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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 éppears 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.

JEL Classification Numbers: J41, K31

Key words: Employment protection legislation, Incentives, Commitment, Severance

pay, Procedural inconvenience, and Wage rigidity.
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1. Introduction

Employment protection legislation (EPL) is often held responsible for
negatively affecting the workers’ iﬁcentives. According to the efficiency wage theory,
the threat of dismissal and the gap in the eamnings between the employed and the
unemployed encourage workers to work hard. If shirking workers are unlikely to be
fired due to provisions of the EPL, the EPL will negatively affect the incentives of the
workers. This is a disincentive effect of the EPL. In fact, Ichino and Riphahn (2005)
report that there is a negative effect on the incentives of workers covered by the EPL
and that absenteeism is more likely among workers that are protected by EPL in Italy;
the disincentive effect of EPL is an influential story.

On the ofher hand, the EPL also has a positive effect, denoted as a commitment
effect. Even though an employee might work hard in uncertain situations, his/her
performance or the state of affairs of his/her firm may be too poor to maintain the
employer-employee relationship during downturns in the economy. Because a firm’s
decision on the dismissal of an employee tends to be based on ex post optimization, an
excessive number of employees are likely to be fired from the ex ante viewpoint. In this
situation, if the EPL deters a firm from firing employees, it plays a significant role as a
commitment device for job security.

The EPL has another positive effect on the employee. When the wage received
by an employee is inflexible and higher than the reservation wage in the outside labor
market, as mentioned in the efficiency wage model, there is a greater probability of a
firm firing the employee. If an employee is fired when his/her productivity is lower than
that justified by his/her wage, the dismissal may be inefficient because the dismissal
should be from the viewpoint of efficiency, only when his/her productivity is lower than
the reservation wage in the outside labor market. Since an excessive number of workers
are fired under wage rigidity without EPL, the presence of EPL may have a positive

impact.

1 The similarity of this with the hold-up problem lies in the fact that the employees do not get
higher wages even if they make an effort to do so. As espoused by the incomplete contract theory,
institutions play the role of commitment devices under contractual incompleteness. There are
numerous studies on commitment devices, such as the financial debt theory of Aghion and Bolton
(1992) and Dewatripont and Tirole (1994); the company split-up model of Cremer (1995); the
delegation of authority of Aghion and Tirole (1997); the privatization model of Dewatripont and
Maskin (1995), Schmidt (1997), and Qian and Xu (1998). Some studies show that unions work as
commitment devices: Booth and Chatterji (1998) show that unions’ bargaining power enhances skill
formation and improves social welfare; Eguchi (2002) also points out the significance of unions as
commitment devices for job security.

755



EPL has a negative disincentive effect and a positive commitment effect;
therefore, it should be designed appropriately by considering the impact it will have on
the incentives of workers. The goal of this paper is to consider the effects of the EPL on
the incentives of workers and the labor markets with search friction. We can analyze the
effects of EPL on wage, market tightness, likelihood of dismissal, unemployment rate,
and welfare.

In this paper, EPL is categorized into severance pay (SP) and procedural
inconvenience (PI). Although both these increase the cost of firing for a firm, SP is
merely the transfer of money from a firm to a fired employee, while PI, for example,
providing sufficient advance notice or negotiations with a union, leads to dead weight
loss. This causes a significant difference in the incentives for workers because SP is an
eaming for a shirking employee and may cause further damage to the incentives of
workers in contrast to the PI that does not accrue as an eaming for a fired employee.
Therefore, PI 1s less likely to have a negative effect on the incentives of workers than
SP. Therefore, although PI generates dead weight loss, this is a merit of PI from the
viewpoint of workers’ incentives.

In this study, we use the efficiency wage model coupled with the orthodox
rhatching technology of Mortensen and Pissarides. A numerical 1illustration 1s
implemented to analyze the effects of EPL. According to our numerical illustration, [1]
an increase in SP has a negative effect on the incentives of employees, and thus
increases the cost of retaining a match. This induces firms to exit the market, resulting
in reduced market tightness. As a result, workers are unlikely to find a new job after
they are fired and will remain in the labor market for a long time. Therefore, the
unemployment rate tends to increase with an increase in SP. However, there are times
when the unemployment rate decreases with an increase in SP at the middle range of SP
depending on the level of PI. [2] PI does not have a big impact when the amount of SP
is small or large. In contrast, when SP is in the middle range, PI intensifies the
commitment effect and encourages workers to work hard. A firm can provide credible
job security to an employee by PI and lower wages in exchange for high job security;
thus, reducing the cost to retain a match. PI boosts the market tightness and reduces the
unemployment rate. However, if PI is very severe, it has a negative effect on the
economy.

The numerical illustration shows that a sweeping relaxation in the provisions
of EPL as well as a very severe EPL discourages employees from working hard.
Therefore, EPL should be designed appropriately. In addition, PI plays a more crucial

role than SP in encouraging firms to enter the market, reducing the unemployment rate,
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and improving social welfare. However, PI appears to be less beneficial than SP
because SP is a lump-sum transfer while PI generates a wasteful cost. However, PI is
more effective than SP from the viewpoint of incentives of workers. This result is
consistent with those in studies that accept the positive effect of firing tax, such as
Ljungqvist and Sargent (1998) (2007), Rogerson and Schindler (2002), Pissarides
(2001), and Blanchard and Tirole (2008).

We can mention some studies on the effect of EPL on the incentives of workers.
Rocheteau (2001) focuses on incentives and the bargaining power of employees and
shows that wage is inflexibly posted by a firm, akin to the efficiency wage model, when
the bargaining power of employees is weak. In our model, following Rocheteau (2001),
a wage is posted by a firm subject to incentive and participation conditions.

Fella (2000) considers the difference between SP and PI using the efficiency
wage model of Shapiro and Stiglitz (1984). The existence of firing cost including SP
inhibits firms from firing employees during downturns, but causes firms to hesitate from
hiring employees during prosperous times. In the model, a firm can offer wages
depending on the state of business, and it can lower wages in exchange for SP. Hence,
the effect of reducing the employment level during prosperous times is alleviated by SP.
If the firing cost is mainly composed of SP, welfare improves with an increase in SP.

Although the result of Fella (2000) is important and relevant to our study, the
model in our study is different. In the model used by Fella (2000), there are two crucial
assumptions: (1) wage is determined depending on the state of a firm and (2) the
monitoring technology is the force driving workers’ incentives. If shirking employees
are caught, they are fired without SP. The monitoring technology bypasses the negative
effect of SP on the incentives of workers. In contrast, in our model, wage 1s ex post
inflexible and is not dependent on the state of a firm. Additionally, any monitoring
technology is not available for firms. In our model, firms must pay SP even to shirking
employees whenever they are fired; thus PI is better than SP which tends to negatively
affect incentives of workers.

Punishment schemes for shirking employees are critical with regard to an
incentive problem. In other words, it is crucial to determine whether shirking employees
are eligible for SP. Hence, dismissals are categorized into two cases: the first is the case
of redundancy in which firms fire workers due to bad financial health, and the second 1s
where disciplinary action is taken in which workers are fired for poor performance or
unprofessional conduct. If the court can distinguish between the two kinds of dismussals,
the fired workers can receive SP in the case of redundancy; however, they do not
receive anything in case disciplinary action has been taken against them. SP is unlikely
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to negatively affect incentives of employees since SP is not an eaming for shirking
employees.

On the other hand, it is realistic to believe that a situation may arise in which
the court is unable to distinguish between the cases of redundancy and disciplinary
action. Galdon-Sanchez and Guell (2003) pay much attention to this situation to
consider a moral problem faced by the firms. In their model, firms insist that workers
have been fired for disciplinary reasons even if the opposite holds. Hence, the dismissed
workers do not receive SP. On the contrary, in this paper, we also consider the sttuation
in which the courts make no distinction between the redundancy case and the
disciplinary case but focus on the moral issues faced by workers. Firms have to pay SP
to all dismissed employees, including shirking employees. v

" In this paper, although the effects of EPL are considered under a situation of
wage rigidity, the issue regarding the quantum of wage that is flexible has been
controversial. The differences in the views on macroeconomic policy often stem from
differing views on the extent to which wage adjustment is done flexibly. We consider
the case in which wage is decided flexibly during formation of employment contracts
but is inflexible ex post. As Pissarides (2007) indicates, the wage of a new match
relevant to the external wage of outsiders is comparatively flexible and the continuous
wage of an existing match is comparatively inflexible, thereby making the setting of the
model consistent with the real world.

We realize that wage is not always completely inflexible. However, there are
studies that make this assumption reasonable to consider. Bewley (1999) conducted
interviews with over 200 business persons including firm managers, lawyers, and
consultants; Campbell and Kamlani (1997) conducted investigations on firm managérs.
These studies suggest that wages are inflexible for various reasons. Furthermore,
according to behavioral science, there are some psychological factors that deter firm
managers from decreasing wages. A well-known psychologiéal effect—the money
illusion—makes wage declines less preferable. Kahneman, Knetsch, and Thaler (1986)
and Agell and Benmarker (2007) report that workers tend to prefer constant nominal
wages with inflation, over nominal wage decline without inflation, even if both result in
identical amounts of real wages. In addition to these studies, there are experimental
studies such as Fehr and Falk (1999) that consider wages to be inflexible in the case of
excessive labor supply and involuntary unemployment. The experimental studies show
that firm managers have a difficulty in wage adjustment.

The relationship between wage rigidity and the matching model has been a
much discussed issue in recent times. Shimer (2005) indicates that the
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