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Abstract

Firing costs are often blamed for unemployment. This paper investigates this
well spread belief. The main points are two. First, firing costs are modelled in
an efficiency wage model to capture their effects on employment through wages.
Secondly, dismissal conflicts are modelled explicitly. In the context of
imperfectly observable effort, a double moral hazard problem can arise and in
turn firing costs reduced employment because they increase the rent to be paid
to workers. The determinants of the double moral hazard problem such as the
imprecise definition of dismissal causes are andysed. The main policy
conclusion is that focus should move onto the clarification of the different
causes of dismissal to minimise the room of interpretation. If so, then high
enough severance payments in case of “unfair” dismissals can actually have a
punishment role and prevent the double mora hazard problem.
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EnpbymattP rolectian and U nrempbymatt
iInan E¢amcyweﬁgaM acHl
I aat U

1 Intoductan

Firingasts are often bemed Torunemp bbymattin Eurgpe (see0 ECD (1995), Tarinsten®).
T he am of this pgperis 1O investicate this widespreed bellef fran a theoretical pant of
viens T he model we buld makes tno main parits. First, ..1ing asts are intraducd in
an e¢ adancy Wwage macel 1o pture thar e ectls an enplbymant thraugh wagss. Seaod
damissal artticts are mocekd eqlidtly and tharasstis denved. |n pariaular; thotpes
ofdismissak are acasidared riedundandes and disaplinary dismissab, whereenpbyars ad
empbyess hae attidinginterests' .

D espite the pravalaitidea of the (necatine) e ect of ... ring assts an empbymant; spe
aally anagpaoicy makers and enpbyars, thereare \ery dic erartviens anangeaonanists
dgpending an the model used. Farinstence acoading 1 the insider-autsider theary put
fovnad by L indbedk and Snoner (1988), ..nng asts are a saure of market poner Tor
inmmbattwakers (the iNnddars) s aus the uampbyed (the autsidars). Indders use
thar maket poner 1 edardse yyvad pressure an thar wagss and therdoy ganerating
uampbymeant A aaading 1o this view the higher the .. ring asts, the highar the unemt
pbyment

A anpEtly deattMenof..nngasts is he ae byl azear (1990). H e shons that
ifmartets are paerbctad anmpEte then texdbEe wags an udo all the eeects of .. Hing
asts ad therelag ..1ing asts are neutral an enpbymatt W arkers pay exante a e
whidh is equal 1 the severance paymait they getin aee trey are .red. ITthey kep the
Jdo, they gettha riee backwith hiderweoss. Insudhavnwarld forany el of.. ningassts,
itis alnays passibe O wite an gotimal aontract that undees alll the e ects ofF saveranae
paymants.

A thirdwuvewof.. ingassts highlidts the passibi ity of .. nng acsts arisingendagenausly.
T his gopraadh is mativated by the ot that saometimes ... 1ims and warkers negpliate sever
ance paymeants which do notadndde with the anes lcally set; oreven, same.ims aorer
s|verane paymaTts in the absenee oFamplymant protection bBgshltion. Several authars
hae inestigated this idea in dis erantaatexts. Farinstanae B aoth and Chattengi (1989)
astructa madcel of .. /im-gpad...c training where the returs 1 training are uncrtan s
well s5 the autsice qotias Torvworkars. 1N sudh aaotext, the assts ofraning are shared
betnean the ..M and the worker because thare exdsts the passibi ity thatwarkers quit In
Gae ofbangdismissad warkers are aampasated by this astwith a redundancy paymeant
A BQ B aoth (199 7) agues thatin a tho pericd model where itis in the interestof ..ims

1T he ..M hes t© ampeasate the workerwhen fading a redundancy Whi ke no campersatian is recpired
in adisaplinary dismissal




1 hae bhgtam enpbymait reltiaships ifnwatkers are nskaerse they preeraan
tractwith redundanoy paymatt, ad riskneutral ..ims ..nd itgptimal o o erit Finally
SankP aul (199 § eqplaes how.. ing acsts arise endaganacsly in adynamicet dencoy waege
madel Firms may dcse tovoluntar ly aer..ing assts in tha r Bbauraotradts because
tese heb ..1Mms t© aedibly aammit to mare stebke enploymait pdlides in an uncartain
eMramait

T hese three viens epasad aboe have radically dreraitidess of . .ning asts. 0 e
aud summarise audely that.. nng asts are “bad”’” acoading o te .. iIstview “neutral’
acading o the ssaod viewv areven “goad”’” acoording 1o the third view sinee they ean
be an gotimal inrstument for..!ims. Caseguatly these three framenorks summarise alll
passibe e ects of .. g asts oerempbymantt T he madel presated here is an et aency
waoe modkel where dismissal aatticts are asstly. A s iewill be ssan, modeling .. iing assts
in this way allons 1 integate the thiree dic erantviens matianed eboe.

I st of the existing warkk an ..ring acsts Toausss an Ebaur demand modek ad the
aly tpe of dsmissab axsidaed are redundandes’. T hese macek are vary usefil or
udarstending the e ects of .. ing asts an the dynamic Tuncianing ofthe Boaurmarket
H onever; the e ects an aggregaie enploymenttare ambiguous and ramain in partial equr-
ibrium. T he impliatassumptian of Ebaur danand maodek is that wagss are exacpas
and do not dhance in the presence of . ing asts®. 1N aurmaocel Wages are endoganacs
ad ..nngexgmas. In this way, the madel hichligts another dmasian of.. ning assts
wvhidh is not gptured by Hbour danand modek. To Toas an the esects of ..ring asts
an the wage setting is partiaubrly impartant or thase unemplbymentmaode iInvhidh in
e lIbg run the trempbymatrate is determined entirely by g run supply edtars (s
L ayad etal (1991)).

T hare is a anmanly hed idea that .. ring asts are hich because dismissal aatticts
inolhe e administrative and bcal asts ad that these led 1 hider Bbaur acsts.
A haugh this partis often made itis wsually madeld in asimplisicway. ...1Hng asts
pad by ..1ms are assumed 1 be hider then the indeamnity that ..ims hae o pay 1o
watkars'. B utthis is notactually the Gese in most Eurgpean aountries. Insteed, the saurae
ofhiger... nngacsts hes todomaewth the fectthatthe lbByshtion generallly sets ahiger
|werane pay Tor asss t\en 1 aurt ad dedaad “uiar’ then or those asidered
“&ar’ by aurt T hese taams are de..ned fram the warkers perspective. A N “utlar’ caee
is When the courtaasiders that the .. is wiag and therelare the waker must recae
te (“‘unfar’) ..nng astbecause itis an unjustdiamissal T he “Er’ saverance paymeant
is the debullt indemnity Tra dismissal W hen a ase is @en to curtad is dechred
“ar’, the curtasidas thatthe ..M is ngitand the warkersmply reaEves the defeult

2Seg foreampke B entolil and B ertola (199 0), B entolila and SainkP aul (199 4), B ertola (1990 and
1992) and !l ickell (19 78).

3 n eamptian of this is B ertola (199 0).

4SeeB urda (199 2) Toramodel of this sart




indemnity. Farinstanag in Sparr, the asst of a redundancy declred “Eir” is 20 days’
WaES per eech year worked with a maxdmum of 12 mats” wagss. Butifthe cse is
dedlared “unfar’, the asstis mae then dabk 46 days” wagss per year worked with a
maximum of 42 manths. T his “uiér’ rate ako goplies to disdpliinary caeeC.

In this pgper; we epliatly madel danissal atticts ad dere thairast Cattids
betneen enpbyars ad enpbyess aan anse Torvery deerait reesas. |n general when
eer..ims e a redundangy, they wait 1o use disdplinary diamissak in ader to aad
paying..nngacsts. W e model.. nng assts in a aatextwnere warkerer artis notperfectly
dosenvebke. T his actually proJdess a ratiaake Tor the edstence oFworkers” ngitto sue
tharenpbyers in eee of dsageamatt In sudh a aatiext workers éan be in a wedker
pasitian becaLse .. IMs Gan getanay With the use ofdisdplinary dismissabk wherever they
need o adjust harworkioree (1.e. In Gse of redundangy). T herefore there is a reesan
1or jJdb protectian iBgshtion o induce the ngitiorenpbyess oaeass oaurt T he
dranbakis thatwarkers wi il then t&d todany any disdplinary Gee togeta compasatian
(spedally ifthe incemnity is higherwhen the Gase is declared “unar”), agpin, because of
te d¢ ailty in doservingwakereeart A s itwill be disassad a doubke maral hevaxrd
prdbEn culd arise 0 urdaim in this paperis that the resolutian of this prdolem by a
third party w ll be imperfiectgven the infomatiaon prdolem.

T he exstance ohimperfect resolutias ofFdismissal Gases wWillin tum imply thekdisaphl-
nary dismissabk W ll notbe asstiss and .. nng assts W ll have a necative e ectan aggrecaie
enpbymat A s riewill be disassad atthe ed ofthe pgper; the solLitian does notnecss
sarfly imply the eliminatian of .. ning assts. R ather; whatwi ll gpopear 1o be impartatis
e gp betineen the severance paymentfor aess aasidared “uniar” and those “|ar.

W e coaatrate an dismissal arttictls of smal¥ medium ..ims forwhidh “indivicual’
dismissal riegulation gpplies. In e of |rge ..ms, redundandes are generally under the
“acdliective’ dismissal regulatian vhidh implies thatt the number-of redundandes ad thar
total asstare bargrined with a third party (generally, unias)’ .

In aurmaodel ..ms will bear a ..nng ast that is eadly the same as the indemnity
recanad by the warker: 4 s matiaed this is the Gse Tor most BEurgpean countries. In
aountries in whidh the administriative gpproval processes are \very amplke$, many of the
s are settied by the waker ad the .. aut of court, praasely 1o aad these asts.
T harefoe again .. IMms do notbeara higher st then the indemnity reaived by warkers.
T he water reaE\es a settlEnattvwhidh anaunt ies betinean the kcal severance paymait
ad the (eqedted) ast hed the ee gae O curt In this sasg the .. .nng asts due

5See b ruob and W el (1993) and 0 ECD (1999) for a acamparism of these indemnities in diz erant
0 ECD aountries.

9N this s the dir erance in acsts ofbetnean a“‘uniir’ and a“Eir’ ceeeis extrane 45 days’ Wags
peryearworked it “‘uniar’ versus no ampasation if“&ir’.

’SeeB ooth (199 6and 199 7) Toramadel of .. ring assts in unianised sectors of the

§T ypically, this is case in sautherm Eurgpean aountries (seet rubb and W ells (199 3) and 0 ECD 999)
Torseweral indicators ofthe “striciness” ofemplbyment protection kBgstian).
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1o danissal atticts that ae davad in the presant model an be thaughtas the upper
baud chnwhataworker auld recave from barcainingwith the ..m.

T he restofthe pagperis aganised as Tdllons. FHist, .. nng asts are desaibed, and thar
implicatias for (e¢ dag) wagss and enpbymait are dermmed. In the Estssdtian we
disass sane pdicy implicatias.

2 Themocel

T he madel is a varsian of the shirking madel of Shepiro ad Stditz (1984) with ..nng
axts. A sinShepiro ad Stditz, aworkers e atis not perfectly dosenebke ad there
is a detectiaon tEed oy that catdes shikng wakers (never emraeassly) wth sane
prdosbiity g \Wheare g < 1). W hen awateris foud shitking heis ..red and becones
uempbyead. W aters abo hae an exaoganaus prdoabi ity b; ofbaing separated fram thar
jdb Torredundancy ressa® . 1N the nextsactian we desaribe how... ing acsts are maokked.

21 R edudades ad disaplinaexy dismissak in arttict

I cst industriallsad countries hae a jJdo protecian Bgshltian framenark that protects
watkers eacarnstredundandes. T heideais thata redundanoy is an exkasggas eaitto the
workerand impases a ast o him ad thus he mustbe aompersated Torit A tihe same
1ime eanpbyers are allonad 1 .. re warkars Tardisaplinary reesas withouthaing o pay
ay aanpersation.

A framenakwhaere wakers e artis imperfectly dosenebE is bestsuted Traasider
ing another aamman Eature of jdo protectian Egskltian, namely the ngittiorworkars 1o
sLe enpbyers in Gse oFdisageanat

W hernever...ms nesd o adjusttra rnakiaoce they wantto use disaplinary dismissabk
O aad paing.nngasts. A d the dic aulty in dsserving waker ee art mears there is
same dence that..iIms an getanay wWith sudh strategy/° . T he it orvworkers to sue
enplbyers in Gee ofdisageanentean ampasate T this imperfection. B utthen similbardy
1 ..ms wakars will day any reesas Tor disdplinary dismissal 1o get a ampernsatian
besad an unjust gounds. 1N sudh a antext. both true disaplinary Gses and hidden
redundendes am\e to aurtas disdaplinary Gsss. Caurt's dedsias are besed onwhatever
evdence (ifany) is presanted by the agaits, whidh is notperfectly aonelated with reality
g\ven the infamatian prdolem. Sq in general aaurts are notablke 1o perfectly distinguish
betnean true disdplinary Gsss and hidden redundandes. T hus, the resoluian by a third
party w il tad 1o be imperectg\ven the infamatian prdolm.

T he terms adverse econamic shodss and redundandees are used interdiengeebly here.

0y alb (1998) axsidars the cese hare ..ims Lse disdplinary dismissak in Gases of redundandes in a
madel where ...ring asts are bargainad in the shedow ofthe B betineen empbyerand enployes.




Inthemadel this is represaied by the fctthatsome (rue) disapinary dismissal Geses
aud be mistakenly asidared in favaur of e warker (e “uni&ar’) and sane hidden
redundendes aould be mistakenly declred in fvaurofthe .. (e “Er”) by caurt In
othernwads Inthe.. st Wworkars are aampansated Wwhen they shaud not A nd inthe
ssaod Gse .. ms add paying ... ing assts Whaen they shauld have pad them.

W ede.nem astheprdoshi ity thata (true) dsaplinary dismissalis mistakenly declred
“uniar’, wherem > ( gven the infamation prcblEem. T hatis, with prdosbility m
dsdplinary Gess astthe “unary’ rate because they are declarad in favouroftte warker:
0 niywth prdosbility (1 § m ) thereis no courtmistake and disaplinary Gess are astiess
ote.m.

W ede.nez as the prdosbi ity thata (hidden) redundancy is declared “unir’, where
z < 1 gwen tre infomation pradblem. T hatis, with prdosbility (1 § z2), thareis acurt
mistake and redundandes are astiesss o the ..m. 0 niy with prdoabiity z, the workeris
ampasaied Tora redundancy G2

Fimms G betier proe thata (true) disapliinary dismissal is indssd disaplinary then
proe tata redudancyis adisdapinary Gee T hatis, the prdosbi ity thata digmissal
“en toaurtis astless o the .. m is hidernnwhen itis a (rue) disdplinary dismissal then
whenitis a(hidden) redundangy arthatz _ m - In othervwads, the prdoshi ity that the
e is dedlarad in favourofthe warkeris lonerwhen the ceseis a (tre) disdplinary Geee

W e assume that the EgslHIION .. >&s a severance paymant of cior redundandes and
asaeraxe paymaitofC ifte e is @en o caurtad is dedaed “unar’, where
c- C. T han gwen the dabkE maal hezard prdolam, the .1’ eqoected .. ning aosst of
a (e disdpinary damissalism C and ofa (hidden) redundancy is zC . Tabke 1 bebow
sumMMmarises ... iing assts desaribedt .

Tebk1: Frngassts Tor redundandes and disaplinary Gsess

R eality D eclxation BEpected Cost
of..m ohnater r..m
Redundacy Redundancy aoapts C
Redundancy Disdplinary  daes zC
Disapimnaxy Disaplinary daies mC

Tosum uwp, gven the antext desaibed aboke there is alnays an incative or..1ms
10 declare redundandes as disaplinary Gsss and Tor the warker 1o dany any disaplinary
Ge. b furtherdisassian ofthis doubke maral hezaxrd prdolEm is dare in the stsecian
of the pgper-

11| et’s assume that in cese of redundandes presarited as disdplinary Gasss, the . Gan never show

evidae of the case and the astis ZC . In the cese of real disaplinary cases, ifthe ..im is abke to proof
e e with prdoability ks hen theastismC wheremC ~ 0 § KO+ kL. Thusz _ m:
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22 N anshikkingaditian

In this sectian, we analyse the wace warkers must be pad in ader that they epad the
optimal e artan the jdb. W orkers are risk neutrall? . T harinstantaneaus uti ity Tncian
is UWw;e)=w je; wearew isttevvageade is teeat W aters eatddacs are
dsaete. ITthey shirk they epad zeroe artad produdian is zera. T heer artrecuired
perfom inte jdise > 0.

W arters dooe the el ofae artthatmaxamisss tarutiity actualised atrater. By
V< ve denote the presantdisaounted uti ity ofan employed wokennhen shitking (i S) ar
nan shitking (FN ). Firms vwant o o era antract such thatwarkars expad the gotimal
aeat Inwvwat olons the coditian underwhidh a worker will dhocse not o shirk is
studied (the nonshitking aondiian, N SC).

W hen aworkerdoss notshink he gets autiity equal to

rVd =w je+ by + zC §V&) ()
whi ke ifthe wakerdeddes toshirk his utiity is

IVe=w+ bly+zC §VD+ alu+mC §Vo) @
A s inShepiro ad Stighitz (1984), shikingsases the aumantdisutiity ofe atbutit
implies a higer nsk afbecoming unemployed. T his rskis progpartiaal 1o the prdosbi ity
ofbang caugtshikiing (). Firing aosts akbo intuence the e artdedsian here because of
e imperlectcourtdaasias. W ith prdosbiity m ; shikingwarkers may be aompasated
with a severanae paymant T his reducss the astofshirking
T he wakerwill dhooe o prodce an e ate; ifad alyifvVl _ VE. W eanwite
this codtiaon utsingequatias (1) ad 2) ad gettteN S infom ofutifties:

VESiVU>%+mC'K 1)

T his acoditan states that in ader 1o projce inaantives, the punisimattof ksing a
Jdo mustbe at sstegual 1o the gopartunity astofshiking denoted by K . Substituting
this aaditian in eguatian (1), we getthe incative campatible wage

w_ejheC+rVg+t Kr+ b~ v (@)

In this wage eguatian, wWe Gan distinguish betineen the resenation wace (. st three
tems) ad the rent inked 1 the incaaive prdolem (sttam). FaC = (, this aanditian
is the same as in the angnal Shepiro ad Stiditz (1984). In ader to proAde incantives
wagss need 1o exasad the resenvation Wege by a et K - T his i|etis prgparical o the
gJopartunity ast of notshikingwadtied by the tarm (r + b). T he hidher the discount
rake the mae avnwolervales the saving ofe attoday: T he hider the prdosbi ity of

12 Foramackl of .. ring acsts where warkers are risk aversg see B aoth (199 7).
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baing...red Torother reesas than (ruly) shilkding Gesss (e shodss), the mae astly itis
epadae attohy.

FarC > 0, we e distinguish tno tpes oFer ects of. g asts. those directly related
writh the inaantive prablem and those thatare not. Finngacsts ae ectthe incantinve pradblem
because o the extatthat (truly) disaplinary dsmissak are declred “un&ar” (i.e,m > 0),
shirking T his implies that..ims hae 1o pay hider rents in ader o preventshiking as
G be sem in the aboe nonshiking aanditan (ss2 equatian (3)). T his eeectof ...Hng
asts hes the same favaurss thattin the insider-autsider theary, where .. ing assts inareese
market ponerofinambentwarters.

A thesametime indgpendantly ofthe incaive prablem, theintraduction ofmandated
sverance paymatts allons the empbyer 1o reduce the wage e<xactly by the same proportian
thatthe presentdiscounted uti ity ofan enpbyeeis inaeesed Withautar ecting incaives.
T his aan be seen in the .. nng asstelbement of the reservation Wace (see equatian (4)). T he
idea is that bnerwagss todhy together with acompasation when baing .. red for shodkss
Eae the presentdiscountad uti ity ofbangemployed undienged. T his er ectof. nngacsts
is the same as thatprgpased by L azear (199 0)!3.

A Mhoudh this Bstmedheniam is notdirectly related with the incantive prdolem, ithes
\ary interesting inks with et dency wages in madeks inwvwhidh . .ingis notexgaas. A s
matiaed in the standad et dency wage madel withaut severance paymaits wakers
are pad a*“..nng pramiun” in ader 1 prevaitshinking because ependng e artis more
astly the higer the prdosbi ity ofbang .. red due o adverse ecaanicshods. W hena
s|verane paymentis impcsed ..ms e tho qopaaite e ats in the presence of shodks
ey hae o pay an implidt..nng ast 1 aad shiking (the “..Hng pramiun’), but
they an lbnaerwagss becase warkers are being aampeansated when ... red after a shod<d®.
A nimpartantfurtherinsiditis mace by SaneP aul (199 §: in adynamic et adaxcy wage
madel itis in the interest of .. ms © volLntari ly indude a saverance pay in the Boaur
aactthat they aer:. T his is ae pasibke way Tortre ../ o aedibly aonmitto hae
amare stebke enplymeantpolicy when feang shods whidh then allons the .. m o reduce
drectly the“. nngpramium” be pad. T he gotimal severance paymattis sudh that the
“.angpremiun’” ofthe e daxcy wace is ampletely anmpasated. |n the presattmacel
e imperfect curt resolutias imply that... rims do nocbvant to o er severance paymeants
ovwotars®.

135 orm =1, the tnomacek have thesame predictias (see sectian (2.4) where the marketecpi Ebrium

is sohed).

14See Katsimi (1998) for a mare deta kd derivatian of this medhenism in a fullly stodhestic e¢ dency
wace macel

BIfm =1, .mswaud a er..ingasts in the presentmaockel Intheceseofm =0, TrC = eqthe tho

madebk would adndde. Still in the presaitmadel saveranae paymeants are st Bcplly vhie in SainkeP aul
they arcendogenas. SeeB aoth (199 7) Toradisassion where the bvel ofmandated .. ing assts may dicer
fram those bargained.



Bak o ttell anrShikking Caxditian, ifa aractsatis.es teN S, thatis ifthe
wakeris pad at st ar; ifbang unemplbyed is asut dently e punisment (V2 >
Vu), tevwaterwilldose bepadteaate. W ede.neVe as the eqaedted utiiity in
equiibrium. T he .. dhocsess the minimum wage atwhidh the workerwill notshirk so
thatin equiibrium theN S isbindingandVeg = VY = V.2=:

23 H inmngdeasias
A W..ms in the model are idatical ad in.nitely ved. T hey dase enplboymaitsoss 1o

maxamise the eqpecied presattvale of pro. s dscouied atrater. W edanotie by | the
presentdiscounted valbe ofmargral pro. . W e hae

ri=fWLiawibzC + })

wvhere f(L) is the production Encicnwith fqL) > 0 and FRL) < 0:

Inthe presence of.. ing asts. the margnal astofhinngawarkeris gven by thewage
pls the TUtLire expected astofbang..red. T hereis no astofpcsting\vecandes, 0. 1Ims
hire workars 1 the pantwhere te margral pro. tiszerg ie | = (. L abaurdanand in
steedy state is gven by.

L) = w+ heC G)

T his equatian shons that, Tor gven wages, .. ning assts reduce Bbaurdemand prapar
taally o thareqedted presatvale

24 | atketegulibrnum

Equ ibrum caurs when eedh .. m, tBlkingas gven all other... ims” wagss and enpbymatt
..Nos it otimal 1 o er the gang wace rather then a dreratwage T he key market
\ariebke that determines .. m individual behaiauris the presentvalle ofthe utiity ofFan
uenpbyed waker; V. L eta be the rate oFedat fron unanpbymatt To smphfy, we
suppcee thatuempbymaitbae. s ae zao,

W ehae

rvy = a(Ve 1 Vu)

¢ venthattheN S is satis.ed we hae thatin egu ibrium:

rvy = aK ©

N o substituting equatian (6§ in equatian (4), we et the et dacy wage aine in
e ibrium:



w=1¢ jhzC + K(r+ b+ a) @
In equi ibrum, theinaative cmpatibkewvwaceis highertre hidgertteedtrate fron un
enmplymeant T his resultis abotoud in Shepiroand Stidhtz (1984). T he rent inked with
theinantive prdblem isvwadtied by a because the higera; the Iess becomingunemplbyed
is apenalty.
W ederveemplbymatt L, from the steedy state Tons aanditia insteedy stateintons
uaenpbmaitaegwvenby bl . O utons aegvenbya(l L), werel is the ol
ohwotars intheecoamy. T hus

a\ aL)=hbL @®)
T haekae

aN
T a+b

Cambining equatias (6) ad (7), we get that the equi ibrium auttowv rate of unem:
plyment; a®, is gven by

fL)=e jC + K@+ b+ a)+ zC ®)

In eguatian (), It be sean that the saaod type of e ect oF severance paymeants
maTianed before can be TUlly udaoe the sscod and the Taurth eemattofthis equatiaon
anclaut T heidaais thatifmarkets are amplkete ad perfect, ad ..nng asts are Ully
taskerrad bwalkars then they are neutral on anploymantbecause the vwace is reducd
by the same prgpariaon s the inaeesad shedow asst of Bbaur (seel azear (199 0)).

H onever; in this madel even if...iing asts are TUlly reavad by warkers they are not
neutral becase they e ecttte rant K . T heer ects ofsaverance paymaits an e et daxcy
WECE setling have no caunteracting e ects thirauch the naonwage aampanantofthe shedow
axstof Bbaur: Thaeloe the wage sdeduk is shified 1 the Eft ad it hes a necatinve
impacter ectan eanplbymatt Itis intaresting 1o note thateven ifthe wage is setby the
..M, 1tis notpcssibe o Tilly endogmize the severance paymatis in the workers” wace.
A s mattiaed this resultis due 1 the presence of a dalbke maal hezard prdblem thae
an anly be resohed imperfectly by a third parts. T his implies that.. nng asts hae a real
e ectbecause they redue the astofshiking

TheaggegaieN S Gan abo be witien in tams of the umempbymaitrate u Re
plang ecuation ) into eguatian (7), we get



Ww = e jeC+K r+

N gL

e jleC + K[r+ b=y
whereus (N §L)AN

T his eqoressian Gan be ripresented in e (W. L) space. Fgure 1 shons the Boaur
martet e ects of neutral and nanneutral . .nng asts. T he ase whare . .ning asts are
neutral conespacs o the Gase here thare is notsudh a dauble maral hezard prdolem' S,
A furtherdisasssian an this prdolen and same policy implicatias is develgped in the next
sctian.

NSC

— Non-neutral firing costs

l No firing costs

Neutral firing costs

L

Lic=0) N=L
Foguae l: Il arketeou ibrium with neutral and nonneutral .. ing asts

19N sudh aese disdplinary dismissak have zaro ast and therefre they do notar ect the rent to be
pad oworkers. Casagquaently, ...ring assts are neutral an enployment
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25 Podicy implicatias

In the model presanted aboe the exdstacee of jJdo proiectian Bgshltian in a aatextin
vwhidh waker e art is not perfiectly doservebke implied that .. ring assts hed a necative
eata enpby/mait A s eplnsd the prdolem in sudh asystan is thatthere is alnays
an incantive or arttict betneen enplbyer and enpbyes, i.e Tor the enplbyer to daim
any dismissal 1o be disaplinary and Tor tte worker o day any disdplinary e, T his in
wm implies imperiect resolutias by third parties. T he goal of this secian is to disass
sane passible paicy implicatias dermved fran the madel sboe.

T he medianiam thatganerates sudh doube maral hezard prdobm is tat; Tor..ims, the
ejedied astofa redundancy is hiderthen the eqpoected asstofdecring itadisaplinary
danissal A ndintum, fornworkars, the eqpected bere. tofdayingadisaplinary dismissal
beaomes pasitive. Folloning the madel presanted aboe (see T abE 1), vwhen ..ims declre
redundendes as disaplinary Gsss and warkers dany all disaplinaery Gsss the aaurtis not
able 1o perectly detectall the true disaplinary Gesss. T he aaurtis bk tocatch ahidden
reduncency anly with prdoebility z. A nd itis ebke to dsoovertrue dsaplinary Gess aly
with prdosbility (1 § m). Thaeloe ..ms ..nd itworth it o declare disaplinary Gsss
wvwhen fang redundandes it

c_zC 10)

IF..1ims misuse dsdplinary Gsss then warkers have an inaative to day any ofthem
becas=

mC _0 Q1)

=

ITthese tho aonditias are met. then the doublke maal hezard is an equilibrium. T hat
is all dismissak are taken toaurtas disaplinary Gsss. A s honnin the prevaus sectian
insudh acee .. nngassts are notneutral an enpbymatt A s an be seen fran aaditias
(10) ad (11), pdides that concatrate an undang the daubEe maral hezaxrd prdblem do
not necsssart ly iImply the amp kete remowal ofFseverance paymeants.

A s matiaed in greral mostanmplbymeant protlectian bBgsltian systems sethiger
swerane paymatts Tor Gasss bang declared “unar’ then Tor thosee aadarad “ar.
T he idea behind this goes in the nditdirectian in the sarse that it tries 1 punish Tor
unjustdismissak. Farbageenaudh C, theincaive of..1ms o deattacould be undare (see
eqLatian (10)) and thareforg therewauld be nodabke maralhezard’ . Insudhacsss high
swerane paymeants Tor “utlar’ dismissab hae a punissmatt roke tor .. ms who wauld
use disaplinary dismissak When tfedng a redundancy. H onever; sudh a paicy may notbe
scaatt ITC &k tobe hich enaudh itmotivates deating fram both agats whidh in
wm generates imperbectaourtdeasias. A nd the resulting aeracge asstof.. g is higher

71fthe ..:m does not dneat; then the warker does not dneatt either since such strategy would be sellf
revaalng
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because same dismissak are pad atthe “utir’ rate Il asower; this does notseam o be
e mastet adattpaicy Inae itdoss nothae ay punismatt ke Tor the wakerwhen
he denies true disaplinary Geses.

A mare et adatpadicy woul be ae that punishes any egaitiound Ming T hatis an
tearehad tosstasaerace paymantthat.. ims haetopay, C -, wnen thecourtcatdes
ahidden redundancy. 0 ntheothertand tosetapealty orvworkars, €, , wnanevercaught
dernyving a true disdplinary dismissal T abke 2 summarises the expected asts of .. ning Tor
te ..m and wakerudersud pdicy pragpcsal

Tabk2: Anngast. apdicy prapcsal

R eality D edlaxation BExpected Cost
of..m ohwater for.m forwoiker
Redundancy Redundancy aoapts C
Redundancy Disdpinaxay  daes zCe
Disapinaxy Disdpinexy  daes mCy

U ndersudh apdicy ©kdngm ad z as gven, truth Elling of both agents is an egur-
ibrium ifthe Olloning tho caaditias ae satis. ed

CjzCg -0

inCy, -0

\ oe thatforay gvenm ad z; ahigh enouch ggp betineen severance payments tor
Gss declred “utiar”’ and cesss dedlared “Eir, tatis TorablgeCe § cad foray
pasitive paalty o the waker; thatisC,,, the aboe aaditias wauld hold

T his pdicy hidhligts thattiaran enplymentproiectian system towork spedallywhen
watkera artis notdosseneblke tho things are impartant. First, the dic eranae betinean the
bl of.. nngasts sstiorcsss dechraed “utiay” and “&ar” hes tobehidhenaudh. Seacod
diz erantindemnities shauld be setfor“unfar”’ csss dgpadinganwhetheritis asicered
tatitis thevworkers arthe..Mm’s inftiatve.

3 Caxdsa

Firingassts are often blemed Tordgpressingemplboymatt B ek. B utthaere arevary dic erait
viens of.. ingacsts anaygeconanists. same maokek indeed predictthat. nng assts rieduce
enplbymatt vh E in other aatexts ..1nng asts hae no eeect an enplboymat A kg
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in same other aMmamatts, ..nng asts are actually insttunatts dasen vollntarily by
.1ms. In this pgper; we have pragposad a madel that stresses that itis not just the el
of :aserance paymatts what matiers, but a wider view of enplbymeant protectian.  In
partaulr; damissal anticks and thar ast hae been aasidared. A s disassad befae
the madkel presanted integrates the dic eratedsting viens of . nng asts.

Il are predsely, we have analysed the prdolem behind the antictbetneen enmpbyerand
enpbyee in Gsss ofFdisdpliinary dismissak and redundandes, in a aaiextvhere e artis
imperfectly dsenebk. T hare is ada.bEe maal hezard prdolem thatan anly be resobhed
imperiectly by athird party. T heacodlaanis that.. nngasts would hae anecatinve er ect
an enpbymat because they madfy the it o be pad o warkers in ader o prevat
those workers fran shitking

T hemain pdicyandilsias aretha FHist tosstaggp Wde enouch betineen severance
payments Torceses declred “unir’ and Geses dedlared “Eir’. Seaod any agpitGaughit
Mg shauld be punished. 1IN aurmadel dic erait severance paymats shaul be set for
hidden redundandes dedlarad “unar’ and Tor truly disaplinary Gess declred “unfar”.
W ith sudh apdicy the dic erat...ing aosts Tor“unfar’ dismissab have apunishmeantroe
1o both enpbyer and enpbyee and thaekae is implbenmatation wauld eliminate the
daubke maral hezard prdblm.

In this pgper we hae eploed ae pasibke reeson behind imperfect aourt resol
tiaos ad tharimplication Torenpbyment T hatis, the Bt thate at, whidy motivates
disdaplinary dismissak Is not perfectly dosenebke. T here are aother reesas Wy aourt’s
daasias aul be imperfect In auraaiext, there is the prdolem ofde.ning a dismissal
e pradsely. Forirnstana inthe Gse ofredundandes itis di¢ aulttosstuguesstianebly
“hawbad’ the econamic situatian ofa .. im mustbe in ader o have an dojectinve reesm
.. reawater. Simibrly Trdisaplinary damissal itis d¢ ailltto sstthe degee ofthe
warkers fultthat justi..es disnissal T his lbaves room Tor interpretatian impMng again
thatresolutias will tad tobeimperfect 0 therpassibEe reesas are rebated withwhat the
bBgskEtioh asiders as an “unfar’ dismissal itself something thatdiz ers aatss countries
(s== 0 ECD (1999)). 0 r; havampkx the diamissal procsdures are because this implies
potentially mare strict prook in aderowin acee Int akbnand ¢ Gell (1999), wein
aaporate these ebemais in a theaetical madel and udertale an enpincal analsis to st
the magiitude ofF dsmissal anticts and Ebaurmarket autcomes fordic erant countries.
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