,000
people applied for 30 jobs at a bank [...] The work is not glamorous - one duty is feeding
cash into machines that can distinguish banknotes that are counterfeit or so worn out
that they should no longer be in circulation. The Bank of Italy whittled down the
applicants to a “shortlist” of 8,000, all of them first-class graduates with a solid
academic record behind them. They will have to sit a gruelling examination in which
they will be tested on statistics, mathematics, economics and English [...] The high level
of interest was a reflection of the state of the economy but also of the Italian obsession

with securing “un posto fisso” - a permanent job.

Taken from Geromichalos and Kospentaris (2020).
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Underemployment - Concepts and definitions

e Underemployment u: stock of workers with college employed in jobs
typically performed by no-college workers.

e n: stock of employed college workers (as above).

e j1: stock of jobs in graduate related tasks, only filled by graduates
[1=n—u.
e jo: stock of jobs in non-graduate related tasks [j» = (1 — n) + u].

e [i: underemployment rate

- u
u= —
J2

e Underemployment in private and public sector: uP = ;.’—,f, us = £
2
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Underemployment rates

e Fact 8: In most countries, underemployment is higher in the public

sector.

Underemployment rate, by country
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Note: PIAAC (Survey of Adult Skills). By occupation, we calculate the number of years of
education of (self-reported) well-matched people. Consider underemployed, college graduates
whose years of education are 1.96 s.d. above the mean years of education in an occupation.
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Mechanisms in the literature

Garibaldi, Gomes and Sopraseuth (2020) propose and distinguish between
three explanations for the education bias:

e Technology: more educated workers are more important inputs in
the production of government services.

e Compressed wage schedule: shifts the demand from the (relative
more expensive) less qualified workers to the (relative less expensive)
more qualified workers.

¢ Underemployment (overeducation): if public-sector jobs that
require low qualifications pay very well,they attract workers with more
qualifications.
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Mechanisms in the literature

Garibaldi, Gomes and Sopraseuth (2020):

e Decomposition: technology is main driver but wages and excess
underemployment explain 12-15 percent of the education bias.

e Public-sector wage policy and inequality (college premium).

e Increase of unskilled public sector wages (1%):

e Gov. shift hiring away from unskilled towards skilled.
e Raises private sector college wages (0.07%.)

e Lowers private sector no-college wages (—0.06%).

e Lowering inequality for a sub-set of workers, raises inequality in the
private sector.
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Mechanisms in the literature

Domeij and Ljungqvist (SJE 2018):

o Differences in public sector hiring of skilled and unskill workers can
explain differences in skill premium between the US and Sweden.

Gomes and Kuehn (RED, 2017):

e effects of public sector as absorber of skills on entrepreneurship..
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Mechanisms in the literature

Chassamboulli and Gomes (2019):

e Endogenous education.

e High employment of educated workers = pushes more people for
education.

e Higher wage premium for low-educated workers = pushes fewer
people for education.

e Quantitatively, the first effect dominated.
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Summary of theoretical insights

e Insight 8: The negative effect of high public-sector wages on
unemployment and queues are stronger for workers with lower
education.

e Insight 9: The negative effect of low public-sector wages on
recruitment problems are stronger for highly qualified workers.

e Insight 10: High public wages for low-skilled jobs shifts demand away
from this workers, lowering their wage in private sector and raises
underemployment.

e Insight 11: Job-security premium is higher for workers with lower
education, reinforcing the compensation asymmetry.
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By gender
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Over-representation of women

Public sector employment share by gender Women'’s employment share by sector
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Note: the graph on the left shows the public employment shares by gender and the graph
on the right the share of women in sectoral employment. For the United States the data is
taken from the CPS (2003-2018), for the United Kingdom from the UK Labour Force Survey
(2003-2018), for France from the French Labour Force Survey (2003-2017) and for Spain
from the Spanish Labour Force Survey (2003-2018); for more details on the methodology
see Fontaine et al. (2020).
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Over-representation of women

Ratio of public employment shares Ratio of women’s employment shares
(share of women’s employment relative to share of men’s employment) (share in public employment relative to share in private employment)
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Note: the graph on the left shows the ratio of public employment shares (rg), and the graph
on the right shows the ratio of women’s employment shares (rf). For the United States
the data is taken from the CPS (2003-2018), for the United Kingdom from the UK Labour
Force Survey (2003-2018), for France from the French Labour Force Survey (2003-2017)
and for Spain from the Spanish Labour Force Survey (2003-2018); for more details on the
methodology see Fontaine et al. (2020).
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Over-representation of women, by industry

Ratio of public employment shares Ratio of women’s employment shares
(share of women’s employment relative to share of men’s employment) (share in public employment relative to share in private employment)
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Note: For the United States the data is taken from the CPS (2003-2018), for the United
Kingdom from the UK Labour Force Survey (2003-2018), for France from the French Labour
Force Survey (2003-2017); for more details on the methodology see Fontaine et al. (2020).
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Over-representation of women, by occupation

Ratio of public employment shares Ratio of women’s employment shares
(share of women’s employment relative to share of men’s employment) (share in public employment relative to share in private employment)
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Note: CPS data, average between 1996 and 2017. 3-digit occupations that have an
overall share of public sector employment between 0.05 and 0.95. The ratios were
capped at 3 for readability.
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Public-sector wage premia

us UK France Spain
Panel A: wage regressions
Public sector wage premium

Men -0.053%** 0.038*** -0.117%** 0.002
(-16.38) (11.36) (-0.30) (0.62)

Women 0.059%** 0.059%** -0.054%** 0.069***
(19.88) (21.97) (-22.55) (28.65)

Gender wage gap

Private -0.314%** -0.177%** -0.163%** -0.214%**
(-164.45) (-76.24) (-91.22) (-163.18)

Controls

Demographic X X X X
Region and year X X X X
Part-time X X X X
Tenure (quadratic) X X X
Occupation X X X X
Observations 1,117,845 625,869 593,950 876,274
R-squared 0.481 0.550 0.487 0.599

Note: Estimated by OLS regressions of the log of yearly gross earnings on a female
dummy and a female dummy interacted with a dummy for working in the public sector,
controlling for region, year, occupation, education, age groups, part-time, tenure and
tenure squared. Data for UK, France, and Spain for 2002, 2006, 2010 and 2014; for
US for 1996-2018.
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Public-sector hours premia

us UK France Spain
Panel B: hours regressions
Public sector hours premium

Public-sector -0.025*** -0.038*** -0.028*** -0.046***
(-25.01) (-34.61) (-37.03) (-54.25)

Controls

Demographic X X X X

Region and year X X X X

Tenure (quadratic) X X X

Occupation X X X X

Part-time X X X X

Observations 1,021,443 625,869 593,950 876,274

R-squared 0.602 0.569 0.471 0.563

Note: Estimated by OLS regressions of the log of yearly gross earnings on a female
dummy and a female dummy interacted with a dummy for working in the public sector,
controlling for region, year, occupation, education, age groups, part-time, tenure and
tenure squared. Data for UK, France, and Spain for 2002, 2006, 2010 and 2014; for
US for 1996-2018.
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Flows out of public employment

Targets us UK France Spain
Men Women Men Women Men Women Men Women
Transition probabilities

P—-U 0.0161 0.0121 0.0151 0.0132 0.0203 0.0217 0.0417 0.0437
P —1 0.0189 0.0274 0.0159 0.0295 0.0187 0.0269 0.0245 0.0450
G—-U 0.0060 0.0076 0.0064 0.0045 0.0079 0.0083 0.0203 0.0227
G — | 0.0148 0.0200 0.0144 0.0179 0.0142 0.0180 0.0191 0.0274

Note: French, Spanish, UK Labour Force Surveys and the CPS (2003-2018).
The transition probabilities report the probability of an employed worker to be
unemployed or inactive in the following quarter (month in the US).
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Highlights

e Fact 9: There is over-representation of women in the public sector.
e Fact 10: They enjoy a higher public-sector wage premia than men.
e Fact 11: Public sector workers have fewer hours.

e Fact 12: Women in the public-sector are less likely to withdraw from
the labour force.

e Also documented by Jacobs (1998) and Anghel, de la Rica, and
Dolado (2011)
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Mechanisms in the literature

Gomes and Kuehn (2020):

e Quantitative search and matching model: where men and women
decide whether to enter private or public sector labor markets and
whether to participate in the labor market.

e Quantify how much of the selection of women is driven by:

e lower gender wage gaps (higher public wage premium for women);
e possibility of better work-life balance in public sector;
® more job-security;

e an intrinsic preference for public-sector occupations.

e Calculate, for men and women, the monetary value of

e the public-sector job-security premia;

e the public-sector work-life balance premia.
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Mechanisms in the literature

Gomes and Kuehn (2020):

@ Selection of women is driven by:

e an intrinsic preference for public-sector occupations (mainly in UK).
e lower gender wage gaps (30% in US and Spain, 50% in France);
o better work-life balance (30% in France, 50% in Spain);

e no role for job security (men value more job-security).
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Mechanisms in the literature

Gomes and Kuehn (2020):

@ Selection of women is driven by:

e an intrinsic preference for public-sector occupations (mainly in UK).
e lower gender wage gaps (30% in US and Spain, 50% in France);
o better work-life balance (30% in France, 50% in Spain);

e no role for job security (men value more job-security).

® Monetary value of

e the public-sector job-security premia is 1 to 5 percent;

e the public-sector work-life balance premia is 5 to 15 percent (20 to 40
in Spain).
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Mechanisms in the literature

Gomes and Kuehn (2020):

@ Selection of women is driven by:

e an intrinsic preference for public-sector occupations (mainly in UK).
e lower gender wage gaps (30% in US and Spain, 50% in France);
o better work-life balance (30% in France, 50% in Spain);

e no role for job security (men value more job-security).

® Monetary value of

e the public-sector job-security premia is 1 to 5 percent;

e the public-sector work-life balance premia is 5 to 15 percent (20 to 40
in Spain).

® Policies regarding public sector wages and employment affect mainly
women
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Summary of theoretical insights

e Insight 12: The public-sector offers an extra compensation in the
form of work-life balance, valued more by women.

e Insight 13: Lower gender wage gap in the public sector and
preferences will always make the public sector attract more women.

o Insight 14: Employment and wage policies will affect more women.
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By age
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Public employment by age

United States United Kingdom
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Note: The figure show public employment out of total employment by age. For the US the
data is taken from CPS (1996-2017), for the UK from the UK Labour Force Survey (2003-
2016), for France for the French Labour Force Survey (2003-2016) and from Spain from the
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employment by age, cohort effects
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Note: The figure show public employment out of total employment by age. For the
US the data is taken from CPS (1996-2017), for the UK from the UK Labour Force
Survey (2003-2016), for France for the French Labour Force Survey (2003-2016)-and
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Compensation of public sector by age

e Wage profiles varies with age (in general flatter than private sector),
e Also job security,

e Pensions premium.
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Retirement schemes

Table 6.1. Institutional arrangements for pensions covering civil servants
vs. private sector workers

Fully integrated Separate but similar benefits Fully integrated with top-up Entirely separate
Chile (1981) Finland (1995) Australia Belgium
Czech Republic Luxembourg (1999) Austria (2004, 2009) France
Estonia Netherlands Canada Germany
Greece (2011) Sweden Denmark Korea
Hungary Iceland

Israel (2002) Ireland (1995)

Italy (1995/2008) Mexico (2007)

Japan (2015) Norway

Latvia United Kingdom

New Zealand (2007) United States (1984)

Poland

Portugal (2006)
Slovak Republic
Slovenia

Spain (2011)
Switzerland
Turkey (2006)

Note: The years in brackets refer to the date from which newly hired civil servants are no longer covered by an entirely
separate scheme, but are rather in the fully integrated private sector scheme or have a top-up. For Italy new civil
servants were covered by the private sector scheme from 1995 onwards, while in 2008 future contributions for all civil
servants were under the private sector rules. For Austria the pension was fully integrated from 2004 but an additional
top-up was introduced in 2009. For Finland the unifying process began in 1995, before which there was more of a top-up
element to the system. All countries without a date have been in that particular category for at least the last 35 years.
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Retirement schemes

Figure 6.2. Long-term gross replacement rates for civil service and private sector
average earners, entering at age 20 in 2014, %

I Civil Servant < Private sector # Private sector with voluntary
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Note: Retitement age (in brackets) is the same for both civil servants and private sector workers.
Source: OECD pension models.
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Retirement schemes

Figure 6.3. Long-term replacement rates for civil servants and private sector
average earners, before the civil service reform

I Civil Servant A Private sector m Private sector with voluntary
120
100 |
80
60 |
40
0 JPN (65, 65) ISR (67, 60) GRC (57, 58) TUR (65, 60) PRT (65, 65) ITA (65, 60) ESP (65, 60) NZL (65, 65)

Note: Retirement ages are given in brackets, with private sector first.
Statlink szsrw http://dx.doi.org/10.1787/888933426827
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Highlights

e Fact 13: Public employment represents a higher fraction of
employment of older workers.

e Fact 14: The public sector hires few young workers.

e Fact 15: Compensation varies over the lifecycle.

e Fact 16: There are higher retirement replacement rates in the public
sector.

¢ Also documented for the UK by Disney et al. (EJ 2009) and Danzer
and Dolton (LE 2012)
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Mechanisms in the literature

Gomes and Wellschmied (2020)

e Set up an incomplete markets, lifecycle model, with risk averse
workers, search and matching frictions and public and private sector.

e How does wealth interact with public and private employment?:

e Through savings: savings behaviour of public and private sector
workers should be different: for precautionary motives (unemployment
risk), because different wage profiles and for retirement.

e Through selection: who searches for public sector jobs?

Garibaldi and Gomes The Economics of Public Employment: An Overview



Mechanisms in the literature

Gomes and Wellschmied (2020)

¢ Quantify total compensation premium (wages, job-security, pensions).

e Total compensation is larger than suggested by the “naive” wage
premium.

e Is larger for non-college educated workers.

e Premia is tilted towards older workers, because pension premium is
large (7% in France, 10% in US, 15% in Spain, 25% in UK).

e Substantial budgetary increases and unemployment reduction from
harmonizing compensation.
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Summary of theoretical insights

o Insight 15: The negative effect of high public-sector wages on
unemployment and queues are stronger for younger workers.

e Insight 16: High public wages for young workers shifts demand away
from this workers.

o Insight 17: The public-sector offers extra compensation in the form
of a pensions premia.
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By region
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Highlights

e Fact 17: Substantial regional variation of size and composition of
public employment .

e Fact 18: Substantial regional variation of wage policies.

Garibaldi and Gomes The Economics of Public Employment: An Overview



Regional variation in public employment, US

Public-sector employment share by education Ratio of public employment shares
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Regional variation in public-sector wage premium, US

Public-sector wage premium by education Public-sector wage compression (no—-college—college)
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Regional variation in public employment, by gender

Public-sector employment share by gender, US

Public-sector employment share by gender, UK

Share of total employment

Public-sector employment share by gender, France
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Mechanisms in the literature

Caponi (RSUE 2020)

e Geographically homogeneous wages across regions with different
productivity generate different wage premia .

e Using a search and matching model with random search, calibrated
for Italy, find that the uniform wage policy explains up to 33% of the
unemployment gap between the North and South.

Alesina, Rostagno andDanninger(IMF 2002)

e View public employment as a subsidy from the North to the less
wealthy South ltaly.

e Half of the wage bill in the South of Italy can be identified as a
subsidy (both employment and wages).

o Affect individuals' attitudes toward job search, education, 'risk taking’
activities etc.
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iterature of the regional effects of public employment

Faggio (JUE 2019)

Faggio and Overman (JUE 2014)

Jofre-Monseny, Silva and Vazquez-Grenno (RSUE 2019)
Kessing and Strozzi (RS 2017).
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Summary of theoretical insights

o Insight 18: The negative effect of high public-sector wages on
unemployment and queues are stronger for workers in poorer regions.
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Nepotism
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How hiring take place

Skills and merit
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Source: Indexes of recruitment practices are takes from the Quality of Government Survey.

Data on government and private sector employment is from EUROSTAT and OECD. Data
on government wage bill and private sector wage bill is from AMECO.
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Suggestive evidence of nepotism in public sector hiring

e Scopa (2009): probability of working in the public sector is 44%
higher for individuals whose parents also work in the public sector.

e Durante, Labartino and Perotti (2011): higher concentration of last
names in universities relative to the overall population, and that it
increased after a reform decentralizing hiring choices.

e Martins (2010): increasing hiring in state-owned firms in the months
preceding an election in Portugal (since 1980s).

e Fafchamps and Labonne (2014): people sharing the family name of
local elected officials are more likely to be employed in better paying
occupations than those with the name of loosing candidates.

e Colonnelli and Mounu and Teso (2018): regression discontinuity
design in close electoral races, find political connections are a key and
quantitatively large determinant of employment in public
organizations.
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Highlights

e Fact 19: There is shred of evidence of nepotism / chronism in hiring
in some public sectors.

e Fact 20: Larger in countries/regions with higher public-sector wage
premium.
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Mechanisms in the literature

Chassamboulli and Gomes (2020)

Nepotism is not the disease, it is a symptom of high wage premium in
public sector.

e High wages generate long queues, so workers have incentive to
“invest” in political /personal connections to jump the queue.

e Wage policies place an endogenous constrain on nepotism.

e There is a silver lining to nepotism: conditional on inefficiently high
public wages, it lowers unemployment.
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Summary of theoretical insights

e Insight 19: High wages generate long queues, so workers have
incentive to “invest” in political /personal connections to jump the
queue.
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Unions
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Unionization rates

Unionization rates
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Highlights

e Fact 21: Unionization rates are higher in public sector, but are
declining.

e Also documented by Blanchflower and Bryson (2010).
e Usually, higher unionization rates is a justification for the high public
wage premium, but not easy to square with the Nordic experience (in

Sweden unionization rates are 65% in private and 85% in public
sector).
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What was left outside of the presentation
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Other literature not covered

e Macro-Fiscal (DSGE) literature on public employment (mainly
dynamics and budgetary perspective).

e Public economics and political economy literature (what drives
government decisions).

e Micro-labour and Personnel Economics (estimation of public sector
wage premium, effects on selection on unobservables)
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Two final graphs
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Source: EUROSTAT, AMECO and OECD. The left graphs shows the government wage bill
and employment in 2008. The regression line in black. The right graph shows the ratio of
gov. wage bill (% private wage bill) over gov. employment (% of private employment).
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Summary of theoretical insights
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Summary of theoretical insights

e Insight 1: High public-sector wages generate unemployment through
the length of queues or spillovers to private sector. These effects are
stronger for workers with lower education, younger and in poorer
regions.

o Insight 2: Low public-sector wages generate recruitment problems.
These effects are stronger for highly qualified workers in richer regions.

e Insight 3: Increases in public employment raises (lowers)
unemployment when public-sector wages are high (low).

o Insight 4: High public wages for low-skilled jobs shifts demand away
from this workers, lowering their wage in private sector and raises
underemployment.

e Insight 5: High public wage raises incentive to get jobs through
personal and political connections.

e Insight 6: Other characteristics of public-sector jobs that reinforce
wages: job security, work-life balance, pensions.
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