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Employment Protection Legislation and Incentives
under Wage Rigidity

Abstract

We consider the effects of employment protection legislation (EPL) on the incentives of
workers and the labor market with search friction under the condition of wage rigidity.

We deal with two types of EPL: severance pay and procedural inconvenience. The

former is merely a transfer from a firm to the fired employee while the latter yields a
social wasteful transaction cost. The difference between the two is crucial to the

workers’ incentives because severance pay is an earning for shirking employees.

Although EPL appears to negatively affect the workers’ incentives, EPL, especially

procedural inconvenience, has positive effects on incentives. A sweeping relaxation in -
the provisions of EPL or a very stringent EPL discourages employees from working
hard.
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