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Abstract

A substantial body of literature suggests that politicians are blocked from imple-
menting efficient reforms that solve substantial problems because of special inter-
est groups or budget constraints. Despite the existing mechanisms that block poten-
tially efficient reforms, real-world data show that a large number of new programs
and policies are implemented every year in developed countries. These policies are
often selective and considered to be fairly inefficient by ex post evaluation, and they
tend to be small in size and scope. With this background, this paper studies the rea-
sons why a rational politician would implement an inefficient public policy that is
intended to obfuscate the difficulties in achieving reforms. The paper uses a simple
competence signaling model that suggests that if an effective reform is impossible,
engaging in strategic obfuscation through an inefficient program increases the prob-
ability of winning a re-election compared to doing nothing at all. This is because an
inefficient reform does not lead voters to believe that the politician is incompetent,
which a lack of action risks doing. Intentional inefficiency aiming to obfuscate the
difficulty of efficient reforms can therefore complement the previous theories’ expla-
nations of political failure.
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1 Introduction

In most countries, significant amounts of public money are spent on active labor
market programs, subsidies to private firms to increase innovation, and similar pro-
grams. An overview of evaluations of various selective support programs suggests
that these programs are often found to be inefficient by ex-post evaluation. In their
conclusions, most evaluation papers analyzing such programs assume that these pro-
grams were intended to be efficient but for some reason did not succeed. The lack
of success is therefore attributed to a mistake or simply incompetence rather than
pointing at the design of the program as an explanation of lack of success.

However, it might be the case that these programs were not designed to succeed
in the first place. Due to political constraints, many economic problems are not easy
or popular to address. The logic behind the difficulty of achieving efficient reforms
is captured nicely in a quote of Jean-Claude Juncker, who, while working as the
Prime Minister of Luxembourg, said “We all know what to do, we just don’t know
how to get re-elected after we’ve done it.”! A lack of action from a politician could,
however, be interpreted as a lack of competence by the voters if voters believe that a
competent politician will be skilled in solving problems and crafting efficient poli-
cies. This creates a dilemma for politicians who cannot implement policies that are
efficient nor abstain from action.

This paper presents a simple competence signaling model of why a politician
should introduce a non-rent-seeking inefficient public policy program as a solution
to this dilemma. The model shows that a rational politician can benefit from imple-
menting an inefficient policy when voters have imperfect information regarding the
efficiency of the implemented policy but will have information if the politician does
nothing at all. The aim is to provide an explanation for the inefficient policies that
include neither direct rent transfer nor simple mistakes by politicians, which has
been lacking in the literature to date. The model describes how a politician might
improve her re-election chances by implementing programs that neither voters nor
special interest groups want to see implemented and do not transfer resources to any
one in particular. This is due to the action itself signaling competence to the vot-
ers, thus increasing their confidence in the politician, even if the reforms and pro-
grams are not worthwhile (Hodler et al. 2010; Spiegler 2013; Patty 2016). While an
ample body of literature has explained inefficiencies due to e.g. rent-seeking, this
paper suggests that the need to “do something” can be a source of inefficiency by
itself since “doing nothing” is seldom a good idea for a politician that wants to be
re-elected.

! The Economist (2007) “The Quest for Prosperity”, March 15th.
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2 Political action, competence and efficient policies

There are several reasons why it is difficult for a politician to implement a reform
without suffering major political setbacks. Since small and well-defined special
interest groups (SIGs) are more skilled in solving collective action problems, it
is easier for them to form a coalition and use it to affect policy in their favor and
preventing politicians from implementing policies that removes their privileges
(Olson 1965).

In addition to opposition by SIGs, reforms can be too expensive for politicians
who face binding budget constraints and lack the possibility of spending their
way out of problems. Since many countries are fairly close to the Laffer curve
peak, it might also be impossible to raise more revenue via taxation (Lundberg
2017). Even in countries that have ample financial resources, problems such as
low economic growth might be too difficult to simply spend their way out of.

From the literature on the difficulties of implementing reforms, one might
therefore get the impression that politicians often are not doing anything at all
(Fernandez and Rodrik 1991; Howitt and Wintrobe 1995). Indeed, according
to Friedman and Friedman (1985), there is a “tyranny of the status quo” that
prevents change. However, inaction is seldom the case in practice. Countless
reforms, programs, and ideas are tried out every year by governments around the
world. Given the problems involved in achieving effective reforms, it is difficult
to understand why there is such a large amount of political activity. Often, ex post
evaluations suggest that these programs and policies are inefficient or too small
to make a difference, thus making their nature even more interesting to study.
One reason for the existence of such inefficient policies might be that they are
designed to obfuscate the political dilemma of voters’ demand for action com-
bined with the difficulties associated with implementing effective reforms.

Why can politicians not simply admit that they do not have an effective answer
to the problem in which voters are interested? If voters forms their opinion off the
competence depending on how many actions they take against problems that the
voters experience, a lack of action could be interpreted as a lack of competence.
Political action therefore becomes a signal of competence, with more action being
interpreted as higher competence. Since voters have limited information regard-
ing the quality of their politicians, making their judgement on their perceived
competence is a reasonable proxy (Lupia and McCubbins 1998; Congleton 2007).

Voters might of course more than just the politicians competence, such as
their personal charisma, leadership skills or caring nature (Congleton and Zhang
2013). While correct, this paper follows the previous political signaling literature
that focuses on electing a competent as the main objective for voters. In e.g. mac-
roeconomics, there has been a long use of competence signaling models in which
a politician signals her competence via boosting the economy in the year before
an election by, e.g. cutting interest rates or increasing deficit spending (Rogoff
1990; Alesina et al. 1997).

It should also be noted that the institutional setting determines political action
and inaction. In parliamentary systems, the ruling governments often have the
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ability to ensure that their legislation is implemented. This is vastly different than
in e.g. the U.S. system, where the president might belong to a different party than
the majority in the Congress which in turn affects both the organization of poli-
tics as well as the strategies for signaling competence and action. (Weingast and
Marshall 1988; Krehbiel 2004). Likewise, in a more direct democracy system
like the Swiss, different strategies might be used by politicians who would like to
implement reforms compared to countries without elements of direct democracy
(Kirchgéssner 2008). These differences are not further developed in this paper but
left for further research and the model presented below assumes that the ruling
politicians are free to implement their policies.

3 A model for the implementation of inefficient policies

One version of a competence signaling model is developed by Dow and Gorton
(1997), but focuses on the financial industry rather than politics. In their model,
portfolio managers trade both to increase profits and to show their customers that
portfolio managers are actively doing something that justifies their fees. Since the
customers do not have perfect information, they cannot distinguish between effi-
cient trading and PR-driven trading. More specifically, they cannot determine if a
manager has not traded because she has not found any worthy deals (actively doing
nothing), or if she is shirking (simply doing nothing). Traders will, therefore, create
noise trades (so-called churning) to appear busy, although in practice they are doing
nothing worthwhile. Another relevant competence signaling model is found in Dur
(2001), which studies why politicians stick with inefficient decisions; however, it
reverses the perspective and examines the implementation instead. In that model, a
politician who removes a policy that she ex post determines to be inefficient risks
sending a signal to the voters that she is incompetent. Rather than abolishing a bad
policy and signaling that she is incompetent, a politician might prefer to let an inef-
ficient policy remain in place.

Just like the customer of a portfolio manager, voters might also interpret a lack
of action from their politician as a lack of competence. As voters have imperfect
information on the politicians’ policy options, voters remain unaware if reforms are
blocked by SIGs, budget constraints or other problems.? While there can be justified
reasons for not implementing a policy, not doing so might make them look incompe-
tent in the eyes of voters.”

2 This assumption is demanding, but empirical studies have shown that most voters have limited infor-
mation on the efficiency of policies (Caplan 2011) or budget constraints (Beetsma and Debrun 2016).

3 The division of political decisions into efficient and inefficient policies is slightly problematic. After
all, policies involve not only efficiency but also ideology and preferences. In other words, one person’s
efficient reform might be another person’s inefficient policy. Following the models of, e.g., Besley
and Coate (1998), Dur (2001) and Battaglini and Coate (2007), it is possible to describe certain poli-
cies as political failures and, therefore, create a benchmark of efficient reforms. For example, a program
intended to lower unemployment could be considered efficient if it is able to achieve this goal in a cost-
efficient way. This is the standard notion of efficiency used in most evaluation studies in labor, industrial
organization, development and international economics.
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3.1 Model setup

This section presents a competence signaling model where a lack of political
action is interpreted by the voters as a lack of competence. Competent politicians
are more likely to be able to implement reforms that solves the issues that voters
care about than an incompetent, due to their greater ability to solve problems and
craft policy. Therefore, a lack of action might be interpreted by the voters as a
lack of competence amongst the politicians.

A politician that is incapable of delivering a reform (due to lack of skill or the
problem being too difficult to solve) therefore have an incentive to implement a
policy regardless of their efficiency, in order for her not to be viewed as incompe-
tent by the voter. It is important to note that the model is from the voters perspec-
tive and the voters do not have full information on why the politician does not
choose to implement a policy or not. They can therefore not distinguish between
a lack of action due to the difficulties in creating policy or a lack of action due to
a lack of competence. This creates similar incentives for the politician to be more
active than necessary, as for the portfolio manager in the model by Dow and Gor-
ton (1997).

The relevant actors in the model are politicians and voters. The incumbent politi-
cians are facing an election and need to convince voters that the incumbents are bet-
ter than their opponents. Voters are interested in electing competent politicians who
can solve the problems of voters’ concern, e.g., provision of public goods. The sug-
gested model has two time periods. In the first period, nature determines the quality
of the politician, and politicians choose the type of policy to pursue: preserving the
status quo or implementing a reform. After the politicians have made their choice,
their actions are scrutinized by voters. Having received this information, voters
choose for whom to vote. Voters have perfect information regarding whether a poli-
tician has implemented a policy but do not have perfect information about whether
the policy is efficient. After voters have cast their votes, the incumbent is either
elected to or ousted from office, and the world ends.

The incumbent politician has a utility function with two components:

U =(V = (c — k) + bX) (1)

U" =(V - ¢ + bX) )
where V the social welfare of the project and is uniformly distributed in [0, 1].
The social cost of implementing the project is ¢ for the incompetent politician and
¢ — k for the competent politician, reflecting the competent politicians better skill
in implementing policy and solving problems. X is the ego-rent that a politician
receives from being in office depending on whether they are reelected (b = 1) or
ejected from office (b = 0). Incumbent politicians have two different options. They
can pursue reforms or do nothing by keeping the status quo. Each option has a dif-
ferent impact on their chances of being reelected since it affects the voters’ beliefs
about the politicians’ competence. Since the incumbent cares about both the social
value of their project and the ego-rent from being in office, the incumbent’s choice
will be based on what increases both the social surplus and their reelection chances.
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The realized value of V is higher for a competent politician than that for an incom-
petent one due to the lower social cost of ¢ — k compared to ¢, where ¢ > k> 0. In
other words, a politician of high competence is more skilled at solving problems and
implementing efficient reforms than a politician of low competence. This assump-
tion is in line with empirical observations that competent politicians are indeed
more skilled in delivering positive outcomes than incompetent ones (Besley 2005;
Gagliarducci and Nannicini 2013).

The incumbent can be either of high or low competence. The probability that the
incumbent is of high competence is 7, so the probability that she is and of low com-
petence is 1 — z. Voters have information regarding z and the incumbent’s utility
function, but they know neither the realization of the incumbent’s competence nor
the value of V. Voters’ beliefs about the competence of the incumbent are therefore
#! before the implementation of the policy and are ﬁzle or 7%]’\, afterwards, depend-
ing on whether the incumbent implemented a reform or did nothing. In an elec-
tion, the incumbent will face an opponent; the voters’ belief regarding the compe-
tence 7@ of the latter is randomly drawn from a cumulative distribution function
G(-) : [0,1] = [0, 1] just before the election. Voters will therefore elect the oppo-
nent rather than the incumbent if they believe that 79 > #! and vice versa.

For a given policy issue, the timeline of the model is as follows:

1. Nature determines the quality of the incumbent as competent or incompetent, with
probability z or 1 — z, respectively. Nature also determines the social value, V, of
the reform.

2. The incumbent observes if they are competent or incompetent and realized the
value of the reform, V and the attached costs, ¢ and k. Based on this information,
the incumbent decides which policy to pursue, i.e., to implement a reform or to
do nothing.

3. Voters observe the incumbent’s utility function and the chosen action, and they
revise their prior probabilities of the incumbent’s competence. They then partici-
pate in the election, and the incumbent is either reelected or ejected from office.

4. The game ends.

3.2 Policy outcomes

Solving the model for each Perfect Bayesian Equilibrium (PBE) requires calculat-
ing which candidate the voters believe is the most competent, given the action of
the incumbent (Selten 1965; Kreps and Wilson 1982; Cho and Kreps 1987). Since
the voters’ decision is based on the incumbents’ action and the incumbent’s action
depends on her utility function, three different cases will be considered. In short, an
incumbent who is only concerned with what is best for the society will never imple-
ment a policy that she does not believe to be good for the society. Hence, this incum-
bent is less likely to implement policies, especially if the incumbent is incompe-
tent. However, since doing nothing increases the voters’ belief that the incumbent is
incompetent, ceteris paribus, this decision lowers the reelection chances. An incum-
bent who cares only about their ego-rent from being in office will therefore always
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implement policies, even if they are unlikely to be successful, since doing nothing
would hurt the incumbent’s reelection chances.

3.3 Equilibrium with benevolent politicians

If voters know that the incumbent will never implement a policy that she believes
has a negative cost-benefit value, despite this having a negative effect on her re-
election chances, that is, if X = 0, it must be the case that the policy satisfies

V>c—-k
for a competent incumbent and

V>c
for an incompetent one. Since the incumbent knows the realization of V before
implementing the policy, there is no need to calculate the expected value from the
incumbent’s point of view. For voters, however, the probability that the project is
worthwhile is

p(V>c—k)

or

p(V>oc)
for competent and incompetent incumbents, respectively. The probabilities of the
politician being competent or incompetent, conditional on them implementing a pro-
ject, will henceforth be denoted by p(k) and p(0).
If the incumbent implements a reform, then voters update their prior beliefs about
the incumbent’s competence based on Bayes’ theorem, which in this case means that

N ”’P(k)

"8 = Tp) + (1= 2)p(0) )
If she instead does nothing, voters believe that her competence is
_ 7'(1 = p(k) @
N7 (1 = pk) + (1 = 2!)(1 = p(0))

Since p(k) > p(0), 7%12 > > ﬁllv; the incumbent increases the voters’ belief in her
competence if she implements a policy. Note that voters form their beliefs based
on the politicians’ action rather than the outcome of the action. Given that voters
believe that the incumbent will not implement a project that is not worthwhile, this
means that if the (competent) incumbent does not implement a project, it must be
the case that social benefits from the reform are lower than the social costs,

V<ec—k
In the extreme case of X = 0, a politician will never implement a project that does
not have a positive social value since she does not care about her reelection changes
but only about the public welfare.
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3.4 Equilibrium with non-benevolent politicians

The assumption of completely benevolent politicians is perhaps too extreme.
The most interesting cases are therefore when a politician who cares about both
the social effects of a policy and her own ego-rent implements a reform with a
negative expected value to increase her reelection chances. When X > 0, politi-
cians care about both the effects of their policies and their reelection chances.
The opponent is drawn from the CDF G(:), and the drawn competence is what the
incumbent will compete against in the election. Putting all of this together, we
can see that the probability of a reform being implemented depends on the real-
ized value of V, the politicians’ own competence and how the reform will affect
their reelection chances. The probability that a reform will be implemented can
therefore be expressed as a function that depends both on their competence and
the value of V, and it can be denoted p(k, x) and p(0, x) for the competent and
incompetent incumbents, respectively. A competent politician will implement a
reform if its value is positive and it increases her reelection chances, i.e., if

plk,x) = p[V > (¢ = k) = X(G(#}) - G(#L))| )
which becomes
plk,x) =1—(c — k= X(G(&g) — G(#))) 6)

since V is uniformly distributed.
An incompetent politician, instead, will implement a reform if

p(0,x) = p[V > (¢c) - X(G(#},) — G(#]))] 7)
p(0,x) =1 - (c — X(G(#}) — G(7)))) 8)

where the first term is the social value of the project given the politician’s compe-
tence and the second term is the likelihood that the politician will win the election
and continue enjoying the ego-rent. Inserting 6 and 8 into 3 and 4 results in two
large equations that are fully presented in the appendix. These two equations need
to be solved simultaneously. There is no simple algebraic solution, but for given
parameter values, the equations can be solved numerically. For simplicity, assume
¢ =0.5,k=0.2and z = 0.5. In this case, we can plot how the incumbent’s ego-rent
X affects the probability of implementing a reform, as shown in Fig. 1.

The figures show the difference in the probability of implementing a reform,
with the competent politicians shown as the solid line and the incompetent shown
as the dashed line. The bonus k that a competent politician has is clearly shown
by the gap between the lines. There is an interesting jump in the function as X
increases. When it becomes more likely that an incumbent will implement a
reform, not implementing a reform has more negative effects on the reelection
chances. As X approaches 1, the incumbent will always implement a reform,
regardless of whether is worthwhile, since not doing so would have an excessively
large negative effect on the incumbent’s reelection chances. At a sufficiently high
value of the ego-rent, the incumbent is busy doing nothing, that is, implementing
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Competent
Incompetent

Fig. 1 Probability of implementing a reform. The difference in the willingness to implement a policy
between a competent (solid line) and an incompetent (dashed line) incumbent depending on their ego-
rents when there are equal numbers of competent and incompetent politicians
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Fig.2 a Incompetent politicians are less typical. b Incompetent politicians are more typical

inefficient reforms to avoid a loss in the election. The extreme case where politi-
cians only care about their ego-rent is presented in the next section.

If competent politicians are less typical, that is, if £ = 0.3, the equilibrium becomes
somewhat different, as shown in Fig. 2a. Since it is less typical to be competent, the
penalty for inactivity becomes less severe. On the other hand, if competent politicians
are typical, i.e., if z = 0.7, as shown in Fig. 2b, it becomes difficult for a politician to
not implement a policy. Since competent politicians are typical, inactivity becomes a
strong signal of incompetence. While this might seem paradoxical, the effect is similar
to that of job market signaling models, where a lack of education becomes more prob-
lematic when the number of educated individuals increases (Spence 1973).

3.5 Equilibrium with completely selfish politicians

If politicians are completely selfish, and voters know this, politicians have no
incentives to not implement a policy. If voters instead believe that politicians care
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only about their ego-rents from being in office and do not care about their effects
on the public, then implementing a reform would not cause them to change their
beliefs about the incumbent’s competence. Their prior beliefs remain identical to
the updated believes on politicians’ competence. Since the politician is uncon-
cerned with the value of V, it is rational for her to implement a reform if the off path
believes are such that

X(G(zx") = G(#)) > 0 9)

which is always positive.* This represents a pooling PBE where both types of politi-
cians “churn” out new policies, regardless of whether the policies can effectively
avoid the negative effects on their reelection chances that doing nothing will pro-
duce.’ Voters will therefore not get any new information regarding the competence
of the politician depending on their decisions and will therefore cast their votes
based on only their priors. In this extreme case, both politicians and voters are stuck
in an inefficient equilibrium with constant churning of inefficient policies that do
not achieve anything, neither as policy nor as signals. Constitutional restraints on a
politicians abilities to implement policies without e.g. previous cost-benefit analysis
might be a way out of this equilibrium, but this possibility is left for further research.

3.6 Discussion

There is the large body of literature that evaluates the efficiency and effects of labor
market programs, industrial policy, foreign aid and similar issues that often finds
that these programs are inefficient even in otherwise efficient OECD countries (e.g.,
Easterly 2006; Lerner 2009). If a policy has been deemed inefficient, this strand of
literature concludes that this inefficiency must be either a mistake by the policy-
maker or a faulty implementation. After all, why would a policymaker want to intro-
duce or retain inefficiency, especially when the respective programs do not seem to
be examples of rent-seeking? However, as pointed out by Stigler (1982): “No one
could support the thesis that societies make no mistakes, especially in a magazine
published in Washington, D.C., the center of the mistake industry. But to explain
something by saying that it is a mistake is on the same level as explaining it by
pointing to invisible spirits.”

While intentional inefficiencies might seem somewhat counter-intuitive, they
become less so if we consider that a politician may have a limited ability to address
the problems they are faced with but do not want to admit defeat. Special interest
groups can sometimes exert pressure on politicians through lobbying (Grossman and
Helpman 2001). This influence often results in blocking reforms that would address
the issues in which voters are interested. Reforms can also be difficult to implement
due to technical challenges or binding budget constraints. The pressure created by a

4 Note that voters’ beliefs are z rather than ﬁlle since voters do not receive any additional information in
this equilibrium when a politician implements a reform.

> While there might be off-equilibrium strategies for a politician to not implement a policy, these off-
equilibrium strategies does not seem to be intuitive and can therefore be discarded (Cho and Kreps
1987).
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1 1.5 2 2.5 3 3.5
Product Market Regulation Index

’ e State Aid as Percentage of GDP Fitted values

Fig.3 Product market policies. Spending on state aid to firms as a percentage of GDP, and OECD’s
product market regulation index. A higher PMR score indicates a more regulated market

combination of an inability to implement reforms and a pressure from voters creates
a demand for action that politicians must address. Politicians are, therefore, driven to
implement programs and policies that are more or less inefficient in order to increase
reelection chances. While the previous literature often suggests that preserving the
status quo is a viable option for politicians, this is an unreasonable assumption in
countries with a free press that gives voters the information needed to punish poli-
ticians who do nothing to solve the problems with which the public is concerned
(Stromberg 2004; Snyder and Stromberg 2010).

As an example, consider the case of product market regulation that tends to
reduce economic growth and generate rents for incumbent firms (Blanchard
and Giavazzi 2003). Instead of removing such regulations, countries to subsidize
their firms, as indicated by Fig. 3, despite the questionable efficiency of subsidies
(Ziiiga-Vicente et al. 2014).° Since removing such regulations involves a politician
facing off against incumbent firms that benefit from them and might lobby for the
restrictions to remain in place, subsidizing firms can be a rational policy response
when voters demand reforms that increase economic growth. New firms that could
prosper with less regulation do not yet exist and are therefore ineffective in lobbying
(Potts et al. 2016). If voters have imperfect information on the efficiency of firm sub-
sidies, it is likely that voters will believe that politicians are responding to the voters’
demands for policies that increase economic growth.

As another example, it seems possible to reduce unemployment by reducing
the minimum wage and employment protection, especially in European countries
(Neumark and Wascher 2007) or removing occupational licensing in e.g. the U.S.

6 Data are taken from Eurostat and OECD’s online ilibrary; each dot is a country-year observation. The
product market index is only available for the years 1998, 2003, 2008 and 2013. A full data description
is available in the appendix. The correlation is significant at the 1% level, even when controlling for state
fixed effects in a regression.
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(Kleiner 2000). Cutting minimum wages or reducing employment protection would,
however, put politicians in direct conflict with labor market insiders, represented
by trade unions or similar organizations (Lindbeck and Snower 1989). Instead of
addressing the problem head on, politicians tend to, implement various training pro-
grams or offering subsidies is a way to avoid this conflict, even though the positive
effects from these programs are less than clear-cut (Card et al. 2010).

An important point of this model is that doing nothing is seldom a good idea for a
politician, which the following anecdote illustrates. In 1966, the Swedish Prime Min-
ister Tage Erlander was asked on national TV what advice he would give a young
couple who were looking for a place to live in Stockholm. At this time, the waiting
time for an apartment was approximately 10 years, mostly due to the effects of rent
control. The Prime Minister’s only response was that the couple should get into the
official waiting line and perhaps consider moving to some other city where the hous-
ing shortage was not as acute. The opposition was able to use Erlander’s lack of a
satisfactory answer to the journalists’ questions in their campaign, and this is viewed
as a key reason why the Social Democrats fared poorly in the local elections in that
year.” This opposition strategy, combined with the fact that Erlander was unable to
remove rent control because of resistance from both the Swedish Union of Tenants
(with close links to his party) and the center-right opposition, led the Social Demo-
crats to pursue a program of massive investments in housing to neutralize the ques-
tion before the election in 1968. Erlander’s investment strategy was made possible
by the high GDP growth and low public debt at the time (Malm Lindberg 2014). For
a politician without the ability to spend her way out of the problem, as Erlander did,
the need to obfuscate the problem with inefficient policies would be greater. If vot-
ers can punish a politician who does not address problems that they care about, they
will do so. An alternative strategy must be found to resolve this dilemma. According
to the model above, inefficient policies might be just that alternative.

Another important aspect of the model in this paper is that it explains not the
persistence of inefficient policies but the introduction of new ones. The evaluation
literature regarding, e.g., labor market policies, assumes that once the problems of
policies have been exposed, such policies will change. However, if the point of a pol-
icy is simply to divert attention away from a problem that cannot be solved, a more
likely outcome might be that the program is reorganized and renamed but continues
to exist. This phenomenon can therefore be viewed as a complement to the model of
inefficient policy persistence suggested by Coate and Morris (1999) or Dur (2001), in
which inefficient programs remain because of more direct lobbying efforts or because
politicians do not want to expose themselves as incompetent by revealing that their
previous effort was a failure. To sell the new inefficient policies, it might also be use-
ful for politicians to be ambiguous about how the policy will achieve the goal the
public wants (Page 1976; Alesina and Cukierman 1990). A constant flow of new inef-
ficient policies might also be one reason for the empirical observation that politics
tends to “muddle through” without any drastic change (Lindblom 1959, 1979).

7 To this day, rent control is still implemented in Sweden, although in a slightly modified form. The elec-
tion in 1966 was a local election and the first chamber election, and the poor result for the Social Demo-
crats did not lead to a change in government at the state level.
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Other models of inefficient redistribution have focused on beneficial transfers to
special interests (Coate and Morris 1995; Acemoglu and Verdier 2000; Acemoglu
and Robinson 2001). It is therefore important to stress that no group of voters or
politicians has a preference for inefficient policies. These policies do not transfer any
resources to any group nor create any surpluses, so they are therefore always Pareto
dominated by the status quo, which at least does not waste resources. In contrast, the
creation of inefficient policies is the logical result of the combination of voters with
imperfect information, the difficulties of effective reforms and ego-rents that politi-
cians derive from being in office.

4 Conclusions

According to the model in this paper, an inefficient program can often be the rational
solution for a politician who is concerned about her reelection chances and is una-
ble to implement difficult reforms and thus risks upsetting voters by not address-
ing issues that matter to them. While this model shares similarities with models
presented in the existing literature on political failures and inefficient transfers, the
major difference is the lack of a direct benefit of these programs. While it seems
almost paradoxical that resources should be spent on programs and policies that
no one directly benefits from, it becomes less paradoxical when one considers the
dilemma of reforms. This differs from previous theories that have focused on the
effects of transferred resources and their recipients, such as those presented by e.g.
Becker (1983), Dixit (1998) or Acemoglu and Robinson (2001).

A goal of the paper is to offer a more formal definition of the notion that politi-
cians “have to do something”. While this phrase is often used in public debates, it is
has received too little attention in academia. Hopefully, the model and stylized facts
presented in this paper regarding practical aspects of policies will be a useful scaf-
folding for more detailed models. In this model, politicians are trapped between a
rock and a hard place. With imperfect monitoring, it is sometimes better to appear to
be busy creating policies that, in reality, achieve nothing, to avoid being accused of
a lack of effort (Weaver 1986). When voters do not have perfect information about
outcomes, the stated intentions of inefficient policies become an important tool for a
rational politician if she wants to obfuscate a problem that is hard to solve.

The model might explain why even well-functioning states implement inefficient
policies, such as inefficient labor market programs. If efficient reforms are blocked
by, e.g., powerful unions and the voters’ concern with unemployment is too great
to leave the issue unaddressed, only one option remains. An inefficient yet hard
to evaluate program becomes the best option for a politician who wants to be ree-
lected. The incentives to appear busy by churning policies can be more relevant to
politicians than being efficient. The more typical competent politicians are, the more
important it becomes for politicians to implement policies in order for them to not
appear to be incompetent. A high percentage of competent politicians can, some-
what unintuitively, lead to more inefficient policies. Economists and other social sci-
entists who evaluate programs and policies and observe such programs and policies
to not achieve their stated goals should not assume that these inefficiencies are mere
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mistakes; instead, they should investigate whether such programs and policies are
intended to “cover up” the existing problems.

One assumption in this paper is that politicians have better information on the expected
value of a reform than voters do. While there seems to be plenty of evidence supporting
this assumption, further studies of how voters receive and process information are needed.
In particular, the role the media or political opposition can play in preventing an ineffi-
cient equilibrium from being an effective strategy is an interesting question.

Similar to the unproductive, as opposed to destructive, entrepreneurs in Baumol
(1990), inefficient policies are perhaps less problematic than pure corruption or rent-
seeking, in the sense that they do not undermine the foundations of democracy in
the same way. However, since the programs are a genuine waste of resources, and
only exist to divert attention, their existence is still problematic. If politicians were
able to explain why they decided to do nothing without damaging their reelection
chances, this would Pareto dominate their implementing inefficient policies.
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Appendix
Additional calculations

Below are the full equations for how voters update their beliefs regarding a poli-
tician’s competence. Implementing a reform leads voters to update their priors
according to

dl(l=(c-k- X(G(z%lle) - G(ﬁfv)))

AT
B2l (1 = (c = k= X(G(#p)) = G(#L)) + (1 = 2)(1 = (c — X(G(#h) — G(#1)))
(10)
whereas doing nothing leads voters to believe that the politician’s competence is

N (1= (1 = (¢ — k= X(G(#p) — G(7)))

N - (- (c—k- X(G(#h) = G(&L)) + (1 = 2)(1 = (¢ — X(G(#L) — G(ﬁN)z)l N

Statistics

The table below presents the data shown in Fig. 3 (Table 1).
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Table 1 Product market regulation and state aid to firms

Mean Median SD
Austria
State aid as percentage of GDP 42 0 A1
Product market regulation index 1.6 1 404
Belgium
State aid as percentage of GDP 35 0 0771
Product market regulation index 1.7 2 404
Bulgaria
State aid as percentage of GDP 11 0 -
Product market regulation index 1.6 2 -
Croatia
State aid as percentage of GDP 35 0 -
Product market regulation index 2.1 2 -
Czech Republic
State aid as percentage of GDP 1.5 1 1.03
Product market regulation index 1.6 1 253
Denmark
State aid as percentage of GDP 5 1 152
Product market regulation index 1.4 1 187
Estonia
State aid as percentage of GDP 28 0 264
Product market regulation index 1.3 1 .0552
Finland
State aid as percentage of GDP 48 0 15
Product market regulation index 1.5 1 292
France
State aid as percentage of GDP 52 1 11
Product market regulation index 1.8 2 417
Germany
State aid as percentage of GDP 71 1 23
Product market regulation index 1.7 2 421
Greece
State aid as percentage of GDP 75 1 496
Product market regulation index 23 2 434
Hungary
State aid as percentage of GDP 1.4 1 358
Product market regulation index 1.7 2 406
Ireland
State aid as percentage of GDP .55 0 292
Product market regulation index 1.6 2 219
Italy
State aid as percentage of GDP 4 0 225
Product market regulation index 1.7 2 475

@ Springer



Busy doing nothing: why politicians implement inefficient. .. 297

Table 1 (continued)

Observations Mean Median SD
Latvia
State aid as percentage of GDP 1 1.5 -
Product market regulation index 1 1.6 2 -
Lithuania
State aid as percentage of GDP 1 32 0 -
Product market regulation index 1 1.5 2 -
Luxembourg
State aid as percentage of GDP 3 22 0 .0672
Product market regulation index 3 1.5 1 .0872
Malta
State aid as percentage of GDP 1 1.7 2 -
Product market regulation index 1 1.6 2 -
Netherlands
State aid as percentage of GDP 4 24 0 .0282
Product market regulation index 4 1.3 1 434
Poland
State aid as percentage of GDP 3 1.4 1 1.35
Product market regulation index 3 2 2 .388
Portugal
State aid as percentage of GDP 4 14 2 955
Product market regulation index 4 1.9 2 557
Romania
State aid as percentage of GDP 1 .59 1 -
Product market regulation index 1 1.7 2 -
Slovenia
State aid as percentage of GDP 2 .79 1 48
Product market regulation index 2 1.8 2 132
Spain
State aid as percentage of GDP 4 49 1 195
Product market regulation index 4 1.8 2 416
Sweden
State aid as percentage of GDP 4 .58 1 .246
Product market regulation index 4 1.6 2 179
United Kingdom
State aid as percentage of GDP 4 21 0 .0317
Product market regulation index 4 1.2 1 11

Product market regulation and state aid to firms in 1998-2013
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