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Preface

Employment protection legislation (EPL) receivesr@asing attention. Indeed, EPL reform
remains on the agenda of the Social Economic Co(BER), and many of the programs from
the political parties for the recent election cimsome type of EPL reform. This year CPB
already published some thoughts on EPL in the ‘QEB6’ and in ‘Reinventing The Welfare
State’. The conclusions in those publications werged on the more elaborate study that is
presented here.

With the current analysis the authors want to ébute to the ongoing discussion on EPL
reform in the Netherlands (and abroad) by strusturelevant information. The study gives an
extensive overview of the theoretical and empirezanomic literature on EPL, like e.g. the
impact on worker flows, the stocks of employmerd anemployment, and productivity. With
the help of this overview the authors then evaltizgecurrent Dutch system, and consider the
effects of some reform options for the Dutch c@gehe beginning of next year CPB wiill
publish the first simulation results from a mod® EPL calibrated on Dutch data (Jongen and
Visser (2007)).

This document benefited from valuable commentsroeaalier draft by Maurits Barendrecht
(Tilburg University), Aart-Jan Bette (Ministry ofo8ial Affairs and Employment), Diederik
Dicou (DNB), Anne Gielen (Tilburg University), Wdim Kooi (Ministry of Finance), Raoul
Leering (Ministry of Economic Affairs) and Jules@#uwes (SEO and Scientific Council for
Government Policy (WRR)).

The authors also gratefully acknowledge commewis fvarious CPB-colleagues, in particular
Sjef Ederveen (currently at the Ministry of Econoraiffairs), Casper van Ewijk, Peter
Kooiman, Ruud de Mooij and Frans Suijker. Furthemmthe authors wish to thank Janneke
Rijn and Annemarie Spaans-Vink for their help vtk layout.

Coen Teulings
Director






Summary

Employment protection legislation (EPL) is a hatito International institutions like the IMF,
European Commission and OECD have been pushingfimm, but support among the general
public is mixed at best. In this document we revibe/findings of the theoretical and empirical
research on EPL, and apply these findings to thetbcase.

In Chapter 2, we first define EPL and put the Digghtem in an international perspective.
EPL refers to institutions related to the dissolntof matches between firms and workers.
These institutions include administrative and lggalkcedures, and also include notice periods,
severance pay and firing taxes. The OECD has aatett an indicator for the level of EPL in a
country. According to this indicator the Netherlarnidkes an intermediate position in the OECD
when it comes to EPL. Hiding behind the intermesigdore for the Netherlands is strict
employment protection of permanent workers in caratidn with a liberal stance towards
temporary work. The strict EPL for regular employmim international comparison reflects
large procedural inconveniences, a high difficaitglismissal and high compensation for
individuals with long tenures. Chapter 2 also giseme international data on institutions that
may interact with EPL. What stands out is thatdhetion of unemployment insurance is
relatively high in the Netherlands, and so is uréormerage. The bargaining coordination gets
an intermediate score from the OECD. Finally, EPbeélieved to affect skill formation, the
Netherlands does reasonably well in terms of cairitnvocational training. Below we first
consider the effects of EPL in theoretical and eitgi studies. After this overview we will
return to the Dutch setup, consider the potentimMiacks in more detail and analyse some
reform options.

In Chapter 3, we first consider the pros and cdrigRL in theory, under the headings ‘the
good’, ‘the bad’ and ‘the ugly?’. On the positivdes EPL may provide additional income
insurance, help to internalise externalities anddy promote match specific investments. On
the negative side, EPL may hamper the adoptiorewftechnologies, may deter
experimentation (ire.g.ICT), reduce the matching of workers to jobs amatease shirking.
Moreover, EPL may lead to additional wage presanrka loss of skills in unemployment. An
important aspect of EPL is that the gains and kbase not evenly distributed over individuals.
Prime-age male workers seem to benefit, while netnaats and females with intermittent
spells of non-participation may lose. Hence, edficly as well as equity considerations play a
role. This also holds for the dichotomy betweengerary jobs with relaxed EPL and
permanent jobs with strict EPL, which also has p@nod cons in terms of efficiency. On the one
hand, temporary contracts may give workers andsfiarvay to work around strict EPL for
permanent contracts, and may act as stepping stmnpsrmanent contracts. But on the other
hand, temporary contracts may also serve as dehfbbs and may act as a buffer for insiders
to demand higher wages. At the end of Chapter givean overview of the role of the
government. An important question is whether ‘tbedjside’ of EPL calls for government



intervention, imposing EPL on all labour contracisthat EPL can be left to the discretion of
contracting parties. Government intervention cajubtfied by adverse selection problems,
externalities, political economy failureseérg.trade unions, short-sightedness on the pagtgf
workers, and/or for equity reasons. However, govennt intervention typically requires
considerable knowledge of the extent of the maidikires and the government may itself be
subject to rent seeking, in particular, to oldeuimbents to the detriment of younger
newcomers.

Following the overview of pros and cons of EPLhedry we then review some simulation
studies in Chapter 4, which are best charactedsétheory with numbers’ as the models
remain rather abstract. We look for assumptionsrtigke it more likely that a positive or
negative effect or.g.employment results, and review the quantitatineutation results. The
overall effect on employment and unemployment wabietween studies, but EPL is more likely
to reduce employment when EPL is used to claimdrighages viax postbargaining or when
EPL leads to a fall in labour supply. Simulationdiés that allow for a positive effect of EPL
on productivity via specific investments or leagriny-doing sometimes show a rise in overall
productivity. However, most studies find a negatifiect of EPL on productivity, with an
average elasticity in the order of -.03 to -.04n@ation studies that consider both permanent
and temporary contracts typically conclude thailbréform of EPL leads to better results than
liberalising temporary contracts. Finally, the hiamaf studies that look into severance pay and
notice periods suggest that they may give moreualde results than firing costs.

Since many effects of EPL are ambiguous in thethigy/,verdict’ has to come from
empirical studies. Chapter 5 gives an overvievheffindings of empirical studies. One of the
robust findings is that EPL reduces the flows betwemployment and unemployment. Hence,
EPL increases the difference between employmentrtynpities for employed and non-
employed workers. This may also enhance ‘insidésidar’ effects, increasing.g.wage
claims by insiders. The impact on the flows is d®amd to depend on country specific
conditions, like the state of the economy and the of law. The overall impact of EPL on the
stocks of unemployment, employment and labour suisdimited though. Both the flow into
and out oe.g.employment decrease when EPL rises, with a sreakffect on the stocks. We
calculate an average elasticity of unemploymenteangloyment with respect to EPL from the
empirical studies of .13 and -.06, respectivelywidweer, the standard deviations are large. The
impact of EPL on employment and unemployment diffeztween groups. Higher EPL
increases the employment rate of prime-age malgselduces the employment rate of
newcomers and women with intermittent spells of-participation. EPL is more likely to raise
unemployment with an intermediate degree of cerfrdbn/coordination in wage bargaining.
The impact of EPL on productivity is mixed in empal work. Some studies suggest a negative
effect, others a positive. Others still suggest tha relation is non-linear, with low EPL raising
productivity and high EPL lowering productivity.rflly, temporary employment often acts as
a stepping stone for regular employment and malesssier for firms to adjust their
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employment stock in response to shocks. Howevey, éfso lead to additional turnover and
may increase wage dispersion.

Chapter 6 applies the findings to the Dutch case.strt with a brief historical overview of
the Dutch dual dismissal system, consider sombeo$trengths and weaknesses of the current
Dutch system and end with three reform options. Nlatherlands has a dual system of
employment protection, firms can choose to go tinegia public administrative body (the CWI)
or to a court for a dismissal, which has survivedrhiany decades. The former is time
consuming but there is no mandated severance lpalatter is quick but typically entails
severance pay. Smaller firms often take the CWledarge firms often take the route via the
court.

Apart from its dual character, the Dutch systemdsaout in a number of other respects.
First, EPL for permanent contracts is rather stiiitis reduces the flows in and out of
employment, which are particularly low for the Netlands. Furthermore, the growing number
of newcomers like immigrants and women with intetemit spells of non-participation are
likely to suffer in terms of reduced employment ogpnities. The rise in female participation
has also reduced the insurance gains from EPLh&umiore, insofar as reallocation is
becoming more important for productivity growthwidlows may put more of a drag on
economic growth than in the past. Second, the gtiote of older workers with long tenures is
particularly high in the Netherlands. Indeed, thethiérlands is in the top league when it comes
to the protection of older workers (together wigraf, Portugal and Turkey). They receive a
lot of severance pay in the case of a dismissalgir the court, and also are less likely to be
fired in the case of a mass layoff. This may diseahd indirectly (via the bargaining power of
workers) push up labour costs. Third, the Netheldas ‘Number 1’ when it comes to
procedural conveniences related to dismissal, daogto the OECD. Contrary to severance
payments, which are just a transfer from the engrléy his or her former employee, the cost of
procedural inconveniences are just red tape, whatéarms efficiency. However, fourth, there
is also a flexible side to Dutch EPL, the regulatior temporary contracts is limited in the
Netherlands, and they have become increasinglylpopiirecent study on Dutch data suggests
that the rise in temporary contracts has reducednpioyment durations, but has not increased
the speed at which workers obtain a permanent acntr

Theory suggests that EPL may have a productivetogiday, but the current Dutch setup
seems to have a nhumber of potential downsides. iMgHn mind we come to the following
reform options: 1) Reducing employment protectionrégular contracts. This will increase the
rather low flows between employment and unemploytnfeurthermore, it may lead to a rise in
overall employment, in particular for newcomers armmen whose role on the labour market
is increasing. In the short run, older workers usg. They are the ones whose protection will
fall the most, and their job prospects once uneggalare not very favourable. However,
things are different in the medium to long run. \Waudpr older workers may fall, which leads to
less firing and more hiring of older workers. Fentimore, the fall in protection may stimulate
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older workers to keep up their human capital, anckers will get a stronger incentive to move
from a less productive job to a more productive @ng.start a second career). 2) Replacing
procedures by financial incentives. EPL is curnetatgely regulated directly by the
government. Pricing the perceived ‘externalitiesiynve a more cost effective way to organise
EPL. The ‘externalities’ may be particularly relavdéor the Netherlands, where unemployment
insurance remains rather generous (in terms ofiie@émum duration) and taxes on labour are
substantial. 3) Further differentiation and decaigation of EPL may help different sectors and
different groups of workers to tailor the workingntlitions to their specific needs.

In this study we have brought together the findioftheoretical and empirical studies and
tried to infer some lessons for the Dutch case. él@n, research typically raises more
guestions than it answers, and this study is nemian. In particular, we plan to study the
effect of EPL on productivity using micro data. &Jsve want to explore the rationale for the
difference in employment protection for younger alder workers, and how EPL interacts
with e.g.social security and wage profiles? Furthermorewilleanalyse the reform options
guantitatively in a model calibrated to the Dutelse.
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Introduction

Employment protection legislation (EPL) is a hatsbated topic, in The Netherlands and
abroad. International institutions like the OECBe tMF and the European Commission have
been pushing for reform of EPL. In the NetherlaieRl reform also appears high on the
political agendd.However, experiences in the recent and more diptst indicate that the
support for reform of EPL by individual citizensdavarious representative bodies like trade
unions is mixed at best. Indeed, the protestsamée against the reform of EPL for younger
workers are still fresh in our memory. A recentrapée from the Netherlands is the failure of
the representatives of workers, firms and the guwent in the Social Economic Council to
come to an agreement regarding EPL reform. Indemde argue that the last time there has
been a fundamental reform of EPL in the Netherlamals during World War If.

With this paper we want to bring some order indbbate by reviewing the theoretical and
empirical studies on EPL. From the overview itd hard to understand why the support for
EPL reform is mixed. EPL reduces some distortidrtkecost of introducing or increasing
others. As a resulg priori the effect ore.g.employment, productivity and welfare is unclear.
Empirical studies have tried to determine whetherrtet effect on these variables is positive or
negative. However, a fair conclusion of these &sidieems to be that the impact of EPL is
ambiguous in practice as well. Furthermore, insafathe empirical studies suggest more
definite resultse.g.employment and unemployment durations increass, also indicate that
the gains and losses of these changes are nowyalistributed over different groups of
workers. This further complicates the debate on ERarm. Hence (unsurprisingly), no reform
options with clear-cut welfare implications emeagg of the confrontation of the Dutch system
with the theoretical and empirical overview. Howeu®y returning to the functions of EPL and
making use of the empirical findings we still toydome to some interesting reform options.

This is not the first paper to review the literatan EPL, or to apply insights from this
literature to the Dutch cadédowever, when asked to provide some input on Eflafreview
of the Dutch welfare statewe came to the conclusion that the existing resien the impact of
EPL left many questions unanswered. Indeed, arnverof the theoretical work on EPL was
missing, as was a review of simulations studiEarthermore, the existing overviews of
empirical studies typically focus on cross-courdiydies, paying less attention to micro-
economic studies. Finally, applications to the Dutase suffer from a number of limitations,
such as a weak link between the theoretical andraalfindings in the literature and the
analysis of policy options. Furthermore, other agtions have a fairly narrow focus (they
consider only a limited number of effects) or ahegsed in rather general terms. We hope to

! See e.g. the reform suggestions in the programs of various political parties for the recent election.

2 See e.g. Barendrecht (2004).

% See e.g. the studies by the OECD (1999, 2004) and Young (2003), and for the Netherlands Nyfer (2000) and STAR (2003).
* See De Mooij et al. (2006).

5 Although Ljunggvist (2002) gives an excellent overview of part of the studies.
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overcome some of these limitations with this stuathough we realise that this study too is
still limited in many ways.

The outline of the paper is as follows. In Sectone first define EPL, consider the
construction method of the popular OECD indicatsrEPL, and compare the level of this
overall indicator and its components for the Ndtdreds with those in other OECD countries.
Section 3 then considers the good and bad sid@sobus types of) EPL for the ‘average’
employee and for different subgroups. Furthermar&ection 3 we also consider the role of
market failures and the role of the government.n&he turn to simulation studies in Section 4,
which are typically best characterised as ‘theoith wumbers’. Here we try to trace the results
back to the assumptions/mechanisms of the modedsalao review the quantitative impact of
EPL in simulation studies. Section 5 then revielesfindings of empirical studies into the
effects of EPL. We consider both macroeconomicraimioeconomic studies. Equipped with
the qualitative and quantitative knowledge of sawi2 to 5 we then turn to the Dutch system.
After a brief overview of the system in the pasd #ime present, we consider some potential
downsides of the current setup and explore sonoemedptions. The reform options we
consider are: i) reducing EPL for permanent comstat replacing firing procedures by firing
taxes, and iii) allowing for more differentiationc&decentralisation in EPL. Section 7

concludes.

Box 1 Some quotes on employment protection legislat ion

“The debate over the influence of labour market flexibility on performance ... in which priors dominate evidence.” -
Freeman (2005)

“... time spent worrying about ... employment protection ... is probably time largely wasted.” - Nickell and Layard (1999)

“A lack of conclusiveness does not, however, imply insignificance.” - Young (2003)

“... a proper evaluation of employment protection requires a model where there is a need for it.” - Pissarides (2001)

“Unemployment benefits and ... layoff taxes ... are essential components of the optimal architecture. The presence of
the first requires the presence of the other.” - Blanchard and Tirole (2004)

“... the expansion of temporary jobs as a way of increasing labour market flexibility may be undesirable.” - Booth et al.
(2002a)

“... the focus of policy makers is on politically feasible, incremental reforms, with little sense of the ultimate goal.” -
Blanchard and Tirole (2004)

“Policy recommendations have ... evolved towards a more balanced view of the dilemma opposing the need for flexibility

expressed by firms to the importance of protecting workers against labour market risks.” - OECD (2004).
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2.1

Definition and indicators

Before we consider the pros and cons of EPL iseful to first consider what is meant by EPL,
and to get an idea of where the Netherlands staatalttve to other OECD countries in terms of
EPL and some related variables.

Definition

EPL refers to the institutions related to the dision of matches between firms and workers.
Most notably, administrative and legal procedunesduiding notice periods, severance pay and
firing taxes. These arrangements may be the reSglivernment legislation, collective labour
agreements and/or individual contracts.

To consider the empirical impact of EPL one needaantitative measure. Comparing EPL
arrangements across countries is a difficult tgslen the broad range of relevant institutions
and country specific peculiarities. Refining therkof Grubb and Wells (1993), the OECD has
constructed a measure of employment protectionlaéign that is widely used by researchers.
A brief digression on the construction of the pe@p@WECD indicator will clarify the
quantitative concept of EPL.

The overall EPL indicator is a weighted averagé®basic items. The items are grouped
into EPL for: i) employment protection of regulaorkers against individual dismissal, ii)
specific requirements for collective dismis$atmd iii) regulation of temporary forms of
employment. Within the EPL items for regular workagainst individual dismissal we can
again distinguish three subgroups: i) proceduramveniences that the employer may face
when starting the dismissal process, ii) legis@fivovisions that state under which conditions a
dismissal is justified or fair, and iii) regulati®on notice periods and severance pay. For each
item the score is normalised on a scale from Q teh&re a higher score represents more strict
regulation on the relevant item. Box 2 below giseme examples.

Clearly, the OECD indicator like most indicatorsls&veral limitations. In particular, the
mapping of arrangements to index scores is subgeas is the weighting scheme to arrive at
the aggregate EPL indicator. Furthermore, scomstributed on the basis of legislative
provisions, while in practice provisions may degiffom these legal standards. Indeed, the
minimal requirements set by legislative provisicas be extended by contractual provisions,
which are typically not incorporated in the indmatAlso, the interpretation of the regulations
by the court generates variation in EPL strictreags time and across countries that is not
captured by the indices,g.court decisions may be affected by underlying lalboarket

® A more detailed description of the OECD EPL indicator can be found in OECD (2004).

 Most countries have specific legislation for collective dismissals. The OECD sub-index for collective dismissals refers only
to additional delays and procedures required which go beyond those applicable to individual dismissal. The Dutch sub-index
for collective dismissal is in line with the OECD-average (both are 3.0, see Table 2.1).
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Box 2 Some items of EPL concerning dismissal of ind ividual workers with regular contracts (index score )

Item 1: Notification period

The employer cannot proceed to dismissal without authorisation from a third party (6);

A third party (such as a Works council or the competent labour authority) must be notified (4);

A written statement of the reasons for dismissal must be supplied to the employee (2);

an oral statement is enough (0).

Item 5: Definition of justified or unfair dismissal

Worker capability cannot be ground for dismissal (6);

A transfer and/or a retraining to adapt the worker to different work must be attempted prior to dismissal (4);

Social considerations, age or job tenure must when possible influence the choice of workers to dismiss (2);

Worker capability or redundancy are adequate and sufficient ground for dismissal (0).

Item 7: Compensation following unfair dismissal in months pay
<3 (0), <8 (1), =12 (2), <18 (3), =24 (4), =30 (5), >30 (6)

2.2

conditions). Hence, the numerical values shoulihtepreted with these limitations in mifid.
EPL indicators

Figure 2.1 ranks OECD countries according to thmreary index for EPL in 2003. To add
some historical perspective, we also include tilécator for 'the late 19805Like most
continental Western European countries, The Nethdd stands between flexible labour
markets like those of the US and UK (and Denmank) the more regulated labour markets of
southern European countries (and France). Furtherras in most other European countries,
the index for the Netherlands has fallen sincdatee1980s, where the largest drops are
typically observed for countries that started vattelatively high index in the late 1980s.
Compared to the drop in other countries the drdwdsen the late 1980s and 2003 in the
Netherlands is not particularly large.

Hiding behind the average score for the Netherlagmdslatively strict employment
protection for permanent workers combined withbaral stance towards temporary work, see
Figure 2.2. The figure indicates that the drop RLEn the Netherlands since the late 1980s, as
in most countries that witnessed a drop in ové&RIL, was mostly due (in the Dutch case

8 still, the OECD indicator presumably better captures the broad range of EPL than did the indicators of the early 1990s that
focussed on severance pay.

° The OECD has constructed two versions of its indicator: version 1 (data available from the late 1980’s onwards) only
includes EPL for individual dismissals, while version 2 also includes EPL for collective dismissals (available from the late
1990’s only). In the graphs we use version 1.
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Figure 2.1
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entirely due) to the drop in protection relatedetmporary work?

Table 2.1 shows that the relatively strict EPLregular employment in international
comparison reflects relatively large procedurabimeeniences, a high difficulty of dismissal
and high compensation for unfair dismissal (in ipatar for long tenures). ‘Difficulty of

 The last ‘major’ reform in the Netherlands was the Flexibility and Security Act of 1999 (included in the OECD EPL-index
for the late 1990s). The original aim of the law was to provide more room to extent the duration of fixed term contracts, to
strengthen the legal position of temporary workers and stand-by workers and to allow for temporary contracts to be used
over a longer period (under certain restrictions). The law of 1999 allows for a maximum of three repeated contracts and a
maximum period of three years of repeating contracts: if the work relation exceeds the maximum period of 3 years, the
contract is automatically transformed into a regular contract. In practice, many sectors use the possibility to deviate from the
rules concerning repeating use of temporary contracts through collective labour agreements. In this way they can use
temporary contracts for a longer period.
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dismissal’ is somewhat higher than the OECD-ave(dgeindex amounts to 3.3 for the
Netherlands against 3.0 for the OECD average).ufgerlying sub-indices (not in Table 2.1)
show the following. First, the definition of juséfl or unfair dismissal is quite strict by
international comparison. For example, social @ersitions and job tenure play a role in the
evaluation of a planned dismissal. Second, trieibps preceding eligibility to employment
protection are relatively short in the Netherlaidstherlands: 2 months, OECD: 3,7 months),
although contracts may deviate from this standaribd. Third, unfair dismissal compensation
at 20 years of tenure is relatively high (18 morghlary against 14 months on average for the
OECD). On the other hand, options for reinstatenmgntthe previous job, after a finding or
ruling of unfair dismissal, are infrequent in thetNerlands.

Table 2.1 Summary indicators of EPL-strictness: the Netherlands versus OECD-28 average (2003)

The Netherlands OECD-28 average
Regular employment 3.1 2.0
- Procedural inconveniences 4.0 2.2
- Notice periods and severance pay for no-fault individual dismissal 1.9 1.8
- Difficulty of dismissal 3.3 3.0
Temporary employment 1.2 1.8
- Fixed term contracts 0.8 1.7
- Temporary work agency employment 1.6 1.9
Collective dismissals 3.0 3.0
Overall EPL (version 1) 2.1 2.0
Overall EPL (version 2) 2.3 2.2

Figure 2.3 plots another feature of EPL in whioh Hetherlands stands out. Figure 2.3 plots an
index for the use of notice periods and severaageagainst an index for procedural
inconveniences. We see that while the level hagpmld, as in other countries with relatively
high scores for procedural inconveniences in ttee1880s, the Netherlands remains number 1
when it comes to procedural inconveniences. Thie sigre for ‘regular procedural
inconveniences’ results from the fact that a tipiadty must be notified and that there is a delay
involved before the dismissal process can start.

Figure 2.4 and 2.5 zoom in on the relative weightaiice periods and severance payments
applying to different lengths of tenure of regutantracts. According to these figures, on
average, notice periods in the Netherlands arly faoderate, while severance payments are
relatively high in European perspective. Compathegsub panels of figures 2.4 and 2.5 (note
that the y-axis differs) shows that notice periads only modestly higher for very long tenures
whereas severance payments are markedly highéortger the tenure (due to the so-called
‘ABC-formula’ used to determine severance paymeses, Section 6.2 below).
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Figure 2.3 Notice and severance pay index vs. regular procedures index, late 1980s and 2003
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Source for figures 2.3-2.5: OECD (2004).

High severance payments for long employment duratase the main cause for the relatively
high overall score for the Netherlands, see Fig@usepanel b. After 20 years of employment the
average severance payment in the Netherlands & &08 months of salary. This is calculated
as a weighted average over the two dismissal rosge®rance payments are zero for dismissal
via the ‘CWI-route’ and are equal to 18 monthsail&sy for termination via courts, both at 20
years of tenurg. In international perspective this is high: ontyrfagal and Turkey have

1 If we would apply the ABC-formula to a representative worker with a tenure of 20 years we end up at a severance
payment level even higher then the 18 months of salary the OECD assumes.
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higher severance payments (both 20 months). Amuoaigemaining OECD-countries, the
United Kingdom is one of the most generous (20 weaxlseverance payments for tenures of 20
years), almost all other countries have more mddests of severance payments for long

tenures.
2.3 Indicators for related institutions of interest to EPL
23.1 Unemployment insurance, active labour market policies and bargaining institutions

The impact of EPL on the economy is likely to depen the interaction with other institutions,
such as unemployment insurance, active labour rhpkisies (ALMPs) and bargaining
institutions. More on this in Sections 3-6. Herefaeus on some numbers of relevant other
institutions. Table 2.2 gives an overview for aestéibn of OECD countries and shows that
compared to this set of countries, union densigoimewhat below average but due to the
extension of collective agreements union coveragdeggh (as in most Western European
countries), while spending on ALMPs is somewheredgtween the Scandinavian countries and
continental Europe (at least in 2002). Union angblegrer coordination is intermediate, due to
the sectoral bargaining structure in the Nethedand

Table 2.2 Indicators of related institutions
EpL? Union Union Bargaining Ul replace- Ul max. Dlreplac.. Spending on
densityb coverageC coordination® ment rate® durationf rate’ ALMPs as a
% of GDP"
Year 2003 2001 2002 2000 2002
NL 3.1 22.6 3.0 2.0 70 60 71 0.9
Austria 2.4 35.7 3.0 3.0 56 10 68 0.4
Belgium 1.7 55.8 3.0 2.0 60 No limit - 0.9
Denmark 1.5 73.8 3.0 2.3 90 60 75 1.7
Finland 2.2 77.8 3.0 2.0 90 25 63 0.7
France 25 9.6 3.0 2.0 75 60 - 0.8
Germany 2.7 23.5 3.0 3.0 60 12 61 0.9
Ireland 1.6 35.9 3.0 2.0 Flat rate 15 - 0.6
Spain 2.6 13.8 3.0 2.0 70 24 - 0.6
Sweden 2.9 78.3 3.0 2.3 80 15 62 1.4
United Kingdom 11 30.7 2.7 1.3 Flat rate 6 29 0.1
United States 0.2 14 1.0 1.0 50 6 - -
ZSource: OECD (2004). The index ranges from 0 (low protection) to 6 (high protection).
Source: Baker et al. (2004). Percentage of employees that are members of unions.
¢ Source: Addison and Texeira (2006). The index ranges from 1 (low coverage) to 3 (high coverage).
:;::ource: Addison and Texiera (2006). The index ranges from 1 (weak coordination) to 3 (strong coordination).
" Source: OECD (2002). Maximum entitlement to unemployment insurance, in months.
i Source: Hansen (2000).

Source: Eurostat (05-04-2005).
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Figure 2.6

EPL index

4_

Boeriet al. (2003) post the hypothesis that EPL and unemployinsurance are substitutes,
since they both provide insurance against the imcshock that occurs when a job is
terminated. Figure 2.6 plots EPL against the n@acement rate. The data suggest that the
Netherlands has somewhat stricter EPL than onedsaxpect on the basis of its replacement
rate (see Boest al. (2003)). Taking into account the coverage ratinénNetherlands and
abroad, Boeri reports that the generosity of Dutcemployment benefits takes up an
intermediate positio? We should note that the correlation between ERLiaremployment
insurance is actually not that strong, if we ined@ECD countries like the US (which has both

low EPL and a low replacement rate) the negatilstion disappears.

Trade off between employment protection and unemployment benefits in Europe

10 20 30 40 50 60 70 80 90

Net replacement rate

Again, differences appear when we look beyond tleeaae. For an individual worker in the

Netherlands, the replacement rate and severancegmey depend mainly on tenure and Hge.
The formula for severance payments rises with imggiscrete steps. Years worked below the
age of 40 count for 1, years worked above the &4€ aount for 1,5 and years worked above

2 Boeri et al. (2003) plot the EPL-index against the net replacement rate in the first year of unemployment times the
coverage of unemployment insurance and unemployment assistance (the fraction of unemployed receiving some form of Ul
benefits). They explain that low coverage of Ul benefits may be associated with high unemployment rates among the young
- which tend to be positively correlated with EPL - as first time job seekers typically do not qualify for Ul benefits.

2 From 1-10-2006 onwards, the unemployment benefit amounts to 75% of the former wage during the first two months of
unemployment (currently 70% of the former wage), and 70% after that (as before). Eligibility for Ul benefits requires that the
unemployed has been employed (for at least 52 days each year) during four out of the five years preceding unemployment.
The maximum duration will be reduced to 38 months. The figure assumes time period 40 to coincide with retirement at age
65, so in the preceding years the Ul benefit level is truncated, which causes the sharp drop at the right hand side.
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Figure 2.7

the age of 50 count doubtéFigure 2.7 below gives the relation between teiamae
unemployment benefits and severance payments tostylised cases. The first case (left
panel) refers to an employee who spends his oeffiine career with one employer, the second
to an employee who changes to a different empleyery ten years. A change of employer
does not affect the Ul benefit level, althoughragerary leave from the labour market (not
illustrated here) is likely to affect Ul eligibilit Figure 2.7 illustrates that in the Netherlarttis,
importance of severance payments relative to Uebisnincreases with tenure and age.
Furthermore, Ul benefits are truncated at a certaige level while severance pay is not.
Hence, severance payments are more important fikensowith high wages.
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Investment in human capital

Some authors argue that EPL stimulates investniefitsn specific knowledge and skills (see
Section 3 below). Unfortunately it is rather haodind data orspecificinvestments. Indeed,
they are presumably less likely to be in the dfficitatistics than general investments in human
capital because they are less standardised. Thimkew employee working extra hours to get
to know the specifics of the organisation that iasd him or her. With these considerations in
mind we do present some data on investment in weitaptured in official statistics.

Table 2.3 gives some internationally comparabla datcontinuing vocational training
(CVT) in enterprises, which are training measuneaativities financed in full or in part by
enterprises on behalf of their employé&ghe first column shows that in the Netherlands, 88
percent of firms offer CVT, a relatively high pentage (only Denmark and Sweden have a
higher score on this indicator). However, the petage of workers that participate in training
in the Netherlands is close to the EU-15 averagé sBll, training hours as a percentage of
total working hours are relatively high in the Nettlands, as are the costs of CVT courses

 The formula for severance pay is given in Section 6 below.
® The statistics indicate that expenditures on internal and external courses arranged by firms more than tripled in the
Netherlands over the period 1986-1999.
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relative to total labour cost§ Overall, when we take these numbers as an indiéatspecific
investments, the Netherlands does not appear padizularly badly.

Table 2.3 International comparison of continuing vo cational training (CVT) by enterprises
Training enterprises as Participants of CVT Hours in CVT courses Total cost of CVT
% of all enterprises courses as % of all per 1000 working  courses as % of total
employees in all hours labour costs (all
enterprises enterprises)
EU-15 62 40 7 2.3
Belgium 70 41 8 1.6
Denmark 96 53 14 3.0
Germany 75 32 5 15
Greece 18 15 3 0.9
Spain 36 25 6 15
France 76 46 10 2.4
Ireland 79 41 9 2.4
Italy 24 26 5 1.7
Luxembourg 71 36 8 1.9
Netherlands 88 41 11 2.8
Austria 72 31 5 1.3
Portugal 22 17 4 12
Finland 82 50 11 2.4
Sweden 91 61 12 2.8
United Kingdom 87 49 7 3.6
Norway 86 48 10 2.3

Source: Eurostat, 2002, European Social Statistics (Continuing Vocational Training Survey (CVTS2)).

2.3.3 Temporary employment
The share of temporary employment has risen sieadér the last decades (from 2,7% of the
total amount of labour years in 1980 to 5,8% in3L99 There are various types of temporary
jobs. In 2003 on average 32% of the total numbdleaible workers worked for a temporary
work agency (TWA), more than 22% worked on a canttfar stand-by worker or replacement
worker and the rest (46%) was in flexible work tier types. Flexible jobs are filled mostly by
young workers, about 25% of the workers in the grgeip from 15 to 24 years have a flexible
job (employment is typically not their main ‘occtioa’).

Table 2.4 gives an international comparison ofsthare of temporary jobs. According to
these data, 15% of all employees is in a tempgadryn the Netherlands, in line with (actually
somewhat above) the average for the Euro-28As. Table 2.5 shows, the greater part of
temporary jobs are part time jobs. Both tables stimt/female employees are more likely to be

*® A closer look reveals that mainly large firms (over 250 employees) are responsible for this relatively high figure, training
expenditures by small and medium sized firms are again closer to the EU-15 average.

m Figures for more recent years are not directly comparable to these figures, due to a difference in definition (percentage of
total hours instead of labour years) and data revisions (according to the new definition temporary work amounted to 4,9% of
total labour years in 2004).

%8 Data are taken from the European Union Labour Force Survey.
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in a temporary job than male employees. As forgrgeps, again younger workers (here up to
24 years of age) are overrepresented in tempoohsy Workers over 55 are underrepresented.

Table 2.4 Temporary employment as a percentage of t  otal employment, 2004 *

Men and women Men Women
Austria 8.7 8.9 8.5
Belgium 8.6 6.3 11.4
Denmark 8.8 7.7 9.9
Finland 14.7 11.4 18.0
France 12.6 12.0 13.4
Germany® 12.4 12.6 12.1
Ireland 3.6 3.2 4.1
Italy 12.0 9.8 15.1
Netherlands 15.1 13.7 16.8
Portugal 19.4 18.4 20.4
Spain 329 31.1 35.6
Sweden 15.2 13.5 16.8
UK 6.0 5.4 6.5
EU-25 13.8 13.3 14.3
EU-15 135 12.9 14.3
Euro-zone 15.3 14.5 16.3

® Data refer to the fourth quarter of 2004 (for Germany to the second quarter).
Source: OECD, 2005, Statistics in Focus, no. 6.

Table 2.5 Dutch regular and flexible jobs by sex an  d job type (fulltime / part time) (average 2001-200 4, in
percentage of total employment)

Men and women Men Women

Regular contract Fulltime 52.4 40.3 12.1
Part-time 39.0 11.2 27.8

Total 914 51.5 39.9

Temporary contract Fulltime 11 0.7 0.4
Part-time 7.5 3.3 4.2

Total 8.6 4.1 4.6

Total 100.0 55.6 44.4

Source: CBS, Arbeidsrekeningen.
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Table 2.6

Age group

15to 24
25t0 54
55to 64
65+
Total

Dependent employment by permanency of the (main) job and gender - Netherlands 2004 (in
percentage of total employment)

Permanent job Temporary job

Men Women Men Women Total
54 5.2 3.3 3.2 17.1

36.1 29.6 35 3.8 72.9
5.7 3.2 0.3 0.3 9.4
0.2 0.0 0.2 0.1 0.4

47.4 38.0 7.2 7.4 100.0

Source: OECD, 2005, Labour Market Statistics.
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Summarising

The main points of Section 2 are:

EPL refers to institutions related to the dissolntof matches between firms and workers.
These institutions include administrative and lggalcedures including notice periods,
severance pay and firing taxes. They may be thdtresgovernment legislation, collective
labour agreements or individual contracts.

The Netherlands takes an intermediate positionrdigg EPL according to the OECD
indicator. As in most European countries, the ERlidator has fallen since the late 1980s and
this fall has been mostly (for the Netherlands pdiye to the liberalisation of temporary
employment. For the Netherlands the result isikedbt high EPL for permanent employment,
in particular for older workers with high tenurencbined with a relatively liberal stance
towards temporary employment.

According to the OECD index, the Netherlands isritter 1’ when it comes to the procedural
inconveniences involved in EPL.

The impact of EPL depends on the interaction witiepinstitutions. Regarding bargaining
institutions, as in most European countries unimrecage is high. However, union
coordination is intermediate. The replacement odtenemployment insurance is not
exceptional, but the maximum duration is high. $iem on active labour market policies is not
exceptionally low or high.

One way through which EPL may affect the econontirisugh its impact on specific
investments in the worker-job match. No data orciigenvestment are available, but the
Netherlands does reasonably well in terms of reglocbntinuing vocational training (CVT).
Temporary jobs have been on the rise in the Nethdg. Younger workers and females are
more likely to hold a temporary job. The shareamhporary employment in total employment
was in line with (actually somewhat above) the Bigrage in 2004.
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3.1

3.11

EPL in theory

As most institutions that persist, EPL presumalaly some good sides, at least for a large group
in society. The fact that EPL presumably has soomg gides is also reflected in the presence
of EPL in individual contract§’ That EPL presumably also has some bad sides seems
motivate the recurring discussion of EPL in the@oarena, where it is often associated with
the apparent poor performance of (continental) pe@o labour markets. In this section we
consider the main good and bad sides of EPL enepeohin theoretical work. Furthermore, we
also consider the implications of the differentiapact of EPL on different groups, which may
give rise to political economy problems and equaiwpsiderations, and the up- and downsides
of differences in EPL for different workers.g.relatively weak EPL for workers on temporary
contracts and relatively strong EPL for worker @nmanent contracts. After a brief recap of
the potential market failures and the role of tbeegnment in EPL we conclude with an
overview of the main findings of theoretical stuglie

The good %°

The analysis of employment protection legislatias become more balanced. A number of
recent papers have stressed the productive sideBlafTo start on a positive note, we first
consider the papers that see a productive rolERdr.

Providing additional insurance

Some recent papers.g.Fella (2006) and Pissarides (2001, 2004) highligatproductive role

of EPL as (additional) insurance against incomle fisie most direct forms of EPL for

providing this (additional) insurance are severgmmgand notice periods. Even if the insurance
of EPL results in moral hazard (for example, treumance increases the probability that a
match becomes unproductive), the insurance gaigsbeaufficient to make severance pay or a
notice period welfare improving. Furthermore, B&t2004) shows that the additional
insurance via severance pay may also result iodugtivity gain in the spirit of Acemoglu and
Shimer (1999), making workers more willing to ledkieir low-productive job to look for a

more productive one.

However, next to moral hazard, there are sevecébifa that limit the role of EPL as

¥ See e.g. Box 2.1 in OECD (2004) for some data on the incidence of EPL in individual contracts in countries that have little
or no government endorsed EPL.

2 Maurits Barendrecht reminded us that many issues that are relevant for employment protection legislation can also be
found in the literature on protection legislation for other types of matches e.g. marriage and divorce, housing agreements
etc. Indeed, in general there are many similarities between the analysis of the labour market and these topics, and there are
probably many insights from the analysis of protection legislation on these other topics that are also relevant for EPL but
have so far not been considered formally in the literature on EPL.
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3.1.2

an insurance instrument. First, unemployment inggaeduces the insurance gains from
EPL2! Similarly, a working partner (which is on the risethe Netherlands) also reduces the
insurance gains of EPL by making the family incde®s dependent on the income of one of
the partners. Finally, lower interest rates and tapital market ‘imperfections’ in general, may
have made it less costly for workers to deal with tnemployment risk by saving and
borrowing on the capital market, again reducingghias from insurance via EPE..

Internalise externalities

Above we consider the role of EPL as a substitoteihemployment insurance. However, EPL
may also be complementary to unemployment insuréaseaoted by.g.Blanchard and Tirole
(2004)). When a firm and a worker separate theic&ty do not take into account that this
leads to a fall in tax receipts and a rise in tianss To internalise these ‘fiscal externalitigs’ i
the decision of the firm and the worker, the goweent can levy a firing ta¥ This is

essentially the basis for the experience ratingesy®f the US.

The argument extends to other types of externsliti@ the search externalities explored in
e.g.Diamond (1982) and Pissarides (2000). Anothenegleexternality that springs to mind is
the additional social cost when there is a massfiayn e.g.the local community. This can be a
motivation for special rules for mass layoffs, asabserve in practice. The idea that EPL may
prevent ‘excessive’ separations also applies taéise of downward wage rigidities. Whenever
there is a surplus when the firm and worker detidgeparate, a firing tax can improve
welfare?* Furthermore, as with environmental externalitiefiring tax seems a relatively cost-

effective way to deal with these externalities tigiato e.g.regulation via government officials.

% There are some differences though. For example, severance pay is a one-time transfer whereas unemployment
insurance is a flow of payments conditional on remaining unemployed. The latter probably provides better insurance against
the uncertain duration of the unemployment spell but at the cost of reducing the search effort and raising the reservation
wage of the unemployed. Severance pay only has an income effect on the search behaviour of the unemployed. Also,
severance pay may be paid out when a worker moves to another job rather than unemployment.

22 Some authors present back-of-the envelope calculations of the optimal level of severance pay and notice periods.
Pissarides (2004) suggests that optimal severance pay is typically positive. Fella (2006) finds the same result, and goes a
step further by calculating the optimal level for blue and white collar workers for a number of countries. He finds that for the
average worker, optimal severance payments in The Netherlands are quite close yet somewhat above actual severance pay
(whereas Portugal pays far too much, and Ireland far too little). Pissarides (2004) also considers a back-of-the-envelope
calculation regarding notice periods, and finds that typically no notice period is optimal (notice periods result in reduced job
search by the worker, severance payments do not). But he suggests that his model is too stylised to make real-life
recommendations. In general, Pissarides (2004) and Fella (2006) seem too stylised to infer policy recommendations. For
example they do not consider e.g. the effect on worker effort or try to find the optimal system of EPL and unemployment
insurance.

% Blanchard and Tirole (2004) suggest that hiring subsidies can be motivated along similar lines.

% However, when wage rigidities are the source of excessive turnover, increasing wage flexibility may be preferable to
introducing EPL, see e.g. Lazear (1988).
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3.13

3.2

3.21

Increase specific investments
Finally, some authors indicate that employmentgmitidn can promote specific investments,
and this may be welfare improving when we stanrf@situation of underinvestmefitThese
specific investments may take the formeaf.acquiring specific job-related skills, building a
social network or buying a house in the vicinitytioé workplace. The underinvestment may be
the result of a hold up problem, where the workethe firm under-invest in match specific
productivity because the other party will claimtpafrthe gains througlx postbargaining.
Again, a number of qualifications are in ordersEias noted above, we need
underinvestment initially. If the investments andyt specific, the parties will be more eager to
overcome any problems since they are the main logawéds, limiting the case for
underinvestment in the case of specific investm&rggcond, EPL only indirectly stimulates
specific investments via longer match durationsictvimay come at the cost of reduced match
quality (see below). Third, EPL may reduce oveeatiployment by reducing job creation. This
may reduce investment in general sKilt§® Finally, EPL may not be the optimal policy
response, as hoted by Lazear (1988). Alternatitbtygovernment could also reduce the hold
up problem by facilitating explicit contracts oretteturns of the investment for each party.

The bad

Sclerosis
The data suggest that EPL reduces the sum of gdiion and job destruction (see below).
Driving the processes of job creation and destoactiree.g.embodied technological change
and preference shifts. EPL reduces the reallocatiovorkers to production sites with better
technologies or a higher demand. The productiarcgire becomes ‘sclerotic’ in the words of
Bentolila and Bertola (19965.This is analysed in detail in Caballero and Hamm{®@98a, b).
MacLeod (2005) extends the argument to the matghiagess by which workers look for the
jobs most suited for them. Workers may be lessmilto look for or accept a match that makes
better use of their skills when they have to gipeheir accumulated rights to severance pay
and/or a notice period.

EPL may also reduce productivity when it increabesaverage unemployment duration

and as a result more unemployed incur a loss 8§ skor an analysis along these lines

% gee e.g. Belot et al. (2004). Nagypal (2002) further considers the additional gains from longer job durations via
(exogenous) learning-by-doing.

% |ndeed, the problem may be more with general investments, where the firm is only partly protected from the worker taking
his or her newly acquired skills to a competitor.

%" provided the income effect of a higher return to investing in general skills does not dominate the substitution effect, as
noted in e.g. Lindbeck and Snower (1988) and Young (2003).

% There may also be a more direct trade-off between the two types of investment via e.g. a time constraint.

% Furthermore, life may be somewhat more complicated still. Specifically, although many studies suggest that there is
underinvestment in R&D for which there are good theoretical reasons (inter- and intra-temporal spillovers), theoretical
studies also point to the likely result that the step-size of new innovations is probably too small (see e.g. Grossman and
Helpman (1991) and Aghion and Howitt (1998)). This may result in excessive job flows in the situation without EPL.
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3.2.2

regarding the effect of unemployment insuranceesgdissarides (1992) and Ljunggvist and
Sargent (1997°

Again, the costs outlined above depend on the érapielevance of the various channels.
For example, one may wonder how much technologicajress is in fact embodied, although
the large job flows even within sub sectors @egDaviset al. (1996)) suggest it is empirically
relevant. Regarding the matching of workers to jdibs internal labour market may act as a
substitute to the external labour market and sdfienmpact of EPL on these flows. However,
insofar as the role of technology adoption, denghifis and match quality in general is rising,
and the duration of unemployment has risen to al letere skill loss becomes important, so is

the sclerosis effect of EPL.

Higher labour costs

EPL may raise labour costs, but then again it nty This depends on whether workers
compensate firms for EPL vag.lower wages. Firing costs are likely to push upla costs
directly, even though labour may bear part of thedbn via lower wages. Whether firing taxes
raise labour costs is less clear, the receiptbearsed to compensate firms eig.lower
unemployment insurance premiums (as in BlanchaddTamle (2004)). Indeed, if EPL reduces
the inflow in unemployment insurance, labour caosés actually fall. Severance pay and notice
periods are a transfer from the firm to the worleed it is not unlikely that workers will
compensate firms for this transfér.

However, there is the potential problem that woskeill use the protection of EPL to claim
higher wage§? EPL may strengthen the outside option of workerssorsen the outside
option of firms in the wage bargain. As a resuRLEnay result in a higher bargained wage.
When EPL pushes up labour costs, because it istaalaost or because the government or
workers do not compensate the firm for their trarsffirms will reduce their hiring until
expected costs are in line with expected profiragrhen adverse ‘insider-outsider’ dynamics
may exacerbate the initial rise in labour costseWthe unemployment duration increases, the
share of long-term unemployed will increase. Treidars may be less willing to trade off
wages for additional employment opportunities frd-term unemployed outsiders.
Furthermore, due to a loss of skills and/or ranlahgandidates by firms according to the

unemployment duration, the effective competitiounémployed for the jobs of the insiders

% The latter explain the high level of European unemployment since the 1980s by the incentive problem that the
unemployed face, induced by the existence of generous unemployment compensation benefits being a function of past
earnings. Low search intensities and high reservation wages result in longer spells of unemployment and an increased
share of long term unemployed. EPL could have a comparable detrimental effect, where high severance pay reduces job
search and raises reservation wages. Furthermore, reduced hiring by firms may further increase unemployment durations
and thereby skill depreciation.

% pissarides (2001) gives an example where workers take wage cuts so as to leave the hiring decision unaffected.

% See e.g. Lindbeck and Snower (1988), Bentolila and Dolado (1994) and Garibaldi and Violante (2005). The adverse
effects are presumably larger in countries where labour is relatively strong in the bargaining game, but does not take into
account the interests of outsiders, see e.g. Calmfors and Driffill (1988).
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3.3

3.3.1

may fall (see also Blanchard and Summers (1886)ndbeck and Snower (1988), and for the
ranking hypothesis Blanchard and Diamond (1994))s Thay lead to higher wage claims.

Increase shirking

EPL may reduce employment not only at the ‘extezigivargin,i.e. via reduced hiring, but
also via the ‘intensive’ margin, by reducing worledfort. If workers are caught shirking, they
are less likely to be fired when they are protetted&PL. As a result, there will be more
shirking* This is explored ire.g.Galdon-Sanchez and Giiell (2003).

To remedy this adverse effect on effort one woikle fo exclude workers that were found
shirking from EPL. Indeed, a number of theoretjmabers explore this avenue, and find a
positive effect of EPL or.g.employment in an efficiency wage cont&They argue that EPL
increases the surplus of a match and workers éhldgfore require less wages to motivate them.
However, the latter effect depends crucially onaksumption that shirking workers are
excluded from EPL. Whether the worker was in fdaitkéng or not is information that is
typically not readily available to a third partyycafirms will always claim that fired workers

were shirking while workers will always claim thpposite®®

The ugly?

The gains and losses of EPL do not seem to beyespréad across different types of workers.
Below we consider which workers are more likelotmefit, which workers are more likely to
lose, and the associated potential political econfaifures. A related topic is the difference in
EPL for different groups of workers, in particuthe difference between workers on temporary
contracts and workers on permanent contracts. Belewherefore also consider what are the

pros and cons of this ‘two-tier’ system of EPL.

Different results for different groups

It seems that the benefits of EPL in terms of empient rates are mostly to be had by prime-
age male workers, whereas EPL seems to reduceribleament rates of new entrants and
women with intermittent spells of non-participati@ounde.g.child birth, see Section 5). In

% Blanchard and Summers (1986) show that, in case of a sequence of adverse shocks, insider-outsider dynamics (see
Lindbeck and Snower (1988)) result in persistently higher unemployment. After a shock the number of insiders is reduced.
The still employed workers set wages in such a way that the lower level of employment becomes permanent. EPL may
make it easier for insiders to claim higher wages and thereby increase persistence, though EPL will also make it less likely
that workers are fired when a negative shock occurs.

% The cost is in terms of lost output, but can also be in terms of higher labour costs as firms have to pay workers more to
motivate them in the presence of EPL.

% See e.g. Saint-Paul (1995) or Fella (2000).

% Note that the bad here also depends on a market imperfection, i.e. incomplete information on worker effort (due to e.g.
costly information gathering).

% Note that this is one way to motivate the procedures for firing workers in the Netherlands. To the extent that e.g. the CWI
is cost-effective in screening for shirkers, this type of procedure can be efficient as it reduces wage claims to motivate
workers.
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3.3.2

general, EPL will make firms more reluctant to hiew workers and they will become more
selective in their hiring policie¥.Next to a more unequal distribution of employment
opportunities, a loss of skills in unemployment andncreased likelihood to run into credit
constraints due to longer unemployment spells mesease the difference between the winners
and losers of EPL.

The differential impact of EPL on different groupsy give rise to political economy
considerations (semg.Saint-Paul (1997)). When government or trade upilities are
dominated by prime-age male workers, they mayanyush for excessive employment
protection which benefits the marginal voter but saciety as a whole.

Pros and cons of temporary work

Following calls frome.g.the OECD to reform EPL, various European countiege reduced
employment protection. However, the reduction hesnbmostly partial in the sense that
governments have typically deregulated the userapbrary employment, whereas protection
of regular contracts has been more or less stabkeection 2 above). The question is whether
this has made matters better or worse? Again, #rereros and cons.

Some papers stress that outsiders may benefitteormporary contracts which act as
‘stepping stones® Firms and workers can first try a match beforefitme has to commit to the
strict EPL of a permanent contract. However, offaers suggest that temporary jobs are ‘dead
end jobs’, where workers are stuck flowing betwaeemployment and temporary contratts.
Indeed, even if temporary contracts may be a wapdésiders and firms to work around
excessive EPY, a government imposed restriction on the numbeenéwals of fixed-term
contracts may still lead to excessive turnover. ihietemporary work acts mainly as a
‘stepping stone’ or a ‘dead end job’ is an emplricatter, which we take up in Section 5.

Another issue is whether temporary contracts sthemgor weaken the bargaining power of
workers. On the one hand, the threat to employ mor&ers on a temporary contract rather
than on permanent contracts may moderate wagestaynmsiders. However, temporary work
may also act as a buffer, effectively reducingatieerse effects of additional wage claims, in
particular when workers on permanent contractsheetonditions for workers on temporary
contracts’? This too seems to be an empirical matter.

Overall the literature indicates important potdntigfalls related to partial reform in the
sense of deregulating temporary contracts, and audkbrs seem to favour a reduction in EPL

for permanent contracts.

% Kugler and Saint-Paul (2004) show that firing costs increase the discrimination against unemployed outsiders. Firing costs
reduce the average productivity of a worker that is fired. Hence the pool of unemployed is more unproductive. Firms use this
as a signal and will reduce hiring from the pool of unemployed, increasing their unemployment spell.

% See e.g. Nagypal (2002).

“0 See e.g. Booth et al. (2002).

“! This would also imply that workers could be paid higher wages in temporary contracts, which at first glance is not
supported by the data.

“2 See e.g. Blanchard and Landier (2002) and Bentolila and Dolado (1994).
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3.4

3.4.1

Potential market failures and the role of the g  overnment

We conclude the theoretical section with an exptigerview of the efficiency and equity role
of the government when it comes to setting (thénugdtlevel of) EPL. Most of the relevant
mechanisms and issues points were already made aaivperhaps it is best to give an
explicit recap of potential market failures and toke of the government.

Efficiency

With knowledge of the diverse empirical effectss¢fL one could make a type of ‘behind the
veil of ignorance’ evaluation and select the welfaptimising set of EPL. However, will the
market provide the optimal level of EPL? Below vamsider some reasons why it may not, and
hence there is potentially a role for the governmen

Adverse selection
Adverse selection may cause the market to procsedficient EPL. Consider two firms which
offer the same total compensation to workers, oot 1 offers more wages and less EPL than
firm 2. Assuming that less productive workers amerlikely to benefit from EPL, firm 2 will
attract and retain more low-productive workers. ¢&rior the same labour costs, the workers
in firm 2 will produce less output. As a resultnfi2 will not survive in the market, and only
firms of type 1 survive. In general, when EPL aftsdess productive workers, firms will be
inclined to offer less EPL, even when this is sibigiandesirable. The problem is that firms
cannot offer different levels of EPL to differenbrkers when workers have more information
about their productivity than firms. A governmemposed level of EPL can then be welfare
improving. However, the task for the governmemnias easy: it has to set the optimal level
where the gains exactly balance the losses at &ngim

Whether adverse selection problems play an impbrtda in real life remains an open
guestion. The fact that we observe EPL in privatetiacts suggests that the problem does not
deter all EPL. The level may still be too low thbug

Externalities
As the government levies taxes and typically degahe rules of unemployment and disability
insurance, it seems natural to let the governmetrdsa third party to levy the firing tax.
Furthermore, the government may also be the mastalagent to levy firing taxes for other
externalities ire.g.the case of mass layoffs. Again, the task is aeygeas the government has a
hard time in determining the level of the extenyalh each individual case.

When we believe that liquidity constraints are imipot we may also follow Bertola (2004)
by suggesting government mandated severance payoféers, in response to which workers
become more mobile. Firms themselves will not biéngito pay a mobility cost for workers to
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3.4.2

move to another firm even if this is desirable frarmocietal point of view. The mobility
benefits are not internalised.

Political economy failures

Adverse selection and externalities may lead tarater-provision of EPL in the market.
However, insider power may have the opposite effagbarticular, unions (and the

government) may suffer from a political economyuia where the majority of workers benefit
from strict EPL but where the losses for outsidEminate the gains of the insidétshe

same holds for temporary work. The insiders mayhsetules for temporary work, which may
make things worse rather than better for the oeisitb the benefit of the insiders. For example,
the insiders may demand that firms pay workerseampbrary contracts the same wages. Hence,
the government has to ensure that the interestatsiders are taken into account when it comes
to the bargaining over the package of wages, EfLodmer working conditions.

Equity

Next to efficiency considerations, the governmeat/want to regulate EPL because the results
differ between groups. Indeed, if the starting posiof outsiders is relatively unfavourable this
too may be a reason to set a somewhat lower |é\&Ph at the expense efg.insurance

losses. However, due to the diverse effects oemifft groups, governments and trade unions
run the risk of being used as a rent seeking dewiteer than an efficiency enhancing device.
Indeed, the choice of EPL is not the result of @fté optimisation process over various
efficiency effects behind a veil of ignorance, Hatisions on EPL are made beyond the veil of
ignorance where an individuals position is ‘revdalseee.g.Caballero and Hammour
(1998b)). Indeed, representative bodies have tio daoefully at policy proposals as rent
seeking may be sold under the heading of efficiayaigs.

The list above is not exhaustive, there may beratiies for the government that have not been
treated formally in the literature so far. In thetp-typical model the firm does not fire a
worker unless it is profitable to do so. Howevers iconceivable that intermediate managers
fire workers for personal reasons, even if thisdsin the interest of the firm. The government
can mitigate this potential problem by promotintginal procedures that bring all the relevant
information on the table. Another role for the gowaent may be to protect a minimal level of
decency in firing. It may not be very costly for@amployer to inflict personal damage on a
worker when he or she is fired. Indeed, the govemtrmay wish to guarantee a minimum level
of decency to prevent behaviour for personal irstietieat serves no social interest. Finally,
perhaps (at least some) workers and/or firms striéen short-sightedness when it comes to the
issue of EPL, and government endorsed standardsrzanthe distant future into the present.

43 Even though the young may expect to be middle-aged at some point, they can not credibly commit to a certain voting
strategy when they are young.
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3.5

Summarising

From the theoretical studies we conclude the fdlguw

On the positive side, EPL may provide additionaliance (in particular in the form of
severance pay and/or notice periods), it may ialexa externalities (in the form of firing taxes)
and it may promote match specific investments.

On the negative side, EPL may reduce the adopfioew technologies and the matching of
workers to jobs. Furthermore, EPL may lead to shigkadditional wage pressure and a loss of
skills.

The gains and losses are not evenly distributessadndividuals. Prime-age male workers
seem to benefit, while new entrants and females termittent spells of non-participation
may lose. Hence, efficiency as well as equity adasitions play a role. Furthermore, there is a
risk of rent seeking via EPL.

A two-tier EPL system with temporary and permaremitracts may give workers and firms a
way to work around strict EPL for permanent consaand temporary contracts may serve as
stepping stones for permanent contracts. But teanp@ontracts may also serve as dead end
jobs, and may act as a buffer for insiders whod ok the two-tier system to demand higher
wages.

Government intervention can be justified by adveedection problems, externalities, political
economy failures ie.g.trade unions and because of equity consideratidmsever,

government intervention typically requires considde knowledge of the extent of the market
failures and the government may itself be subjecént seeking.
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41.1

Simulation studies

The theoretical overview in Section 3 suggeststiabverall impact of EPL oa.g.

employment, productivity and welfare is not easiétermined. In the subsequent two sections,
we consider studies that try to determine the dveffect. In this section we consider the
findings of simulation studies, Section 5 then éades the findings of empirical studies. Given
the high level of abstraction of the simulation ratsdwve chose to include them after the theory
part and before the empirical part, as they arbgms best characterised as ‘theory with
numbers’. By reviewing the simulation studies weéto trace the results back to the
assumptions, and get a quantitative feel for thaaich of different types of EPL. Most empirical
studies focus on the impact of a summary indexalidlypes of EPL** Our review of simulation
studies is not exhaustive, but we believe it covenst of the influential studies (with a bias

towards more recent studies). We conclude withveemvaew of the main findings.

Tracing the results back to the assumptions

We divide the simulation studies into two groupstHe first group we have studies that
consider the impact of firing costs, firing taxesla@xperience rating. We group them together
because for individual matches they work broadlghensame way; they are a cost to the
individual match at separation. The general equilih effects may differ though, see Box 3
below. In the second group we have studies thatidenthe impact of severance pay and
notice periods. These types of EPL are not a cdttet individual match, but a transfer from the
firm to the worker. Hence, already on the individieael the results are likely to differ from the
types included in the first group.

Firing costs, firing taxes and experience rat  ing

We start with the seminal paper on ‘eurosclerdsysBentolila and Bertola (1990). They
consider the optimal hiring and firing policy ofiem in the presence of a firing cost. Labour
productivity follows a random walk. Firing costdeadt the critical productivity levels at which
workers are hired and fired. They find that a reiguncin firing costs has a negligible effect on
the hiring decision, the discounted value of firoagpts is low. The effect on the firing decision
is somewhat larger, but overall they report tharage labour demand is “hardly affected” by
the reduction in firing cost8.The study of Bentolila and Bertola highlights tigposing

effects on employment (less firing but also lesgg), which makes the impact of firing costs
on employment typically ambiguous in theoreticakkvo

“ Relevant micro data on natural experiments are scarce (see Section 5 below).
“ Bentolila and Bertola (1990), p. 396.
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Box 3 Firing costs, firing taxes and experience rat  ing - differences in general equilibrium

Firing taxes, firing costs and experience rating all have broadly the same impact on individual matches, they imply a
cost at separation. However, the general equilibrium results may differ. In the abstract models we consider firing costs
are a pure deadweight cost (many authors use the example of administrative and judicial procedures), and hence
ceteris paribus they constitute a loss for society. Firing taxes are not a cost to society. Indeed, the receipts of the tax can
be used for e.g. lump sum transfers. Hence, the welfare effects of a firing tax in abstract models are typically more
positive than for a firing cost. Experience rating can be thought of as a firing tax combined with a reduction of
unemployment insurance premiums. In the US system of experience rating firms indirectly pay for the unemployment
benefits that their former employees receive. The contribution of firms to the unemployment insurance fund are
‘experience rated’; the more employees a firm has fired recently the higher the contribution to the Ul fund. We like to
think of experience rating as a tax, because the Ul rights of the employee do not depend on the contribution by the firm.
However, it is not only a firing tax because the contribution is a substitute for Ul premiums. Hence, the ‘receipts’ of the
firing tax flow back to individual matches in the form of a lower Ul premium. This is likely to generate a more positive
result than a firing tax that is used for lump sum transfers, because labour costs do not rise directly. For a formal
treatment of the different effects of these types of EPL in a vintage model see Jongen and Visser (2007). They also

consider the difference with severance pay.

An insightful paper by Ljungvist (2002) shows tla¢go in general equilibrium, the overall

effect of ‘firing costs’ (actually in the form ofring taxes that are redistributed to workers in
the form of lump sum transfers) on employment idbigmous?® However, more importantly, he
shows that the overall effect on employment is ntikedy to be negative when firing costs

push up wages or reduce labour supply. He consitersnpact of a rise in firing costs in three

prototype models. Ljungvist starts with an analydifiring costs in a search model, where
workers search for jobs. In his preferred calilmabf this model, higher firing costs result in
higher employment. It becomes more costly to lamkainother job. The drop in the outflow
from employment dominates the drop in the inflotoiamployment. Only when search effort
would fall dramatically, reduced job creation résih a fall of overall employment. Next,
Ljungqvist considers a matching model, where fidonghe searching. In this matching model

wages are determined by bargainexgpost When firing costs do not reduce the outside optio

of the firm in the wage bargain, employment ridée (in the search model). However, when
firing costs reduce the outside option of the fimthe wage bargain, employment falls. A
weaker outside option for the firm implies that kens will be able to claim higher wages,
which in turn implies less hiring. Finally, Ljungigt considers an (intriguing though probably
unrealistic) employment lottery mod®IThe idea underlying this model is that there are
indivisibilities in employment, and as a resuisibptimal to have less than full employment
combined with full insurance for unemployed indivéds. Like the matching model where
firing costs reduce the outside option of the fithere is a negative effect of the firing cost on
employment that can only be reversed by “fairlyrexte parameterisation&'Firing costs

6 See also Ljungvist and Sargent (2004).
“" Inspired by the seminal thought experiment of Hansen (1985).
“8 Ljungquist (2002), p. 848 (footnote 5).
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reduce the benefits from working, which causesviddials to substitute leisure for

employment. Hence, the employment lottery modetwag the negative effect of firing costs
on employment via labour supply. Ljunqvist (200@tfier shows that the effect on welfare
may be different from the effect on employmentza EPL is optimal in all his settings. The
setups considered by Ljunqvist (2002) capture rsimstilations studies that were published on
the impact of firing costs during the 1990s. Pesghifne vintage models by Caballero and
Hammour (1994, 1996, 1998a,b) deserve special orerfitill, the long run effect of firing

costs in their setup are more or less the same ths imatching model where firing costs reduce
the outside option of the firm. Due to firing cqat®rkers can claim higher wage{eris
paribug, which deters job creation and overall employniént

Belotet al. (2006) introduce specific investments by the woikea framework wittex post
bargaining. The worker and the firm cannot proteetreturns on the specific investments with
a contract (becaugeg.the investment is hard to verify by a third parijith ex post
bargaining this results in a hold up problem wheoekers under-invest, i.e. the social returns
are higher than the private returns. Firing costgehan indirect benefit in this setup. An
increase in firing costs lengthens match duratamshence the return period for specific
investments. When specific investments raise enatitthan increase in match durations, firing
costs may cause a rise in employment and welfat Bt al. (2006) further show that an
additional welfare gain may result if the firm atheé worker do not consider the fiscal
externalities, a separation implies a fall in the Ibase and a rise in unemployment insurance
premiums, which make the social return to a jobcim&igher than the private return. Hence,
job durations are too short in the absence ofdidasts. Firing costs may then have another
social gain by lengthening job durations. To codeluBelotet al. (2006) show that firing costs
may raise employment and welfare even if theexipostbargaining (and the firing cost lowers
the outside option of the firm), because of und&estment and fiscal externalities.

The effects may also differ across different groopworkers. Belott al. (2006) show that
the same level of firing costs for all workers ngggnerate winners and losers. The winners are
workers for whom specific investments are impor{antd face a hold up problem). The losers
are workers for whom specific investments are mgidrtant. Next to different effects for
different types of workers, firing costs also haveifferent effect on employed and
unemployed workers within these groups. Kugler 8aoht-Paul (2004) study the effect of
firing costs on discrimination against unemployel geekers. In their setup workers can be
hired from the pool of employed (job-to-job mobj)itor from the pool of unemployed. Firing
costs result in a lower productivity threshold d&ieth workers are fired. As a result the average

9 Caballero and Hammour (1998a) also consider the transition path following a change in firing costs (and other institutional
variables like the replacement rate and taxes), under the assumption of perfect foresight.

%0 Also without ex post bargaining, firing costs may generate a problem for job creation and hence employment. When
wages are downwardly rigid, due to e.g. minimum wage regulation, workers cannot compensate firms for the rise in labour
costs by taking a wage cut. Joseph et al. (2003) illustrate how rigid wages aggravate the impact of firing costs on
employment.
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productivity of the pool of unemployed falls. Thigakes firms more reluctant to hire the
unemployed. The difference in employment probaedibetween insiders and outsiders rises.
Finally, Doladoet al.(2005) study the interaction with the initial I&ed unemployment. In

their model, when the unemployment-to-vacancy-ratioigh (a ‘sclerotic’ labour market in

their words), job creation is more sensitive talaih labour costs. Hence, a fall in labour costs
due to a fall in firing costs has a bigger effecthiring when unemployment is high. To return
to worker heterogeneity, this may be particulagievant for the low-skilled who have high
unemployment rates. To conclude, the studies thvatider heterogeneous workers suggest that
an important dimension of firing costs is the difietial impact for different groups. Therefore,
the overall effect depends on the relative sizéhe$e groups. Furthermore, distributional issues
become relevant.

Another interesting extension, in particular foe Dutch case, is the introduction of
temporary contracts. Various authors consider vérdtie rise in temporary contracts in
European labour markets has made things betteormewand for whom. We can think of the
rise of temporary contracts as a special casearfgihg firing costs. Blanchard and Landier
(2002) consider the role of temporary contracta asreening mechanism. They find that when
firing costs for temporary contracts are reducésliticreases the hiring rate, the destruction
rate and the average time it takes an outsideaitogermanent employment. However, the
overall effect of this partial labour market refoam employment, output and welfare are
ambiguous, in line with the findings on an acrdesboard reduction in firing costs. However,
they conclude that “if anything, the effect of fired-term contracts on the welfare of young
workers appears to have been negative” and thah“partial reform may be a very poor
substitute for broader reform®This suggests that when they would reduce firiogts on
permanent contracts they would get more favouraddalts. Cahuc and Postel-Vinay (2002)
consider a broadly similar setup and also concthdethe combination of stringent EPL and
the accommodation of temporary contracts is “a peeapon to fight unemployment.” Nagypal
(2002) introduces learning-by-doing in a settinggviemporary and permanent contracts.
Permanent contracts are protected by firing ctestsporary contracts are not. We have two
opposing forces of firing costs on productivity. Bigreasing job durations higher firing costs
lead to more learning-by-doing, but at the experiggoductivity losses due to reduced
reallocation. In this setup, temporary contracésaaway to reduce firing costs, and work as a
“compromise” between a situation with and withdtinfy costs>> To conclude, the results from
the models with ‘two-tier’ systems of employmentfection suggest that partial reform also
leads to ambiguous results in terms of overall egmpent and productivity. Promoting
temporary contracts makes it easier for firms teec for productive matches, but this may
come at the cost of increased churning. Furthernabs&ibutional concerns seem to play a
potentially important role, a two-tier system magate or enhance a dual labour market.

* Supra note 1, p.244.
*2 Nagypal (2002), p.20.
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Severance pay and notice periods

The ‘earlier’ papers (of the 1990s) focussed maimfiring costs, firing taxes and experience
rating. An interesting new line of research congidbe role of severance pay and notice
periods. In a world with risk neutral workers thégees of EPL typically have no productive
role to play>® However, when workers are risk averse severangame notice periods may
have a productive role.

In two papers, Pissarides (Pissarides (2001, 2@@4iders the rationale for severance pay
and notice periods. He assumes that workers &averse, and face incomplete insurance and
capital market imperfections. Firms on the otharchare risk neutral and do have access to the
capital market. In this setup workers can use fiasa banker and an insurer. Pissarides shows
that in this setup some positive level of severgraeis always optimal. Severance pay acts as
insurance against the uncertain duration of aljwever, notice periods are typically not
optimal. Notice periods act like unemployment irsgwe, the worker gets paid until he or she
has found a new job, and for realistic values fograployment insurance and risk aversion they
have little to add’ Regarding macroeconomic outcomes, in his setugaRies (2001) finds
that when the severance pay and notice periodeai@psimally (hence, in the case of notice
periods potentially at zero), job creation remdimessame. Workers compensate firms for the
additional expenses by taking a wage cut. Jobuggin falls when there is a positive notice
period. Hence, in this setup, employment will ifdring rise and the same holds for welfare.
However, this depends in part on the assumptiatrfitimas and workers can commit to a wage
profile posted at the beginning of the match. Joreyed Visser (2007) show that when there is
ex postargaining and severance pay enters the fallbaskipn of firms and workers, job
creation and employment may faillJongen and Visser (2007) further show that wigcic
investments (to increase productivity) the oves#fibct of severance pay on productivity is
unclear. Severance pay leads to shorter job dmsatidich may reduce sclerosis but may also
deter specific investments.

Bertola (2004) shows that there may be an additigaia from severance pay in terms of
worker mobility. When workers are credit constrainerorkers may not want to give up the
income of a job that has become less productiveadio for a more productive one. Severance
pay can make the cost of mobility lower for thesekers (and indeed, unemployment
insurance and active labour market policies cafoparthe same function, as noted by Bertola
(2004)).

To conclude, models that allow for risk aversiorttref part of workers suggest that
severance pay and/or notice periods may raise rgedfad employment.

%3 Furthermore, these types of transfers could be nullified by a private contract (Lazear (1988, 1990)).

54 A model with optimal severance pay, notice periods and unemployment insurance is still future research though.

%5 Furthermore, in their setup, it is the initial (when a new match starts) rather than the final (when a match is terminated)
level of severance pay that matters for job creation, see Jongen and Visser (2007).

a1



4.2

Quantitative simulation results

Tables 4.1 and 4.2 below give an overview of softequantitative findings of the
simulation studies. In Table 4.1 we consider stitlat have no temporary contracts. Studies
that consider both permanent and temporary costeaetin Table 4.2. In both tables we first
report the type of EPL reforme,g.a firing cost (an actual resource cost), a fitizng (which the
government redistributes via a lump sum transéeqperience rating (the firing tax receipts are
used to lower Ul premiums), severance pay or a&aqteriod. We further indicate whether the
model hasex postargaining (so that EPL may raise wage presswgther the model
features specific investments or learning-by-ddimgich may counteract the sclerosis effect on
productivity), and some other characteristics (itke process that drives changes in
productivity). We then report the impact on unergplent, employment and productivity,
(when this information is directly or indirectlyperted in the study). Specifically, we calculate
the elasticity of these variables with respect R.EWe report the findings in terms of an
elasticity to ease the comparison between studiedhee comparison with the findings in the
empirical section below.

Above we already discussed which assumptions goerilant for the qualitative results,
here we briefly consider the quantitative simulatiesults. We observe that overall, the impact
on unemployment and employment is ambiguous, $hisie for studies that considered an
economy with temporary contracts (Table 4.2) amde¢hwithout (Table 4.1). All studies that
(explicitly or implicitly) give the impact on prodtivity show a drop in productivity when EPL
rises, in the order of 3 to 4 percent. Still, in@ clear how much weight we should put on this.
When all studies for which we have numbers do nosider specific investments, they might
all overstate the negative effect on productivitige studies further seem to suggest that when
EPL worsens the fallback position of firms and ¢hisex postargaining, unemployment is
more likely to rise, although the presence or ats@fiex postbargaining is not sufficient for a
positive respectively negative effect on unemplogtBegarding the difference between firing
costs/firing taxes and severance pay/notice peribdsstudies that consider the latter without
ex postargaining find more positive results.
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Table 4.1

Elasticity's of unemployment, employment

studies without temporary contracts

Average elasticity
(s.d.)
Number of papers

Bentolila and Bertola
(1990)

Hopenhayn and
Rogerson (1993)
Caballero and
Hammour (1998a)
Ljungqvist (2002)

I'Haridon and
Malherbet (2002)

Joseph et al. (2003)

Belot et al. (2004)

Kugler and Saint-Paul
(2004)

Alessie and Bloemen
(2004)

Ljungqvist and
Sargent (2005)

Pissarides (2001)

Study characteristics

Type of Ex-post
EPL bargai-
reform ning

firing cost no
firing tax no
firing cost yes
firing tax no
firing tax yes
firing tax yes
firing tax no
firing cost yes
experience yes
rating

firing cost yes
firing cost yes
(small)

firing cost no
firing cost no
firing cost yes
firing cost no
firing cost no
notice no
period

Specific inv./
learning-by-
doing

no
no
no
no
no
no
no
no

no

no

yes

no

no

no

no

no

no

Other

Productivity Wiener
process

Productivity Markov
process

Vintage production
structure

Search model
Matching model, no
EPL in fallback
Matching model, EPL
in fallback
Employment lottery
model

Matching model, EPL
in fallback

Matching model, EPL
in fallback

Matching, EPL in
fallback for protected
workers, wage rigidity
Matching model

Matching model, on-
the-job search
Productivity Wiener
process

Matching model,
productivity Markov
process

Search model,
productivity Markov
process
Employment lottery
model, productivity
Markov process
Matching model

and productivity with respect to EPL, simulation

Elasticity with respect to EPL

u

0.04
(0.81)
14

0.93
-0.63
-0.63

1.25

1.88
-0.02

- 0.06

-0.67

-0.42

-0.51

-0.63

-0.19

0.57

-0.37

e

-0.01
(0.03)
9

-0.03
-0.03
0.02
0.02

-0.04

-0.06

0.03

0.02

Produc-
tivity

-0.04
(0.02)

-0.02

-0.04
-0.05

-0.07

-0.05

-0.02
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Table 4.2 Elasticity's of unemployment, employment
studies with temporary contracts

Study characteristics
Type of Ex post Specific inv./

EPL bargaining learning-by-
reform doing
Average elasticity
(s.d.)
Number of papers
Cahuc and Postel- firing tax yes no
Vinay (2002)
firing tax yes no
Cahuc and Malherbet firing tax no no
(2004)
Blanchard and firing cost yes no
Landier (2002)
Nagypal (2002) firing cost yes yes
Dolado et al. (2005)  firing cost yes no
firing cost yes no
firing cost yes no
firing cost yes no
Alonso-Borrego et al. severance no no
(2005) pay
Osuna (2005) severance yes no
pay

Other

Matching, EPL in
fallback for protected
worker, no temporary
contracts

Matching, EPL in
fallback for protected
worker, only temporary
contracts

Matching, flexible
labour market
Matching, EPL in
fallback, partial reform
(only EPL on temporary
jobs)

Matching, EPL in fall-
back, both learning-
by-doing and learning
about match quality
Matching, EPL in fall-
back, comprehensive
reform, sclerotic labour
market, low-skilled
Matching, EPL in fall-
back, comprehensive
reform, sclerotic labour
market, high-skilled
Matching, EPL in fall-
back, comprehensive
reform, tight labour
market, low-skilled
Matching, EPL in fall-
back, comprehensive
reform, tight labour
market, high-skilled
Productivity Markov
process

Matching

and productivity with respect to EPL, simulation

Elasticity with respect to EPL

u

0.23
(0.47)

0.40

+/-

-0.15

0.23

-0.47

0.41

0.44

-0.12

1.06

e

0.03
0

0.03

Produc-
tivity

-0.03
(0.02)

-0.03

-0.06

-0.01

-0.03
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4.3

Summarising

From the review of the simulation studies we codelthe following

In both partial and general equilibrium simulatemalyses, the effect of firing costs on
employment is ambiguous, and depends on the assumsphade. When firing costs are used to
make additional wage claims or result in less lalsupply, the overall effect on employment is
more likely to be negative.

The effect on productivity depends on the relevafdePL for specific investments and
learning-by-doing. Studies that consider a posigffect of EPL on productivity via specific
investments or learning-by-doing sometimes shoiseain productivity. This may be more
important for certain types of workers than othéssexample the high-skilled. However, when
the importance of reallocation for productivityasge, productivity falls. Quantitatively, most
studies calculate a drop in productivity, with aer@ge elasticity in the order ©f.03 to—- .04.
The simulation results for a partial reform, a refdhat boosts the share of temporary jobs in
total employment, are mixed. Again, both the infloto and outflow from employment rise. A
screening period may lead to better matches, istrgaroductivity, but the incentives for
specific investments and the period for learningdbing may fall, reducing productivity.
Liberalising temporary work further has the potahtisk that it creates a dual labour market,
and most authors conclude that a full reform ldadsetter results.

The handful of studies that look into severancegray notice periods suggest that they may
give more favourable results than firing costs. SEh¢éransfers’ are beneficial to the worker.
Hence, they may be more willing to compensate itihe iy means oé.g.a wage cut. Also for
productivity, severance pay may give better resutien it stimulates workers to look for a
more productive match. Employment, productivity avelfare may rise. However, again, when
they lead to additional wage claims, employment fiadly
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Empirical studies
Introduction

In this section we turn to empirical studies onefffects of employment protection legislation.
First, section 5.2 describes the findings from rodevel studies that use cross-country data on
EPL and variables like employment, unemploymett,fjows and productivity. In this section
we also calculate the average elasticity of thedatariables with respect to EPL from the
cross-country studies. Section 5.3 then considefitidings from micro level studies, and
section 5.4 covers empirical papers on the effettraporary employment. The main

conclusions are summarised in section 5.5.
Macro studies on EPL

Since the 1990’s cross-country studies have bedocneasingly popular in the analysis of the
effects of labour market institutions on unemploptmemployment and, to a lesser extent,
productivity growth. Interesting overviews of thygpe of macro-level study of the last 15 years
are given by Addison and Teixeira (2001), Bagieal (2002, 2004) and OECD (2004). As we
are not the first to review the findings of EPLcioss-country studies we will not try to be
exhaustive, but we focus on studies that we belwwe been particularly influential. In the
overview we first survey the effects of EPL on leehtion and the stocks of employment and
unemployment. Subsequently, we turn to the effestproductivity growth.

Before we proceed it is important to remark that¢hoss-country approach has several
weaknesses. This is also true for cross-countiestithat look into the effect of EPL. First, the
possibility of reverse causation makes the integpien of cross-country regression results
difficult. For example, countries with high budgéts active labour market policies (ALMP)
may show better unemployment results. The caukdlolship may however not be that
ALMP reduces unemployment but instead that low yslegment leaves more money to spend
on ALMP. Likewise, the level of EPL strictness nagpend on labour market conditions.
Second, missing variables may be a problem, EPL pitkyup the effect of correlated other
factors that drive the cross-country differencelbour market performance (competition
policy for example). Third, cross-country studiesus on differences across countries but do
not explain developments over time. Fourth, spetifistudies on EPL is that most cross-
country studies focus on overall EPL, without aigtiishing between fixed-term employment
and permanent contracts or different types of HRE {iring costs and severance pay). Finally,
a few studies also include non-Western countriééchivmay reduce the applicability of the

results.
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Figure 5.1
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Figure 5.2 Unemployment duration vs. the EPL-index
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Source for figures 5.1 and 5.2: OECD (2006).
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Table 5.1 Unemployment incidence, unemployment dura  tion and the unemployment rate in The
Netherlands, the US and the OECD, 1990-2004
Incidence Duration Unemployment rate Share of long term
unemployment
The Netherlands 0.3 18.4 5.3 41.5
us 2.0 2.6 5.5 9.3
OECD 0.9 10.7 7.6 31.0

Source: OECD (2006).

related stylised facts are presented in figuresbd.5.2. First, higher EPL is associated with a
lower incidence of unemployment and second, hiftir is correlated with longer
unemployment duratior.Table 5.1 gives the unemployment rate, the incdeand the
average duration (on a monthly basis) for the N&hds, the United States and the average for
the OECD. The table shows that the incidence ofnpd@yment in the Netherlands is below the
OECD-average, while the unemployment durationgh I international perspective. The high
average duration is also reflected in the relayivedih share of long term unemployment in the
pool of unemployed. Although the Netherlands sctaesrage’ for the overall indicator in the
OECD, the simple univariate relations in figures &nd 5.2 suggest that EPL may play a role in
the low flows in the Netherlands. Empirical studieat control for other factors confirm the
simple negative relation between flows and EPL sstgy by the figures above.

Gobmez-Salvadoet al.(2004) explore the effect of labour market institas on job flows
by way of a cross country study, using a databaisg3 countries (1992-2001). The dependent
variables are the job creation rate (JC), the jdtrdction rate (JD) and the sum of the former
two, the job reallocation rate (JR). The explanat@riables are the EPL-index of the OECD
and variables describing union coordination, benkfiation, the tax wedge, subsidies and the
role of temporary contracts. The strictness of BR& a negative and statistically significant
impact on job reallocation. Both job creation aobl festruction are lower if the EPL index is
higher, but only the coefficient on JC is statiliig significant. The coefficient on JD is not.
The duration of benefits and the degree of wagegetoordination also have negative effects
on JC, JD and JR. Gémez-Salvadbal.find an elasticity with respect to a 1% chang&RL-
strictness of-0.2 for job creation, -0.1 for job destruction afd for job reallocation.

According to Wolfers (2005) firing costs are unlikéo hamper the adjustment to
permanent shocks (these jobs will be destroyed agpyvbut job protection does retard labour
allocation when shocks are not persistent. He tineggs the effect of EPL on job flows. In
particular, he analyses whether a significant éffaa be found using quarterly dafade finds

that job protection does significantly reduce seas@b reallocation. A simulation gives

56 Figure 2.1 gives an update for the period 1990-2004 of figures published in Blanchard and Portugal (2001).

5" Wolfers (2005) uses quarterly data for 1994 for 14 OECD countries and for 3 sectors: agricultural, industrial, services. The
dependent variable is the rate of seasonal reallocation, i.e. job flows due to the seasonal cycle. Independent variables are
the employment protection measure * industry and the OECD summary measure of employment protection.
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insight into the quantitative effects: if Portugaduld adopt a US style system of employment
protection, the quarterly rates of seasonal reation would rise from their current level of 1%
to a level of 3%. Wolfers finds an elasticity objoeallocation in response to a 1% change in
EPL-strictness 0f0.45.

The effect of EPL has on reallocation may also ddp# the macroeconomic conditions.
Snoweret al.(2001) find that during macroeconomic downswinggse in firing costs mainly
affects the hiring decision and not the firing d&m, thereby reducing employment. By
contrast, in a period of high growth and positikiecks, firing costs raise employment.

Besides the macroeconomic conditions of a coustgio-economic institutions and
cultural features of countries may also be of ifice. For instance, the rule of law in a country
can affect the impact EPL has on the speed ofoeatibn. Caballeret al.(2004) develop a
small model in which the speed of adjustment aftehock depends on the level of EPL. They
make a distinction between the official and theetifze labour market regulation, where the
latter both depends on the official labour marlkgfulation and the rule of law in a country.
Their dataset contains 60 countries. They find lddadur market regulation reduces the
adjustment speed of the labour market, especidigrnwa country has a stringent rule of law.
Their results imply that in countries with a stramde of law, moving from the 20th to the 80th
percentile in job security reduces the speed afsijent by about a third and diminishes
annual productivity growth by almost 1%. For coiggrwith a weak rule of law these effects
are almost zero.

To conclude, in line with simple univariate relatiomost studies find that higher EPL is
associated with lower reallocation. Specific feasuof countries, like the macroeconomic
conditions and the strictness of the rule of lane,aso of influence.

That higher EPL leads to less flows may be probtenma itself, the employment prospects
of insiders increase at the cost of the employrpesgpects for outsiders. However, in Section
3 we noted that this may also lead to a furthéiriahiring when these lower flows increase
‘insider-outsider’ effects in wage formation. Hotwamg are these ‘insider-outsider’ effects in
practice? Lindbeck and Snower (2002) give an oesv\f the international empirical
evidence. They state that ‘a large number of stuidigicate that the long-term unemployed
exert considerably less (downward) pressure orwagks than do short-term unemploy&d’
For the Netherlands, the main reference is Gra@f{a4890). Graafland finds (for the period
1966-1988) that the insider-outsider model has semgirical relevance for the Netherlands, in
the sense that unions attach a higher weight titeeests of employed workers than to the
interests of the unemployed.

%8 Lindbeck and Snower (2002), page 34.
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However, the study does not find support for thpdtlgesis that long-term unemployment has
less impact on wages than short-term unemployfient.

5.2.2 Unemployment, employment and labour supply
Economic theory suggests that the effect of EPtherunemployment rate is ambiguous, EPL
not only decreases firing but also brings downhinieg rate (and potentially labour market
participation). Figure 5.3 below indeed shows mmiicant relationship between the
unemployment rate and the EPL-index.
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Results from empirical studies that control forestfactors still find that the effect of EPL on
unemployment is ambiguous (more on this belowaaigh the studies that find a positive
relation between EPL and unemployment are more nwmsehan studies that find the opposite.
One of the first studies with clear-cut findingstbe effects of EPL was Lazear (1990). He
considers only a few explanatory variables. Indéaeljndependent variables include only the
amount of severance pay and a quadratic time time severance pay variable is specified as
the (statutory) number of months salary given bdug collar worker at a dismissal after ten
years of service. This specification is applied¢weral dependent variables, like the
unemployment rate, the employment/population ratid the average hours worked by
production workers. Data apply to 22 countriestifier time period 1956-1984. The results of

%9 In the regressions of Graafland, the lay off rate (representing the employment perspectives of the employed workers) has
a significant negative effect on wages, whereas the rate of short term unemployment (which can be interpreted as
representing the employment opportunities of entrants) is not found to have a depressing influence on wages. If the lay off
rate is dropped as explanatory variable, the rate of short-term unemployment is found to have a similar effect on wages as
long-term unemployment.
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the regressions show that severance payments de@eagployment and labour supply, while
they increase unemploymefitin his preferred estimate, moving from no seveegay to

three months of severance pay for employees witlygéars of service, the employment-
population ratio in the United States decreasesmyt 1 percent and the unemployment rate
rises by 5.5%. Average hours worked falls by $%.

The results in Scarpetta (1996) also give suppditté hypothesis that stringent
employment protection legislation contributes tghhunemployment and long term
unemployment.

Di Tella et al.(2005) too find clear-cut results, using a new databased on surveys among
businesspeople in 21 OECD countries regarding, gmtmer things, their personal perception
of the flexibility of their respective economiesh@ regressions reveal that employment as well
as labour participation is positively related ®xibility. There is some evidence that
unemployment is reduced when flexibility increasdse reported effects are large. For
example, if France would make its labour markefteagble as that of the U.S., employment
would rise by 1.6%.

Heckman and Pagés (2000) also report a drop inaym@nt. They study the effect of EPL
using a data set for OECD countries and countfiésitin America and the Caribbean (LAC).
The results are robust to different estimation mésh The elasticities they find are quite large:
"an increase in expected dismissal costs equivadeohe month of pay is associated with a 1.8
percentage point decline in the employment rateg &ffects on unemployment are positive
and significant, but only in regressions on sepeasatnples for OECD and LAC countries.

Nickell (1997) finds that EPL reduces short terremployment but increases long term
unemployment (with duration over 1 ye&r)This is in line with what theory predicts: EPLIiwi
reduce the inflow from work into unemployment, vehiirms will become more cautious about
hiring, reducing the flow out of unemployment intork. However, the impact of EPL on the
overall unemployment rate found by Nickell is sma# these effects cancel out. Nickell
concludes that strict EPL does not appear to herieus implications for the level of
unemployment. He does find however that EPL rediatesur supply?

€ Both regressions are carried out using raw data, without including country dummies, as regressions on country means
would render the same results. Lazear also does a within-country analysis, although severance pay laws do not change
often over time. The results are mixed, but for some countries, as Lazear concludes, ‘severance pay can go a long way
towards explaining the changes in unemployment over time’.

¢ Conditional on the fact that part-time jobs are exempt from the severance pay legislation.

%2 Nickell investigates the relations between unemployment and labour market institutions using data for 20 OECD countries
for two time periods, 1983-1988 and 1989-1994. Dependent variables of the various regressions are the logs of total
unemployment, long-term and short-term unemployment and some labour supply measures. The independent variables,
intended to capture key labour market regulations, are an indicator for employment protection, the replacement rate, the
unemployment benefit duration, spending on active labour market policy (per unemployed worker as a percentage of GDP
per employed worker), the union density percentage, a union coverage index, a bargaining coordination index, the total tax
rate and a few control variables.

% Nickell, however, downplays this result by referring ‘culture’ as a missing variable. In southern European countries, Nickell
suggests, ‘culture’ could cause low female participation as well as strong EPL, protecting prime age males positions.
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In turn, Bakeret al. (2002) test the robustness of the main resulidickell (1997). They too
conclude that employment protection legislation imasystematic effect, although it does
significantly reduce unemployment if the analysisanfined to the 1980-1999 time period.
Also Grootet al. (2004) find that employment protection does nateha clear impact on the
unemployment rate. They do find a negative effé&RL on employment though, so implicitly
they find that EPL reduces labour supply.

Finally, according to the empirical literature oview by Lindbeck and Snower (2002) the
insider-outsider theory’s prediction that (un)enympieent persistence increases with the level of

labour turnover costs is confirmed by various eopimpublications.

Effects for sub-groups

Where the overall effects on total unemployment @mgployment are not always that clear,
there is some evidence of a significant effectsidvgroups. In particular, employment of prime-
age men is found to be protected by strict EPbhatetxpense of the employment opportunities
of newcomers and women with intermittent spells@f-participation.

Regressions by Lazear (1990) indicate that youngkeve are likely to bear a
disproportionate share of the costs imposed byraage pay, decreasing their employment rate
and increasing their unemployment rate. HeckmanRaggs (2000) find that EPL decreases
the employment of prime-age men only half as much decreases total employment, while
the effect of EPL on the employment rate of yourmgkers is almost double the effect on total
employment. Nickell (1997) finds that overall lalb@upply is negatively related to
employment protection, but for males aged 25-54¢lgeessions show no correlation. Scarpetta
(1996) finds that the effect of EPL on unemploymisnarger for young workers than for the
overall population (elasticities of 0.30 for ovératemployment and of 0.79 for the
unemployment among young workers). Finally, thdyaisiin OECD (2004) finds that EPL
significantly reduces the employment of prime-agsmen, while it does not appear to play a

significant role for employment of prime-age men.

Complementarities

Many recent studies consider the interaction of BRth bargaining institutions and other
institutional variables. Elmeskat al (1998, page 224) find that "the positive effexft EPL]

on aggregate unemployment is stronger and staiistisignificant in countries with an
intermediate degree of centralisation/co-ordinatien where sectoral wage bargaining
predominates with limited co-ordination.” This isnsistent with the hypothesis that when
insiders have strong bargaining power they arelilesly to take a wage cut for higher EPL.
Nickell (1997) also concludes that high unionisattmmbined with collectively bargained
wages without coordination between unions and eyeptoin wage bargaining has detrimental
effects on unemployment.
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Belot and Van Ours (2000) consider policy completagties,i.e. they study interaction
effects. The specification without interaction tersuggests that stricter EPL reduces
unemployment. However, when including all interastterms (EPL-index interacted with the
tax rate; replacement rate, union density, uniorecage and/or the coordination index) they
find a positive effect of EPL on unemployment isrid. The effect of EPL on unemployment is
enhanced by high taxes and union coverage andemawated by high union coordination. In a
more recent study, Belot and Van Ours (2004) irelonly one interaction variable (EPL-
index*centralisation index) and actually find a atge effect of EPL on unemployment.

Bakeret al. (2004) give a critical assessment of cross-cousigience that rigidities (like
high EPL or high unemployment benefits) are a megason for unemployment in Europe.
They find that the evidence is inconclusive. Howewae result that emerges from the
literature as fairly robust, is that increased afseage bargaining coordination may allow for
lower unemployment without large welfare reductitmsvorkers. They present some
simulations based on IMF-regression results. Whaoean levels of social protection
(replacement ratio, EPL and labour taxes) are cepldy US levels, European unemployment
would fall by 3¥4% points. Their results are notusbhowever, since the inclusion of an
interaction term (union density and bargaining damation) strongly mitigates the effect of
adopting the US levels of bargaining coordinatibiney also present a simulation for the
Netherlands. If the Dutch institutional levels weeplaced by US levels, unemployment would
be reduced by almost 15%. Including the interactéwm, however, unemployment would not
change, since the reduction in wage bargainingdination offsets the effect of increased
flexibility in other variables. According to an ethative specification, unemployment would
even increase. They conclude that the lack of emnaness and robustness of cross-country
results make them unsuitable for policy makersagettheir decisions on.

Blanchard and Portugal (2001) compare the labouketsof Portugal and the US. Both
countries have fairly similar unemployment ratégyaugh EPL is stricter in Portugal.
Blanchard and Portugal consider three regressiatetaqusing data for 19 OECD countries) of
worker flows, unemployment duration and the unempilent rate on the OECD EPL-index.
They find that an increase in employment protecials to lower flows into unemployment
and higher unemployment durations, while therevigffiect on the unemployment rate since
these two effects cancel out. This explains whytl®al and the US have similar
unemployment rates combined with different levdlEBL. The fact that Spain, having a
similar level of EPL as Portugal, faces a much éighvel of unemployment is ascribed to

differences in union power and unemployment inscgan

A quantitative summary of the effects on empl  oyment, unemployment and labour supply

The overview above indicates that some studiestinti EPL increases unemployment, but a
number of other studies find no or even a negagffect. Most studies that look at interaction
effects between EPL and the wage bargaining syBitehthat these matter. To get an idea of
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Table 5.2

Elasticities of labour supply, unemployme

nt and employment for a change in EPL

Labour Total Long term Total #
supply unemployment unemployment employment Period Countries
Average elasticity (s.d.) -0.04 (0.02) 0.13 (0.26) 0.40 (0.35) - 0.06 (0.04)
Number of papers 2 13 3 5
Lazaer (1990) -0.03 0.09 -0.03 1956-'84 22
Scarpetta (1996) 0.30 0.79 1983-93 17
Nickell and Layard (1997) -0.03 0.26 -0.12  1985-'94 19
Elmeskov et al. (1998) 0.35 1983-'95 19
Belot and Van Ours (2000) 0.61 1960-'95 18
Heckman and Pagés
(2000) 0.27 -0.05 80's,90's 36
Blanchard and Portugal
(2001) -0.03 1985-'94 19
Baker (2002) -0.04 1990-'99 20
IMF (2003) 0.18 1960-'98 20
Belot and Van Ours (2004) -0.17 1960-'99 17
Ederveen, Thissen (2004) -0.19 1960-'99 21
Groot et al. (2004) -0.17 -0.04 1960-'95 18
Di Tella et al. (2005) -0.06 0.48 0.14 -0.08 1984-'90 21

the quantitative effect of a change in EPL, we healeulated elasticities for a selecfibnf

studies, presented in table 5°1.

The first row of table 5.1 reports the averagetilties for all studies for which elasticities

could be calculated. For employment we find an ayerelasticity of-.06. Furthermore, all

papers considered report a negative effect on gmmat. For unemployment we find an
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average elasticity of .13 (on the basis of thirtsemlies). This suggests that, for instance, a
reduction in the Dutch EPL-index presented by tiCO from 2.3 to 1.8 (a 22% reduction),
would reduce the unemployment rate by approximafielypercentage points (evaluated at an
unemployment rate of 5%). An EPL-index of 1.8 cep@nds to the index of e.g. Denmark. The
spread of the elasticities, to both positive angltiee values, is however substantial. The
standard deviations (in parentheses) the averdget eéflect this. If anything, the negative
relation between EPL and the employment rate seeons robust than the positive relation
between EPL and the unemployment rate.

Productivity

The overall impact of EPL on productivity is alsalziguous in theory. More EPL may reduce
productivity because of ‘sclerosis’ in the prodantstructure, a loss of skills in unemployment,
and when employees shirk more. However, more EP} atsn promote specific investments

% Elasticities could only be calculated if the sample means of the EPL-variable and of the dependent variable could be
extracted from the paper.

% The elasticity is defined in the usual way, i.e. the percentage change in the dependent variable as a result of a 1 percent
change in de EPL-variable.
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and result in more learning-by-doing, which mayré@ase productivity. What is the net effect in
practice?

According to Nickell and Layard (1999) ‘there seam®be no evidence that either stricter
labour standards or employment protection loweoslpetivity growth rates’. They argue,
based on descriptive statistics, that reallocatiay not easily be hampered by EPL since firms
can reduce employment by about 10% every yeabjustlying on workers leaving. In
addition, they show that levels of job creation @itnldestruction are not strongly correlated
with the level of employment protection. In manyintries job creation and destruction are at a
level comparable to that in the US, although EPinigh lower in the US. This can be
explained, according to Nickell and Layard, by f&et that wages are very flexible at the firm
level in the US, which increases job stabitigteris paribusHence, employment protection
and wage flexibility are substitutes in keeping folnover at a reasonable level. For their
empirical analysis, Nickell and Layard use dataZ@OECD countries. As a dependent
variable they use the average productivity growtttiie period 1976-1992. In some
specifications they actually find a positive effe€EPL on the growth rate of labour
productivity (the elasticity of productivity growthith respect to 1% stricter EPL is .65 (own
calculations)). They also find a positive effec&L on total factor productivity, but this effect
disappears in other specifications.

On the other hand, Bartelsman and Hinloopen (2668)that EPL has a significant
negative effect on investments in ICT (relativédtal investment). They run regressions for the
periods 1991-2000 and 1995-2000 using data for E@@countries. They conclude that EPL
reduces the incentive for firms to invest in inndv@& activities, since by increasing hiring and
firing costs "the relative market share gains afcassful innovators are reduced” (Bartelsman
et al., page 25). They conclude that firms in cdastwith low EPL are more likely to choose
more risky investments and thereby more able th plus technological frontier. By contrast,
countries with high EPL choose a more gradual &edre path of innovation. In the long run,
productivity and output growth probably will noffféir that much between these two types of
countries, but low EPL-countries may be on a higiteductivity path.

The degree of centralisation/coordination in wageghining may contribute to the effect
that EPL has on productivity growth. Strict EPL realt more costly for a firm to adjust its
workforce through the external labour market. Tifigven more detrimental if circumstances
for adjusting the workforce internally through trizig are unfavourable. Low coordination in
wage bargaining can constitute such unfavourabteicistances, because this implies lower
returns on internal training as other firms cangtoa firm’s skilled workforce by offering
higher wages. A change in EPL will only create racti effect on productivity under the
condition that adjustment costs associated with &fLnot offset by an adjustment of wages or
the level of internal training. Scarpettal.(2002) find that strict EPL has a significant
negative impact on productivity only in countrieghnan intermediate degree of
centralisation/coordination in wage bargainingeltke Netherlands). They analyse the effects

56



5.3

of institutions on firm productivity and firm dynaeos using firm level data for 19 countries,
over the period 1984-1998. Their results are devia. A reduction of EPL by two standard
deviations will reduce the multifactor productivityiFP) gap by about 20 percent over the long
run in countries like Belgium, France and Portygal increasing productivity). However,
centralised and coordinated wage bargaining mayiafiience productivity growth positively,
by increasing the rents on the training of low{skilworkers.

Belotet al. (2004) suggest that higher firing costs imply 1ager return period for specific
investments in the match by the firm. On the otfaard, higher firing costs raise separation
costs, increase the bargaining power of the woeked,thereby raise wages. Formalised in a
model, they find a non-linear (hump-shaped) retetiop between EPL and GDP-growth. Their
empirical analysis, a regression on cross-courtirngs series data for 1960-1994, confirms this
hump-shaped relationship. Only at low levels of Expment protection is an increase in EPL-
strictness beneficial to GDP-growth. At higher lisv&uch a change slows economic growth.
The optimal level of EPL differs over workers, fsrand countries, and the positive effects of
employment protection are larger in sectors whiene-§pecific skills matter more.

Finally, above we noted that EPL may also affeotiprtivity by increasing the
unemployment duration, which may result in a losskills. Is there empirical evidence for
such a loss of skills? There is indirect evideta®.the Netherlands Graafland (1990) finds that
long term unemployment has not tempered the riskeofacancy rate (during the period 1983-
1987), which suggests that long term unemployedeseeffective in matching with a firm.
Abbring (1997) finds the presence of negative donadependence in the transition rate from
unemployment insurance to work and Van der Klaa2000) negative duration dependence in
the transition rate from welfare to work, both foe Netherlands. Skill loss might be a possible
explanation.

To conclude, an overall negative or positive efffdEPL does not appear to jump out of
the data. Perhaps the most intriguing is the figdin Belotet al. (2004), who suggest that EPL
enhances productivity at lower levels of EPL, lnat effect is reversed at higher levels of EPL.

Micro studies

There is also a handful of papers that looks atrahexperiments with EPL within countries.
The findings from these studies are in line with fimdings of the cross-country studies. In that
EPL reduces reallocation and potentially overalpkyment.

Bauer (2004) applies a difference-in-differencerapph to study the effects of a policy
change concerning German dismissal protectionl&gis. In Germany, firms with less than 5
employees were exempt from dismissal protectichénperiod before 1996 and also between
1999-2003. In the period 1996-1998 this exemptjgpiiad only to firms up to 10 employees.
The effect of a change in the coverage of the disatiprotection code is analysed using an
administrative data set for firms with less thaneBiployees. In contrast with the theoretical
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expectations of a significant negative correlatetween worker flows and the stringency of
dismissal protection, his robust results indichtedbsence of such an effect. Boeri and Jimeno-
Serrano (2003) also exploit the fact that firmobeh certain size-threshold are exempt from
the most restrictive EPL rules. They find that wemkin regular contracts employed in firms
exempt from EPL are more likely to be laid-off, whisuggests that EPL reduces the outflow
from employment. Micco and Pagés (2004) analysdiffierence in the effects of EPL across
sectors within a certain country. They argue tHlt i more binding in sectors that are more
susceptible to technological and demand shocksy Tlike data for the manufacturing sector for
18 countries during the 1980s and 1990s. Theytfintl EPL slows down job reallocation and
that this effect is stronger in sectors with a kigheed for flexibility.

Acemoglu and Angrist (199&nalyse the effects of the Americans With DisabsitAct
(ADA), which bans discrimination against the digabin wage determination, hiring and firing
and requires employers to offer a workplace redsgredapted to the needs of employees with
a disability. Since the majority of ADA charges &wewrongful termination, the ADA possibly
acts as a form of employment protection. They wga tbr the period 1988-1997. They find
that the ADA had a negative impact on the employmédisabled men and on the
employment of women aged 21-39. These employmésttefare the result of a negative

impact on hiring, not of a reduction in separations

Experience rating

According to the OECD there is little governmendersed EPL in the US. However, there is a
form of employment protection that plays an impott@le in the US, experience rating.
Specifically, firms have to contribute to the Uhtlibased on their firing experience in the past.
On average, about 50 percent of the unemploymendfibe in the US are subject to experience
rating. The system of experience rating is inconeplecause there are minimum and maximum
premium levels for individual firms.

Empirical studies for the US suggest that more B&pee rating reduces unemployment.
Feldstein (1978) was one the first who came toréssilt, exploiting the fact that the
incompleteness in experience rating differs betwé8rstates. Feldstein calculated that half of
the temporary job layoffs in the US are the resfilhcomplete experience rating. Topel (1983)
did a similar exercise and found that about 30 grdrof temporary layoffs can be explained by
incomplete experience rating, while Anderson ang@i€1994) can explain only 20 percent.
Although the effect seems to fall with more recemntlies, they do suggest that there is a
sizeable negative impact of experience rating erfiting rate.

The Netherlands does not have experience ratikld, iat least not on the individual firm
level. Using estimates for the firing decisiondiohs, Alessie and Bloemen (2004) simulate
that the introduction of experience rating in Utlre Netherland§ increases employment by
3.3 percent (the impact of insiders’ wage reactisriscluded in this effect). They also find that

€ The study assumes premium differentiation based on half of the unemployment expenditures.
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the employment gains are larger for older workehs ¥ace a relatively high probability of
being laid off®’ In the Netherlands we do have some experienceexijtierience rating for
disability insurance premiums, since the late 198@ing (2004) finds evidence that inflow
rates into disability are reduced by 15% for firtinat face this financial incentive from
experience rating.

Temporary employment

In many European countries reform of EPL has bargely partialj.e. by liberalising

temporary employment. In line with the more libestnce towards temporary employment, the
use of temporary employment has gonélip.the Netherlands the percentage of temporary
jobs increased from about 8% in 1990 to about 1%2004. What was the impact of this policy
change? Have employment rates risen or fallenhasdhis policy change stimulated the
development of a dual labour market? We discussaber of empirical studies that shed some
light on these issues.

Boothet al.(2002) analyse whether temporary jobs in the Untedjdom are ‘dead end
jobs with poor pay and prospects’ or ‘stepping stoto permanent employment in good jobs’.
They use the British Household Panel Survey (BHR@®) the period 1991-1997. They find
that the young and the old hold a disproportiohaks of the temporary jobs. They also find
that employees in temporary jobs have a lower gritibaof receiving work-related training
compared to employees on permanent contracts. Merg@mporary workers report lower
levels of job satisfaction than permanent workéns the upside, the fixed term contracts may
act as stepping stones to permanent contractstrdimgtion rate from fixed duration jobs
(average duration 3 to 3.5 years) into permandi# j® about 35%. Starting a career with a
number of consecutive fixed term contracts createsgative wage gap, which however
gradually decreases over time, to zero for woméar &0 years but some effect remains for
men®®

Blanchard and Landier (2002) also consider thecetiéintroducing fixed term contracts.
They use data for France over the period 1983-20@0ssing on the 20-24 age group. For this
group, the proportion of fixed term contracts irased from 2% to 10% of salaried employment
over the period 1983-2000. They find evidence thatpartial reform has led to increased job
turnover for young people. Moreover, they find midence that the increase in fixed term

¢ Simulations for the US give similar results, see e.g. Albrecht and Vroman (1999) as do simulations for a prototypical
European labour market in Cahuc and Malherbet (2004).

% Holmlund et al. (2002) show that changing macroeconomic conditions have been the driving force behind the rise in
temporary work in Sweden, not changes in EPL or workers preferences. In Sweden and Finland, temporary work rose
sharply in the 1990s, when these countries experienced a deep recession. In other Nordic countries both the recession and
the growth of temporary work were less outspoken.

9 Booth et al. (2002) suggest that for men a temporary job is a signal of low ability, but for women it is merely a way to
clarify their career or location preferences.
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contracts has improved the relative welfare ofyiieng. Blanchard and Landier conclude that
partial reform is a poor substitute for an acrdestioard reduction in EPL.
Doladoet al.(2002) show that in Spain the liberalisation okfiterm contracts since 1994 has
created a segmented or dual labour market. Follpia liberalisation, the percentage of fixed
term contracts surged in the second half of thé®@42®d remained high (above 30%) in the
1990s. In the 1990s, several attempts have beea tnadduce the strictness of EPL for
permanent contracts (for example, by relaxing tadions for ‘fair dismissal’ and by
reducing mandatory firing costs). However, the patage of fixed term contracts did not come
down. As a result unemployment durations have cdowen and the increased flexibility has
contributed to higher employment growth. Howevernover rates have risen as well making
the effect on the unemployment rate unclear. Funtbee, investment in human capital has
fallen, wage pressure has risen, the distributitmemployment durations has become more
unequal, labour mobility has fallen, fertility rathave fallen (due to increased uncertainty), and
the wage dispersion amongst higher educated wohieersisen due to the difference in
bargaining power between permanent and temporaran®

A recent study by Zijl (2006) looks at the effeofghe partial liberalisation in the
Netherlands. Using data for the period 1988-20@0fistds that temporary jobs hardly increase
the rate at which individuals obtain permanent @mis (temporary work as a stepping stone).
However, temporary employment is found to redueedibiration of unemployment spells.
Hence, her results suggest that in a situation teittporary jobs the unemployed have to search
just as long for a regular job as in a situatiotheiit temporary jobs, but in the meantime they
work in temporary jobs rather than being unemployed

However, for the US, Autor and Houseman (200%) that temporary help-placements
crowd out productive search for direct-hire jobs] &ence may reduce the rate at which
individuals gain permanent employment. Based oali@yexperiment in Michigan among low
educated welfare-to-work clients, they find thag¢buse the short-term earnings gains from
temporary help jobs are offset over time by foregearnings in direct-hire employment, it
appears that temporary help placements primarilyes® displace future direct-hire
employment rather than to help workers transitimditect-hire jobs™

Finally, regarding the impact of the business cyrlemployment, Saint Paul and Bentolila
(1992) analyse the effect of the availability @&xible contracts on the level and the dynamics
of employment. They construct a model that predits the availability of flexible contracts
increases the responsiveness of employment to gatgrehocks. The model is tested with
Spanish data, which confirms the increase in tlidicat response of employment due to the
availability of flexible contracts.

To summarise, on the positive side, empirical gsidhow that temporary employment often
acts as a stepping stone for regular employmentraiaeks it easier for firms to adjust their

" Autor and Houseman (2005), p. 30.
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employment stock in response to shocks. Howeveth@ownside, the increased flexibility
also leads to additional turnover and may increesge dispersion. Indeed, most authors
conclude that an across-the-board reform leadsttertresults than a partial reform.

Summarising

We conclude with a brief recap of the main findilng$Section 5. For the interested reader we
also give an overview table with the qualitativedings of all studies, both cross-country and
micro level studies, see Table 5.2 below. FurtheemBox 4 below gives a short overview of
how the IMF, OECD and European Commission judgesffects of EPL. The main findings in
this section are:

EPL reduces the flows between employment and ur@mpnt. The impact on these flows
depends on country specific conditions, like ttadesbf the economy and the rule of law.

The overall impact of EPL on unemployment, emplogtvend labour supply is limited. We
calculate an average elasticity of unemploymenteangloyment with respect to EPL of .13
respectively -.06. However, the standard deviatameslarge.

EPL increases unemployment duration. There is ecel¢hat insider-outsider effects to
contribute to unemployment persistence. Increasimgmployment duration may result in a loss
of skills, reducing productivity.

The impact of EPL on employment and unemploymeiffeédi between groups. Higher EPL
increases the employment rate of prime-age malgselduces the employment rate of
newcomers and women with intermittent spells of-participation.

EPL is more likely to raise unemployment with atermediate degree of
centralisation/coordination in wage bargaining.

The impact of EPL on productivity is unclear. Sostadies suggest a negative effect, others a
positive. Perhaps the relation is non-linear, Wit EPL raising productivity and high EPL
lowering productivity.

Temporary employment often acts as a stepping dtyrregular employment and makes it
easier for firms to adjust their employment statkdsponse to shocks. However, they also
leads to additional turnover and may increase vaigmersion.
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Table 5.3 Summary of empirical findings on the eff

Lazaer (1990)

Scarpetta (1996)

Acemoglu (1998)

Elmeskov (1998)

Nickell and Layard (1999) and
Nickell (1997)

Belot and Van Ours (2000)
Heckman and Pagés (2000)
Blanchard and Portugal (2001)
Snower (2001)

Baker et al. (2002)

IMF (2003)

Baker et al. (2004)

Belot et al. (2004)

Belot and Van Ours (2004)
Caballero (2004)
GOmez-Salvador (2004)
Groot et al. (2004)

Ederveen and Thissen (2004)
Micco et al. (2004)
Bartelsman and Hinloopen (2005)
Di Tella (2005)

Wolfers (2005)

Jobflows

Unemployment

0/-

0/-

0/-

0/-

ects of stricter employment protection

Employment

0/-

+/-

Productivity growth

0/+

+ /-

0/-
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Box 4 How do the IMF, OECD and European Commission  look at EPL? A brief overview

The IMF (2003) suggests there is a direct link between the persistence of high unemployment in continental Europe and
the existence of labour market rigidities, although it admits that the empirical evidence is limited due to insufficient data.
Simulations with their Global Economy Model suggests that the unemployment rate in the euro area could fall
substantially (about 3% %-points) if the replacement ratio, employment protection and labour tax were brought down to
U.S. levels.

The OECD emphasises that both theoretically and empirically, the effect of EPL on aggregate unemployment is
ambiguous. Studies do confirm that there is a negative effect on the employment rate of specific groups, like the young
and prime-age women, and a positive effect on the employment rate of prime-age men. Differences in the strictness of
EPL for regular and temporary work may exacerbate labour market duality, since certain workers (mainly the low-skilled
and the young) get trapped in jobs with little opportunities for upgrading their human capital. The OECD states that a
reasonable degree of EPL is desirable in order to promote workers’ effort and firm specific human capital formation. An
optimal policy would combine some EPL with active labour market policies, counteracting the negative effects on firms’
hiring decision. The precise balance between the institutions (EPL, ALMPs and unemployment insurance) may differ
over countries, depending on their characteristics.

The European Commission stresses that simplicity and transparency of EPL should be increased, by minimising
lengthy, costly and uncertain procedures as these procedures imply a deadweight loss without benefiting employees.
Furthermore, and in line with the OECD, they recommend a smaller discontinuity between EPL for fixed-term and
permanent contracts. Finally, they emphasise that an assessment of EPL should take into account other policies and
institutions, like wage bargaining and the unemployment benefit system. For example, lower EPL might be feasible
when it is accompanied by increased coverage of an efficient unemployment benefit system. On the other hand,

stringent EPL is more worrisome in a situation where it reinforces a high degree of insider-power in wage bargaining.

World Economic Outlook, IMF, 2003; OECD Employment Outlook 2004; European Commission, Economic Papers No.186, 2003.
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6.1

The Dutch case

In the sections above, we considered what is mMeaBPL, where the Netherlands stands in
terms of EPL internationally, what the effects iréheory, and what we know empirically.
Equipped with this knowledge we now focus on theécbwcase. After a brief historical

overview of the Dutch system in Section 6.1 we ys®the current Dutch system in more detail
in Section 6.2. Subsequently, we consider somenfiatelrawbacks of the current system
(Section 6.3) and discuss what we believe to erésting reform options (Section 6.4). Again

we end with a brief summary of the main pointsSéction 6.5.
A brief history of Dutch EPL

Dutch employment protection legislation dates hacthe year 1907 in which the Law on the
employment contract\Wet op de arbeidsovereenkonstias introduced. For the first time, this
law offered (limited) protection to the Dutch workea the form of a notice period prior to the
termination of a permanent contract, which in gcachever exceeded more than one week
irrespective of the duration of employment (seeddyP000)). The institution charged with the
enforcement of this protection was the civil court.

The situation remained unaltered until World Wawhen the Germans introduceden
ante(preventative) check on dismissals, the procurémia permit required to terminate the
employment contract issued by the government. TittelDgovernment upheld this procedure
in the Special resolution on labour contraBuftengewoon Besluit Arbeidsverhoudingen’
introduced in 1944 (amended in 1945Hence was born the duality in Dutch dismissal law,
with two institutions enforcing employment law. Algic body offers amx antecheck on
dismissal, and the courts offer ex posi(repressive) check.A check on the reasonableness of
the dismissal by the courts was introduced in 19%4ddition to the introduction of this check,
the 1954-revision of the Law on the employment amitextended legal notice periods and
established so-called prohibitions of dismissapgegverboden” Initially, infraction on these
prohibitions meant that the employer was liablpay damages, but from 1976 onwards they
were sanctioned with nullity. In 1968, the EPL apihle to older employees was tighteffed
and in 1976, the Law notification of collective missals Wet melding collectief ontslapivas

™ The requirement to gain permission prior to dissolving an employment relation was originally imposed asymmetrically,
namely on the employer only. Soon after, it gained a dual target group when it also became applicable to the unilateral
termination by an employee. This provision had to be revoked in 1999 however, to ensure the conformity of the Dutch
dismissal law with international obligations, specifically the right to free choice of labour as recognized by the ILO treaty
numbers 29 and 105 as well as article 1 paragraph 2 of the European Social Charter. See Stichting van de Arbeid (2003)
" In law, the timing of the different checks is sometimes recognized as the primary facet of duality, See Scholtens (2005),.
3 In 1954, the dismissal on account of sickness or due to military service was prohibited. From 1971 onwards, membership
of the works council (‘ondernemingsraad’) protected an employee from dismissal. Dismissals on account of marriage and
childbirth or during pregnancy were prohibited in 1976. See van den Heuvel (1996).

" van de Heuvel (1996).
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Figure 6.1
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introduced (including the so-called LIFO systemdoHective dismissals} Since then there
have been a number of smaller modifications. In01@8itch EPL was extended with a
prohibition on discrimination in dismissals whildditionally a form of EPL was introduced for
members of parliament.The year 1999 witnessed some further changes tichtEPL with the
introduction of the Law flexibility and securitiW{et flexibiliteit en zekerheiyl’ Among others
things, this law made it somewhat easier for fitmase temporary employment contracts,
while in return it aims to increase the prospea permanent contract for temporary workérs.

The current Dutch dismissal system

The rather unique dual character of the Dutch disalisystem has survived until today. Dutch
employers can either go to court to dissolve anleynpent contract, or they can request
permission from a public administrative body (cathgthe Centre for Work and Income
(CWI)). The court route has become increasinglyytexpduring the last decades. As a result, in
recent years about half of all dismissals go thhoemurt, compared to only 10% in the 1980s,
see also Figure 6.1 beld{.

Use of different routes for dismissal

—CwiI

——— civil court

1993

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

" The Dutch Dismissal Resolution (‘ontslagbesluit’) includes the selection-criteria an employer should use in determining
which employees are to be dismissed during collective dismissals.They included the so-called last-in-first-out (LIFO)
principle (‘ancienniteitsbeginsel’) which is applicable to both individual and collective dismissals for economic reasons and
the reflection principle (‘afspiegelingsbeginsel’) which is applicable to collective dismissals. See Nyfer (2003).

® Nyfer (2000).

" For a more detailed analysis of this law see Nyfer (2000), pp.30-34.

8 The OECD takes into account that the court method has become more widely used during the 1990s in the calculation of
the OECD EPL-index, by increasing the weight of severance payments and decreasing the weight of procedural
inconveniences. However, on balance these shifts had no impact on the overall index.
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Before we consider the court and CWI route in naetail, let us first consider the cases in
which no dismissal permit is needed. The emplogeischot need a permit in the case of a
summary dismissal gntslag op staande vogtwhen the employee is still in the trial-period
when the dismissal is due to bankruptcy.

When none of the above applies, the firm can chtmge to court to dissolve the contract
or to ask for a permit from the CWI. First consitlee CWI-route. The CWI grants a dismissal
permit when the dismissal meets the criteria ofDbéch Dismissal Resolution
(‘Ontslagbeslui}. First the CWI checks whether the dismissal dogsinvolve any of the
groups for which it is forbidden to fire them (deetnote 72). If not, the CWI proceeds and
weighs the interests of the employer and emplogeeedl as interests for the society as a
whole, according to the rules laid down in the heson. For example, the CWI takes into
account the degree to which employees have a wesiign on the labour market. When the
CWI decides that a dismissal is not reasonabl@enmit is supplied and this decision is
binding. However, firms and employees can then toreourt. The employee can also start a
procedure on account of ‘apparent unreasonableigiathat the civil court, but this too is
exceptional (about 1 500 cases per year). The @itercan be time consuming, but within 6
weeks 70% of the applications is treated. Theeengndatory notice period of 1 month per 5
years of tenure, with a minimum of 1 month (buttonpensate for the CWI-procedure 1 month
is deducted)? The CWI is not allowed to judge on any possibleesance payments. However,
the CWI-route does not preclude severance paymwhts this is agreed upon in a so-called
‘social plan’ or some other type of agreement betwiae firm and the worker. Finally, the
CWI-route is particularly popular among small firnBsy choosing the CWI-route they do not
run the risk of having to pay high damages in cdsenfair dismissal (see below), the worst
that can happen is that the permit is denied.

The other route to dismissal is via the civil coditiey use the so-called ABC-formula to

determine a severance payment. where the sevepayds given by A times B times C, where:

A= the (weighted) tenure length. Years of tenutéliied under 40 years of age get weight 1,
years worked between 40 - 50 years of age get w&i§hand years worked when over 50 years
of age get weight 2.

B= the monthly salary of the employee.

C= a correction factor. In standard situations Gaég|1. The judge can deviate from this
because of wrongful behaviour on either part (teas 1 if the worker is to be blamed in part,

more if the firing is due to some misbehaviour lo& part of the firm).

Once the court has reached its verdict there isotice period before the dismissal can be

executed. The average duration of the civil coustpdure for simple cases (80% of all cases)

" The mandatory notice period of the employer can be shortened by collective labour agreement and lengthened by written
agreement.
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is 11 day<P and for cases with objectidfist takes between 6 and 8 weeks. There is no
mandatory notice period, which is left to the ceutiscretion. The route through the civil court
is usually taken by large firms. It offers a podgibto buy off dismissals that otherwise would
not be given a permit for, for example becauspatdntially) does not meet the criteria of the
Dismissal Resolution Ontslagbeslui}. No appeal is possible to the verdict of thertou

Table 6.1 gives a rough indication of the totalts@$ both routes, in 199%4 The civil court
route has lower costs in the form of notice peridus this is only a small cost advantage
compared to the higher costs related to solicimid severance payments. Table 6.2 gives some
other characteristics of both routes.

Table 6.1 Average costs of two routes to dismissal in the Netherlands

CWI-route Civil Court-route
Costs of the procedure 0 1316 — 1883 euro
Time spell of the procedure 6 weeks 6 weeks
Time spell of the procedure expressed as wage costs 2471 euro 2471 euro
Severance payment - 16700 euro
Notice period 7.5 weeks max. 3 weeks
Notice period expressed as wage costs 3355 euro max. 1236 euro
Total average costs 5826 euro 21722-22289 euro

Source: Hassink et al. (1998).

Table 6.2 Characteristics of the two routes in the Dutch dismissal system

CWI-route Civil Court-route
Costs (to employer) of procedure low high
Uncertainty of outcome high low
Binding decision yes, if no permit is supplied yes
Mainly used by small / large firms small/medium sized firms large firms
Channel for collective dismissals yes no
Severance pay no yes
Notice period long short
Preventive judgement for unemployment benefit eligibility yes no

Finally, the employer and employee can always teatai the employment relationship without
any permit. However, if the worker quits he or &ses the entitiement to unemployment
insurance benefits. One way around this is theadledt ‘big lie’ in Dutch dismissal law. The
employer and the employee have already come tgi@ement on the termination of the
employment relation. The employer and the empldlger ask the CWI or the court for a pre-

8 But this includes the pro forma cases to ensure entry into unemployment insurance, see below.
8 In Dutch: ‘geregelde zaken’ (pro forma) and ‘zaken op tegenspraak’.
82 Excluding costs for e.qg. filling out forms and collecting ‘evidence’ (like statements by witnesses).
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emptive irreproachability check to show that thepkayee has resisted his or her dismissal and
is granted access to unemployment insurance. Rpoéoy proposals aim to reduce the
‘wasteful’ pro formaprocedures, the employee does not have to resigg fired anymore if he

or she want to enter Ul (but can still not quiBe delow.

Debate on the dual system

Opinions differ on the Dutch dual system. In NovemB000, the Advisory Committee on the
Dual Dismissal System (the ‘Rood committee’), psitdid a report in which it assessed the
Dutch ‘dual system’. The committee was establidinethe government to study alternatives
after several attempts to reforms the dismissakay$ad failed. The Rood committee called
for abolition of the dual system and expressecdeéepence for a system in which dismissal
decisions would only be tested by a civil courtétrospect. The current pre-emptive check
would be replaced by a legally prescribed hearnogg@dure organised within the company. The
committee argued that the proposed system was trargparent, more in line with the systems
in other European countries and that it would adeinappropriate government intervention in
the relationship between employer and employee.

The bipartite Labour Foundation (STAR), which reganats employer organisations as well
as labour unions, disagreed with the views of thedrcommittee. In its report, published in
2003, the STAR argued that the practical advantafjgee current ‘low-threshold’ of the CWI-
route, the in their view relatively inexpensiveifsw&nd very predictable procedures are more
important than principles on the role of the goweent. Another drawback of the Rood
proposal, according to the STAR, is that the cHeckeasonable grounds for dismissal would
no longer precede the actual dismissal. This wtaridthen the period of uncertainty for both
employers and employees. Finally, the STAR alsaesged concerns about the degree of

protection for groups with a relatively weak labonarket position.

Recent policy proposals/changes

To limit the pro formapre-emptive checks, the government has recentijeimented some
policy changes. The policy change implies thahiemployee does not resist a planned
dismissal, he or she can no longer be accusedrnd beamefully unemployed and hence can
enter Ul. This change of the unemployment law laseinto force in October 2068.

Another issue is the use of the LIFO-system foiinmss-economical dismissals, which in
general gives preferential treatment to older eygs at the expense of younger workers or
workers with shorter job tenures. In January 20086 government has implemented a measure
which states that in case of a dismissal on busieresnomics grounds, the employer is
required to use a different system in selectingliites for dismissal. Instead of the ‘LIFO-

system’, employers must now apply the so-callefideion principle’. In the latter system,

8 Staatshlad 304, 29 juni 2006.
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6.3

6.3.1

employees in similar jobs are categorised in ageyag, and subsequently the LIFO-principle is
applied to each of these age groups.

Finally, as of March 2006, the check on the busirenomic necessity of collective
dismissals undertaken by the CWI is eliminatedturasions where the employer and the
relevant unions have already reached agreemehi®nécessity*

Evaluation of the current Dutch system

Above, we already mentioned some potential pitfafithe current system and how recent
policy changes/proposals try to overcome someettiortcomings of the current system, in
this section we look for potential drawbacks in tsystematic ways. First, in Section 6.3.1 we
look at where the Dutch employment protection sysséands out from an international
perspective, and what the theoretical and empilileghture suggest about the effect of this
deviation. In Section 6.3.2 we take another apgrpand analyse what role EPL has to play in
the Dutch setting, and whether and how the cuemth system plays this role.

Where does the Netherlands stand out and what are the associated effects?

The analysis in Section 2 and Section 5 suggeatghbk Netherlands stands out in terms of:

Overall employment protection is not exceptional arither is the unemployment rate.
However, employment protection for permanent jeb®latively strict and the
protection/regulation of temporary jobs is relayvienient.

The strict EPL for permanent jobs is partly dudigth severance payments for long tenures,
high procedural inconveniences and a ‘difficultydigmissal’ that is somewhat above average.

The flow rates between employment and unemployraentery low.

Strict EPL for permanent contracts (combined whi itelatively long duration of
unemployment benefits (see Section 2)) contribigtéke low flows into and out of
unemployment. The overall effect on employment@bpbly limited. However, the empirical
studies also suggest that newcomers and womenaeelikely to see their employment
opportunities reduced. Strict EPL for permanentiamts may then put a drag on employment
growth, with the rise in the share of non-nativesd(their siblings) in the Dutch labour force
and the rise in female labour supply. Furthermtive Jower flows may lead to a loss of skills in
unemployment and may put upward pressure on wagps/ticular in a country with high but
incomplete bargaining coordination in wage setting.

But as noted above, there is also a flexible sidautch EPL. Following the deregulation of
temporary work, the Netherlands has witnessedoagtrise in the use of temporary work.
Currently, about 15 percent of total employmerntithe form of temporary work (which is

8 1d, p.48.
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actually not that different from the average far #uro-area). As noted above, temporary work
may make things better, when they act as steppamgs for regular employment and provide
additional competition for workers on regular cawts. However, the temporary jobs may also
turn out to be dead end jobs, and act as a budfeefular workers who may then push for
higher wages. For the Netherlands, the impactropteary work seems to be not particularly
good or bad. A recent study by Z&t al. (2006) suggests that temporary work does notsaat a
stepping stone for regular employment. However pinary work does improve the
employment rate, reducing unemployment durations.

A related issue is whether the current distribubdbmorkers over temporary and regular
jobs reflects the preferences of workers for défertypes of contracts, or is merely the result of
‘insider-outsider’ dynamics. Wage-differentials Wween temporary and regular jobs may be
informative in this respect. Assuming that workars risk averse, one would expect that
temporary contracts pay higher wages to comparabtkers than regular contracts. A negative
wage differential for temporary versus regular caciis may, on the other hand, be an
indication of insider-power in wage bargaining.| Z§006) states that in general, according to
the literature, a negative wage differential isrfddior temporary contracts versus regular
workers, adjusted for workers characteristfcan empirical analysis for the Netherlands
indicates a negative wage differential for fixedrecontracts. Zijl (2006) attributes this wage
differential to two opposing factors. On the onadhahere is a wage penalty for ‘quality
uncertainty’ associated with temporary workersdarployer who is uncertain about a workers
ability is willing to pay him less). On the othearid, a wage premium is paid to temporary
workers because they are taking over the ‘quaatigertainty’ originating from imperfect
foresight in future product demand. Zijl (2006) clhutdes that the first effect dominates.
However, another explanation might still be thad th the result of insider-outsider effects.
Finally, although the studies by Zgt al. suggest that the deregulation of temporary wori ma
not have been that negative or actually positivetfe Netherlands, most authors still suggest
that reducing EPL for regular contracts is preferab such a ‘partial reform’.

One way to reduce the protection for regular casravould be to limit the severance pay
for very long tenures; these are particularly Higthe Netherlands according to the OECD.
The protection of workers with long tenures isliertenhanced by the LIFO-principle (recently
there has been some relaxation of this principlentgducing LIFO within cohorts of tenure,
see Section 6.2) and by the fact that the job nigmaspects of workers are also taken into
account (which may be relatively poor for workeiighviong tenures). The strong protection of
workers with long tenures may be particularly pesbétic in the Dutch setting, where union
density is low but coverage is high due to the msiten of the collective labour agreement to
the whole sector. In this way, a small group ofoldiorkers protected by relatively strict EPL
may set the rules for all workers in the sectoroter way to reduce the protection for regular
contracts would be to limit the ‘procedural inconiences’. According to the OECD, the

% Zijl (2006, Chapter 4).
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Netherlands is number 1 when it comes to reducingg@iural inconveniences. One reason why
the Netherlands is number 1 is the relatively lantice period for firms requesting permission
for dismissal from the labour authority (CWDifficulty of dismissal’ is slightly higher than

the OECD-average (the index amounts to 3.3 forNéilerlands against 3.0 for the OECD
average). This is due to the relatively strict suler justified or unfair dismissal by internatibna
comparisoft’ and because trial periods (before a worker becaiigible for employment
protection) are relatively short in the Netherlafftis

Pros and cons of EPL in the Dutch setting

Another way to evaluate the Dutch system is to ickemsvhat role EPL has to play in the Dutch
setting. Specifically, we consider how relevant¢hannels in the good, the bad and the ugly of
EPL are for the Dutch case.

First, consider the relevance of the good siddsRif for the Netherlands. EPL may provide
income insurance in case of job loss. This is amt@l motivation for the notice periods
included in the CWI route and the severance pdfercivil court route. However, one may
wonder how large the insurance gains are in a cpliké the Netherlands. Unemployment
benefit levels are relatively high and of relativilng duration. Also, the steep rise in female
participation has made households less dependahedncome of one of the partnéfs.
Furthermore, real incomes of workers have beengiand capital market imperfections have
probably become smaller, making it less costiywforkers to deal with the risk of job loss
privately. Hence, one may question the need for &Pinsurance in the Netherlands, and if
there is a need, it is probably falling over time.

Another way to motivate EPL is the presence ofregities. In particular, individual
employers and employees do not take into accoertdk in unemployment insurance
premiums and the fall in the tax base when a waskéired. As both unemployment insurance
levels and tax rates are relatively high, this separticularly relevant for the Netherlands. A
firing tax seems a cost-effective way to Interralihese fiscal externalities. In the Netherlands,
excessive inflows into unemployment insurance adeiced to some extent by procedures that
check whether a dismissal is ‘justifiedle. based on business conditions and on past worker
and firm behaviour. However, many authors questibather the benefits of involving third

parties like the CWI or civil courts are sufficigntmotivate the associated costs (sep

% However, ‘every disadvantage has its advantage’ (a famous quote from Johan Cruiiff), workers get a longer notice period
and these inconveniences may also reduce the inflow into unemployment insurance.

8 For this sub index on “Definition of justified or unfair dismissal” The Netherlands scores 1.5, corresponding to a position in
between sub index=1 (“when social considerations, age or job tenure must when possible influence the choice of which
worker(s) to dismiss”) and sub index=2 (“when a transfer and/or a retraining to adapt the worker to different work must be
attempted prior to dismissal”). The most flexible option (sub index=0) refers to a situation “when worker capability or
redundancy of the job are adequate and sufficient ground for dismissal”. The ‘reflection principle’ gets a score of 1.

% The possibility of reinstatement of workers into their previous job, after dismissal is found to be unfair, is limited though.

% See also Bovenberg (2005).
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Pissarides (2001) and Blanchard and Tirole (2004dleed, a system of firing taxes (perhaps
combined with some notice period and severancepay)be a more cost-effective way to
internalise the externalities.

Finally, there may be an indirect gain from EPIt Ieads to more specific investments.
However, little is known internationally on theliage in productivity and the return to an
additional unit of specific investment, let alonele Netherlands. Furthermore, if there is a
gain in terms of more specific investments, thagiahould be large enough to counteract the
‘sclerosis’ effect on productivity. Indeed, EPL magt be the optimal way to deal with
underinvestment in match specific skills as mifiggithe contractibility problem directly may
be a more interesting policy option.

On the downside, EPL may reduce the speed at vitnititiduals flow to their most
productive match. To the extent that technologypéida and perhaps also the increased
heterogeneity in match specific productivities haeeome more important over time, the cost
of EPL in terms of ‘sclerosis’ is increasing ovieng (as suggested fayg.Ljungqvist and
Sargent (1997)).

Also on the downside, there is a risk of additiomabe pressure from EPL, in particular in a
country like the Netherlands where union densiteiatively low but the influence of the union
is large because a collective agreement appliall workers in the sector. Hence, there is a risk
that a small group of insiderisg. union members with long tenures protected byikelBt strict
EPL, may use their strong bargaining position duERL to demand high wages.

Finally, turning to the ‘ugly’, the empirical stuedi teach us that even though the overall
effect on employment may be ambiguous, the effiectsubgroups are more clear. EPL
increases the employment rates of prime-age malkensy but reduces the employment rate of
newcomers like immigrants, and of persons withrmident spells of non-participation like
women. As noted above, the inflow of immigrants #relrise in female participation rates over
the past decades may have shifted the balancedewess EPL. Furthermore, the flows in- and
out unemployment are very low, which makes EPLearatiostly in terms of further reducing the
employment opportunities of the unemployed.

Reform options for Dutch EPL

Above we have highlighted some potential drawbadkbe current Dutch system, and
considered the relevance of the pros and cons bficthe Dutch case. We conclude with a
qualitative analysis of three broad directionsréform. In the first reform option we consider
the case for reducing employment protection foraarent contracts. In the second reform
option we consider the case for replacing proceslhyefinancial incentives. Finally, in the
third reform option we consider the case for maffeentiation and decentralisation of EPL.
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6.4.1 Reducing differences
As noted above, reform of the EPL system in théhBigands has, as in most other European
OECD countries, been mainly partial. Many authaiggest that more gains are to be had by
reducing employment protection for permanent catstaAn extreme version is that the
government restricts employment protection legistato a small number of easily identifiable
groups like employees on sick leave, pregnant woamehunion members, and no longer
mandates employment protection for other workeustheérmore, assume that this also removes
the basis for the severance pay claims in civikrtofif this is not the case, the government
could curb these payments directly by legislatiegédation). More limited reforms are also
conceivableg.g.reducing notice periods, but these would typicatiply a scaled-down
version of the effects of the reform we consideetend would require a careful analysis of all
details. Here we are more interested in the quizitampact of reducing EPL for permanent
contracts. We note that even if there is basicadlgovernment-endorsed EPL, this will
probably not be the end of employment protectiagrDfotch workers though. Indeed, many
contracts in countries like the US and Japan, wtiene is little legislated employment
protection, contain privately negotiated severgregand/or notice periods, seg.OECD
(1999, 2004). But still, employment protectionikely to fall substantially even if part of it
might be ‘repaired’ in individual (or collectivedaur) agreements.

What are the effects of lowering employment pratector regular jobs? A robust empirical
finding is that a reduction in EPL increases tloav8 into and out of employment. As a result,
the chances for employment will be more evenlyrilisted over insiders and outsiders. This
may be particularly beneficial for prime-age wonvgth intermittent spells of non-
participation and newcomers like young job seekersimmigrants. These groups may also
increase their labour supply. Furthermore, the ftates between employment and
unemployment are so low in the Netherlands, thatifference in discounted lifetime utility
between employed and unemployed workers is paatilyuhigh (think of the difference
between an employed and an unemployed worker ififtis in the Netherlands). Also, given
the high duration of unemployment, increasing flonay help to mitigate a loss of skills and
‘insider-outsider’ forces in wage formation, incse® the matching of workers to jobs and
increasing the effective competition for jobs bg tmemployed.

The net effect on total employment is ambiguous aimore positive effect may result
when the reduction in EPL for permanent contraatsses wage moderation due to the
diminished bargaining power of insiders. When ermppient rises and unemployment falls,
there are gains in tax receipts and savings on plegment benefits. Furthermore, not only the
government, but also firms and workers may befigfith a fall in the administrative costs of
EPL.

The effect on productivity is not clear beforeha@d. the one hand, workers are more likely
to flow to positions with better technologies anfs that have more promising (product)
demand prospects. Furthermore, the matching of everkkills to job requirements will
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improve. Also, when EPL reduces shirking, produttimay rise (and wages may fall). On the
other hand, employers and employees may investregsecific knowledge because job
durations will fall, and learning-by-doing may fallie to reduced job durations. When there is
substantial underinvestment in specific skills/kiexige and/or learning-by-doing is important,
productivity may fall. However, when reallocatianimportant for productivity, productivity
may rise. There is little empirical knowledge abtig effect on productivity (though the
simulation studies suggest it would rise if EPUsaIHowever, if we believe that reallocation is
becoming more important for productivity growth @gygested bg.g.Ljunqvist and Sargent
(1997)), the optimal level of EPL is probably fatliover time.

Apart from a potential loss in productivity, thexree some other potential pitfalls. First,
insofar as notice periods and severance pay aatdisonal insurance against job loss,
lowering EPL will reduce the insurance for workagainst job loss. However, as noted in
above, unemployment insurance (and active laboukehaolicies) also provide insurance in
case of a separation. Furthermore, individuals'salftinsure’ via the capital market or a
working spouse, again limiting the insurance lossifless EPL. Furthermore, the studies
suggest that unemployment durations will fall, tiois limits the utility loss associated with less
EPL for workers.

When it comes to EPL reform, in particular of peniat contracts, one group of workers
deserves special consideration: older workers.ddgdghe job finding rate of older worker is
relatively low. Hence, they may suffer from lesdEFowever, part of the problem behind the
low job finding rate of older workers may be thec$tEPL they enjoy. The strict EPL for older
workers with long tenures makes it possible fontte receive high wages relative to their
productivity, and the same holds for the relatiMelyg potential unemployment insurance
duration for workers with long tenures. Strict E&d generous Ul are perhaps not the only
reason why wages for older workers are relativagi lfanother good reason may be to
motivate workers when they are young (seglLazear (1995)). However, insofar as they do
contribute to the relatively high wages of olderkas, a fall in their EPL may result in lower
wages. This will reduce the firing and increasettinig of older workers. Furthermore, when
workers know that there will be less EPL for theimew they are old they may engage in
behaviour that reduces the chances of being fegdby maintaining their human capital or by
switching to a more productive job before the aotrjeb becomes unproductive. Because the
current older workers could not anticipate the @othange, it could be preferable to introduce
less EPL for longer tenures for new cohorts onliocat least have a separate treatment of the
current generation of older workers. Finally, retjag the timing, the transition phase in which
older workers may have to look for alternative emypient may become more costly over time,
due to the ageing of the working population. Heriiceiay preferable to reform sooner rather
than later. Also, one has to consider lower EPLotder workers in combination with other

institutions like unemployment insuranée, with more reallocation for older workers, one
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might want to reconsider the relation between tmatibn of unemployment benefits and

tenure.

Replacing procedures by financial incentives

The Dutch system of employment protection depeeasily on CWI and civil court
procedures. An important function of these procediseems to be the reduction of the inflow
into social security. However, the costs in terfgesources for firms (they have to make a
case at the CWI or the civil court which may bestly and lengthy process) and for the
governmentg.g.CWI employees and costly hours of the judicialogss) seem substantial.
Rather than using costly CWI or court procedures, could also bring the societal costs into
the individual firing decision by introducing aifig tax (there is an analogy with the economics
of pollution, where optimal behaviour can be indlibg costly regulation or by ‘simply’

pricing the externality). Like current procedurti® firing tax could take into account the
differences in the social costs of dismissals fieédént (groups of) individuals, as well as any
possible additional costs in the case of massivaffe One could think of a lower firing tax for
young workers than for older workers (provided thi&s not result in excessive wage claims,
see above). In general the firing taxes could démenother characteristics related to the
expected unemployment spell. As far as it is ctietBve, one can also take into account the
efforts put in by the employer to limit the welfarests of the dismissal, for example by
providing training opportunities to workers. Fumtimere, one could let the firing tax depend on
firm size, so that small firms with positive diseted value but facing credit constraints do not
go bankrupt in an economic downswing. Also, to previrms from getting into financial
trouble due to the firing tax, one could allow fito pay the tax over a number of periods (as
in the American system of experience rating of upleyment insurance premiums).

Two further design issues are whether the firm khpay a firing tax in all cases and if
there is still a role for court or other procedufe=e also Blanchard and Tirole (2003)).
Typically, we would not like to impose a firing tax the firm when the worker quits, as long
as it is voluntary. When a worker quits for anotjodr the separation has little or no external
effects (via tax receipts and/or social securitgemditures), hence there is no need for a firing
tax. When a worker quits to non-employment anddesghis or her Ul or welfare benefits
entitlements again it seems largely unnecessdegwtoa firing tax, though one still might want
to levy some tax on the worker or the firm becanfshe fall in the tax base (in general we
would like non-participants to pay taxes so asthice the participation distortion, but this
seems infeasible in practice). In this case théghtie a role for the courts. When the worker
files a complaint the court has to make sure tiaguit did not result from harassment by the
firm so as to circumvent the firing tax. Finallyhan the separation is the result of bad
behaviour on the part of the worker one might alsbwant to impose a firing tax. When the
worker is fired because of criminal behaviour haloe loses the Ul or welfare benefits
entitlement (though again we still might want teyle firing tax on the worker due to the fall in
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the tax base). Also when the worker is caught sigrkanx number of times) and shirking
workers lose the entitlement to Ul and welfare Hiesighe firm does not need to pay a firing
tax. In this case the firm would have to show @ ¢burt that the worker was indeed shirking,
and the legislator has to be clear on the eviddreéirm has to be able to show to ‘prove’
shirking.

What changes for employees, employers and the gmeat when we move from
regulation to pricing of dismissals? For employeksmployers who originally would choose
the CWI route in the current system, replacing pdagal inconveniences by a firing tax will
not make much of a difference, the firing tax care@ comparable amount of protection. For
employees of employers who choose the civil caurte in the current system, it will make a
difference because they lose their entittemenet@sance pay. However, they too are now
‘protected’ against excessive dismissal by meankeofiring tax. The insurance against the
income loss is provided by Ul or welfare benefts ¢ther channels like the working hours of a
partner). The government gains due to the savingostly CWI and court procedures.
However, firms and employees may also benefit ftbois1 The firing tax is not a cost to
society. Indeed, the receipts can be used to rgohereiums for Ul and welfare benefits, which
would reduce labour costs or raise net wages.

A potential drawback of replacing procedures bytaseems to be the loss of tailor made
procedures. Indeed, current procedures may be taitmeed to specific situations. However, on
the other hand, there may be an additional gaitedr firing tax rules replace somewhat
uncertain procedures in which firms and workersrextecertain of the outcormex ante

Differentiation and decentralisation
Individuals have increasingly heterogeneous (wayklives. Jobs have become more
heterogeneous and an increasing number of indildchas more than one career and/or has
multiple jobs. A third direction for reform is tdl@w for more differentiation and
decentralisation of employment protection. In gatr, employers and workers would get
some room to set the level of employment protedtidabour contracts. This could be done at
the individual level but also vie.g.collective labour agreements. In this way, sectorfirms
for whiche.g.specific investments are important could opt farenemployment protection,
while sectors in which specific investments ars iegportant could opt for less employment
protection. Another way to motivate further diffetiation and decentralisation is differences in
risk aversion. For example, younger cohorts or wigkvith high ability may be less in need of
insurance via.g.EPL. Allowing for more differentiation in EPL malgen increase welfare.
Another interesting aspect of further decentralisais that firms and workers can agree on
EPL as part of a broader package, with explicieagrents on EPL and related aspectsdike
schooling and performance-related pay. Moreoverdiicentralised parties may opt for more
transparent rules. There would still be a roletifiergovernment, but this would be mainly to
oversee that privately negotiated EPL is effectligf@irthermore, there could still be a role for
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the government to stimulate a market for contrésgee.g.MacLeod (2005)), so that firms and
workers do not have to ‘reinvent the wheel’ wheoaines to setting the contract but can
‘simply’ pick the optimal contract for their speicicase. Furthermore, workers and firms would
be allowed to design temporary and permanent ocistthe way they prefer. By fine-tuning
labour contracts, the dichotomy between regulartangborary contracts could be reduced.
Again, there are a number of potential drawbackiseive allow for more differentiation
and decentralisation, adverse selection may be¢omee of) a problem. Firms offering more
EPL will attract less productive workers. As a tgdirms and workers may be caught in a
situation where it is optimal to choose too lilEL, see also Section 3. Whether this is
empirically relevant remains an open questionwritlo observe EPL in private contracts. It
may be more relevant for sectors with substanggtiogeneity in worker productivity. In this
case a governmentally set level of EPL may helpvéi@r, this comes at the cost of less
differentiation, and requires a lot of information the part of the government. Furthermore,
insider power may be a reason for the governmelirnibthe extent to which firms and
workers can agree on EPL. The ‘winners’ of EPL rirgiyto bargain for excessive EPL for their
personal gain. Also, some firms (and workers) mekdo reduce EPL far.g.older workers,
resulting in excessive inflows into social securig noted above, to internalise these

externalities the government has to step in.

Summarising

We conclude with an overview of the main pointSettion 6:

The dual system of employment protection, firms clamose to go to either a public
administrative body (the CWI) or to a court foriardissal, has survived for many decades.
However, some things have changed. In the lase2@sywe have witnessed the rise of
temporary contracts, and an increased use of tim kmute for dismissal. Currently, the route
via the court is about as popular as the routéhgaCWI. The latter is time consuming but there
is no mandated severance pay, the former is suiftyipically entails severance pay. Smaller
firms often take the CWI route, large firms oftelke the route via the court.

Apart from its dual character, the Dutch systemdseout in a number of respects which has a
number of consequences. First, EPL for permaneritacts is rather strict. This reduces the
flows on the labour market, which are particuldoy for the Netherlands. Furthermore,
newcomers like immigrants and women with intermittepells of non-participation are likely
to suffer in terms of reduced employment opportesitThese groups are becoming more
important in the labour force.

The protection of older workers with long tenureparticularly high in the Netherlands. They
receive a lot of severance pay in the case ofraigsal through the court, and also are less
likely to be fired in the case of a mass layoffisTimay push up wage demands by unions.
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Union density is low but coverage is high, and nodshe members of the union are older
workers with longer tenures.

The Netherlands is ‘Number 1’ when it comes to prhgal inconveniences related to
dismissal, according to the OECD. However, somenepolicy proposals aim to reduce the
administrative burden.

There is also a flexible side to Dutch EPL, theutatjon for temporary contracts is limited in
the Netherlands, and they have become increasogular. A recent study on Dutch data
suggests that the rise in temporary contractsétisced unemployment durations, but has not
increased the speed at which workers obtain a permaontract.

There are a number of trends that seem to wortkeirdirection of reducing the insurance gains
of EPL, like rising female participation and risiimgomes/asset holdings by workers.
Furthermore, insofar as reallocation is becomingemmportant, due te.g.faster embodied
technological change, EPL may put more of a dragaamomic growth than in the past.
However, the role of EPL in internalising the sbciasts of dismissal remain particularly
important for the Netherlands, as unemploymentrarste remains rather generous (in terms of
the maximum duration) and taxes on labour are anbat.

We conclude with 3 reform options:

1. Reducing employment protection for regular congachis will increase the rather low
flows between employment and unemployment. Furtbegrrit may lead to a rise in
overall employment, in particular for newcomers araien whose share in the labour
force is increasing.

2. Replacing procedures by financial incentives. ERhdw largely regulated directly by the
government. Simply pricing the perceived ‘exteniedi may be a more cost effective way
to organise EPL.

3. Further differentiation and decentralisation alladifferent sectors and groups of workers

to tailor the working conditions to their specificeferences.
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Concluding remarks

International institutions call for reducing emphognt protection. However, a large part of the
general public does not support this. Our revieggssts that this opposition may not simply be
rent seeking by overprotected insiders, and the tra strongly advocate reform or strongly
oppose it are merely expressing their priors.,Stime findings are robust, like EPL reducing
the flows between employment and unemploymenthuamore, by going back to the
functions of EPL and using the findings on EPL \ae still come to a number of interesting
reform options.

However, most research raises more questions tlzensivers, and this paper is no
exception. A big step forward has been made inrtt@al work, where EPL is now sometimes
analysed in a setup where it has some role to plawever, even these papers still have a
number of important drawbacks. Market failurestgpcally simply assumed. Furthermore, the
papers often bypass potential political economyplenms. Also, the analysis is typically more
ceteris paribughan we would likee.g.unemployment insurance is typically exogenous. In
particular, what is the optimal structure of EPIld@ocial security for older workers?

Regarding empirics, at the end of the day wesille little empirical knowledge on the
impact of EPL. We have some idea about the impad¢atoour market flows, and the overall
impact on employment and unemployment. Howeves, khbwledge stems mostly from cross-
country studies that potentially suffer from a n@mbf serious limitations. Next to the ‘usual’
limitations of cross-country studies we mention $hbjective character of the OECD index and
the lumping together of different types of ERL(.firing costs and severance pay). Also,
studies suggest that deregulating temporary cdstraay have a different effect than reducing
EPL for regular contracts. Using the overall OE@Dicator imposes the same effect. To make
more definite statements on the impact of EPL wetlnaore studies on data at lower
aggregation levels. Our current knowledge on tfecebf EPL on productivity, let alone any
resulting insurance gains or overall welfare ispamited.

Finally, regarding the reform options for the Dusylstem we derive, these remain rather
abstract. It would be interesting to work out saeferm options in detail in the Dutch context
and explore the associated quantitative effects.

The items above are on our research agenda, blnbpesthat our analysis also inspires
others to join the continued discussion of howntpriove our EPL system and to analyse the

trade-offs associated with different setups.
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