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Preface

Employment protection legislation (EPL) receives increasing attention. Indeed, EPL reform
remains on the agenda of the Social Economic Council (SER), and many of the programs from
the political parties for the recent election contain some type of EPL reform. This year CPB
already published some thoughts on EPL in the ‘CEP 2006’ and in ‘Reinventing The Welfare
State’. The conclusions in those publications were based on the more elaborate study that is

presented here.

With the current analysis the authors want to contribute to the ongoing discussion on EPL
reform in the Netherlands (and abroad) by structuring relevant information. The study gives an
extensive overview of the theoretical and empirical economic literature on EPL, like e.g. the
impact on worker flows, the stocks of employment and unemployment, and productivity. With
the help of this overview the authors then evaluate the current Dutch system, and consider the
effects of some reform options for the Dutch case. At the beginning of next year CPB will
publish the first simulation results from a model for EPL calibrated on Dutch data (Jongen and

Visser (2007)).

This document benefited from valuable comments on an earlier draft by Maurits Barendrecht
(Tilburg University), Aart-Jan Bette (Ministry of Social Affairs and Employment), Diederik
Dicou (DNB), Anne Gielen (Tilburg University), Willem Kooi (Ministry of Finance), Raoul
Leering (Ministry of Economic Affairs) and Jules Theeuwes (SEO and Scientific Council for
Government Policy (WRR)).

The authors also gratefully acknowledge comments from various CPB-colleagues, in particular
Sjef Ederveen (currently at the Ministry of Economic Affairs), Casper van Ewijk, Peter
Kooiman, Ruud de Mooij and Frans Suijker. Furthermore, the authors wish to thank Janneke

Rijn and Annemarie Spaans-Vink for their help with the layout.

Coen Teulings

Director






Summary

Employment protection legislation (EPL) is a hot topic. International institutions like the IMF,
European Commission and OECD have been pushing for reform, but support among the general
public is mixed at best. In this document we review the findings of the theoretical and empirical
research on EPL, and apply these findings to the Dutch case.

In Chapter 2, we first define EPL and put the Dutch system in an international perspective.
EPL refers to institutions related to the dissolution of matches between firms and workers.
These institutions include administrative and legal procedures, and also include notice periods,
severance pay and firing taxes. The OECD has constructed an indicator for the level of EPL in a
country. According to this indicator the Netherlands takes an intermediate position in the OECD
when it comes to EPL. Hiding behind the intermediate score for the Netherlands is strict
employment protection of permanent workers in combination with a liberal stance towards
temporary work. The strict EPL for regular employment in international comparison reflects
large procedural inconveniences, a high difficulty of dismissal and high compensation for
individuals with long tenures. Chapter 2 also gives some international data on institutions that
may interact with EPL. What stands out is that the duration of unemployment insurance is
relatively high in the Netherlands, and so is union coverage. The bargaining coordination gets
an intermediate score from the OECD. Finally, EPL is believed to affect skill formation, the
Netherlands does reasonably well in terms of continuing vocational training. Below we first
consider the effects of EPL in theoretical and empirical studies. After this overview we will
return to the Dutch setup, consider the potential drawbacks in more detail and analyse some
reform options.

In Chapter 3, we first consider the pros and cons of EPL in theory, under the headings ‘the
good’, ‘the bad’ and ‘the ugly?’. On the positive side, EPL may provide additional income
insurance, help to internalise externalities and it may promote match specific investments. On
the negative side, EPL may hamper the adoption of new technologies, may deter
experimentation (in e.g. ICT), reduce the matching of workers to jobs and increase shirking.
Moreover, EPL may lead to additional wage pressure and a loss of skills in unemployment. An
important aspect of EPL is that the gains and losses are not evenly distributed over individuals.
Prime-age male workers seem to benefit, while new entrants and females with intermittent
spells of non-participation may lose. Hence, efficiency as well as equity considerations play a
role. This also holds for the dichotomy between temporary jobs with relaxed EPL and
permanent jobs with strict EPL, which also has pros and cons in terms of efficiency. On the one
hand, temporary contracts may give workers and firms a way to work around strict EPL for
permanent contracts, and may act as stepping stones for permanent contracts. But on the other
hand, temporary contracts may also serve as dead-end jobs and may act as a buffer for insiders
to demand higher wages. At the end of Chapter 3 we give an overview of the role of the

government. An important question is whether ‘the good side’ of EPL calls for government



intervention, imposing EPL on all labour contracts, or that EPL can be left to the discretion of
contracting parties. Government intervention can be justified by adverse selection problems,
externalities, political economy failures in e.g. trade unions, short-sightedness on the part of e.g.
workers, and/or for equity reasons. However, government intervention typically requires
considerable knowledge of the extent of the market failures and the government may itself be
subject to rent seeking, in particular, to older incumbents to the detriment of younger
newcomers.

Following the overview of pros and cons of EPL in theory we then review some simulation
studies in Chapter 4, which are best characterised as ‘theory with numbers’ as the models
remain rather abstract. We look for assumptions that make it more likely that a positive or
negative effect on e.g. employment results, and review the quantitative simulation results. The
overall effect on employment and unemployment varies between studies, but EPL is more likely
to reduce employment when EPL is used to claim higher wages via ex post bargaining or when
EPL leads to a fall in labour supply. Simulation studies that allow for a positive effect of EPL
on productivity via specific investments or learning-by-doing sometimes show a rise in overall
productivity. However, most studies find a negative effect of EPL on productivity, with an
average elasticity in the order of -.03 to -.04. Simulation studies that consider both permanent
and temporary contracts typically conclude that a full reform of EPL leads to better results than
liberalising temporary contracts. Finally, the handful of studies that look into severance pay and
notice periods suggest that they may give more favourable results than firing costs.

Since many effects of EPL are ambiguous in theory, the ‘verdict’ has to come from
empirical studies. Chapter 5 gives an overview of the findings of empirical studies. One of the
robust findings is that EPL reduces the flows between employment and unemployment. Hence,
EPL increases the difference between employment opportunities for employed and non-
employed workers. This may also enhance ‘insider-outsider’ effects, increasing e.g. wage
claims by insiders. The impact on the flows is also found to depend on country specific
conditions, like the state of the economy and the rule of law. The overall impact of EPL on the
stocks of unemployment, employment and labour supply is limited though. Both the flow into
and out of e.g. employment decrease when EPL rises, with a small net effect on the stocks. We
calculate an average elasticity of unemployment and employment with respect to EPL from the
empirical studies of .13 and -.06, respectively. However, the standard deviations are large. The
impact of EPL on employment and unemployment differs between groups. Higher EPL
increases the employment rate of prime-age males, but reduces the employment rate of
newcomers and women with intermittent spells of non-participation. EPL is more likely to raise
unemployment with an intermediate degree of centralisation/coordination in wage bargaining.
The impact of EPL on productivity is mixed in empirical work. Some studies suggest a negative
effect, others a positive. Others still suggest that the relation is non-linear, with low EPL raising
productivity and high EPL lowering productivity. Finally, temporary employment often acts as

a stepping stone for regular employment and makes it easier for firms to adjust their
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employment stock in response to shocks. However, they also lead to additional turnover and
may increase wage dispersion.

Chapter 6 applies the findings to the Dutch case. We start with a brief historical overview of
the Dutch dual dismissal system, consider some of the strengths and weaknesses of the current
Dutch system and end with three reform options. The Netherlands has a dual system of
employment protection, firms can choose to go to either a public administrative body (the CWI)
or to a court for a dismissal, which has survived for many decades. The former is time
consuming but there is no mandated severance pay, the latter is quick but typically entails
severance pay. Smaller firms often take the CWI route, large firms often take the route via the
court.

Apart from its dual character, the Dutch system stands out in a number of other respects.
First, EPL for permanent contracts is rather strict. This reduces the flows in and out of
employment, which are particularly low for the Netherlands. Furthermore, the growing number
of newcomers like immigrants and women with intermittent spells of non-participation are
likely to suffer in terms of reduced employment opportunities. The rise in female participation
has also reduced the insurance gains from EPL. Furthermore, insofar as reallocation is
becoming more important for productivity growth, low flows may put more of a drag on
economic growth than in the past. Second, the protection of older workers with long tenures is
particularly high in the Netherlands. Indeed, the Netherlands is in the top league when it comes
to the protection of older workers (together with Spain, Portugal and Turkey). They receive a
lot of severance pay in the case of a dismissal through the court, and also are less likely to be
fired in the case of a mass layoff. This may directly and indirectly (via the bargaining power of
workers) push up labour costs. Third, the Netherlands is ‘Number 1’ when it comes to
procedural conveniences related to dismissal, according to the OECD. Contrary to severance
payments, which are just a transfer from the employer to his or her former employee, the cost of
procedural inconveniences are just red tape, waste that harms efficiency. However, fourth, there
is also a flexible side to Dutch EPL, the regulation for temporary contracts is limited in the
Netherlands, and they have become increasingly popular. A recent study on Dutch data suggests
that the rise in temporary contracts has reduced unemployment durations, but has not increased
the speed at which workers obtain a permanent contract.

Theory suggests that EPL may have a productive role to play, but the current Dutch setup
seems to have a number of potential downsides. With this in mind we come to the following
reform options: 1) Reducing employment protection for regular contracts. This will increase the
rather low flows between employment and unemployment. Furthermore, it may lead to a rise in
overall employment, in particular for newcomers and women whose role on the labour market
is increasing. In the short run, older workers may lose. They are the ones whose protection will
fall the most, and their job prospects once unemployed are not very favourable. However,
things are different in the medium to long run. Wages for older workers may fall, which leads to

less firing and more hiring of older workers. Furthermore, the fall in protection may stimulate



older workers to keep up their human capital, and workers will get a stronger incentive to move
from a less productive job to a more productive one (e.g. start a second career). 2) Replacing
procedures by financial incentives. EPL is currently largely regulated directly by the
government. Pricing the perceived ‘externalities’ may be a more cost effective way to organise
EPL. The ‘externalities’ may be particularly relevant for the Netherlands, where unemployment
insurance remains rather generous (in terms of the maximum duration) and taxes on labour are
substantial. 3) Further differentiation and decentralisation of EPL may help different sectors and
different groups of workers to tailor the working conditions to their specific needs.

In this study we have brought together the findings of theoretical and empirical studies and
tried to infer some lessons for the Dutch case. However, research typically raises more
questions than it answers, and this study is no exception. In particular, we plan to study the
effect of EPL on productivity using micro data. Also, we want to explore the rationale for the
difference in employment protection for younger and older workers, and how EPL interacts
with e.g. social security and wage profiles? Furthermore, we will analyse the reform options

quantitatively in a model calibrated to the Dutch case.
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Introduction

Employment protection legislation (EPL) is a hotly debated topic, in The Netherlands and
abroad. International institutions like the OECD, the IMF and the European Commission have
been pushing for reform of EPL. In the Netherlands, EPL reform also appears high on the
political agenda.' However, experiences in the recent and more distant past indicate that the
support for reform of EPL by individual citizens and various representative bodies like trade
unions is mixed at best. Indeed, the protests in France against the reform of EPL for younger
workers are still fresh in our memory. A recent example from the Netherlands is the failure of
the representatives of workers, firms and the government in the Social Economic Council to
come to an agreement regarding EPL reform. Indeed, some argue that the last time there has
been a fundamental reform of EPL in the Netherlands was during World War I1.2

With this paper we want to bring some order in the debate by reviewing the theoretical and
empirical studies on EPL. From the overview it is not hard to understand why the support for
EPL reform is mixed. EPL reduces some distortions at the cost of introducing or increasing
others. As a result, a priori the effect on e.g. employment, productivity and welfare is unclear.
Empirical studies have tried to determine whether the net effect on these variables is positive or
negative. However, a fair conclusion of these studies seems to be that the impact of EPL is
ambiguous in practice as well. Furthermore, insofar as the empirical studies suggest more
definite results, e.g. employment and unemployment durations increase, they also indicate that
the gains and losses of these changes are not evenly distributed over different groups of
workers. This further complicates the debate on EPL reform. Hence (unsurprisingly), no reform
options with clear-cut welfare implications emerge out of the confrontation of the Dutch system
with the theoretical and empirical overview. However, by returning to the functions of EPL and
making use of the empirical findings we still try to come to some interesting reform options.

This is not the first paper to review the literature on EPL, or to apply insights from this
literature to the Dutch case.” However, when asked to provide some input on EPL for a review
of the Dutch welfare state*, we came to the conclusion that the existing reviews on the impact of
EPL left many questions unanswered. Indeed, an overview of the theoretical work on EPL was
missing, as was a review of simulations studies.’ Furthermore, the existing overviews of
empirical studies typically focus on cross-country studies, paying less attention to micro-
economic studies. Finally, applications to the Dutch case suffer from a number of limitations,
such as a weak link between the theoretical and empirical findings in the literature and the
analysis of policy options. Furthermore, other applications have a fairly narrow focus (they

consider only a limited number of effects) or are phrased 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).

® Although Ljungqvist (2002) gives an excellent overview of part of the studies.



overcome some of these limitations with this study, although we realise that this study too is
still limited in many ways.

The outline of the paper is as follows. In Section 2 we first define EPL, consider the
construction method of the popular OECD indicator for EPL, and compare the level of this
overall indicator and its components for the Netherlands with those in other OECD countries.
Section 3 then considers the good and bad sides of (various types of) EPL for the ‘average’
employee and for different subgroups. Furthermore, in Section 3 we also consider the role of
market failures and the role of the government. We next turn to simulation studies in Section 4,
which are typically best characterised as ‘theory with numbers’. Here we try to trace the results
back to the assumptions/mechanisms of the models, and also review the quantitative impact of
EPL in simulation studies. Section 5 then reviews the findings of empirical studies into the
effects of EPL. We consider both macroeconomic and microeconomic studies. Equipped with
the qualitative and quantitative knowledge of sections 2 to 5 we then turn to the Dutch system.
After a brief overview of the system in the past and the present, we consider some potential
downsides of the current setup and explore some reform options. The reform options we
consider are: i) reducing EPL for permanent contracts, ii) replacing firing procedures by firing
taxes, and iii) allowing for more differentiation and decentralisation in EPL. Section 7

concludes.

Box 1 Some quotes on employment protection legislation

“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 it is useful to first consider what is meant by EPL,
and to get an idea of where the Netherlands stands relative to other OECD countries in terms of

EPL and some related variables.

Definition

EPL refers to the institutions related to the dissolution of matches between firms and workers.

Most notably, administrative and legal procedures including notice periods, severance pay and
firing taxes. These arrangements may be the result of government legislation, collective labour
agreements and/or individual contracts.

To consider the empirical impact of EPL one needs a quantitative measure. Comparing EPL
arrangements across countries is a difficult task, given the broad range of relevant institutions
and country specific peculiarities. Refining the work of Grubb and Wells (1993), the OECD has
constructed a measure of employment protection regulation that is widely used by researchers.
A brief digression on the construction of the popular OECD indicator will clarify the
quantitative concept of EPL.°

The overall EPL indicator is a weighted average of 18 basic items. The items are grouped
into EPL for: 1) employment protection of regular workers against individual dismissal, ii)
specific requirements for collective dismissals’, and iii) regulation of temporary forms of
employment. Within the EPL items for regular workers against individual dismissal we can
again distinguish three subgroups: i) procedural inconveniences that the employer may face
when starting the dismissal process, ii) legislative provisions that state under which conditions a
dismissal is justified or fair, and iii) regulations on notice periods and severance pay. For each
item the score is normalised on a scale from O to 6, where a higher score represents more strict
regulation on the relevant item. Box 2 below gives some examples.

Clearly, the OECD indicator like most indicators has several limitations. In particular, the
mapping of arrangements to index scores is subjective as is the weighting scheme to arrive at
the aggregate EPL indicator. Furthermore, scores are attributed on the basis of legislative
provisions, while in practice provisions may deviate from these legal standards. Indeed, the
minimal requirements set by legislative provisions can be extended by contractual provisions,
which are typically not incorporated in the indicator. Also, the interpretation of the regulations
by the court generates variation in EPL strictness over time and across countries that is not

captured by the indices, e.g. court decisions may be affected by underlying labour market

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

7 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).



Box 2 Some items of EPL concerning dismissal of individual 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 should be interpreted with these limitations in mind.®

EPL indicators

Figure 2.1 ranks OECD countries according to the summary index for EPL in 2003. To add
some historical perspective, we also include the indicator for 'the late 1980s'.’ Like most
continental Western European countries, The Netherlands stands between flexible labour
markets like those of the US and UK (and Denmark) and the more regulated labour markets of
southern European countries (and France). Furthermore, as in most other European countries,
the index for the Netherlands has fallen since the late 1980s, where the largest drops are
typically observed for countries that started with a relatively high index in the late 1980s.
Compared to the drop in other countries the drop between the late 1980s and 2003 in the
Netherlands is not particularly large.

Hiding behind the average score for the Netherlands is relatively strict employment
protection for permanent workers combined with a liberal stance towards temporary work, see
Figure 2.2. The figure indicates that the drop in EPL in the Netherlands since the late 1980s, as

in most countries that witnessed a drop in overall EPL, 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

Overall OECD EPL indicator (version 1), late 1980s and 2003
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entirely due) to the drop in protection related to temporary work.'’

Table 2.1 shows that the relatively strict EPL for regular employment in international

comparison reflects relatively large procedural inconveniences, a high difficulty of dismissal

and high compensation for unfair dismissal (in particular for long tenures). ‘Difficulty of

1% 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.



dismissal’ is somewhat higher than the OECD-average (the index amounts to 3.3 for the
Netherlands against 3.0 for the OECD average). The underlying sub-indices (not in Table 2.1)
show the following. First, the definition of justified or unfair dismissal is quite strict by
international comparison. For example, social considerations and job tenure play a role in the
evaluation of a planned dismissal. Second, trial periods preceding eligibility to employment
protection are relatively short in the Netherlands (Netherlands: 2 months, OECD: 3,7 months),
although contracts may deviate from this standard period. Third, unfair dismissal compensation
at 20 years of tenure is relatively high (18 months salary against 14 months on average for the
OECD). On the other hand, options for reinstatement into the previous job, after a finding or

ruling of unfair dismissal, are infrequent in the Netherlands.

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 which the Netherlands stands out. Figure 2.3 plots an
index for the use of notice periods and severance pay against an index for procedural
inconveniences. We see that while the level has dropped, as in other countries with relatively
high scores for procedural inconveniences in the late 1980s, the Netherlands remains number 1
when it comes to procedural inconveniences. The high score for ‘regular procedural
inconveniences’ results from the fact that a third party 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 weight of notice periods and severance payments
applying to different lengths of tenure of regular contracts. According to these figures, on
average, notice periods in the Netherlands are fairly moderate, while severance payments are
relatively high in European perspective. Comparing the sub panels of figures 2.4 and 2.5 (note
that the y-axis differs) shows that notice periods are only modestly higher for very long tenures
whereas severance payments are markedly higher the longer the tenure (due to the so-called

‘ABC-formula’ used to determine severance payments, see 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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Figure 2.5 Severance payments and notice periods: indices relating to the situation after 4 years and 20
years of employment, 2003
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Source for figures 2.3-2.5: OECD (2004).

High severance payments for long employment durations are the main cause for the relatively
high overall score for the Netherlands, see Figure 2.5 panel b. After 20 years of employment the
average severance payment in the Netherlands is equal to 9 months of salary. This is calculated
as a weighted average over the two dismissal routes: severance payments are zero for dismissal
via the ‘CWI-route’ and are equal to 18 months of salary for termination via courts, both at 20

years of tenure''. In international perspective this is high: only Portugal and Turkey have

" 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.



higher severance payments (both 20 months). Among the remaining OECD-countries, the
United Kingdom is one of the most generous (20 weeks of severance payments for tenures of 20
years), almost all other countries have more modest levels of severance payments for long

tenures.

2.3 Indicators for related institutions of interest to EPL
2.3.1 Unemployment insurance, active labour market policies and bargaining institutions
The impact of EPL on the economy is likely to depend on the interaction with other institutions,
such as unemployment insurance, active labour market policies (ALMPs) and bargaining
institutions. More on this in Sections 3-6. Here we focus on some numbers of relevant other
institutions. Table 2.2 gives an overview for a selection of OECD countries and shows that
compared to this set of countries, union density is somewhat below average but due to the
extension of collective agreements union coverage is high (as in most Western European
countries), while spending on ALMPs is somewhere in between the Scandinavian countries and
continental Europe (at least in 2002). Union and employer coordination is intermediate, due to
the sectoral bargaining structure in the Netherlands.
Table 2.2 Indicators of related institutions
EPL? Union Union Bargaining Ul replace- Ulmax. Dlreplac.. Spending on
densityb coverageC coordination® ment rate® dura’[ionf rate ALMPsasa
% 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 1.6 359 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 1.1 30.7 2.7 1.3 Flat rate 6 29 0.1
United States 0.2 14 1.0 1.0 50 6 - -

a

Source: OECD (2004). The index ranges from 0 (low protection) to 6 (high protection).

o

Source: Baker et al. (2004). Percentage of employees that are members of unions.

Q o

Source: Addison and Texeira (2006). The index ranges from 1 (low coverage) to 3 (high coverage).

Source: Addison and Texiera (2006). The index ranges from 1 (weak coordination) to 3 (strong coordination).

f . . . .
€ Source: OECD (2002). Maximum entitlement to unemployment insurance, in months.
ﬁ Source: Hansen (2000).

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

EPL index

4 ~

Boeri et al. (2003) post the hypothesis that EPL. and unemployment insurance are substitutes,
since they both provide insurance against the income shock that occurs when a job is
terminated. Figure 2.6 plots EPL against the net replacement rate. The data suggest that the
Netherlands has somewhat stricter EPL than one would expect on the basis of its replacement
rate (see Boeri er al. (2003)). Taking into account the coverage rate in the Netherlands and
abroad, Boeri reports that the generosity of Dutch unemployment benefits takes up an
intermediate position.'> We should note that the correlation between EPL and unemployment
insurance is actually not that strong, if we include OECD countries like the US (which has both

low EPL and a low replacement rate) the negative relation 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 the average. For an individual worker in the
Netherlands, the replacement rate and severance payments depend mainly on tenure and age."
The formula for severance payments rises with age, in discrete steps. Years worked below the

age of 40 count for 1, years worked above the age of 40 count 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.

'3 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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the age of 50 count double.'* Figure 2.7 below gives the relation between tenure and
unemployment benefits and severance payments for two stylised cases. The first case (left
panel) refers to an employee who spends his or her entire career with one employer, the second
to an employee who changes to a different employer every ten years. A change of employer
does not affect the Ul benefit level, although a temporary leave from the labour market (not
illustrated here) is likely to affect UI eligibility. Figure 2.7 illustrates that in the Netherlands, the
importance of severance payments relative to Ul benefits increases with tenure and age.
Furthermore, UI benefits are truncated at a certain wage level while severance pay is not.

Hence, severance payments are more important for workers with high wages.

Figure 2.7 Dutch unemployment benefits (UB) and severance payments for two stylised cases: working for
one and the same company (left) and changing jobs every 10 years (right)

Worker does not change job Worker changes job every 10 years
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2.3.2 Investment in human capital

Some authors argue that EPL stimulates investments in firm specific knowledge and skills (see
Section 3 below). Unfortunately it is rather hard to find data on specific investments. Indeed,
they are presumably less likely to be in the official statistics than general investments in human
capital because they are less standardised. Think of a new employee working extra hours to get
to know the specifics of the organisation that has hired him or her. With these considerations in
mind we do present some data on investment in workers captured in official statistics.

Table 2.3 gives some internationally comparable data on continuing vocational training
(CVT) in enterprises, which are training measures or activities financed in full or in part by
enterprises on behalf of their employees."” The first column shows that in the Netherlands, 88
percent of firms offer CVT, a relatively high percentage (only Denmark and Sweden have a
higher score on this indicator). However, the percentage of workers that participate in training
in the Netherlands is close to the EU-15 average. But still, training hours as a percentage of

total working hours are relatively high in the Netherlands, as are the costs of CVT courses

' The formula for severance pay is given in Section 6 below.
'8 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 costs.'® Overall, when we take these numbers as an indicator for specific

investments, the Netherlands does not appear to do particularly badly.

Table 2.3 International comparison of continuing vocational 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 23
Belgium 70 41 8 1.6
Denmark 96 53 14 3.0
Germany 75 32 5 1.5
Greece 18 15 3 0.9
Spain 36 25 6 1.5
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 1.2
Finland 82 50 11 24
Sweden 91 61 12 2.8
United Kingdom 87 49 7 3.6
Norway 86 48 10 23

Source: Euros

tat, 2002, European Social Statistics (Continuing Vocational Training Survey (CVTS2)).

2.3.3

Temporary employment
The share of temporary employment has risen steadily over the last decades (from 2,7% of the
total amount of labour years in 1980 to 5,8% in 1995'7). There are various types of temporary
jobs. In 2003 on average 32% of the total number of flexible workers worked for a temporary
work agency (TWA), more than 22% worked on a contract for stand-by worker or replacement
worker and the rest (46%) was in flexible work of other types. Flexible jobs are filled mostly by
young workers, about 25% of the workers in the age group from 15 to 24 years have a flexible
job (employment is typically not their main ‘occupation’).

Table 2.4 gives an international comparison of the share of temporary jobs. According to
these data, 15% of all employees is in a temporary job in the Netherlands, in line with (actually
somewhat above) the average for the Euro-zone.'® As Table 2.5 shows, the greater part of

temporary jobs are part time jobs. Both tables show that female employees are more likely to be

'8 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.

v 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).

'® Data are taken from the European Union Labour Force Survey.
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in a temporary job than male employees. As for age groups, again younger workers (here up to

24 years of age) are overrepresented in temporary jobs. Workers over 55 are underrepresented.

Table 2.4

Austria
Belgium
Denmark
Finland
France
Germany®
Ireland
Italy
Netherlands
Portugal
Spain
Sweden
UK

EU-25
EU-15
Euro-zone

Temporary employment as a percentage of total employment, 2004°

Men and women

8.7
8.6
8.8
14.7
12.6
12.4
3.6
12.0
151
19.4
32.9
15.2
6.0

13.8
135
15.3

? Data refer to the fourth quarter of 2004 (for Germany to the second quarter).

Source: OECD, 2005, Statistics in Focus, no. 6.

Men

8.9
6.3
7.7
11.4
12.0
12.6
3.2
9.8
13.7
18.4
31.1
13.5
5.4

13.3
12.9
14.5

Women

8.5
11.4
9.9
18.0
13.4
121
4.1
15.1
16.8
20.4
35.6
16.8
6.5

14.3
14.3
16.3

Dutch regular and flexible jobs by sex and job type (fulltime / part time) (average 2001-2004, in

percentage of total employment)

Table 2.5

Regular contract Fulltime
Part-time
Total

Temporary contract Fulltime
Part-time
Total

Total

Source: CBS, Arbeidsrekeningen.

Men and women

52.4
39.0
91.4
1.1
7.5
8.6
100.0

Men

40.3
11.2
51.5
0.7
3.3
4.1
55.6

Women

121
27.8
39.9
0.4
4.2
4.6
44.4
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Table 2.6

Age group

15t0 24
25to0 54
55 to 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
5.4 5.2 3.3 3.2 171

36.1 29.6 3.5 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 dissolution of matches between firms and workers.
These institutions include administrative and legal procedures including notice periods,
severance pay and firing taxes. They may be the result of government legislation, collective
labour agreements or individual contracts.

The Netherlands takes an intermediate position regarding EPL according to the OECD
indicator. As in most European countries, the EPL indicator has fallen since the late 1980s and
this fall has been mostly (for the Netherlands only) due to the liberalisation of temporary
employment. For the Netherlands the result is relatively high EPL for permanent employment,
in particular for older workers with high tenure, combined with a relatively liberal stance
towards temporary employment.

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

The impact of EPL depends on the interaction with other institutions. Regarding bargaining
institutions, as in most European countries union coverage is high. However, union
coordination is intermediate. The replacement rate of unemployment insurance is not
exceptional, but the maximum duration is high. Spending on active labour market policies is not
exceptionally low or high.

One way through which EPL may affect the economy is through its impact on specific
investments in the worker-job match. No data on specific investment are available, but the
Netherlands does reasonably well in terms of reported continuing vocational training (CVT).
Temporary jobs have been on the rise in the Netherlands. Younger workers and females are
more likely to hold a temporary job. The share of temporary employment in total employment

was in line with (actually somewhat above) the EU average in 2004.
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3.1

3.1.1

EPL in theory

As most institutions that persist, EPL presumably has some good sides, at least for a large group
in society. The fact that EPL presumably has some good sides is also reflected in the presence
of EPL in individual contracts.'® That EPL presumably also has some bad sides seems to
motivate the recurring discussion of EPL in the policy arena, where it is often associated with
the apparent poor performance of (continental) European labour markets. In this section we
consider the main good and bad sides of EPL encountered in theoretical work. Furthermore, we
also consider the implications of the differential impact of EPL on different groups, which may
give rise to political economy problems and equity considerations, and the up- and downsides
of differences in EPL for different workers, e.g. relatively weak EPL for workers on temporary
contracts and relatively strong EPL for worker on permanent contracts. After a brief recap of
the potential market failures and the role of the government in EPL we conclude with an

overview of the main findings of theoretical studies.
The good®

The analysis of employment protection legislation has become more balanced. A number of
recent papers have stressed the productive sides of EPL. To start on a positive note, we first

consider the papers that see a productive role for EPL.

Providing additional insurance

Some recent papers, e.g. Fella (2006) and Pissarides (2001, 2004) highlight the productive role
of EPL as (additional) insurance against income risk. The most direct forms of EPL for
providing this (additional) insurance are severance pay and notice periods. Even if the insurance
of EPL results in moral hazard (for example, the insurance increases the probability that a
match becomes unproductive), the insurance gains may be sufficient to make severance pay or a
notice period welfare improving. Furthermore, Bertola (2004) shows that the additional
insurance via severance pay may also result in a productivity gain in the spirit of Acemoglu and
Shimer (1999), making workers more willing to leave their low-productive job to look for a
more productive one.

However, next to moral hazard, there are several factors 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.

% 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
efc. 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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an insurance instrument. First, unemployment insurance reduces the insurance gains from
EPL.*' Similarly, a working partner (which is on the rise in the Netherlands) also reduces the
insurance gains of EPL by making the family income less dependent on the income of one of
the partners. Finally, lower interest rates and less capital market ‘imperfections’ in general, may
have made it less costly for workers to deal with the unemployment risk by saving and

borrowing on the capital market, again reducing the gains from insurance via EPL.*

Internalise externalities

Above we consider the role of EPL as a substitute for unemployment insurance. However, EPL
may also be complementary to unemployment insurance (as noted by e.g. Blanchard and Tirole
(2004)). When a firm and a worker separate they typically do not take into account that this
leads to a fall in tax receipts and a rise in transfers. To internalise these ‘fiscal externalities’ in
the decision of the firm and the worker, the government can levy a firing tax.” This is
essentially the basis for the experience rating system of the US.

The argument extends to other types of externalities like the search externalities explored in
e.g. Diamond (1982) and Pissarides (2000). Another relevant externality that springs to mind is
the additional social cost when there is a mass layoff on e.g. the local community. This can be a
motivation for special rules for mass layoffs, as we observe in practice. The idea that EPL may
prevent ‘excessive’ separations also applies to the case of downward wage rigidities. Whenever
there is a surplus when the firm and worker decide to separate, a firing tax can improve
welfare.”* Furthermore, as with environmental externalities, a firing tax seems a relatively cost-

effective way to deal with these externalities relative to 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.

2 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.

2 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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3.2

3.2.1

Increase specific investments
Finally, some authors indicate that employment protection can promote specific investments,
and this may be welfare improving when we start from a situation of underinvestment.” These
specific investments may take the form of e.g. acquiring specific job-related skills, building a
social network or buying a house in the vicinity of the workplace. The underinvestment may be
the result of a hold up problem, where the worker or the firm under-invest in match specific
productivity because the other party will claim part of the gains through ex post bargaining.
Again, a number of qualifications are in order. First, as noted above, we need
underinvestment initially. If the investments are truly specific, the parties will be more eager to
overcome any problems since they are the main beneficiaries, limiting the case for
underinvestment in the case of specific investments.”® Second, EPL only indirectly stimulates
specific investments via longer match durations, which may come at the cost of reduced match
quality (see below). Third, EPL may reduce overall employment by reducing job creation. This
may reduce investment in general skills.””® Finally, EPL may not be the optimal policy
response, as noted by Lazear (1988). Alternatively, the government could also reduce the hold

up problem by facilitating explicit contracts on the returns of the investment for each party.

The bad

Sclerosis
The data suggest that EPL reduces the sum of job creation and job destruction (see below).
Driving the processes of job creation and destruction are e.g. embodied technological change
and preference shifts. EPL reduces the reallocation of workers to production sites with better
technologies or a higher demand. The production structure becomes ‘sclerotic’ in the words of
Bentolila and Bertola (1990).% This is analysed in detail in Caballero and Hammour (1998a, b).
MacLeod (2005) extends the argument to the matching process by which workers look for the
jobs most suited for them. Workers may be less willing to look for or accept a match that makes
better use of their skills when they have to give up their accumulated rights to severance pay
and/or a notice period.

EPL may also reduce productivity when it increases the average unemployment duration

and as a result more unemployed incur a loss of skills. For an analysis along these lines

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

% Indeed, 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 insurance see e.g. Pissarides (1992) and Ljungqvist and
Sargent (1997).%

Again, the costs outlined above depend on the empirical relevance of the various channels.
For example, one may wonder how much technological progress is in fact embodied, although
the large job flows even within sub sectors (see e.g. Davis et al. (1996)) suggest it is empirically
relevant. Regarding the matching of workers to jobs, the internal labour market may act as a
substitute to the external labour market and soften the impact of EPL on these flows. However,
insofar as the role of technology adoption, demand shifts and match quality in general is rising,
and the duration of unemployment has risen to a level where skill loss becomes important, so is

the sclerosis effect of EPL.

Higher labour costs

EPL may raise labour costs, but then again it may not. This depends on whether workers
compensate firms for EPL via e.g. lower wages. Firing costs are likely to push up labour costs
directly, even though labour may bear part of the burden via lower wages. Whether firing taxes
raise labour costs is less clear, the receipts can be used to compensate firms via e.g. lower
unemployment insurance premiums (as in Blanchard and Tirole (2004)). Indeed, if EPL reduces
the inflow in unemployment insurance, labour costs may actually fall. Severance pay and notice
periods are a transfer from the firm to the worker, and it is not unlikely that workers will
compensate firms for this transfer.”’

However, there is the potential problem that workers will use the protection of EPL to claim
higher wages.” EPL may strengthen the outside option of workers and worsen the outside
option of firms in the wage bargain. As a result, EPL may result in a higher bargained wage.
When EPL pushes up labour costs, because it is an actual cost or because the government or
workers do not compensate the firm for their transfers, firms will reduce their hiring until
expected costs are in line with expected profits again. Then adverse ‘insider-outsider’ dynamics
may exacerbate the initial rise in labour costs. When the unemployment duration increases, the
share of long-term unemployed will increase. The insiders may be less willing to trade off
wages for additional employment opportunities for long-term unemployed outsiders.
Furthermore, due to a loss of skills and/or ranking of candidates by firms according to the

unemployment duration, the effective competition of unemployed 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.

2 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 Diriffill (1988).
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3.3

3.3.1

may fall (see also Blanchard and Summers (1986)33, Lindbeck and Snower (1988), and for the
ranking hypothesis Blanchard and Diamond (1994)). This may lead to higher wage claims.

Increase shirking

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

To remedy this adverse effect on effort one would like to exclude workers that were found
shirking from EPL. Indeed, a number of theoretical papers explore this avenue, and find a
positive effect of EPL on e.g. employment in an efficiency wage context.” They argue that EPL
increases the surplus of a match and workers will therefore require less wages to motivate them.
However, the latter effect depends crucially on the assumption that shirking workers are
excluded from EPL. Whether the worker was in fact shirking or not is information that is
typically not readily available to a third party, and firms will always claim that fired workers

were shirking while workers will always claim the opposite.’®*’

The ugly?

The gains and losses of EPL do not seem to be evenly spread across different types of workers.
Below we consider which workers are more likely to benefit, which workers are more likely to
lose, and the associated potential political economy failures. A related topic is the difference in
EPL for different groups of workers, in particular the difference between workers on temporary
contracts and workers on permanent contracts. Below we therefore 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 employment rates are mostly to be had by prime-
age male workers, whereas EPL seems to reduce the employment rates of new entrants and

women with intermittent spells of non-participation (around e.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 hire new workers and they will become more
selective in their hiring policies.”™ Next to a more unequal distribution of employment
opportunities, a loss of skills in unemployment and an increased likelihood to run into credit
constraints due to longer unemployment spells may increase the difference between the winners
and losers of EPL.

The differential impact of EPL on different groups may give rise to political economy
considerations (see e.g. Saint-Paul (1997)). When government or trade union policies are
dominated by prime-age male workers, they may try to push for excessive employment

protection which benefits the marginal voter but not society as a whole.

Pros and cons of temporary work

Following calls from e.g. the OECD to reform EPL, various European countries have reduced
employment protection. However, the reduction has been mostly partial in the sense that
governments have typically deregulated the use of temporary employment, whereas protection
of regular contracts has been more or less stable (see Section 2 above). The question is whether
this has made matters better or worse? Again, there are pros and cons.

Some papers stress that outsiders may benefit from temporary contracts which act as
‘stepping stones’.” Firms and workers can first try a match before the firm has to commit to the
strict EPL of a permanent contract. However, other papers suggest that temporary jobs are ‘dead
end jobs’, where workers are stuck flowing between unemployment and temporary contracts.*’
Indeed, even if temporary contracts may be a way for outsiders and firms to work around
excessive EPL*!, a government imposed restriction on the number of renewals of fixed-term
contracts may still lead to excessive turnover. Whether temporary work acts mainly as a
‘stepping stone’ or a ‘dead end job’ is an empirical matter, which we take up in Section 5.

Another issue is whether temporary contracts strengthen or weaken the bargaining power of
workers. On the one hand, the threat to employ more workers on a temporary contract rather
than on permanent contracts may moderate wage claims by insiders. However, temporary work
may also act as a buffer, effectively reducing the adverse effects of additional wage claims, in
particular when workers on permanent contracts set the conditions for workers on temporary
contracts.*” This too seems to be an empirical matter.

Overall the literature indicates important potential pitfalls related to partial reform in the
sense of deregulating temporary contracts, and most authors 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).

“* 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 government

We conclude the theoretical section with an explicit overview of the efficiency and equity role
of the government when it comes to setting (the optimal level of) EPL. Most of the relevant
mechanisms and issues points were already made above, but perhaps it is best to give an

explicit recap of potential market failures and the role of the government.

Efficiency

With knowledge of the diverse empirical effects of EPL one could make a type of ‘behind the
veil of ignorance’ evaluation and select the welfare optimising set of EPL. However, will the
market provide the optimal level of EPL? Below we consider some reasons why it may not, and

hence there is potentially a role for the government.

Adverse selection
Adverse selection may cause the market to produce insufficient EPL. Consider two firms which
offer the same total compensation to workers, but firm 1 offers more wages and less EPL than
firm 2. Assuming that less productive workers are more likely to benefit from EPL, firm 2 will
attract and retain more low-productive workers. Hence, for the same labour costs, the workers
in firm 2 will produce less output. As a result, firm 2 will not survive in the market, and only
firms of type 1 survive. In general, when EPL attracts less productive workers, firms will be
inclined to offer less EPL, even when this is socially undesirable. The problem is that firms
cannot offer different levels of EPL to different workers when workers have more information
about their productivity than firms. A government imposed level of EPL can then be welfare
improving. However, the task for the government is not easy: it has to set the optimal level
where the gains exactly balance the losses at the margin.

Whether adverse selection problems play an important role in real life remains an open
question. The fact that we observe EPL in private contracts suggests that the problem does not

deter all EPL. The level may still be too low though.

Externalities
As the government levies taxes and typically dictates the rules of unemployment and disability
insurance, it seems natural to let the government act as a third party to levy the firing tax.
Furthermore, the government may also be the most natural agent to levy firing taxes for other
externalities in e.g. the case of mass layoffs. Again, the task is not easy, as the government has a
hard time in determining the level of the externality in each individual case.

When we believe that liquidity constraints are important we may also follow Bertola (2004)
by suggesting government mandated severance pay for workers, in response to which workers

become more mobile. Firms themselves will not be willing to pay a mobility cost for workers to
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3.4.2

move to another firm even if this is desirable from a societal point of view. The mobility

benefits are not internalised.

Political economy failures

Adverse selection and externalities may lead to an under-provision of EPL in the market.
However, insider power may have the opposite effect. In particular, unions (and the
government) may suffer from a political economy failure where the majority of workers benefit
from strict EPL but where the losses for outsiders dominate the gains of the insiders.” The
same holds for temporary work. The insiders may set the rules for temporary work, which may
make things worse rather than better for the outsiders to the benefit of the insiders. For example,
the insiders may demand that firms pay workers on temporary contracts the same wages. Hence,
the government has to ensure that the interests of outsiders are taken into account when it comes

to the bargaining over the package of wages, EPL and other working conditions.

Equity

Next to efficiency considerations, the government may want to regulate EPL because the results
differ between groups. Indeed, if the starting position of outsiders is relatively unfavourable this
too may be a reason to set a somewhat lower level of EPL at the expense of e.g. insurance
losses. However, due to the diverse effects on different groups, governments and trade unions
run the risk of being used as a rent seeking device rather than an efficiency enhancing device.
Indeed, the choice of EPL is not the result of a careful optimisation process over various
efficiency effects behind a veil of ignorance, but decisions on EPL are made beyond the veil of
ignorance where an individuals position is ‘revealed’ (see e.g. Caballero and Hammour
(1998b)). Indeed, representative bodies have to look carefully at policy proposals as rent

seeking may be sold under the heading of efficiency gains.

The list above is not exhaustive, there may be other roles for the government that have not been
treated formally in the literature so far. In the proto-typical model the firm does not fire a
worker unless it is profitable to do so. However, it is conceivable that intermediate managers
fire workers for personal reasons, even if this is not in the interest of the firm. The government
can mitigate this potential problem by promoting internal procedures that bring all the relevant
information on the table. Another role for the government may be to protect a minimal level of
decency in firing. It may not be very costly for an employer to inflict personal damage on a
worker when he or she is fired. Indeed, the government may wish to guarantee a minimum level
of decency to prevent behaviour for personal interest that serves no social interest. Finally,
perhaps (at least some) workers and/or firms suffer from short-sightedness when it comes to the

issue of EPL, and government endorsed standards can bring the distant future into the present.

3 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 following:

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

On the negative side, EPL. may reduce the adoption of new technologies and the matching of
workers to jobs. Furthermore, EPL may lead to shirking, additional wage pressure and a loss of
skills.

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

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

Government intervention can be justified by adverse selection problems, externalities, political
economy failures in e.g. trade unions and because of equity considerations. However,
government intervention typically requires considerable knowledge of the extent of the market

failures and the government may itself be subject to rent seeking.
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Simulation studies

The theoretical overview in Section 3 suggests that the overall impact of EPL on e.g.
employment, productivity and welfare is not easily determined. In the subsequent two sections,
we consider studies that try to determine the overall effect. In this section we consider the
findings of simulation studies, Section 5 then considers the findings of empirical studies. Given
the high level of abstraction of the simulation models we chose to include them after the theory
part and before the empirical part, as they are perhaps best characterised as ‘theory with
numbers’. By reviewing the simulation studies we hope to trace the results back to the
assumptions, and get a quantitative feel for the impact of different types of EPL. Most empirical
studies focus on the impact of a summary index for all types of EPL.** Our review of simulation
studies is not exhaustive, but we believe it covers most of the influential studies (with a bias

towards more recent studies). We conclude with an overview of the main findings.

Tracing the results back to the assumptions

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

types included in the first group.

Firing costs, firing taxes and experience rating

We start with the seminal paper on ‘eurosclerosis’ by Bentolila and Bertola (1990). They
consider the optimal hiring and firing policy of a firm in the presence of a firing cost. Labour
productivity follows a random walk. Firing costs affect the critical productivity levels at which
workers are hired and fired. They find that a reduction in firing costs has a negligible effect on
the hiring decision, the discounted value of firing costs is low. The effect on the firing decision
is somewhat larger, but overall they report that average labour demand is “hardly affected” by
the reduction in firing costs.*’ The study of Bentolila and Bertola highlights the opposing
effects on employment (less firing but also less hiring), which makes the impact of firing costs

on employment typically ambiguous in theoretical work.

4 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 rating - 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 Ljunqvist (2002) shows that also in general equilibrium, the overall
effect of “firing costs’ (actually in the form of firing taxes that are redistributed to workers in
the form of lump sum transfers) on employment is ambiguous.*® However, more importantly, he
shows that the overall effect on employment is more likely to be negative when firing costs
push up wages or reduce labour supply. He considers the impact of a rise in firing costs in three
prototype models. Ljunqvist starts with an analysis of firing costs in a search model, where
workers search for jobs. In his preferred calibration of this model, higher firing costs result in
higher employment. It becomes more costly to look for another job. The drop in the outflow
from employment dominates the drop in the inflow into employment. Only when search effort
would fall dramatically, reduced job creation results in a fall of overall employment. Next,
Ljungqvist considers a matching model, where firms do the searching. In this matching model
wages are determined by bargaining ex post. When firing costs do not reduce the outside option
of the firm in the wage bargain, employment rises (like in the search model). However, when
firing costs reduce the outside option of the firm in the wage bargain, employment falls. A
weaker outside option for the firm implies that workers will be able to claim higher wages,
which in turn implies less hiring. Finally, Ljungqvist considers an (intriguing though probably
unrealistic) employment lottery model.*” The idea underlying this model is that there are
indivisibilities in employment, and as a result it is optimal to have less than full employment
combined with full insurance for unemployed individuals. Like the matching model where
firing costs reduce the outside option of the firm, there is a negative effect of the firing cost on

employment that can only be reversed by “fairly extreme parameterisations.”*® Firing costs

6 See also Ljunqvist and Sargent (2004).
7 Inspired by the seminal thought experiment of Hansen (1985).
“*® Ljungquist (2002), p. 848 (footnote 5).
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reduce the benefits from working, which causes individuals to substitute leisure for
employment. Hence, the employment lottery model captures the negative effect of firing costs
on employment via labour supply. Ljunqvist (2002) further shows that the effect on welfare
may be different from the effect on employment, as zero EPL is optimal in all his settings. The
setups considered by Ljunqvist (2002) capture most simulations studies that were published on
the impact of firing costs during the 1990s. Perhaps the vintage models by Caballero and
Hammour (1994, 1996, 1998a,b) deserve special mention. Still, the long run effect of firing
costs in their setup are more or less the same as in the matching model where firing costs reduce
the outside option of the firm. Due to firing costs, workers can claim higher wages (ceteris
paribus), which deters job creation and overall employment.**>°

Belot et al. (2006) introduce specific investments by the worker in a framework with ex post
bargaining. The worker and the firm cannot protect the returns on the specific investments with
a contract (because e.g. the investment is hard to verify by a third party). With ex post
bargaining this results in a hold up problem where workers under-invest, i.e. the social returns
are higher than the private returns. Firing costs have an indirect benefit in this setup. An
increase in firing costs lengthens match durations and hence the return period for specific
investments. When specific investments raise enough with an increase in match durations, firing
costs may cause a rise in employment and welfare. Belot ef al. (2006) further show that an
additional welfare gain may result if the firm and the worker do not consider the fiscal
externalities, a separation implies a fall in the tax base and a rise in unemployment insurance
premiums, which make the social return to a job match higher than the private return. Hence,
job durations are too short in the absence of firing costs. Firing costs may then have another
social gain by lengthening job durations. To conclude, Belot et al. (2006) show that firing costs
may raise employment and welfare even if there is ex post bargaining (and the firing cost lowers
the outside option of the firm), because of under-investment and fiscal externalities.

The effects may also differ across different groups of workers. Belot et al. (2006) show that
the same level of firing costs for all workers may generate winners and losers. The winners are
workers for whom specific investments are important (and face a hold up problem). The losers
are workers for whom specific investments are not important. Next to different effects for
different types of workers, firing costs also have a different effect on employed and
unemployed workers within these groups. Kugler and Saint-Paul (2004) study the effect of
firing costs on discrimination against unemployed job seekers. In their setup workers can be
hired from the pool of employed (job-to-job mobility) or from the pool of unemployed. Firing

costs result in a lower productivity threshold at which 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. This makes firms more reluctant to hire the
unemployed. The difference in employment probabilities between insiders and outsiders rises.
Finally, Dolado et al. (2005) study the interaction with the initial level of unemployment. In
their model, when the unemployment-to-vacancy-ratio is high (a ‘sclerotic’ labour market in
their words), job creation is more sensitive to a fall in labour costs. Hence, a fall in labour costs
due to a fall in firing costs has a bigger effect on hiring when unemployment is high. To return
to worker heterogeneity, this may be particularly relevant for the low-skilled who have high
unemployment rates. To conclude, the studies that consider heterogeneous workers suggest that
an important dimension of firing costs is the differential impact for different groups. Therefore,
the overall effect depends on the relative size of these groups. Furthermore, distributional issues
become relevant.

Another interesting extension, in particular for the Dutch case, is the introduction of
temporary contracts. Various authors consider whether the rise in temporary contracts in
European labour markets has made things better or worse, and for whom. We can think of the
rise of temporary contracts as a special case of changing firing costs. Blanchard and Landier
(2002) consider the role of temporary contracts as a screening mechanism. They find that when
firing costs for temporary contracts are reduced this increases the hiring rate, the destruction
rate and the average time it takes an outsider to gain permanent employment. However, the
overall effect of this partial labour market reform on employment, output and welfare are
ambiguous, in line with the findings on an across-the-board reduction in firing costs. However,
they conclude that “if anything, the effect of the fixed-term contracts on the welfare of young
workers appears to have been negative” and that “such partial reform may be a very poor
substitute for broader reform.”! This suggests that when they would reduce firing costs on
permanent contracts they would get more favourable results. Cahuc and Postel-Vinay (2002)
consider a broadly similar setup and also conclude that the combination of stringent EPL and
the accommodation of temporary contracts is “a poor weapon to fight unemployment.” Nagypél
(2002) introduces learning-by-doing in a setting with temporary and permanent contracts.
Permanent contracts are protected by firing costs, temporary contracts are not. We have two
opposing forces of firing costs on productivity. By increasing job durations higher firing costs
lead to more learning-by-doing, but at the expense of productivity losses due to reduced
reallocation. In this setup, temporary contracts are a way to reduce firing costs, and work as a
“compromise” between a situation with and without firing costs.’® To conclude, the results from
the models with ‘two-tier’ systems of employment protection suggest that partial reform also
leads to ambiguous results in terms of overall employment and productivity. Promoting
temporary contracts makes it easier for firms to screen for productive matches, but this may
come at the cost of increased churning. Furthermore, distributional concerns seem to play a

potentially important role, a two-tier system may create 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 mainly on firing costs, firing taxes and experience
rating. An interesting new line of research considers the role of severance pay and notice
periods. In a world with risk neutral workers these types of EPL typically have no productive
role to play.” However, when workers are risk averse severance pay and notice periods may
have a productive role.

In two papers, Pissarides (Pissarides (2001, 2004)) considers the rationale for severance pay
and notice periods. He assumes that workers are risk averse, and face incomplete insurance and
capital market imperfections. Firms on the other hand are risk neutral and do have access to the
capital market. In this setup workers can use firms as a banker and an insurer. Pissarides shows
that in this setup some positive level of severance pay is always optimal. Severance pay acts as
insurance against the uncertain duration of a job. However, notice periods are typically not
optimal. Notice periods act like unemployment insurance, the worker gets paid until he or she
has found a new job, and for realistic values for unemployment insurance and risk aversion they
have little to add.> Regarding macroeconomic outcomes, in his setup Pissarides (2001) finds
that when the severance pay and notice period are set optimally (hence, in the case of notice
periods potentially at zero), job creation remains the same. Workers compensate firms for the
additional expenses by taking a wage cut. Job destruction falls when there is a positive notice
period. Hence, in this setup, employment will if anything rise and the same holds for welfare.
However, this depends in part on the assumption that firms and workers can commit to a wage
profile posted at the beginning of the match. Jongen and Visser (2007) show that when there is
ex post bargaining and severance pay enters the fallback position of firms and workers, job
creation and employment may fall.” Jongen and Visser (2007) further show that with specific
investments (to increase productivity) the overall effect of severance pay on productivity is
unclear. Severance pay leads to shorter job durations which may reduce sclerosis but may also
deter specific investments.

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

To conclude, models that allow for risk aversion of the part of workers suggest that

severance pay and/or notice periods may raise welfare and employment.

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

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

% 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).

41



4.2

Quantitative simulation results

Tables 4.1 and 4.2 below give an overview of some of the quantitative findings of the
simulation studies. In Table 4.1 we consider studies that have no temporary contracts. Studies
that consider both permanent and temporary contracts are in Table 4.2. In both tables we first
report the type of EPL reform, e.g. a firing cost (an actual resource cost), a firing tax (which the
government redistributes via a lump sum transfer), experience rating (the firing tax receipts are
used to lower Ul premiums), severance pay or a notice period. We further indicate whether the
model has ex post bargaining (so that EPL may raise wage pressure), whether the model
features specific investments or learning-by-doing (which may counteract the sclerosis effect on
productivity), and some other characteristics (like the process that drives changes in
productivity). We then report the impact on unemployment, employment and productivity,
(when this information is directly or indirectly reported in the study). Specifically, we calculate
the elasticity of these variables with respect to EPL. We report the findings in terms of an
elasticity to ease the comparison between studies and the comparison with the findings in the
empirical section below.

Above we already discussed which assumptions are important for the qualitative results,
here we briefly consider the quantitative simulation results. We observe that overall, the impact
on unemployment and employment is ambiguous, this is true for studies that considered an
economy with temporary contracts (Table 4.2) and those without (Table 4.1). All studies that
(explicitly or implicitly) give the impact on productivity show a drop in productivity when EPL
rises, in the order of 3 to 4 percent. Still, it is not clear how much weight we should put on this.
When all studies for which we have numbers do not consider specific investments, they might
all overstate the negative effect on productivity. The studies further seem to suggest that when
EPL worsens the fallback position of firms and there is ex post bargaining, unemployment is
more likely to rise, although the presence or absence of ex post bargaining is not sufficient for a
positive respectively negative effect on unemployment. Regarding the difference between firing
costs/firing taxes and severance pay/notice periods, the studies that consider the latter without

ex post bargaining find more positive results.

42



Table 4.1

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

Elasticity’s of unemployment, employment 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)

-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

studies with temporary contracts

Average elasticity
(s.d.)
Number of papers

Cahuc and Postel-
Vinay (2002)

Cahuc and Malherbet
(2004)

Blanchard and
Landier (2002)

Nagypal (2002)

Dolado et al. (2005)

Alonso-Borrego et al.
(2005)
Osuna (2005)

Study characteristics

Type of
EPL
reform

firing tax

firing tax

firing tax

firing cost

firing cost

firing cost

firing cost

firing cost

firing cost

severance
pay
severance
pay

bargaining

yes

yes

no

yes

yes

yes

yes

yes

yes

no

yes

Specific inv./

learning-by-

doing

no

no

no

no

yes

no

no

no

no

no

no

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

u

0.23
(0.47)

0.40

-0.15

0.23

-047

0.41

0.44

-0.12

1.06

e

0.03
)

0.03

Elasticity’s of unemployment, employment and productivity with respect to EPL, simulation

Elasticity with respect to EPL

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 conclude the following

In both partial and general equilibrium simulation analyses, the effect of firing costs on
employment is ambiguous, and depends on the assumptions made. When firing costs are used to
make additional wage claims or result in less labour supply, the overall effect on employment is
more likely to be negative.

The effect on productivity depends on the relevance of EPL for specific investments and
learning-by-doing. Studies that consider a positive effect of EPL on productivity via specific
investments or learning-by-doing sometimes show a rise in productivity. This may be more
important for certain types of workers than others, for example the high-skilled. However, when
the importance of reallocation for productivity is large, productivity falls. Quantitatively, most
studies calculate a drop in productivity, with an average elasticity in the order of — .03 to — .04.
The simulation results for a partial reform, a reform that boosts the share of temporary jobs in
total employment, are mixed. Again, both the inflow into and outflow from employment rise. A
screening period may lead to better matches, increasing productivity, but the incentives for
specific investments and the period for learning-by-doing may fall, reducing productivity.
Liberalising temporary work further has the potential risk that it creates a dual labour market,
and most authors conclude that a full reform leads to better results.

The handful of studies that look into severance pay and notice periods suggest that they may
give more favourable results than firing costs. These ‘transfers’ are beneficial to the worker.
Hence, they may be more willing to compensate the firm by means of e.g. a wage cut. Also for
productivity, severance pay may give better results when it stimulates workers to look for a
more productive match. Employment, productivity and welfare may rise. However, again, when

they lead to additional wage claims, employment may fall.
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5.1

5.2

Empirical studies
Introduction

In this section we turn to empirical studies on the effects of employment protection legislation.
First, section 5.2 describes the findings from macro level studies that use cross-country data on
EPL and variables like employment, unemployment, job flows and productivity. In this section
we also calculate the average elasticity of the latter variables with respect to EPL from the
cross-country studies. Section 5.3 then consider the findings from micro level studies, and
section 5.4 covers empirical papers on the effect of temporary employment. The main

conclusions are summarised in section 5.5.
Macro studies on EPL

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

Before we proceed it is important to remark that the cross-country approach has several
weaknesses. This is also true for cross-country studies that look into the effect of EPL. First, the
possibility of reverse causation makes the interpretation of cross-country regression results
difficult. For example, countries with high budgets for active labour market policies (ALMP)
may show better unemployment results. The causal relationship may however not be that
ALMP reduces unemployment but instead that low unemployment leaves more money to spend
on ALMP. Likewise, the level of EPL strictness may depend on labour market conditions.
Second, missing variables may be a problem, EPL may pick up the effect of correlated other
factors that drive the cross-country differences in labour market performance (competition
policy for example). Third, cross-country studies focus on differences across countries but do
not explain developments over time. Fourth, specific to studies on EPL is that most cross-
country studies focus on overall EPL, without distinguishing between fixed-term employment
and permanent contracts or different types of EPL (like firing costs and severance pay). Finally,
a few studies also include non-Western countries, which may reduce the applicability of the

results.
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5.2.1 Reallocation
A robust result from empirical studies is that EPL diminishes reallocation. This confirms the

theoretical idea that EPL diminishes job destruction and may also hamper job creation. Two

Figure 5.1 The incidence of unemployment 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 duration 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 figures 5.1 and 5.2. First, higher EPL is associated with a
lower incidence of unemployment and second, higher EPL is correlated with longer
unemployment durations.”® Table 5.1 gives the unemployment rate, the incidence and the
average duration (on a monthly basis) for the Netherlands, the United States and the average for
the OECD. The table shows that the incidence of unemployment in the Netherlands is below the
OECD-average, while the unemployment duration is high in international perspective. The high
average duration is also reflected in the relatively high share of long term unemployment in the
pool of unemployed. Although the Netherlands scores ‘average’ for the overall indicator in the
OECD, the simple univariate relations in figures 5.1 and 5.2 suggest that EPL may play a role in
the low flows in the Netherlands. Empirical studies that control for other factors confirm the
simple negative relation between flows and EPL suggested by the figures above.
Gomez-Salvador et al. (2004) explore the effect of labour market institutions on job flows
by way of a cross country study, using a database for 13 countries (1992-2001). The dependent
variables are the job creation rate (JC), the job destruction rate (JD) and the sum of the former
two, the job reallocation rate (JR). The explanatory variables are the EPL-index of the OECD
and variables describing union coordination, benefit duration, the tax wedge, subsidies and the
role of temporary contracts. The strictness of EPL has a negative and statistically significant
impact on job reallocation. Both job creation and job destruction are lower if the EPL index is
higher, but only the coefficient on JC is statistically significant. The coefficient on JD is not.
The duration of benefits and the degree of wage setting coordination also have negative effects
on JC, JD and JR. Gémez-Salvador et al. find an elasticity with respect to a 1% change in EPL-
strictness of —0.2 for job creation, -0.1 for job destruction and -0.3 for job reallocation.
According to Wolfers (2005) firing costs are unlikely to hamper the adjustment to
permanent shocks (these jobs will be destroyed anyway), but job protection does retard labour
allocation when shocks are not persistent. He investigates the effect of EPL on job flows. In
particular, he analyses whether a significant effect can be found using quarterly data.”’ He finds

that job protection does significantly reduce seasonal job reallocation. A simulation gives

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

%7 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.

49



insight into the quantitative effects: if Portugal would adopt a US style system of employment
protection, the quarterly rates of seasonal reallocation would rise from their current level of 1%
to a level of 3%. Wolfers finds an elasticity of job reallocation in response to a 1% change in
EPL-strictness of —0.45.

The effect of EPL has on reallocation may also depend on the macroeconomic conditions.
Snower et al. (2001) find that during macroeconomic downswings a rise in firing costs mainly
affects the hiring decision and not the firing decision, thereby reducing employment. By
contrast, in a period of high growth and positive shocks, firing costs raise employment.

Besides the macroeconomic conditions of a country, socio-economic institutions and
cultural features of countries may also be of influence. For instance, the rule of law in a country
can affect the impact EPL has on the speed of reallocation. Caballero et al. (2004) develop a
small model in which the speed of adjustment after a shock depends on the level of EPL. They
make a distinction between the official and the effective labour market regulation, where the
latter both depends on the official labour market regulation and the rule of law in a country.
Their dataset contains 60 countries. They find that labour market regulation reduces the
adjustment speed of the labour market, especially when a country has a stringent rule of law.
Their results imply that in countries with a strong rule of law, moving from the 20th to the 80th
percentile in job security reduces the speed of adjustment by about a third and diminishes
annual productivity growth by almost 1%. For countries with a weak rule of law these effects
are almost zero.

To conclude, in line with simple univariate relations most studies find that higher EPL is
associated with lower reallocation. Specific features of countries, like the macroeconomic
conditions and the strictness of the rule of law, are also of influence.

That higher EPL leads to less flows may be problematic in itself, the employment prospects
of insiders increase at the cost of the employment prospects for outsiders. However, in Section
3 we noted that this may also lead to a further fall in hiring when these lower flows increase
‘insider-outsider’ effects in wage formation. How strong are these ‘insider-outsider’ effects in
practice? Lindbeck and Snower (2002) give an overview of the international empirical
evidence. They state that ‘a large number of studies indicate that the long-term unemployed
exert considerably less (downward) pressure on real wages than do short-term unemployed’>®
For the Netherlands, the main reference is Graafland (1990). Graafland finds (for the period
1966-1988) that the insider-outsider model has some empirical relevance for the Netherlands, in
the sense that unions attach a higher weight to the interests 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 the hypothesis that long-term unemployment has

less impact on wages than short-term unemployment.>

5.2.2 Unemployment, employment and labour supply
Economic theory suggests that the effect of EPL on the unemployment rate is ambiguous, EPL
not only decreases firing but also brings down the hiring rate (and potentially labour market
participation). Figure 5.3 below indeed shows no significant relationship between the
unemployment rate and the EPL-index.
Figure 5.3 The unemployment rate versus the EPL-index
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Results from empirical studies that control for other factors still find that the effect of EPL on
unemployment is ambiguous (more on this below), although the studies that find a positive
relation between EPL and unemployment are more numerous than studies that find the opposite.
One of the first studies with clear-cut findings on the effects of EPL was Lazear (1990). He
considers only a few explanatory variables. Indeed, the independent variables include only the
amount of severance pay and a quadratic time trend. The severance pay variable is specified as
the (statutory) number of months salary given to a blue collar worker at a dismissal after ten
years of service. This specification is applied to several dependent variables, like the
unemployment rate, the employment/population ratio and the average hours worked by

production workers. Data apply to 22 countries for the time period 1956-1984. The results of

% 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 decrease employment and labour supply, while
they increase unemployment.*’ In his preferred estimate, moving from no severance pay to
three months of severance pay for employees with ten years of service, the employment-
population ratio in the United States decreases by about 1 percent and the unemployment rate
rises by 5.5%. Average hours worked falls by 5%.°'

The results in Scarpetta (1996) also give support to the hypothesis that stringent
employment protection legislation contributes to high unemployment and long term
unemployment.

Di Tella et al. (2005) too find clear-cut results, using a new data set based on surveys among
businesspeople in 21 OECD countries regarding, among other things, their personal perception
of the flexibility of their respective economies. The regressions reveal that employment as well
as labour participation is positively related to flexibility. There is some evidence that
unemployment is reduced when flexibility increases. The reported effects are large. For
example, if France would make its labour market as flexible as that of the U.S., employment
would rise by 1.6%.

Heckman and Pagés (2000) also report a drop in employment. They study the effect of EPL
using a data set for OECD countries and countries of Latin America and the Caribbean (LAC).
The results are robust to different estimation methods. The elasticities they find are quite large:
”an increase in expected dismissal costs equivalent to one month of pay is associated with a 1.8
percentage point decline in the employment rate.” The effects on unemployment are positive
and significant, but only in regressions on separate samples for OECD and LAC countries.

Nickell (1997) finds that EPL reduces short term unemployment but increases long term
unemployment (with duration over 1 year)®®. This is in line with what theory predicts: EPL will
reduce the inflow from work into unemployment, while firms will become more cautious about
hiring, reducing the flow out of unemployment into work. However, the impact of EPL on the
overall unemployment rate found by Nickell is small, as these effects cancel out. Nickell
concludes that strict EPL does not appear to have serious implications for the level of

unemployment. He does find however that EPL reduces labour 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’.

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

62 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.

8 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, Baker et al. (2002) test the robustness of the main results of Nickell (1997). They too
conclude that employment protection legislation has no systematic effect, although it does
significantly reduce unemployment if the analysis is confined to the 1980-1999 time period.
Also Groot et al. (2004) find that employment protection does not have a clear impact on the
unemployment rate. They do find a negative effect of EPL on employment though, so implicitly
they find that EPL reduces labour supply.

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

labour turnover costs is confirmed by various empirical publications.

Effects for sub-groups

Where the overall effects on total unemployment and employment are not always that clear,
there is some evidence of a significant effect for subgroups. In particular, employment of prime-
age men is found to be protected by strict EPL at the expense of the employment opportunities
of newcomers and women with intermittent spells of non-participation.

Regressions by Lazear (1990) indicate that young workers are likely to bear a
disproportionate share of the costs imposed by severance pay, decreasing their employment rate
and increasing their unemployment rate. Heckman and Pagés (2000) find that EPL decreases
the employment of prime-age men only half as much as it decreases total employment, while
the effect of EPL on the employment rate of young workers is almost double the effect on total
employment. Nickell (1997) finds that overall labour supply is negatively related to
employment protection, but for males aged 25-54 the regressions show no correlation. Scarpetta
(1996) finds that the effect of EPL on unemployment is larger for young workers than for the
overall population (elasticities of 0.30 for overall unemployment and of 0.79 for the
unemployment among young workers). Finally, the analysis in OECD (2004) finds that EPL
significantly reduces the employment of prime-age women, while it does not appear to play a

significant role for employment of prime-age men.

Complementarities

Many recent studies consider the interaction of EPL with bargaining institutions and other
institutional variables. Elmeskov et al. (1998, page 224) find that the positive effect [of EPL]
on aggregate unemployment is stronger and statistically significant in countries with an
intermediate degree of centralisation/co-ordination, i.e. where sectoral wage bargaining
predominates with limited co-ordination.” This is consistent with the hypothesis that when
insiders have strong bargaining power they are less likely to take a wage cut for higher EPL.
Nickell (1997) also concludes that high unionisation combined with collectively bargained
wages without coordination between unions and employers in wage bargaining has detrimental

effects on unemployment.
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5.2.3

Belot and Van Ours (2000) consider policy complementarities, i.e. they study interaction
effects. The specification without interaction terms suggests that stricter EPL reduces
unemployment. However, when including all interaction terms (EPL-index interacted with the
tax rate; replacement rate, union density, union coverage and/or the coordination index) they
find a positive effect of EPL on unemployment is found. The effect of EPL on unemployment is
enhanced by high taxes and union coverage and counteracted by high union coordination. In a
more recent study, Belot and Van Ours (2004) include only one interaction variable (EPL-
index*centralisation index) and actually find a negative effect of EPL on unemployment.

Baker et al. (2004) give a critical assessment of cross-country evidence that rigidities (like
high EPL or high unemployment benefits) are a major reason for unemployment in Europe.
They find that the evidence is inconclusive. However, one result that emerges from the
literature as fairly robust, is that increased use of wage bargaining coordination may allow for
lower unemployment without large welfare reductions to workers. They present some
simulations based on IMF-regression results. When European levels of social protection
(replacement ratio, EPL and labour taxes) are replaced by US levels, European unemployment
would fall by 3¥4% points. Their results are not robust however, since the inclusion of an
interaction term (union density and bargaining coordination) strongly mitigates the effect of
adopting the US levels of bargaining coordination. They also present a simulation for the
Netherlands. If the Dutch institutional levels were replaced by US levels, unemployment would
be reduced by almost 15%. Including the interaction term, however, unemployment would not
change, since the reduction in wage bargaining coordination offsets the effect of increased
flexibility in other variables. According to an alternative specification, unemployment would
even increase. They conclude that the lack of conclusiveness and robustness of cross-country
results make them unsuitable for policy makers to base their decisions on.

Blanchard and Portugal (2001) compare the labour markets of Portugal and the US. Both
countries have fairly similar unemployment rates, although EPL is stricter in Portugal.
Blanchard and Portugal consider three regression models (using data for 19 OECD countries) of
worker flows, unemployment duration and the unemployment rate on the OECD EPL-index.
They find that an increase in employment protection leads to lower flows into unemployment
and higher unemployment durations, while there is no effect on the unemployment rate since
these two effects cancel out. This explains why Portugal and the US have similar
unemployment rates combined with different levels of EPL. The fact that Spain, having a
similar level of EPL as Portugal, faces a much higher level of unemployment is ascribed to

differences in union power and unemployment insurance.

A quantitative summary of the effects on employment, unemployment and labour supply
The overview above indicates that some studies find that EPL increases unemployment, but a
number of other studies find no or even a negative effect. Most studies that look at interaction

effects between EPL and the wage bargaining system find that these matter. To get an idea of
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Table 5.2 Elasticities of labour supply, unemployment 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 have calculated elasticities for a selection® of

studies, presented in table 5.1.°

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

could be calculated. For employment we find an average elasticity of —.06. Furthermore, all

papers considered report a negative effect on employment. For unemployment we find an

average elasticity of .13 (on the basis of thirteen studies). This suggests that, for instance, a

5.24

reduction in the Dutch EPL-index presented by the OECD from 2.3 to 1.8 (a 22% reduction),
would reduce the unemployment rate by approximately .14 percentage points (evaluated at an
unemployment rate of 5%). An EPL-index of 1.8 corresponds to the index of e.g. Denmark. The
spread of the elasticities, to both positive and negative values, is however substantial. The
standard deviations (in parentheses) the average effect reflect this. If anything, the negative
relation between EPL and the employment rate seems more robust than the positive relation

between EPL and the unemployment rate.

Productivity
The overall impact of EPL on productivity is also ambiguous in theory. More EPL may reduce
productivity because of ‘sclerosis’ in the production structure, a loss of skills in unemployment,

and when employees shirk more. However, more EPL may also 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 may increase productivity. What is the net effect in
practice?

According to Nickell and Layard (1999) ‘there seems to be no evidence that either stricter
labour standards or employment protection lowers productivity growth rates’. They argue,
based on descriptive statistics, that reallocation may not easily be hampered by EPL since firms
can reduce employment by about 10% every year just by relying on workers leaving. In
addition, they show that levels of job creation and job destruction are not strongly correlated
with the level of employment protection. In many countries job creation and destruction are at a
level comparable to that in the US, although EPL is much lower in the US. This can be
explained, according to Nickell and Layard, by the fact that wages are very flexible at the firm
level in the US, which increases job stability ceteris paribus. Hence, employment protection
and wage flexibility are substitutes in keeping job turnover at a reasonable level. For their
empirical analysis, Nickell and Layard use data for 20 OECD countries. As a dependent
variable they use the average productivity growth for the period 1976-1992. In some
specifications they actually find a positive effect of EPL on the growth rate of labour
productivity (the elasticity of productivity growth with respect to 1% stricter EPL is .65 (own
calculations)). They also find a positive effect of EPL on total factor productivity, but this effect
disappears in other specifications.

On the other hand, Bartelsman and Hinloopen (2005) find that EPL has a significant
negative effect on investments in ICT (relative to total investment). They run regressions for the
periods 1991-2000 and 1995-2000 using data for 13 OECD countries. They conclude that EPL
reduces the incentive for firms to invest in innovative activities, since by increasing hiring and
firing costs “the relative market share gains of successful innovators are reduced” (Bartelsman
et al., page 25). They conclude that firms in countries with low EPL are more likely to choose
more risky investments and thereby more able to push the technological frontier. By contrast,
countries with high EPL choose a more gradual and secure path of innovation. In the long run,
productivity and output growth probably will not differ that much between these two types of
countries, but low EPL-countries may be on a higher productivity path.

The degree of centralisation/coordination in wage bargaining may contribute to the effect
that EPL has on productivity growth. Strict EPL makes it more costly for a firm to adjust its
workforce through the external labour market. This is even more detrimental if circumstances
for adjusting the workforce internally through training are unfavourable. Low coordination in
wage bargaining can constitute such unfavourable circumstances, because this implies lower
returns on internal training as other firms can poach a firm’s skilled workforce by offering
higher wages. A change in EPL will only create a direct effect on productivity under the
condition that adjustment costs associated with EPL are not offset by an adjustment of wages or
the level of internal training. Scarpetta et al. (2002) find that strict EPL has a significant
negative impact on productivity only in countries with an intermediate degree of

centralisation/coordination in wage bargaining (like the Netherlands). They analyse the effects
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of institutions on firm productivity and firm dynamics using firm level data for 19 countries,
over the period 1984-1998. Their results are as follows. A reduction of EPL by two standard
deviations will reduce the multifactor productivity (MFP) gap by about 20 percent over the long
run in countries like Belgium, France and Portugal (i.e. increasing productivity). However,
centralised and coordinated wage bargaining may also influence productivity growth positively,
by increasing the rents on the training of low-skilled workers.

Belot et al. (2004) suggest that higher firing costs imply a longer return period for specific
investments in the match by the firm. On the other hand, higher firing costs raise separation
costs, increase the bargaining power of the worker, and thereby raise wages. Formalised in a
model, they find a non-linear (hump-shaped) relationship between EPL and GDP-growth. Their
empirical analysis, a regression on cross-countries time series data for 1960-1994, confirms this
hump-shaped relationship. Only at low levels of employment protection is an increase in EPL-
strictness beneficial to GDP-growth. At higher levels such a change slows economic growth.
The optimal level of EPL differs over workers, firms and countries, and the positive effects of
employment protection are larger in sectors where firm-specific skills matter more.

Finally, above we noted that EPL may also affect productivity by increasing the
unemployment duration, which may result in a loss of skills. Is there empirical evidence for
such a loss of skills? There is indirect evidence. For the Netherlands Graafland (1990) finds that
long term unemployment has not tempered the rise of the vacancy rate (during the period 1983-
1987), which suggests that long term unemployed are less effective in matching with a firm.
Abbring (1997) finds the presence of negative duration dependence in the transition rate from
unemployment insurance to work and Van der Klaauw (2000) negative duration dependence in
the transition rate from welfare to work, both for the Netherlands. Skill loss might be a possible
explanation.

To conclude, an overall negative or positive effect of EPL does not appear to jump out of
the data. Perhaps the most intriguing is the finding by Belot et al. (2004), who suggest that EPL

enhances productivity at lower levels of EPL, but the effect is reversed at higher levels of EPL.

Micro studies

There is also a handful of papers that looks at natural experiments with EPL within countries.
The findings from these studies are in line with the findings of the cross-country studies. In that
EPL reduces reallocation and potentially overall employment.

Bauer (2004) applies a difference-in-difference approach to study the effects of a policy
change concerning German dismissal protection legislation. In Germany, firms with less than 5
employees were exempt from dismissal protection in the period before 1996 and also between
1999-2003. In the period 1996-1998 this exemption applied only to firms up to 10 employees.
The effect of a change in the coverage of the dismissal protection code is analysed using an

administrative data set for firms with less than 30 employees. In contrast with the theoretical
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expectations of a significant negative correlation between worker flows and the stringency of
dismissal protection, his robust results indicate the absence of such an effect. Boeri and Jimeno-
Serrano (2003) also exploit the fact that firms below a certain size-threshold are exempt from
the most restrictive EPL rules. They find that workers in regular contracts employed in firms
exempt from EPL are more likely to be laid-off, which suggests that EPL reduces the outflow
from employment. Micco and Pagés (2004) analyse the difference in the effects of EPL across
sectors within a certain country. They argue that EPL is more binding in sectors that are more
susceptible to technological and demand shocks. They use data for the manufacturing sector for
18 countries during the 1980s and 1990s. They find that EPL slows down job reallocation and
that this effect is stronger in sectors with a higher need for flexibility.

Acemoglu and Angrist (1998) analyse the effects of the Americans With Disabilities Act
(ADA), which bans discrimination against the disabled in wage determination, hiring and firing
and requires employers to offer a workplace reasonably adapted to the needs of employees with
a disability. Since the majority of ADA charges are for wrongful termination, the ADA possibly
acts as a form of employment protection. They use data for the period 1988-1997. They find
that the ADA had a negative impact on the employment of disabled men and on the
employment of women aged 21-39. These employment effects are the result of a negative

impact on hiring, not of a reduction in separations.

Experience rating

According to the OECD there is little government endorsed EPL in the US. However, there is a
form of employment protection that plays an important role in the US, experience rating.
Specifically, firms have to contribute to the UI fund based on their firing experience in the past.
On average, about 50 percent of the unemployment benefits in the US are subject to experience
rating. The system of experience rating is incomplete because there are minimum and maximum
premium levels for individual firms.

Empirical studies for the US suggest that more experience rating reduces unemployment.
Feldstein (1978) was one the first who came to this result, exploiting the fact that the
incompleteness in experience rating differs between US states. Feldstein calculated that half of
the temporary job layoffs in the US are the result of incomplete experience rating. Topel (1983)
did a similar exercise and found that about 30 percent of temporary layoffs can be explained by
incomplete experience rating, while Anderson and Meyer (1994) can explain only 20 percent.
Although the effect seems to fall with more recent studies, they do suggest that there is a
sizeable negative impact of experience rating on the firing rate.

The Netherlands does not have experience rating in Ul, at least not on the individual firm
level. Using estimates for the firing decisions of firms, Alessie and Bloemen (2004) simulate
that the introduction of experience rating in UI in the Netherlands® increases employment by

3.3 percent (the impact of insiders’ wage reactions is included 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 workers who face a relatively high probability of
being laid off.®’ In the Netherlands we do have some experience with experience rating for
disability insurance premiums, since the late 1990s. Koning (2004) finds evidence that inflow
rates into disability are reduced by 15% for firms that face this financial incentive from

experience rating.

Temporary employment

In many European countries reform of EPL has been largely partial, i.e. by liberalising
temporary employment. In line with the more liberal stance towards temporary employment, the
use of temporary employment has gone up.®® In the Netherlands the percentage of temporary
jobs increased from about 8% in 1990 to about 15% in 2004. What was the impact of this policy
change? Have employment rates risen or fallen, and has this policy change stimulated the
development of a dual labour market? We discuss a number of empirical studies that shed some
light on these issues.

Booth et al. (2002) analyse whether temporary jobs in the United Kingdom are ‘dead end
jobs with poor pay and prospects’ or ‘stepping stones to permanent employment in good jobs’.
They use the British Household Panel Survey (BHPS) over the period 1991-1997. They find
that the young and the old hold a disproportional share of the temporary jobs. They also find
that employees in temporary jobs have a lower probability of receiving work-related training
compared to employees on permanent contracts. Moreover, temporary workers report lower
levels of job satisfaction than permanent workers. On the upside, the fixed term contracts may
act as stepping stones to permanent contracts. The transition rate from fixed duration jobs
(average duration 3 to 3.5 years) into permanent jobs is about 35%. Starting a career with a
number of consecutive fixed term contracts creates a negative wage gap, which however
gradually decreases over time, to zero for women after 10 years but some effect remains for
men.*

Blanchard and Landier (2002) also consider the effect of introducing fixed term contracts.
They use data for France over the period 1983-2000, focussing on the 20-24 age group. For this
group, the proportion of fixed term contracts increased from 2% to 10% of salaried employment
over the period 1983-2000. They find evidence that the partial reform has led to increased job

turnover for young people. Moreover, they find no evidence that the increase in fixed term

7 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.

% 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 of the young. Blanchard and Landier conclude that
partial reform is a poor substitute for an across-the-board reduction in EPL.

Dolado et al. (2002) show that in Spain the liberalisation of fixed term contracts since 1994 has
created a segmented or dual labour market. Following the liberalisation, the percentage of fixed
term contracts surged in the second half of the 1980s and remained high (above 30%) in the
1990s. In the 1990s, several attempts have been made to reduce the strictness of EPL for
permanent contracts (for example, by relaxing the conditions for ‘fair dismissal’ and by
reducing mandatory firing costs). However, the percentage of fixed term contracts did not come
down. As a result unemployment durations have come down and the increased flexibility has
contributed to higher employment growth. However, turnover rates have risen as well making
the effect on the unemployment rate unclear. Furthermore, investment in human capital has
fallen, wage pressure has risen, the distribution of unemployment durations has become more
unequal, labour mobility has fallen, fertility rates have fallen (due to increased uncertainty), and
the wage dispersion amongst higher educated workers has risen due to the difference in
bargaining power between permanent and temporary workers.

A recent study by Zijl (2006) looks at the effects of the partial liberalisation in the
Netherlands. Using data for the period 1988-2000 she finds that temporary jobs hardly increase
the rate at which individuals obtain permanent contracts (temporary work as a stepping stone).
However, temporary employment is found to reduce the duration of unemployment spells.
Hence, her results suggest that in a situation with temporary jobs the unemployed have to search
just as long for a regular job as in a situation without temporary jobs, but in the meantime they
work in temporary jobs rather than being unemployed.

However, for the US, Autor and Houseman (2005) find that temporary help-placements
crowd out productive search for direct-hire jobs, and hence may reduce the rate at which
individuals gain permanent employment. Based on a policy-experiment in Michigan among low
educated welfare-to-work clients, they find that “because the short-term earnings gains from
temporary help jobs are offset over time by foregone earnings in direct-hire employment, it
appears that temporary help placements primarily serve to displace future direct-hire
employment rather than to help workers transition to direct-hire jobs”.”

Finally, regarding the impact of the business cycle on employment, Saint Paul and Bentolila
(1992) analyse the effect of the availability of flexible contracts on the level and the dynamics
of employment. They construct a model that predicts that the availability of flexible contracts
increases the responsiveness of employment to aggregate shocks. The model is tested with
Spanish data, which confirms the increase in the cyclical response of employment due to the

availability of flexible contracts.

To summarise, on the positive side, empirical studies show that temporary employment often

acts as a stepping stone for regular employment and makes it easier for firms to adjust their

7 Autor and Houseman (2005), p. 30.
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employment stock in response to shocks. However, on the downside, the increased flexibility
also leads to additional turnover and may increase wage dispersion. Indeed, most authors

conclude that an across-the-board reform leads to better results than a partial reform.

Summarising

We conclude with a brief recap of the main findings of Section 5. For the interested reader we
also give an overview table with the qualitative findings of all studies, both cross-country and
micro level studies, see Table 5.2 below. Furthermore, Box 4 below gives a short overview of
how the IMF, OECD and European Commission judge the effects of EPL. The main findings in

this section are:

EPL reduces the flows between employment and unemployment. The impact on these flows
depends on country specific conditions, like the state of the economy and the rule of law.

The overall impact of EPL on unemployment, employment and labour supply is limited. We
calculate an average elasticity of unemployment and employment with respect to EPL of .13
respectively -.06. However, the standard deviations are large.

EPL increases unemployment duration. There is evidence that insider-outsider effects to
contribute to unemployment persistence. Increasing unemployment duration may result in a loss
of skills, reducing productivity.

The impact of EPL on employment and unemployment differs between groups. Higher EPL
increases the employment rate of prime-age males, but reduces the employment rate of
newcomers and women with intermittent spells of non-participation.

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

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

Temporary employment often acts as a stepping stone for regular employment and makes it
easier for firms to adjust their employment stock in response to shocks. However, they also

leads to additional turnover and may increase wage dispersion.
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Table 5.3 Summary of empirical findings on the effects of stricter employment protection

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/-

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 3'2 %-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 meant by EPL, where the Netherlands stands in
terms of EPL internationally, what the effects are in theory, and what we know empirically.
Equipped with this knowledge we now focus on the Dutch case. After a brief historical
overview of the Dutch system in Section 6.1 we analyse the current Dutch system in more detail
in Section 6.2. Subsequently, we consider some potential drawbacks of the current system
(Section 6.3) and discuss what we believe to be interesting reform options (Section 6.4). Again

we end with a brief summary of the main points, in Section 6.5.

A brief history of Dutch EPL

Dutch employment protection legislation dates back to the year 1907 in which the Law on the
employment contract (‘Wet op de arbeidsovereenkomst’) was introduced. For the first time, this
law offered (limited) protection to the Dutch worker in the form of a notice period prior to the
termination of a permanent contract, which in practice never exceeded more than one week
irrespective of the duration of employment (see Nyfer (2000)). The institution charged with the
enforcement of this protection was the civil court.

The situation remained unaltered until World War II when the Germans introduced an ex
ante (preventative) check on dismissals, the procurement of a permit required to terminate the
employment contract issued by the government. The Dutch government upheld this procedure
in the Special resolution on labour contract (‘Buitengewoon Besluit Arbeidsverhoudingen’)
introduced in 1944 (amended in 1945).”" Hence was born the duality in Dutch dismissal law,
with two institutions enforcing employment law. A public body offers an ex ante check on
dismissal, and the courts offer an ex post (repressive) check.”” A check on the reasonableness of
the dismissal by the courts was introduced in 1954. In addition to the introduction of this check,
the 1954-revision of the Law on the employment contract extended legal notice periods and
established so-called prohibitions of dismissal (‘opzegverboden’).” Initially, infraction on these
prohibitions meant that the employer was liable to pay damages, but from 1976 onwards they
were sanctioned with nullity. In 1968, the EPL applicable to older employees was tightened*

and in 1976, the Law notification of collective dismissals (‘Wet melding collectief ontslag’) was

" 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)

"2 In law, the timing of the different checks is sometimes recognized as the primary facet of duality, See Scholtens (2005),.
78 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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introduced (including the so-called LIFO system for collective dismissals).” Since then there
have been a number of smaller modifications. In 1980, Dutch EPL was extended with a
prohibition on discrimination in dismissals while additionally a form of EPL was introduced for
members of parliament.”® The year 1999 witnessed some further changes in Dutch EPL with the
introduction of the Law flexibility and security (‘Wet flexibiliteit en zekerheid’). Among others
things, this law made it somewhat easier for firms to use temporary employment contracts,

while in return it aims to increase the prospect of a permanent contract for temporary workers.’’
The current Dutch dismissal system

The rather unique dual character of the Dutch dismissal system has survived until today. Dutch
employers can either go to court to dissolve an employment contract, or they can request
permission from a public administrative body (currently the Centre for Work and Income
(CWD)). The court route has become increasingly popular during the last decades. As a result, in
recent years about half of all dismissals go through court, compared to only 10% in the 1980s,

see also Figure 6.1 below.”

Use of different routes for dismissal

—CWI

———civil court

1993

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

7 The Dutch Dismissal Resolution (‘ontslagbesiuit) 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).

78 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 more detail, let us first consider the cases in
which no dismissal permit is needed. The employer does not need a permit in the case of a
summary dismissal (‘ontslag op staande voet’), when the employee is still in the trial-period or
when the dismissal is due to bankruptcy.

When none of the above applies, the firm can choose to go to court to dissolve the contract
or to ask for a permit from the CWI. First consider the CWI-route. The CWI grants a dismissal
permit when the dismissal meets the criteria of the Dutch Dismissal Resolution
(‘Ontslagbesluit’). First the CWI checks whether the dismissal does not involve any of the
groups for which it is forbidden to fire them (see footnote 72). If not, the CWI proceeds and
weighs the interests of the employer and employee as well as interests for the society as a
whole, according to the rules laid down in the resolution. For example, the CWI takes into
account the degree to which employees have a weak position on the labour market. When the
CWI decides that a dismissal is not reasonable, no permit is supplied and this decision is
binding. However, firms and employees can then turn to court. The employee can also start a
procedure on account of ‘apparent unreasonable dismissal’ at the civil court, but this too is
exceptional (about 1 500 cases per year). The CWI-route can be time consuming, but within 6
weeks 70% of the applications is treated. There is a mandatory notice period of 1 month per 5
years of tenure, with a minimum of 1 month (but to compensate for the CWI-procedure 1 month
is deducted).” The CWI is not allowed to judge on any possible severance payments. However,
the CWI-route does not preclude severance payments, when this is agreed upon in a so-called
‘social plan’ or some other type of agreement between the firm and the worker. Finally, the
CWI-route is particularly popular among small firms. By choosing the CWI-route they do not
run the risk of having to pay high damages in case of unfair dismissal (see below), the worst
that can happen is that the permit is denied.

The other route to dismissal is via the civil court. They use the so-called ABC-formula to

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

A= the (weighted) tenure length. Years of tenure fulfilled under 40 years of age get weight 1,
years worked between 40 - 50 years of age get weight 1.5 and 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 C equals 1. The judge can deviate from this
because of wrongful behaviour on either part (less than 1 if the worker is to be blamed in part,

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

Once the court has reached its verdict there is no notice period before the dismissal can be

executed. The average duration of the civil court procedure 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 days,* and for cases with objections® it takes between 6 and 8 weeks. There is no
mandatory notice period, which is left to the courts discretion. The route through the civil court
is usually taken by large firms. It offers a possibility to buy off dismissals that otherwise would
not be given a permit for, for example because it (potentially) does not meet the criteria of the
Dismissal Resolution (‘Ontslagbesluit’). No appeal is possible to the verdict of the court.

Table 6.1 gives a rough indication of the total costs of both routes, in 1994.%* The civil court
route has lower costs in the form of notice periods, but this is only a small cost advantage
compared to the higher costs related to solicitors and 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 terminate the employment relationship without
any permit. However, if the worker quits he or she loses the entitlement to unemployment
insurance benefits. One way around this is the so-called ‘big lie’ in Dutch dismissal law. The
employer and the employee have already come to an agreement on the termination of the

employment relation. The employer and the employee then ask the CWI or the court for a pre-

8 Byt 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’.
8 Excluding costs for e.g. filling out forms and collecting ‘evidence’ (like statements by witnesses).
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emptive irreproachability check to show that the employee has resisted his or her dismissal and
is granted access to unemployment insurance. Recent policy proposals aim to reduce the
‘wasteful’ pro forma procedures, the employee does not have to resist being fired anymore if he

or she want to enter Ul (but can still not quit), see below.

Debate on the dual system

Opinions differ on the Dutch dual system. In November 2000, the Advisory Committee on the
Dual Dismissal System (the ‘Rood committee’), published a report in which it assessed the
Dutch ‘dual system’. The committee was established by the government to study alternatives
after several attempts to reforms the dismissal system had failed. The Rood committee called
for abolition of the dual system and expressed a preference for a system in which dismissal
decisions would only be tested by a civil court in retrospect. The current pre-emptive check
would be replaced by a legally prescribed hearing procedure organised within the company. The
committee argued that the proposed system was more transparent, more in line with the systems
in other European countries and that it would rule out inappropriate government intervention in
the relationship between employer and employee.

The bipartite Labour Foundation (STAR), which represents employer organisations as well
as labour unions, disagreed with the views of the Rood committee. In its report, published in
2003, the STAR argued that the practical advantages of the current ‘low-threshold’ of the CWI-
route, the in their view relatively inexpensive, swift and very predictable procedures are more
important than principles on the role of the government. Another drawback of the Rood
proposal, according to the STAR, is that the check for reasonable grounds for dismissal would
no longer precede the actual dismissal. This would lengthen the period of uncertainty for both
employers and employees. Finally, the STAR also expressed concerns about the degree of

protection for groups with a relatively weak labour market position.

Recent policy proposals/changes
To limit the pro forma pre-emptive checks, the government has recently implemented some
policy changes. The policy change implies that if an employee does not resist a planned
dismissal, he or she can no longer be accused of being blamefully unemployed and hence can
enter UL This change of the unemployment law has come into force in October 2006.
Another issue is the use of the LIFO-system for business-economical dismissals, which in
general gives preferential treatment to older employees at the expense of younger workers or
workers with shorter job tenures. In January 2006, the government has implemented a measure
which states that in case of a dismissal on business-economics grounds, the employer is
required to use a different system in selecting candidates for dismissal. Instead of the ‘LIFO-

system’, employers must now apply the so-called ‘reflection principle’. In the latter system,

8 Staatsblad 304, 29 juni 2006.
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employees in similar jobs are categorised in age-groups, and subsequently the LIFO-principle is
applied to each of these age groups.

Finally, as of March 2006, the check on the business-economic necessity of collective
dismissals undertaken by the CWI is eliminated in situations where the employer and the

. . . 84
relevant unions have already reached agreement on this necessity.

6.3 Evaluation of the current Dutch system

Above, we already mentioned some potential pitfalls of the current system and how recent
policy changes/proposals try to overcome some of the shortcomings of the current system, in
this section we look for potential drawbacks in two systematic ways. First, in Section 6.3.1 we
look at where the Dutch employment protection system stands out from an international
perspective, and what the theoretical and empirical literature suggest about the effect of this
deviation. In Section 6.3.2 we take another approach, and analyse what role EPL has to play in

the Dutch setting, and whether and how the current Dutch system plays this role.

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

The analysis in Section 2 and Section 5 suggests that the Netherlands stands out in terms of:

e Overall employment protection is not exceptional and neither is the unemployment rate.

e However, employment protection for permanent jobs is relatively strict and the
protection/regulation of temporary jobs is relatively lenient.

e The strict EPL for permanent jobs is partly due to high severance payments for long tenures,
high procedural inconveniences and a ‘difficulty of dismissal’ that is somewhat above average.

e The flow rates between employment and unemployment are very low.

Strict EPL for permanent contracts (combined with the relatively long duration of
unemployment benefits (see Section 2)) contributes to the low flows into and out of
unemployment. The overall effect on employment is probably limited. However, the empirical
studies also suggest that newcomers and women are more likely to see their employment
opportunities reduced. Strict EPL for permanent contracts may then put a drag on employment
growth, with the rise in the share of non-natives (and their siblings) in the Dutch labour force
and the rise in female labour supply. Furthermore, the lower flows may lead to a loss of skills in
unemployment and may put upward pressure on wages, in particular in a country with high but
incomplete bargaining coordination in wage setting.

But as noted above, there is also a flexible side to Dutch EPL. Following the deregulation of
temporary work, the Netherlands has witnessed a strong rise in the use of temporary work.

Currently, about 15 percent of total employment is in the form of temporary work (which is

8 Id, p.48.
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actually not that different from the average for the euro-area). As noted above, temporary work
may make things better, when they act as stepping stones for regular employment and provide
additional competition for workers on regular contracts. However, the temporary jobs may also
turn out to be dead end jobs, and act as a buffer for regular workers who may then push for
higher wages. For the Netherlands, the impact of temporary work seems to be not particularly
good or bad. A recent study by Zijl et al. (2006) suggests that temporary work does not act as a
stepping stone for regular employment. However, temporary work does improve the
employment rate, reducing unemployment durations.

A related issue is whether the current distribution of workers over temporary and regular
jobs reflects the preferences of workers for different types of contracts, or is merely the result of
‘insider-outsider’ dynamics. Wage-differentials between temporary and regular jobs may be
informative in this respect. Assuming that workers are risk averse, one would expect that
temporary contracts pay higher wages to comparable workers than regular contracts. A negative
wage differential for temporary versus regular contracts may, on the other hand, be an
indication of insider-power in wage bargaining. Zijl (2006) states that in general, according to
the literature, a negative wage differential is found for temporary contracts versus regular
workers, adjusted for workers characteristics.® An empirical analysis for the Netherlands
indicates a negative wage differential for fixed term contracts. Zijl (2006) attributes this wage
differential to two opposing factors. On the one hand, there is a wage penalty for ‘quality
uncertainty’ associated with temporary workers (an employer who is uncertain about a workers
ability is willing to pay him less). On the other hand, a wage premium is paid to temporary
workers because they are taking over the ‘quantity uncertainty’ originating from imperfect
foresight in future product demand. Zijl (2006) concludes that the first effect dominates.
However, another explanation might still be that this is the result of insider-outsider effects.
Finally, although the studies by Zijl et al. suggest that the deregulation of temporary work may
not have been that negative or actually positive for the Netherlands, most authors still suggest
that reducing EPL for regular contracts is preferable to such a ‘partial reform’.

One way to reduce the protection for regular contracts would be to limit the severance pay
for very long tenures; these are particularly high in the Netherlands according to the OECD.
The protection of workers with long tenures is further enhanced by the LIFO-principle (recently
there has been some relaxation of this principle by introducing LIFO within cohorts of tenure,
see Section 6.2) and by the fact that the job market prospects of workers are also taken into
account (which may be relatively poor for workers with long tenures). The strong protection of
workers with long tenures may be particularly problematic in the Dutch setting, where union
density is low but coverage is high due to the extension of the collective labour agreement to
the whole sector. In this way, a small group of older workers protected by relatively strict EPL.
may set the rules for all workers in the sector. Another way to reduce the protection for regular

contracts would be to limit the ‘procedural inconveniences’. According to the OECD, the

8 Zijl (2006, Chapter 4).
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6.3.2

Netherlands is number 1 when it comes to reducing procedural inconveniences. One reason why
the Netherlands is number 1 is the relatively long notice period for firms requesting permission
for dismissal from the labour authority (CWI).**‘Difficulty of dismissal’ is slightly higher than
the OECD-average (the index amounts to 3.3 for The Netherlands against 3.0 for the OECD
average). This is due to the relatively strict rules for justified or unfair dismissal by international
comparison®’ and because trial periods (before a worker becomes eligible for employment

protection) are relatively short in the Netherlands. *

Pros and cons of EPL in the Dutch setting

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

First, consider the relevance of the good sides of EPL for the Netherlands. EPL. may provide
income insurance in case of job loss. This is a potential motivation for the notice periods
included in the CWI route and the severance pay in the civil court route. However, one may
wonder how large the insurance gains are in a country like the Netherlands. Unemployment
benefit levels are relatively high and of relatively long duration. Also, the steep rise in female
participation has made households less dependent on the income of one of the partners.®
Furthermore, real incomes of workers have been rising and capital market imperfections have
probably become smaller, making it less costly for workers to deal with the risk of job loss
privately. Hence, one may question the need for EPL as insurance in the Netherlands, and if
there is a need, it is probably falling over time.

Another way to motivate EPL is the presence of externalities. In particular, individual
employers and employees do not take into account the rise in unemployment insurance
premiums and the fall in the tax base when a worker is fired. As both unemployment insurance
levels and tax rates are relatively high, this seems particularly relevant for the Netherlands. A
firing tax seems a cost-effective way to Internalise these fiscal externalities. In the Netherlands,
excessive inflows into unemployment insurance are reduced to some extent by procedures that
check whether a dismissal is ‘justified’, i.e. based on business conditions and on past worker
and firm behaviour. However, many authors question whether the benefits of involving third
parties like the CWI or civil courts are sufficient to motivate the associated costs (see e.g.

% 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 (2004)). Indeed, a system of firing taxes (perhaps
combined with some notice period and severance pay) may be a more cost-effective way to
internalise the externalities.

Finally, there may be an indirect gain from EPL if it leads to more specific investments.
However, little is known internationally on their share in productivity and the return to an
additional unit of specific investment, let alone in the Netherlands. Furthermore, if there is a
gain in terms of more specific investments, the gains should be large enough to counteract the
‘sclerosis’ effect on productivity. Indeed, EPL may not be the optimal way to deal with
underinvestment in match specific skills as mitigating the contractibility problem directly may
be a more interesting policy option.

On the downside, EPL may reduce the speed at which individuals flow to their most
productive match. To the extent that technology adoption and perhaps also the increased
heterogeneity in match specific productivities have become more important over time, the cost
of EPL in terms of ‘sclerosis’ is increasing over time (as suggested by e.g. Ljungqvist and
Sargent (1997)).

Also on the downside, there is a risk of additional wage pressure from EPL, in particular in a
country like the Netherlands where union density is relatively low but the influence of the union
is large because a collective agreement applies to all workers in the sector. Hence, there is a risk
that a small group of insiders, i.e. union members with long tenures protected by relatively strict
EPL, may use their strong bargaining position due to EPL to demand high wages.

Finally, turning to the ‘ugly’, the empirical studies teach us that even though the overall
effect on employment may be ambiguous, the effects for subgroups are more clear. EPL
increases the employment rates of prime-age male workers, but reduces the employment rate of
newcomers like immigrants, and of persons with intermittent spells of non-participation like
women. As noted above, the inflow of immigrants and the rise in female participation rates over
the past decades may have shifted the balance towards less EPL. Furthermore, the flows in- and
out unemployment are very low, which makes EPL rather costly in terms of further reducing the

employment opportunities of the unemployed.

Reform options for Dutch EPL

Above we have highlighted some potential drawbacks of the current Dutch system, and
considered the relevance of the pros and cons of EPL in the Dutch case. We conclude with a
qualitative analysis of three broad directions for reform. In the first reform option we consider
the case for reducing employment protection for permanent contracts. In the second reform
option we consider the case for replacing procedures by financial incentives. Finally, in the

third reform option we consider the case for more differentiation and decentralisation of EPL.
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Reducing differences

As noted above, reform of the EPL system in the Netherlands has, as in most other European
OECD countries, been mainly partial. Many authors suggest that more gains are to be had by
reducing employment protection for permanent contracts. An extreme version is that the
government restricts employment protection legislation to a small number of easily identifiable
groups like employees on sick leave, pregnant women and union members, and no longer
mandates employment protection for other workers. Furthermore, assume that this also removes
the basis for the severance pay claims in civil courts (if this is not the case, the government
could curb these payments directly by legislation/regulation). More limited reforms are also
conceivable, e.g. reducing notice periods, but these would typically imply a scaled-down
version of the effects of the reform we consider here and would require a careful analysis of all
details. Here we are more interested in the qualitative impact of reducing EPL for permanent
contracts. We note that even if there is basically no government-endorsed EPL, this will
probably not be the end of employment protection for Dutch workers though. Indeed, many
contracts in countries like the US and Japan, where there is little legislated employment
protection, contain privately negotiated severance pay and/or notice periods, see e.g. OECD
(1999, 2004). But still, employment protection is likely to fall substantially even if part of it
might be ‘repaired’ in individual (or collective labour) agreements.

What are the effects of lowering employment protection for regular jobs? A robust empirical
finding is that a reduction in EPL increases the flows into and out of employment. As a result,
the chances for employment will be more evenly distributed over insiders and outsiders. This
may be particularly beneficial for prime-age women with intermittent spells of non-
participation and newcomers like young job seekers and immigrants. These groups may also
increase their labour supply. Furthermore, the flow rates between employment and
unemployment are so low in the Netherlands, that the difference in discounted lifetime utility
between employed and unemployed workers is particularly high (think of the difference
between an employed and an unemployed worker in his fifties in the Netherlands). Also, given
the high duration of unemployment, increasing flows may help to mitigate a loss of skills and
‘insider-outsider’ forces in wage formation, increasing the matching of workers to jobs and
increasing the effective competition for jobs by the unemployed.

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

The effect on productivity is not clear beforehand. On the one hand, workers are more likely
to flow to positions with better technologies or firms that have more promising (product)

demand prospects. Furthermore, the matching of workers’ skills to job requirements will

74



improve. Also, when EPL reduces shirking, productivity may rise (and wages may fall). On the
other hand, employers and employees may invest less in specific knowledge because job
durations will fall, and learning-by-doing may fall due to reduced job durations. When there is
substantial underinvestment in specific skills’/knowledge and/or learning-by-doing is important,
productivity may fall. However, when reallocation is important for productivity, productivity
may rise. There is little empirical knowledge about the effect on productivity (though the
simulation studies suggest it would rise if EPL falls). However, if we believe that reallocation is
becoming more important for productivity growth (as suggested by e.g. Ljunqvist and Sargent
(1997)), the optimal level of EPL is probably falling over time.

Apart from a potential loss in productivity, there are some other potential pitfalls. First,
insofar as notice periods and severance pay act as additional insurance against job loss,
lowering EPL will reduce the insurance for workers against job loss. However, as noted in
above, unemployment insurance (and active labour market policies) also provide insurance in
case of a separation. Furthermore, individuals can ‘self-insure’ via the capital market or a
working spouse, again limiting the insurance loss from less EPL. Furthermore, the studies
suggest that unemployment durations will fall, this too limits the utility loss associated with less
EPL for workers.

When it comes to EPL reform, in particular of permanent contracts, one group of workers
deserves special consideration: older workers. Indeed, the job finding rate of older worker is
relatively low. Hence, they may suffer from less EPL. However, part of the problem behind the
low job finding rate of older workers may be the strict EPL they enjoy. The strict EPL for older
workers with long tenures makes it possible for them to receive high wages relative to their
productivity, and the same holds for the relatively long potential unemployment insurance
duration for workers with long tenures. Strict EPL and generous Ul are perhaps not the only
reason why wages for older workers are relatively high (another good reason may be to
motivate workers when they are young (see e.g. Lazear (1995)). However, insofar as they do
contribute to the relatively high wages of older workers, a fall in their EPL may result in lower
wages. This will reduce the firing and increase the hiring of older workers. Furthermore, when
workers know that there will be less EPL for them when they are old they may engage in
behaviour that reduces the chances of being fired, e.g. by maintaining their human capital or by
switching to a more productive job before the current job becomes unproductive. Because the
current older workers could not anticipate the policy change, it could be preferable to introduce
less EPL for longer tenures for new cohorts only or to at least have a separate treatment of the
current generation of older workers. Finally, regarding the timing, the transition phase in which
older workers may have to look for alternative employment may become more costly over time,
due to the ageing of the working population. Hence, it may preferable to reform sooner rather
than later. Also, one has to consider lower EPL for older workers in combination with other

institutions like unemployment insurance, i.e. with more reallocation for older workers, one
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might want to reconsider the relation between the duration of unemployment benefits and

tenure.

Replacing procedures by financial incentives

The Dutch system of employment protection depends heavily on CWI and civil court
procedures. An important function of these procedures seems to be the reduction of the inflow
into social security. However, the costs in terms of resources for firms (they have to make a
case at the CWI or the civil court which may be a costly and lengthy process) and for the
government (e.g. CWI employees and costly hours of the judicial process) seem substantial.
Rather than using costly CWI or court procedures, one could also bring the societal costs into
the individual firing decision by introducing a firing tax (there is an analogy with the economics
of pollution, where optimal behaviour can be induced by costly regulation or by ‘simply’
pricing the externality). Like current procedures, the firing tax could take into account the
differences in the social costs of dismissals of different (groups of) individuals, as well as any
possible additional costs in the case of massive layoffs. One could think of a lower firing tax for
young workers than for older workers (provided this does not result in excessive wage claims,
see above). In general the firing taxes could depend on other characteristics related to the
expected unemployment spell. As far as it is cost effective, one can also take into account the
efforts put in by the employer to limit the welfare costs of the dismissal, for example by
providing training opportunities to workers. Furthermore, one could let the firing tax depend on
firm size, so that small firms with positive discounted value but facing credit constraints do not
go bankrupt in an economic downswing. Also, to prevent firms from getting into financial
trouble due to the firing tax, one could allow firms to pay the tax over a number of periods (as
in the American system of experience rating of unemployment insurance premiums).

Two further design issues are whether the firm should pay a firing tax in all cases and if
there is still a role for court or other procedures (see also Blanchard and Tirole (2003)).
Typically, we would not like to impose a firing tax on the firm when the worker quits, as long
as it is voluntary. When a worker quits for another job the separation has little or no external
effects (via tax receipts and/or social security expenditures), hence there is no need for a firing
tax. When a worker quits to non-employment and forgoes his or her UI or welfare benefits
entitlements again it seems largely unnecessary to levy a firing tax, though one still might want
to levy some tax on the worker or the firm because of the fall in the tax base (in general we
would like non-participants to pay taxes so as to reduce the participation distortion, but this
seems infeasible in practice). In this case there might be a role for the courts. When the worker
files a complaint the court has to make sure that the quit did not result from harassment by the
firm so as to circumvent the firing tax. Finally, when the separation is the result of bad
behaviour on the part of the worker one might also not want to impose a firing tax. When the
worker is fired because of criminal behaviour he or she loses the UI or welfare benefits

entitlement (though again we still might want to levy a firing tax on the worker due to the fall in
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the tax base). Also when the worker is caught shirking (an x number of times) and shirking
workers lose the entitlement to UI and welfare benefits, the firm does not need to pay a firing
tax. In this case the firm would have to show to the court that the worker was indeed shirking,
and the legislator has to be clear on the evidence the firm has to be able to show to ‘prove’
shirking.

What changes for employees, employers and the government when we move from
regulation to pricing of dismissals? For employees of employers who originally would choose
the CWI route in the current system, replacing procedural inconveniences by a firing tax will
not make much of a difference, the firing tax can give a comparable amount of protection. For
employees of employers who choose the civil court route in the current system, it will make a
difference because they lose their entitlement to severance pay. However, they too are now
‘protected’ against excessive dismissal by means of the firing tax. The insurance against the
income loss is provided by UI or welfare benefits (or other channels like the working hours of a
partner). The government gains due to the savings on costly CWI and court procedures.
However, firms and employees may also benefit from this. The firing tax is not a cost to
society. Indeed, the receipts can be used to reduce premiums for UI and welfare benefits, which
would reduce labour costs or raise net wages.

A potential drawback of replacing procedures by taxes seems to be the loss of tailor made
procedures. Indeed, current procedures may be more tailored to specific situations. However, on
the other hand, there may be an additional gain if clear firing tax rules replace somewhat

uncertain procedures in which firms and workers are not certain of the outcome ex ante.

Differentiation and decentralisation
Individuals have increasingly heterogeneous (working) lives. Jobs have become more
heterogeneous and an increasing number of individuals has more than one career and/or has
multiple jobs. A third direction for reform is to allow for more differentiation and
decentralisation of employment protection. In particular, employers and workers would get
some room to set the level of employment protection in labour contracts. This could be done at
the individual level but also via e.g. collective labour agreements. In this way, sectors or firms
for which e.g. specific investments are important could opt for more employment protection,
while sectors in which specific investments are less important could opt for less employment
protection. Another way to motivate further differentiation and decentralisation is differences in
risk aversion. For example, younger cohorts or workers with high ability may be less in need of
insurance via e.g. EPL. Allowing for more differentiation in EPL may then increase welfare.
Another interesting aspect of further decentralisation is that firms and workers can agree on
EPL as part of a broader package, with explicit agreements on EPL and related aspects like e.g.
schooling and performance-related pay. Moreover, the decentralised parties may opt for more
transparent rules. There would still be a role for the government, but this would be mainly to

oversee that privately negotiated EPL is effectuated. Furthermore, there could still be a role for
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the government to stimulate a market for contracts (see e.g. MacLeod (2005)), so that firms and
workers do not have to ‘reinvent the wheel’ when it comes to setting the contract but can
‘simply’ pick the optimal contract for their specific case. Furthermore, workers and firms would
be allowed to design temporary and permanent contracts the way they prefer. By fine-tuning
labour contracts, the dichotomy between regular and temporary contracts could be reduced.

Again, there are a number of potential drawbacks. When we allow for more differentiation
and decentralisation, adverse selection may become (more of) a problem. Firms offering more
EPL will attract less productive workers. As a result, firms and workers may be caught in a
situation where it is optimal to choose too little EPL, see also Section 3. Whether this is
empirically relevant remains an open question, but we do observe EPL in private contracts. It
may be more relevant for sectors with substantial heterogeneity in worker productivity. In this
case a governmentally set level of EPL may help. However, this comes at the cost of less
differentiation, and requires a lot of information on the part of the government. Furthermore,
insider power may be a reason for the government to limit the extent to which firms and
workers can agree on EPL. The ‘winners’ of EPL may try to bargain for excessive EPL for their
personal gain. Also, some firms (and workers) may seek to reduce EPL for e.g. older workers,
resulting in excessive inflows into social security. As noted above, to internalise these

externalities the government has to step in.

Summarising

We conclude with an overview of the main points of Section 6:

The dual system of employment protection, firms can choose to go to either a public
administrative body (the CWI) or to a court for a dismissal, has survived for many decades.
However, some things have changed. In the last 20 years we have witnessed the rise of
temporary contracts, and an increased use of the court route for dismissal. Currently, the route
via the court is about as popular as the route via the CWI. The latter is time consuming but there
is no mandated severance pay, the former is swift but typically entails severance pay. Smaller
firms often take the CWI route, large firms often take the route via the court.

Apart from its dual character, the Dutch system stands out in a number of respects which has a
number of consequences. First, EPL for permanent contracts is rather strict. This reduces the
flows on the labour market, which are particularly low for the Netherlands. Furthermore,
newcomers like immigrants and women with intermittent spells of non-participation are likely
to suffer in terms of reduced employment opportunities. These groups are becoming more
important in the labour force.

The protection of older workers with long tenures is particularly high in the Netherlands. They
receive a lot of severance pay in the case of a dismissal through the court, and also are less

likely to be fired in the case of a mass layoff. This may push up wage demands by unions.
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Union density is low but coverage is high, and most of the members of the union are older
workers with longer tenures.

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

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

There are a number of trends that seem to work in the direction of reducing the insurance gains
of EPL, like rising female participation and rising incomes/asset holdings by workers.
Furthermore, insofar as reallocation is becoming more important, due to e.g. faster embodied
technological change, EPL may put more of a drag on economic growth than in the past.
However, the role of EPL in internalising the social costs of dismissal remain particularly
important for the Netherlands, as unemployment insurance remains rather generous (in terms of
the maximum duration) and taxes on labour are substantial.

We conclude with 3 reform options:

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

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

3. Further differentiation and decentralisation allows different sectors and groups of workers

to tailor the working conditions to their specific preferences.
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Concluding remarks

International institutions call for reducing employment protection. However, a large part of the
general public does not support this. Our review suggests that this opposition may not simply be
rent seeking by overprotected insiders, and the ones that strongly advocate reform or strongly
oppose it are merely expressing their priors. Still, some findings are robust, like EPL reducing
the flows between employment and unemployment. Furthermore, by going back to the
functions of EPL and using the findings on EPL we can still come to a number of interesting
reform options.

However, most research raises more questions than it answers, and this paper is no
exception. A big step forward has been made in theoretical work, where EPL is now sometimes
analysed in a setup where it has some role to play. However, even these papers still have a
number of important drawbacks. Market failures are typically simply assumed. Furthermore, the
papers often bypass potential political economy problems. Also, the analysis is typically more
ceteris paribus than we would like, e.g. unemployment insurance is typically exogenous. In
particular, what is the optimal structure of EPL and social security for older workers?

Regarding empirics, at the end of the day we still have little empirical knowledge on the
impact of EPL. We have some idea about the impact on labour market flows, and the overall
impact on employment and unemployment. However, this knowledge stems mostly from cross-
country studies that potentially suffer from a number of serious limitations. Next to the ‘usual’
limitations of cross-country studies we mention the subjective character of the OECD index and
the lumping together of different types of EPL (e.g. firing costs and severance pay). Also,
studies suggest that deregulating temporary contracts may have a different effect than reducing
EPL for regular contracts. Using the overall OECD indicator imposes the same effect. To make
more definite statements on the impact of EPL we need more studies on data at lower
aggregation levels. Our current knowledge on the effect of EPL on productivity, let alone any
resulting insurance gains or overall welfare is very limited.

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

The items above are on our research agenda, but we hope that our analysis also inspires
others to join the continued discussion of how to improve our EPL system and to analyse the

trade-offs associated with different setups.
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