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Employment protection legislation: its economic impact
and the case for reform*

EXECUTIVE SUMMARY

Despite the large volume of economic literature on employment protection legislation
(EPL), there remain remarkable disagreements among economists and policy-makers on
the subject.  Many highlight the risks associated with stringent EPL, both for labour
market performance and for productivity growth.  Others think that worrying about EPL
is largely a waste of time, since the impact is ambiguous according to economic theory
and rarely of high significance in cross-country empirical studies.

This paper reviews some of the recent theory and empirical evidence.  As is clear from
the table following this summary, it is difficult to draw general conclusions.  The clearest
result is that EPL indeed has real effects on labour market dynamics, as it is designed to
do.  It discourages firing and hiring, lengthens average job tenure, reduces frictional
unemployment and increases long-term unemployment.  The impact on overall
unemployment and productivity is unclear.  Strict EPL is associated with low
employment rates, although some argue that this may not be a causal relationship.

A lack of conclusiveness does not, however, imply insignificance.  The ambiguity in the
results of cross-country studies may well be largely due to serious problems with the data
and methodology.  In particular, it is very difficult to measure the stringency of EPL and
to take into account other relevant factors, such as wage bargaining or the presence of
other adjustment mechanisms such as short-time working schemes.  Studies often take no
account of the fact that, in some countries, EPL does not apply to important groups of
workers, such as those in small enterprises.  Moreover, it is striking that most of the
empirical literature makes no distinction between relaxation of EPL for permanent
contracts and the liberalisation of temporary contracts, even though theory suggests these
may have quite different effects.

Both the theoretical and empirical literature highlight substantial risks associated with
EPL.  The link with low employment may indeed be causal, because EPL makes it harder
for certain groups, including women and displaced older workers, to enter or re-enter the
labour market, at least on an open-ended contract.  The fact that EPL increases long-term
unemployment and seems likely to strengthen labour market ‘insiders’ suggests an
unfavourable effect on structural unemployment.  Although this effect may be difficult to
isolate empirically, theoretical work, with a degree of empirical support, tends to confirm
that EPL interacts with wage bargaining and unemployment benefit systems.  Lastly, by
discouraging hiring and firing, EPL may slow down adjustment to shocks and impede the
reallocation of labour, with potentially negative implications for productivity growth and
adaptation to technological change.

                                                
*  David Young, European Commission, Directorate-General for Economic and Financial Affairs.

Views expressed are those of the author and do not necessarily reflect the position of the European
Commission.  I am grateful to Giuseppe Carone, Servaas Deroose and Jan Schmidt for helpful
comments on a previous version, to Per Eckefeldt, Laurent Moulin and Charlotte Van Hooydonk for
useful suggestions on the annex, and to Jonny Johansson for help with the data on job tenure.
Remaining errors are my own.
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On the other hand, an unqualified reaction against employment protection would not be
justified.  EPL can play a useful role, in tandem with an efficient unemployment benefit
system, in providing insurance in labour markets with imperfect information.  The
likelihood that the market will provide a sub-optimal amount of employment protection
suggests a role for legislation.  The extent of market failure should not be exaggerated:
after all, it is fairly common practice, and not only in the US, for negotiated employment
protection clauses to be included in individual employment contracts or collective
agreements.  Still, where firms and employees are unable to agree on an appropriate
amount of EPL themselves, then a degree of legislative protection could improve
incentives.  For example, if in the absence of EPL there would be insufficient insurance
against loss of firm-specific human capital, then EPL could improve incentives for
employees to participate in training.  There is also a case for a minimum degree of EPL
to protect employees in a weak bargaining position.

Nevertheless, EPL in practice may be far from this normative ideal.  Severance payments
and notice periods are clearly high enough in some countries to serve as substantial
disincentives to laying off employees, even if their productivity is likely to remain well
below wages for a considerable period.  The true burden of EPL is often higher owing to
costly and uncertain administrative or legal procedures – deadweight losses which imply
that the costs to employers exceed the benefits to protected employees.  In practice, it can
be very difficult for employers to dismiss employees on grounds of poor performance or
misconduct.  From this perspective, the normative case for EPL appears far less
convincing than the positive explanation: that EPL serves to strengthen politically
powerful groups of core workers at the expense of other groups, including young people,
women entering the labour market and older people seeking to return to work.

Moreover, the liberalisation of temporary contracts from the 1980s onwards – without
any major relaxation of EPL for open-ended contracts, except in Spain – may have done
little to help matters.  Temporary contracts with low separation costs upon expiry
certainly play a useful role as a screening device, leading in some cases to durable
employment relationships.  During a sustained upswing, as in the late 1990s, they are
likely to make up a large share of net employment growth and may thereby help to ease
any transition to a higher level of equilibrium employment.  Nevertheless, where EPL for
standard contracts remains stringent, employers still think twice about taking on
temporary workers on a permanent basis, even if they are productive.  In addition, the
existence of a buffer of temporary workers (required in most countries to be paid the
same wage as comparable permanent staff) may strengthen the bargaining power of
‘insiders’.  Employers, permitted to renew temporary contracts only a limited number of
times, are less likely to invest in training.  In any event, it seems clear that a marked
discontinuity between conditions for temporary workers and those for protected
permanent staff is far from ideal.

In spite of the ambiguity surrounding the overall impact of EPL, the paper argues that the
subject should remain firmly on the agenda of policy-makers, for two main reasons.
First, even in cases where the overall level of EPL may not be too high, a detailed look at
EPL in practice reveals aspects that are highly likely to be damaging, and in some cases
could be reformed without compromising the normative benefits of EPL.  Secondly, the
EU’s Lisbon agenda – which aims for substantial employment growth in the medium
term, especially among women and older workers, and at raising growth potential by
taking advantage of rapid technological progress – suggests a bias towards policies
favouring hiring and adaptability.  While reforming EPL is not always easy, as the recent
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experience of several Member States shows, the paper suggests a number of pragmatic
options that emerge from the literature review.

•  There is a strong case for reforms to increase the simplicity and transparency of EPL,
while minimising the scope for uncertainty, lengthy procedures and high
administrative costs. This would reduce deadweight loss without necessarily reducing
insurance benefits for employees.

•  It is important to focus on dismissals on ‘individual’ grounds as well as those for
‘economic’ reasons.  Although the economic literature tends to concentrate on the
latter, a significant cost of EPL in practice may be that permanent employees in some
countries face very little risk of dismissal, even in genuine cases of poor performance
or misconduct.  The determination (usually in labour courts) of whether dismissals are
‘fair’ or ‘unfair’ is a crucial aspect of the system.

•  Assessments of EPL and the possible case for reform should take into account other
policies and institutions.  EPL is likely to be more problematic where it reinforces a
high degree of insider power in wage bargaining.  On the other hand, a feasible reform
strategy in a few countries could be to ease stringent EPL while at the same time
increasing the coverage of an efficient unemployment benefit system.

•  Reforms could seek to address the discontinuity between fixed-term and permanent
contracts.  For example, rather than strictly limiting the number of renewals,
conditions could be gradually improved with successive renewals.  Greater use could
perhaps be made of apprenticeship contracts in some countries – fixed-term with low
firing costs, but with training obligations on the part of the employer.

•  Reforms could aim at enabling greater flexibility for negotiation of notice periods and
severance payments as part of overall terms and conditions, whether in individual
employment contracts or in collective bargaining.
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Summary table: theory and evidence on the impact of EPL

EMPLOYMENT PROTECTION LEGISLATION FOR STANDARD CONTRACTS

Theoretical impact of EPL Empirical evidence

Overall unemployment Ambiguous in standard
models.

Unclear – most studies suggest
neutral or slightly
unfavourable.

Unemployment dynamics Lower frictional
unemployment; increased
long-term unemployment.

Broadly confirmed.

Overall employment Ambiguous in standard
models.

Negative, though some argue
this may be due to spurious
correlation of high EPL and
low female employment.

Employment distribution Favours prime-age men vis-à-
vis young people, women.

Some evidence, but not robust.

Types of employment Likely to favour self-
employment and atypical
contracts.

Broadly confirmed.

Employment dynamics Clear smoothing effect over
the cycle, increased average
job tenure, reduced turnover.

Evidence for smoothing over
the cycle, longer job tenure
and lower worker turnover.
But no clear link to job
creation and destruction.

Structural unemployment May lower frictional
unemployment but clear risk
of strengthening insiders and
increasing persistence of
unemployment.

Unclear, though a degree of
support for bargaining and
persistence effects.

Productivity Ambiguous.  May slow down
reallocation and facilitate
shirking.  But may encourage
cooperation and training.

Unclear.

LIBERALISATION OF TEMPORARY CONTRACTS

Theoretical impact of
liberalisation

Empirical evidence

Employment and
unemployment

Likely to undermine regular
EPL.  But if this is strict, risk
of a negative impact especially
if wages of temps are linked to
those of permanent staff.

Within-country studies
suggest a neutral or possibly
small positive effect on
unemployment.  Impact on
employment growth unclear.

Labour market dynamics Counteracts regular EPL;
increases turnover and short-
term unemployment.

Broadly confirmed.

Productivity Ambiguous.  May facilitate
restructuring and flexible
production.  But over-reliance
on temporary work may
reduce investment in training.

No clear evidence.
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1. INTRODUCTION

According to the EU’s Broad Economic Policy Guidelines, Member States should:

‘review employment contract regulations and, where appropriate, related costs, with the
aim of promoting more jobs and striking a proper balance between flexibility and
security’ (Council Recommendation of 21 June 2002).1

Several countries have received specific recommendations to ‘reform employment
protection legislation’ or to ‘make work contracts more flexible’.  Other international
organisations such as the IMF and the OECD have made similar recommendations.

Yet, despite a large and growing economic literature on the effects of employment
protection legislation (EPL), remarkable differences of opinion remain.  For some, ‘faith
in the merits of labour market de-regulation is misplaced’ (Gregg and Manning, 1997), or
even: ‘time spent worrying about strict labor market regulations, employment protection
and minimum wages is probably time largely wasted’ (Nickell and Layard, 1999, p.
3080).  Many other researchers continue to point to significant risks that may be
associated with stringent EPL, whether in terms of labour market outcomes (see, for
example, Heckman & Pagés, 2000 or Ljungqvist and Sargent, 2002) or in terms of
adaptation to structural change (Scarpetta et al., 2002).

This paper reviews some of the recent literature on EPL and attempts to explain why
reform of EPL remains high on the policy agenda.  It will also look at what kinds of
specific reforms might be appropriate, based on empirical evidence and on economic
theory, and starting from the perspective that there may be a normative case for a degree
of EPL.

By employment protection legislation, we mean in essence restrictions (whether specified
in general legislation or in standard employment contracts) on firing: severance
payments, mandatory notice periods, administrative procedures and delays.  It is also
essential to look at restrictions on the use of fixed-term and temporary contracts where
costs and conditions are different from those under standard contracts of indefinite
duration.  It may also be important (though this is not usually done), to look at
alternatives to lay-offs and other labour market institutions that influence firms’ lay-off
policy, such as short-time working schemes or experience rating in US unemployment
insurance.

The rest of the paper is organised as follows.  Section 2 outlines the theoretical case for
EPL.  Section 3 discusses its theoretical impact on labour market turnover, employment,
unemployment and productivity.  Section 4 provides some more details on EPL in
practice and discusses the measurement of its stringency.  Section 5 surveys the empirical
evidence.  Finally, section 6 concludes and discusses possible reform options.

                                                
1 See also the Commission proposal for the 2003 BEPGs, COM(2003) 170 final, Brussels, 8 April 2003.

http://europa.eu.int/comm/economy_finance/publications/european_economy/broadeconomypolicygui
delines2003_en.htm
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2. THE CASE FOR EMPLOYMENT PROTECTION LEGISLATION

A prima facie case for regulatory restrictions on employment relationships can be made
by identifying market failures which could be remedied through intervention.  This
section discusses the main arguments for EPL put forward in the literature (see
Buechtemann, 1993, for a useful survey).

2.1. Incomplete insurance contracts

Risk-averse employees would benefit from insurance against the reduction in income
associated with job loss through no fault of their own.  Such insurance would however be
subject to moral hazard and adverse selection, since it may not be possible to distinguish
between own fault dismissals and dismissals for ‘economic’ reasons. Thus it is argued
that insurance against job losses cannot be made available at a reasonable premium.2

Insurance could be provided by the employer: in exchange for a premium (either explicit
or in the form of lower wages), the firm would agree to compensate the employee for no-
fault dismissal.  Clearly, this requires a third party to arbitrate on what constitutes an
‘unfair’ dismissal, otherwise a firm that needed to lay off workers would have an
incentive to fire them, claiming disciplinary grounds, in order to avoid the redundancy
payments.  However, uncertainty over the grounds for dismissal means that firms may be
required to compensate dismissals on grounds of poor performance or misconduct.3
There is then a problem of adverse selection: given that firms are unable to observe levels
of effort and competence in advance, those that offer generous employment protection
are liable to attract ‘shirkers’ (as those who tend to shrink from effort and/or competence
are known in the labour economics literature).  Or, there may be a problem of ‘dynamic
adverse selection’, whereby employees who become relatively unproductive over time
remain with the employer that offers employment protection, since they are less likely to
be offered attractive job opportunities elsewhere.4  Thus, employees that desire
employment protection will not be able to obtain it, at least not on fair terms.5  There may
also be additional transactions costs involved in negotiating terms of employment
protection.  Finally, the firm may be risk-averse.6

                                                
2 A possible alternative to EPL is unemployment insurance – see section 4.3 on the apparent trade-off

between the two.

3 It is interesting to note that the case for EPL may depend in part on the difficulty of objectively
identifying individual misconduct or poor performance, given that most of the literature on the impact
of EPL examines only firing and hiring decisions in response to demand fluctuations, i.e. on economic
grounds.

4 I am grateful to Giuseppe Carone for this point.

5 It is possible that some firms would continue to offer EPL.  Suppose firms cannot observe individual
productivity and that compensation is a function of the average of employees’ marginal productivity.
Suppose that a firm offering EPL pays a wage w with expected firing costs per worker of f.  Then a
firm not offering EPL could pay a wage strictly greater than w + f, since it is less attractive to shirkers
and hence its workers have, on average, higher marginal productivity.  A risk-averse non-shirker thus
cannot obtain fair insurance.

6 It is usually assumed in the literature that employers are risk neutral, but this may not be appropriate in
the case of small firms.  The firm itself, owing to similar informational market failures, may be unable
to insure against negative demand shocks.  On the other hand, small firms are likely to be better able to
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2.2. Bargaining power

From the perspective of both employers and employees, employment protection may be
viewed as forming part of the overall compensation package.  Thus, arguments similar to
the case for minimum wages apply.  That is, the legal imposition of minimum standards
may be welfare-improving in the case of employees with a weak bargaining position vis-
à-vis an employer with a degree of monopsony power.

2.3. Externalities

It is sometimes argued that EPL prevents firms from acting ‘opportunistically’ in the
sense that it forces them to endogenise the external effects of firing decisions on the
workers in question and on the community at large.  The main external costs would
include unemployment and loss of firm-specific human capital (Hamermesh, 1987).  Ex
ante, the possibility of losing the returns to firm-specific human capital may of course
affect incentives to invest – this is considered in section 2.5 below.

As far as the workers themselves are concerned, strictly speaking this is a question of
what Spulber (1989) refers to as ‘internalities’: costs and benefits to the parties to a
transaction not accounted for in the terms of exchange.  In essence, this is another way of
stating the problems of imperfect information discussed in section 2.2.  The private costs
of unemployment and the loss of returns to firm-specific human capital are part of the
risk that EPL may help to insure against in the absence of complete contracts.

Another issue is whether there are social costs that also need to be addressed.  The
private cost to a firm of keeping on a marginally unproductive worker may be
outweighed by the social costs of unemployment.  As we shall see, the evidence on EPL
suggests at best an ambiguous impact on overall unemployment.  Nevertheless, it is
worth noting that EPL in many European countries may play a qualitatively similar role
to that of experience rating in US unemployment insurance (see section 4.3).  In the
absence of EPL, a mechanism to adjust an employer’s social security contributions
according to the risk of lay-offs at the firm in question might be needed.

Large-scale lay-offs may entail considerable social costs at local level, which EPL and
social plans for restructuring may help at least to delay or to ease.  Clearly, benefits
should be weighed against any social costs in the longer term, in the form of slower
reallocation of resources.

2.4. Efficiency advantages of stable employment relationships

It is frequently argued that job security favours investment in human capital and
organisational change, commitment by workers and cooperative labour relations, thus
enhancing productivity.  Certainly, an employment relationship that is de facto stable is
likely to help in encouraging long-term investment in firm-specific human capital.

                                                                                                                                                

detect ‘shirking’, which suggests a weaker normative case for EPL applying to small firms (Boeri and
Jimeno, 2003.)
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However, it is not clear how EPL encourages such investment or, to the extent that it
does, whether it is an appropriate instrument.  First, EPL does not prevent employees
from leaving the firm, regardless of whether employers have invested in training.7

Another possible argument is that EPL encourages employees to invest or cooperate in
firm-specific training.  It could do this by increasing the expected duration of benefits
due to increased productivity (i.e. higher wages), since the employee would be less likely
to be fired in the event of a downturn.  Similarly, Belot et al. (2002) argue that
employment protection serves as a commitment device for the firm, thus improving
employees’ incentives to invest in firm-specific human capital prior to a match.  If
employees receive a significant share of the gains from increased productivity, then EPL
increases the returns to increased effort.  Lindbeck and Snower (1988, ch. 6) point out
that this has an ambiguous effect on actual effort (and thus productivity), depending on
the usual income and substitution effects.

EPL may increase employees’ share of productivity gains from training, since it is likely
to increase their bargaining power vis-à-vis employers with monopsony power for the
skills in question.  Increased bargaining power may, however, be problematic in other
respects (see section 3).

Thus, there may be some theoretical support for the view that EPL could encourage
cooperation and investment in human capital, although this is less strong than often
assumed.  However, there is nothing in these arguments to prevent the firm from
providing employment protection.  To argue that EPL is necessary in order to promote
investment in human capital, one must assume that voluntarily negotiated employment
protection is infeasible, relying on the earlier arguments about incomplete contracts. 

Equally, EPL could in some cases impede productivity improvements, for example if it
allows workers to resist organisational change or functional mobility, or indeed to
become uncooperative.  This issue receives relatively little attention in the literature,
perhaps because it is not very amenable to a formal treatment.  Nevertheless, since in
some countries EPL makes it very difficult to fire employees on individual grounds
except for serious disciplinary breaches, the point may be of significant practical
concern.

2.5. Equity, social justice

EPL has traditionally been regarded as a socially desirable transfer from firms to workers
(Buechtemann, 1993, p. 12), presumably on the assumption that a notice period or
severance payments in the event of dismissal represent an additional benefit for
employees.  However, as discussed below, whether wages are bargained or determined
competitively, the more natural basic assumption is that higher expected firing costs
result in lower wages, so that overall labour costs remain the same.  Thus it is not
obvious that EPL improves a risk neutral worker’s overall terms.

One exception is if EPL strengthens workers’ bargaining power so that stricter legislation
enables them to obtain an improvement in overall terms and conditions.  Another
                                                
7 It might serve as a significant disincentive to move if a tenured employee was unable to agree similar

employment protection terms with a new employer.  However, on the assumption that productivity is
higher in the new position, the new employer should at least be prepared to compensate for this in the
form of higher wages.
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exception is if there is a binding lower limit on wages – then EPL would lead to an
overall improvement in terms and conditions for workers at or near the minimum wage.
In these cases, the equity argument is not straightforward since, if EPL does result in
higher overall labour costs, it would also be expected to reduce employment.

As regards the distribution of benefits within the labour force, there seems little room for
doubt (see sections 3 and 4) that EPL is regressive, favouring core workers at the expense
of marginal groups such as the unemployed, and those seeking to enter or return to the
labour market.

2.6. Conclusions

Stable employment relationships clearly offer benefits for both employees and
employers.  Several authors have stressed potential efficiency gains, for example through
stabilising mutual expectations, increasing employees’ willingness to cooperate,
identification with the firm’s objectives, amortisation of firm-specific investments in on-
the-job training and so forth (see, for example, Walwei, 2002).  However, the same
authors do not always put forward a case for why legislation is needed to secure these
mutual benefits.

The case for legislation turns largely on the incompleteness of employment contracts.  If
employment protection could be offered without fear of moral hazard or adverse
selection, many of the arguments for EPL would collapse.  As it stands, if information
failures are serious enough, then a sub-optimal amount of employment protection is
likely to result.  Given this, there may be further negative consequences for efficiency,
such as sub-optimal investment in firm-specific skills, even if these arguments would not
by themselves justify EPL.  There is also the argument, analogous to the case for a
minimum wage, for a minimum level of employment protection for employees in a weak
bargaining position.  Finally, it can be argued that some form of dismissal notice or cost
is justified in order to internalise part of the broader social costs of unemployment, due
for instance to many job losses concentrated in one locality.

These arguments suggest that different degrees of protection will be appropriate in
different cases (depending for instance on attitudes to risk and other personal preferences,
the skill level of employees, the technology of the firm, the scope for investment in
human capital and the likelihood of future restructuring).  Moreover, since it is common
practice for terms of dismissal to be negotiated in individual contracts where this is
allowed (see section 4), it cannot be argued that transactions costs are always
insurmountable.

Thus, this brief review suggests that EPL could in principle improve welfare and
efficiency, although it is questionable whether a uniformly high level of protection is
appropriate.  The next section considers the impact of EPL, including some of the side
effects that may determine whether the prima facie case for intervention applies in
practice.

3. THE IMPACT OF EMPLOYMENT PROTECTION LEGISLATION IN THEORY

3.1. The theoretical framework

A common approach in the literature to modelling the impact of EPL has been to use
standard dynamic labour demand models to study the impact of shocks on optimal hiring
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and firing decisions (see Bertola, 1999, for a survey).  Various modelling devices are
employed to shift labour demand, usually at random to represent macroeconomic shocks
or, in some cases, progressively to represent gradual technological obsolescence, as in
vintage capital models (e.g. Saint-Paul, 2001).  The reaction of labour demand is then
studied both with and without EPL, which is usually specified in the form of a simple
firing cost.  Labour is generally treated as a homogeneous factor, while wages are taken
as given or determined competitively.

The basic partial equilibrium result is that EPL reduces both firing and hiring but has an
ambiguous effect on the average level of employment.  Firing costs discourage firing
directly by driving a wedge between the marginal productivity of labour and the
contribution of labour to firm profits.  Without EPL, the firm would maximise profits by
laying off an employee whose productivity fell below wages.  With EPL, it may now be
optimal to retain this employee in order to avoid the firing cost.  Firing costs also
discourage hiring since the employer must take into account the chance that firing costs
will have to be paid in future, or that the presence of firing costs will make it optimal to
retain workers with negative marginal revenue product (net of wages).  The net effect on
employment depends on various factors such as the elasticity of demand for labour in
both downturns and upturns, the discount rate and the volatility of labour demand.  In
this framework, EPL could have a positive or negative effect on employment although,
for reasonable parameterisations, the effect is small (Bertola, 1999, p. 3000).  The
clearest insight is that EPL, because it reduces both hiring and firing, is expected to
smooth employment dynamics.

While this basic framework provides a useful starting point, it does not allow us to
address many of the key policy issues alluded to in section 2.  It does not look at the
possible impact of EPL on structural unemployment, whether EPL may strengthen wage
bargainers, whether it may enhance cooperation or on the contrary allow ‘shirking’,
whether it may improve welfare by insuring workers against income loss or how its
impact depends on the availability of ‘atypical’ contracts.  The rest of this section
discusses the basic results in the light of further contributions in the EPL literature and
elsewhere in the labour economics literature.

3.2. The impact of EPL in theory

3.2.1. Employment and unemployment

Relaxing some of the restrictions of the above-mentioned framework yields additional
insights.  First of all, if labour is not a homogeneous factor, the impact of EPL is likely to
vary between labour market groups (see Bertola et al., 2002, for a recent theoretical
treatment taking into account wage bargaining).  Reduced firing implies persistence of
employment in groups that have had high employment rates in recent history, in
particular prime-age men.  On the other hand, the fact that employers must take into
account possible future firing costs makes them more reluctant to hire those seen as
relatively risky propositions, which may include the unemployed (especially long-term
unemployed) and others who have been out of the labour market for some time
(including many women), older workers and those seeking their first job.  Thus EPL may
be a candidate explanation for high employment rates among prime-age men, high
unemployment and/or inactivity among young people, women and older workers, and
high long-term unemployment in several EU countries (see Tables 3.1a and 3.1b).

The basic results on unemployment are analogous to those for employment: an
ambiguous effect on the average level, but reduced variability in response to labour
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demand shocks.  It follows from reduced variability that the number of people entering
and exiting unemployment is reduced, which implies lower short-term unemployment
and higher long-term unemployment.

Table 3.1a Employment rates in the EU, 2002

15-24 25-54 55-64 15-64 fem. 15-64 male total

Belgium 28.5 76.6 25.8 51.1 68.9 59.7
Denmark 64 84.7 57.3 72.6 80.7 76.4
Germany 46.5 79.4 37.7 58.7 72.6 65.7
Greece 27 71.5 39.2 42.7 71.9 56.9
Spain 33.1 70.2 39.8 44 73 58.4
France 29.9 79.4 33.8 56.4 69.6 62.9
Ireland 45.3 76.6 48 55.2 : 65
Italy 25.7 69.9 28.6 41.9 69.4 55.4
Luxembourg 32.3 78.7 24.8 50.8 74.9 63
Netherlands 70.5 82.9 42 65.9 82.5 74.5
Austria 51.7 82.7 28.1 61.1 75.3 68.2
Portugal 42.1 82 51.4 61.2 76.1 68.6
Finland 44.8 81.9 47.8 67.3 71.9 69.1
Sweden 44 84.4 68.3 72.5 76 74
United Kingdom 55.7 80.6 53.3 65.3 78.2 71.5
EU-15 40.6 77.1 38.3 54.9 73 64
Source: Eurostat, Labour Force Survey
Notes: second quarter, 2002, except FR and AT (first quarter) and DE, LU and EU-15 (2001)

Table 3.1b Unemployment rates in the EU, 2002

under-25s female male total of which long-
term (%)

Belgium 18.2 8.2 6.6 7.3 49.6
Denmark 7.7 4.6 4.4 4.5 19.6
Germany 9.1 8 8.3 8.2 50.4
Greece 26.4 15 6.6 9.9 52.2
Spain 22.2 16.4 8 11.4 34.3
France 20 9.9 7.8 8.7 32.7
Ireland 8 4 4.6 4.4 29.2
Italy 27.2 12.2 7 9 59.1
Luxembourg 9.7 2.7 2.2 2.4 28.4
Netherlands 5.2 3 2.5 2.7 26.5
Austria 6.8 4.5 4.1 4.3 20.3
Portugal 11.5 6.1 4.2 5.1 35.5
Finland 21 9.1 9.1 9.1 21.2
Sweden 11.8 4.5 5.3 4.9 19.9
United Kingdom 12.1 4.5 5.6 5.1 22.8
EU-15 15 8.6 6.8 7.6 n.a.
Source: Eurostat, harmonised unemployment series; share of long-term unemployment from LFS
Notes: all figures annual averages for 2002 except share of long-term unemployment, to which the same
notes as for Table 3.1a apply.  ‘Long-term’ is over 12 months.
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To the extent that EPL imposes restrictions on firms, it seems likely to stimulate forms of
employment that are exempt from its requirements, such as self-employment,
employment in small firms (which in some countries are exempt from EPL) or
employment in the informal economy.  Temporary contracts are discussed in section 3.3.

A commonly heard objection to EPL is that it raises labour costs.  However, at the most
basic level, this may not be valid, since it cannot be assumed that wages are unaffected
by the presence of EPL.  Because employment protection – even if imposed by
legislation – is costly to employers and beneficial to employees, it may be traded off
against salary or other benefits.  Thus, whether wages are determined competitively or
bargained, EPL should be reflected in lower wages, leaving total labour costs unchanged.
(Of course, if wages are inflexible over time, then the adjustment may take time and a
change in the level of EPL might thus have a medium-term impact on labour costs.)

While a natural starting assumption may be that EPL does not affect total (expected)
labour costs, the literature highlights a number of exceptions to this rule.  One is when
there are binding wage floors, due either to minimum wage legislation or to union
bargaining structures.  In this case, EPL may indeed raise total labour costs for those
whose wages are at or close to the floor.

Another argument suggests that, for risk-averse workers, EPL could reduce total
expected labour costs.  Here, the case for EPL in terms of insurance against job loss is
incorporated into the theoretical framework (Pissarides, 2001; Bertola, 2002).  If
employees desire insurance but this is unavailable owing to moral hazard, then, even if
wages are reduced by expected firing costs, employment protection may still increase the
overall attractiveness of the employment package.  Here, it is important to note that
employment protection must be in a form that directly benefits employees (such as a
payment or notice period).  EPL that consists of costly administrative procedures implies
an unambiguous deadweight loss.  Pissarides further notes that EPL should be flexible, in
the sense that optimal dismissal costs would vary according to market conditions, for
example in response to a labour demand shock.

Other contributions have highlighted the potentially negative employment impact of EPL
if it strengthens the position of existing employees in wage bargaining.  Employment
protection is a key (though by no means the only) mechanism in the classic ‘insider
outsider’ model of labour markets.  EPL raises the cost of replacing existing workers
(insiders) with labour market entrants or unemployed people (outsiders), even though the
latter groups may be prepared to work for less than the going wage.  It also strengthens
unions in wage negotiations since, in the event of a strike, turnover costs mean the firm is
less likely to find it profitable to replace strikers (Lindbeck and Snower, 1988).  Thus,
EPL may raise labour costs indirectly through its effect on bargaining power.

Efficiency wage models can yield similar results. Galdón-Sánchez and Güell (2003)
show that firing costs encourage shirking because they reduce the cost for workers if they
are caught shirking and fired.  Consequently, in equilibrium, firms have to pay higher
wages in order to motivate workers, and employment is reduced.  This highlights one
shortcoming of the standard model outlined above, which is that in studying shocks to
labour demand it considers only dismissals for economic rather than disciplinary or other
individual reasons.  Yet, as noted in section 2, a key element in the case for EPL rests on
the difficulty in distinguishing between the two.

General equilibrium analyses of the employment impact of lay-off costs have reached
different conclusions, depending on the precise theoretical specification and assumptions
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made (Ljungqvist, 2002). Alvarez and Veracierto (2001) use a search-theoretic
framework in which it takes time for unemployed workers to locate job opportunities.
The introduction of a firing tax then reduces frictional unemployment (although this may
be offset if severance payments to dismissed individuals reduce search intensity).
Mortensen and Pissarides (1999) arrive at a similar result in a matching framework, in
which the ease of filling vacancies depends on the current levels of unemployment and
vacancies.  In their model, although firing costs increase the average duration of
unemployment, this effect is offset by a reduction in frictional unemployment.  However,
in a similar specification, Saint-Paul (1995) assumes that workers receive an increased
share of the match surplus when they are protected by EPL.  In this case, unemployment
increases.  

Ljungqvist (2002) notes common elements in all these models, such as the cost of EPL in
the form of a less efficient allocation of labour.  Nevertheless, he shows that the
employment effect depends critically on what are in essence assumptions about frictional
unemployment and the impact of EPL on bargaining power.  It is also worth noting, as
Alvarez and Veracierto (2001) do, that the laissez faire outcome in some of these models
is inferior partly because employment contracts are assumed to be inflexible, with no
possibility of negotiated severance payments. 

Several recent contributions have highlighted the possible role of EPL in the context of a
‘shocks and institutions’ view of poor European employment performance (Blanchard
and Wolfers, 2000).  Chen et al. (2002) argue that the impact of firing restrictions will
vary according to expectations of shocks and the level of productivity growth.  If firms
anticipate a high probability of a severe downturn, for example, EPL will have a greater
impact in terms of discouraging hiring, but will be less effective in discouraging firing.
If the risk of a downturn is perceived to be low, on the other hand, EPL will be more
‘effective’.  In times of high productivity growth, the firm is less worried about having to
dismiss workers since, even in the event of negative shocks, their productivity will grow
relatively rapidly over time.  But when productivity growth is low, dismissals costs will
be less effective in discouraging firing.  For Ljungqvist and Sargent (2002), high
employment protection helps to explain relatively low European unemployment in the
1950s and 1960s, on account of lower frictional unemployment.  From the 1970s
onwards, however, EPL combines with greater economic turbulence to raise the average
duration of unemployment spells, leading to long-term unemployment and inactivity,
particularly for older workers.

While the standard model does not directly address structural or equilibrium
unemployment, the contributions outlined above suggest several effects.  First,
employment protection is likely to reduce frictional or short-term unemployment (which
itself is a component of equilibrium unemployment).  Secondly, if it strengthens
‘insiders’ in wage bargaining, EPL will tend to raise structural unemployment.  Thirdly,
if EPL leads to higher long-term unemployment, this may also have implications for the
persistence of unemployment (as well as the transition from unemployment into
inactivity).  The usual argument here is that skills and motivation may decrease with the
length of unemployment spell.  In addition, this effect might be exacerbated if EPL
disproportionately affects certain groups, such as young people and the low-skilled, who
are particularly prone to long-term unemployment.  Finally, the impact of EPL is likely
to vary according to macroeconomic conditions, including the level of productivity
growth and the level of uncertainty over future shocks.
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3.2.2. Labour market dynamics

A clear result of the standard theory is that EPL leads to reduced hiring and firing.  It is
therefore expected to smooth employment fluctuations and to increase both average job
tenure and the average duration of unemployment.

The theory generally does not consider voluntary quits, although it might be conjectured
that with more firing there is also likely to be more voluntary reallocation of workers.
The reason is that, if a vacated post is filled by someone already in employment, a whole
chain of vacancies may thereby be created.

Employers’ capacity to adjust in other ways may offset the smoothing impact of EPL on
employment.  Wage rigidity in particular has been highlighted in the literature (Bertola
and Rogerson, 1997): other things equal, employers will tend to hire and fire more if they
are unable to adjust wages in response to labour demand shocks.  Flexible working-time
arrangements may provide a substitute for hiring and firing up to a point.  Other
dimensions of ‘flexibility’, such as functional mobility or retraining with the same
employer, should also be mentioned.  (On the other hand, EPL may allow resistance to
change, if for example dismissal for refusing to undertake retraining or to change job
description would be judged unfair.)  Finally, firms that need to reduce employment may
be able simply to stop hiring and rely to a certain extent on natural attrition through
retirement, without incurring additional costs (Nickell and Layard, 1999, p. 3063).

3.2.3. Productivity

Many of the models discussed so far suggest that EPL is bad for productivity.  Turnover
costs “unambiguously imply that a larger steady-state proportion of jobs has relatively
low productivity ... and therefore that aggregate production (and firms’ profits) should be
lower when firing costs are higher” (Bertola, 1999, p. 3011).  This applies even if EPL
provides welfare benefits in the form of insurance against job loss or reduced frictional
unemployment.  One exception is Bertola (2002), who notes that the assets provided by
EPL when job loss occurs may enable labour mobility.

However, as noted in section 2.5, some authors highlight the potential productivity
benefits of job security.  Nickell and Layard (1999, p. 3065) stress the importance of
‘substantive employee participation’ for productivity growth, claiming that employment
security contributes to this by encouraging the cooperation of workers and because a
long-term unemployment relationship makes it worthwhile for employers to provide
training.  To the extent that job security is sub-optimal, EPL may thus encourage
cooperation and investment in training, in particular by improving workers’ expectations
about the duration of returns to firm-specific training.  Nickell et al. (2002) add, further,
that EPL may be beneficial in that it forces firms to improve their personnel
management.

Employment security may also in some cases facilitate non-cooperative behaviour.
Anecdotal evidence from employers in some countries suggests that it can be very
difficult to dismiss under-performing or uncooperative employees without at least paying
costs for ‘unfair’ dismissal and, in a few cases, risking a legal judgement requiring the
reinstatement of the employee.

Thus, to sum up, EPL may help to foster stable employment relationships conducive to
investment in human capital, cooperation and adaptation to change.  On the other hand, it
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may stifle dynamism and adaptation to change.  The theoretical literature provides little
guidance on which of these effects is likely to dominate.

3.3. Liberalisation of temporary contracts

So far, we have implicitly assumed for the most part that EPL applies to all workers.
However, the widespread availability of temporary contracts8 with lower or zero
separation costs, may modify theoretical predictions.  Indeed, the liberalisation of fixed-
term contracts or temporary work agencies should arguably be seen as a phenomenon
quite distinct from the relaxation of EPL for standard contracts.

It is usually argued that stringent EPL for standard contracts encourages the use of
temporary work.  Indeed, if wages are assumed to be no higher for temporary workers
than for permanent ones, then lower firing costs imply lower overall labour costs.

The conclusions of the standard theory on labour market dynamics may of course be
modified if temporary contracts are available.  By extension of the basic model, if
expected separation costs under temporary contracts are lower than for permanent jobs,
then turnover in response to labour demand shocks is expected to be higher.  Therefore,
while EPL for regular contracts is expected to reduce cyclical employment variation, the
availability of temporary contracts is expected to offset this effect at least to some extent.

A number of authors have argued that the liberalisation of temporary contracts while
retaining EPL for permanent employees may have perverse effects.  Blanchard and
Landier (2002) characterise such a reform as reducing firing costs for entry-level jobs
while keeping them the same for standard contracts.  This reduces the bargaining power
of temporary workers, which tends to reduce unemployment.  However, it also leads to
excess turnover, which tends to increase unemployment.  The latter effect occurs because
employers will now lay off some temporary workers even though they are productive,
since they must take into account the additional wage bargaining power workers will
have if awarded a permanent contract with higher firing costs.  “The excess turnover
induced by the forced coexistence of fixed-duration and regular contracts can be high
enough to offset the efficiency gains of improved flexibility” (ibid, p. 40).

Cahuc and Postel-Vinay (2002) reach similar conclusions.  When firing costs are high,
employers are reluctant to convert temporary contracts into permanent ones, and this
leads to excess turnover and an increase in frictional unemployment.

The impact of liberalising temporary contracts depends partly on how wages are
determined relative to wages for permanent employees.  If fixed-term workers can
undercut permanent ones, then the effect of EPL in strengthening insiders’ bargaining
power is likely to be weakened.  However, if the wages of those on fixed and permanent
contracts are linked (or required by law to be the same), then a growing share of fixed-
term employment may strengthen the hand of insiders in wage bargaining.  Bentolila and
Dolado (1994) argue that, where unions pursue the interests of permanent employees,
they can bargain for higher wages in the knowledge that temporary workers are usually
the first ones to be fired.  Since wages of temporary and permanent workers, while not
necessarily the same in practice, are usually linked (by legislation and/or collective

                                                
8 We generally refer to temporary work without distinguishing between the different types (see section

4.1.2).
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agreements), this suggests that the liberalisation of fixed-term contracts should not
necessarily be expected to have a positive effect on overall employment.

As regards productivity, the impact is again ambiguous.  Fixed-term employees may
make more effort, trying to secure a renewed or permanent contract, or less effort,
knowing that they are unlikely to be taken on permanently. The obvious advantage of
temporary contracts is the ability for firms to restructure more rapidly and to terminate
unproductive matches.  However, the discontinuity between this flexibility and high job
security for permanent contracts may have negative consequences.  As noted, restrictions
on the renewal of temporary contracts may lead to the termination of productive matches,
in favour of recruiting a new temporary employee.  Alternatively, temporary workers
may be regarded by the firm as a ‘buffer stock’ of employees who are more likely to be
discharged in adverse economic environments (Booth et al., 2002).  Clearly, in these
cases, the firm will be disinclined to invest in training with a long-term perspective.
Boeri (1999) argues furthermore that if job search activities are subject to congestion
externalities, then job search by those on temporary contracts may discourage efficient
voluntary reallocation of permanent workers.

Looking back to the normative arguments in section 2, it seems that the ready availability
of temporary contracts may partly undermine the case for EPL.  It is clear that workers
with a weak bargaining position are less likely to be protected since they can be
employed on temporary contracts.  Secondly, the introduction of temporary contracts
reintroduces the adverse selection problem for firms, at least to some extent.  In other
words, if one firm offers permanent contracts while others offer renewable temporary
ones, the former may be liable to attract ‘shirkers’.

3.4. Conclusions

In terms of arriving at clear conclusions about the overall impact of EPL, one cannot help
but conclude that the theoretical literature is not particularly helpful to policy-makers.
The effects on employment, unemployment and productivity are all ambiguous.  The
clearest result is that EPL is expected, as intended, to slow down labour turnover.

Nevertheless, the theoretical literature does suggest a number of potential conclusions
that could be of importance in policy discussions.  For example, it highlights the groups
most likely to be at risk from any negative impact of EPL.  It shows the importance of the
form EPL takes, with a clear consensus against purely administrative procedures.  It also
raises the important issue of whether the liberalisation of temporary contracts without
addressing EPL for regular contracts may not be counter-productive in some respects.

4. EMPLOYMENT PROTECTION IN PRACTICE

4.1. Employment protection in practice

The OECD (1999) provides a useful overview of employment protection, including a
detailed annex on regulations and practice.  We will not attempt to duplicate this here,
although Table A.1 (in annex) outlines reforms in EU Member States over the last few
years.    While procedures differ a great deal among countries, this section aims to give a
general characterisation of EPL in relation to some of the main theoretical arguments,
with examples where useful.  We return to discuss cross-country differences in the
context of measurements of the strictness of EPL.
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4.1.1. Dismissals under regular contracts

A key issue is where the line is drawn between “fair” and “unfair” dismissals. In no
country does regulation prevent dismissal on serious disciplinary grounds, such as gross
negligence.  Lack of competence is usually given as a valid reason for dismissal, as is
economic redundancy in most countries.  Nevertheless, it is not necessarily the case that
employees can be easily dismissed for lack of effort or competence.  Unfair dismissals
generally include those on discriminatory grounds and cases where the correct procedure
has not been followed.  In some countries, dismissals are unfair if the employee could
reasonably have been retained in another capacity with appropriate training.

Required procedures may include prior warnings in cases of poor performance, advance
notice of dismissal and written explanation of the grounds, notification of employee
representatives, notification of (and in some cases prior approval of) the public
employment services.  Required notice periods are specified in almost all countries and
generally increase with tenure.

In the case of collective dismissals, additional administrative procedures typically apply.
These may involve further notification and consultation of works councils, trade unions
and public authorities, exploration of alternatives to redundancies, extended notice
periods, obligations to provide retraining and selection criteria for those to be made
redundant.  Usual criteria include the ‘first in, first out’ principle and the number of
dependants, which makes it difficult to lay off long-established employees on economic
grounds.

Minimum severance payments for ‘fair’ dismissals in the EU also tend to increase with
tenure, reaching 18 months in Italy or 20 months in Portugal for a worker with 20 years’
tenure.  However, in a few Member States, including Belgium, Germany, the
Netherlands, Finland and Sweden, no severance pay is required for fair dismissals, even
at very long tenure.  In the case of ‘unfair’ dismissal, required payments are higher,
ranging from around 8 months’ salary in the UK and for blue collar workers in Belgium,
to 32.5 months in Italy, again for a worker with 20 years’ tenure.  In addition, the courts
may suggest or order reinstatement of the worker.  In most cases this is rare or at least the
employer may opt for a severance payment instead, but reinstatements are relatively
common in Greece, Italy and Portugal.

The role of the courts and/or public authorities, particularly in judging whether dismissals
are fair or unfair and in deciding on the amount of compensation in some cases, is critical
in determining the stringency of EPL in practice.  In Spain, for example, employees have
had every incentive to appeal against dismissal because employers were (until recently)
required to continue paying their salary pending (possibly lengthy) court proceedings, as
well as legal costs.  Labour courts have tended to rule a high proportion of dismissals to
be unfair, including those claimed to be on grounds of economic redundancy.

An important variable is the length of any probationary period before statutory
employment protection provisions begin to apply, since this is likely to influence the
extent to which employers are discouraged from hiring new entrants and other groups
that may be perceived as risky.  This ranges from 1-3 months in most countries, though is
higher in Germany (6 months), Ireland and the UK (both 12 months).  Training or
apprenticeship contracts, which often involve lower wages as well as undertakings on the
part of the firm to offer training or allow apprentices to attend general vocational
education, are extensively used in some countries.
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Provisions differ between blue and white collar workers in several countries (Austria,
Belgium, Denmark, France, Greece, Italy) with conditions generally more favourable for
the latter.  

Another crucial point is that the applicability of EPL also depends on the type of
enterprise in some countries.  Provisions are sometimes less strict, or do not apply, for
enterprises with a small number of employees (Boeri, 1999, p. 73).  In Germany and
Italy, for instance, the thresholds are (currently) five and fifteen employees respectively.

4.1.2. Temporary contracts

‘Temporary work’ covers quite a wide variety of arrangements, from very short-term
casual or seasonal work, to covering for maternity leave, to three-year apprenticeships.
Regulatory arrangements often differ, for instance between fixed-term contracts and
temporary agency work.  This paper is confined mainly to a general discussion of
temporary work, partly because the available data do not allow us to distinguish between
different types of contract, and partly because terms such as ‘fixed-term contract’ are by
no means equivalent across Member States.  Nevertheless, some of the idiosyncrasies
should be kept in mind – for instance, agency workers in a few countries must be
employed (by the agency) on permanent contracts, and are therefore not counted as
temporary workers.

Both fixed-term contracts and temporary agency work are typically restricted in most EU
countries.  In several cases, they are only allowed on specified objective grounds (such as
seasonal work, temporary replacement of a permanent worker on leave or public works)
or in particular sectors.  Training contracts (such as apprenticeships in Germany) or
placements arranged by public employment services (active labour market policies) may
also take the form of temporary contracts.  Legal limits are usually set on the number of
renewals allowed and/or the maximum cumulative duration of successive contracts.

As noted in section 3.3, it makes a difference whether the wages of those on temporary
contracts are linked to permanent employees’ pay.  In practice, legislation requires equal
treatment in most Member States, including those in which temporary employment has
increased sharply in recent years.  In some cases, separation costs have been introduced
for temporary contracts.  In France, notably, a prime de précarité of at least 10% of gross
salary (6% if training is provided) is payable to the employee if a fixed-term contract
does not lead to one of indefinite duration.  Furthermore, there are now rules in force at
EU level that require (at least) equal treatment of employees on fixed-term contracts,
relative to comparable permanent staff.9

                                                
9 It is open to question whether equal treatment extends to remuneration in the directive on fixed-term

contracts (1999/70/EC of 28 July 1999).  It is not explicitly mentioned, but pay has been explicitly
included in the recent Commission proposal for a similar measure applying to temporary agency
workers (see COM(2002) 701 final of 28 November 2001 for the amended proposal).
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Table 4.1. Incidence of temporary contracts as a share of total employees aged
15-64

1985 1990 1995 2000 2002 2002
women

2002
men

Belgium 6.9 5.3 5.3 9 7.6 10.3 5.5
Denmark 12.3 10.8 12.1 10.2 8.9 10.5 7.2
Germanyf 10 10.5 10.4 12.8 12.4 a 12.7 a 12.2a

Greece 21.1 16.5 10.2 13.1 11.3 13.4 9.8
Spain 15.6d 29.9 35 32.2 31.2 34.3 29.2
France 4.7b 10.6 b 12.2 b 15.4 b 14.1 b 16 b 12.5 b

Ireland 7.3 8.5 10.2 5.9 5.3 6.3 4.5
Italy 4.7 5.2 7.2 10.1 9.9 12.1 8.3
Lux. 4.7 3.4 2.9c 3.4 4.3 a 5.3 a 3.7 a

NL 7.5 7.6 10.8 13.8 14.2 16.8 12
Austria : : 6 b 8.6 7.4 b 7.4 b 7.3 b

Portugal 14.4 d 18.4 10.1 20.4 21.9 23.5 20.5
Finland : : 16.5 17.7 17.2 20.6 13.9
Sweden : : 13 14.3 15.3 17.6 12.9
UK 6.9 5.1 6.9 6.6 6 6.8 5.3
EU-15 : : 9.5e 13.6 13.1 e 17.9 e 11.7 e

Source: Eurostat, Community LFS, 2nd quarter
Notes: a 2001; b first quarter; c 1994; d Spain 1987, Portugal 1986; e EU averages estimated; f excluding
former GDR prior to 1991.

4.1.3. Additional individual or collective agreements

An important point in view of the discussion in section 2 of the case for EPL is that
additional agreements relating to notice periods, severance pay, use of temporary
contracts and so forth are frequently concluded, both in individual employment contracts
and in collective bargaining.  Agreements on severance pay usually exceed the legal
minimum, although in some cases local opt-outs allowing less stringent protection are
possible (see Holmlund and Storrie, 2002, on Sweden).  Unions or works councils often
play a role in negotiating the terms of collective dismissals, and indeed agreement
between the social partners is often a de facto condition for approval by the public
authorities, in countries where this is required.

It is noteworthy that additional collective and individual provisions on job security are
agreed even in countries with the least stringent levels of EPL.  The OECD (1999, p. 96)
cites a UK government study finding that 40% of firms exceed legal minimum
redundancy payments.  According to the US National Compensation Survey (Bureau of
Labour Statistics), severance pay was available to 20% of employees in private industry
(35% in the professional, technical and related categories, 24% in clerical and sales and
12% for blue collar and service employees).

4.2. Measuring the strictness of EPL

Some empirical studies of EPL have focused on directly quantifiable aspects, such as
minimum notice periods or severance pay.  Most recent studies have relied on subjective
country rankings, in particular those constructed by the OECD (1999), which attempt to
take some account of how measures are applied in practice. Table 4.1 provides the
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rankings of the strictness of employment protection, as established by the OECD (1999).
The overall scores combine rankings relating to individual dismissals, temporary
contracts and (in the case of late 1990s, version 2) collective dismissals.

No such ranking will ever meet with complete agreement, and the OECD’s work has
been invaluable in making possible a great deal of empirical work in this area.
Nevertheless, in carrying out empirical research and in interpreting the results, one must
be aware of the limitations of the data.

There are several difficulties in constructing summary indicators of the stringency of
EPL.  First, the legislation itself is complex, with many different factors to be weighted.
Some of these details may have an important bearing on empirical results.  For example,
as the OECD (1999) notes, the widely used apprenticeship contract in Germany may
partly explain the limited use of other types of temporary contracts, despite deregulation.
A failure to take this into account could lead to misleading results.  Secondly, theory
suggests that different components in the overall index – most obviously, individual
dismissal protection versus regulation of temporary contracts – may have quite different
effects on employment and productivity.  Finally, account must be taken of practical
implementation – how courts and agencies apply the rules may be at least as important as
the rules themselves.

Bertola et al. (2000) have shown that the role of the courts in enforcing EPL is a critical
influence on how formal provisions translate into effective employment protection.  They
argue that the extent of cross-country variation in enforcement is such that qualitative
rankings of EPL stringency cannot be used as a reliable guide for policy-making.
Moreover, it is suggested that, where the courts have a relatively high degree of
discretion in interpreting formal provisions, enforcement may be influenced by other
factors.  For example, it seems that judgements tend to be less favourable to employees in
countries where the coverage of unemployment insurance is relatively high (see Bertola,
Boeri and Cazes, 1999, p. 21 ff.).  Ichino et al. (2003) show that judges are more inclined
to rule in favour of employees in Italian regions where unemployment is high.  The very
low scores in the OECD index for stringency of regular EPL in the US appear not to take
into account the substantial erosion of the ‘employment-at-will’ principle by state-level
jurisprudence on wrongful termination (Dertouzos and Karoly, 1993).

Detailed comparisons of national systems, also inevitably subjective, may yield different
perspectives on the country rankings. Sels and Van Hootegem (2001) compare
regulations in Belgium and the Netherlands, showing that two very different systems
underlie the similar OECD rankings.10  Bover et al. (2000) argue, contrary to the OECD
ranking, that employment protection for permanent employees in practice is greater in
Spain than in Portugal.  This is because, despite similar administrative procedures and
lower costs for ‘fair’ dismissal in Spain, the difficulty of justifying dismissal before the
courts in Spain leads employers to agree on severance payments much closer to the
‘unfair’ level.  Addison and Teixeira (2001) compare Portugal, Spain, Germany and the
                                                
10 The Netherlands gets a relatively high score in the OECD rankings, especially for regular contracts,

because either administrative or judicial approval of dismissals is required.  However, figures from the
Ministry of Labour and Social Affairs (SZW, 2003) suggest the procedure may not be particularly
onerous.  In 2002, 61,743 dismissal requests from employers were handled by public labour offices, of
which 83% were approved.  A further 68,331 cases were taken to local courts.  (No figures are given
on the outcome of these but it is unlikely to be much less favourable to employers, since they can
choose between the two procedures.)
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UK, and contend that measures such as the OECD index are “arbitrary in general and
often factually incorrect in the specifics”.

Table 4.2  OECD summary indicators of the strictness of employment protection
legislation

Regular
 employment

Temporary
employment

Collective
 dismissals

Overall rank:
version 1

Overall rank:
version 2

late 80s late 90s late 80s late 90s late 90s late 80s late 90s late 90s

Belgium 1.5 1.5 4.6 2.8 4.1 13 13 16
Denmark 1.6 1.6 2.6 0.9 3.1 7 8 8
Germany 2.7 2.8 3.8 2.3 3.1 14 18 20
Greece 2.5 2.4 4.8 4.8 3.3 16 24 24
Spain 3.9 2.6 3.5 3.5 3.1 17 22 22
France 2.3 2.3 3.1 3.6 2.1 10 21 21
Ireland 1.6 1.6 0.3 0.3 2.1 4 4 5
Italy 2.8 2.8 5.4 3.8 4.1 18 23 23
Netherlands 3.1 3.1 2.4 1.2 2.8 11 14 13
Austria 2.6 2.6 1.8 1.8 3.3 8 15 15
Portugal 4.8 4.3 3.4 3.0 3.6 19 25 26
Finland 2.7 2.1 1.9 1.9 2.4 9 12 11
Sweden 2.8 2.8 4.1 1.6 4.5 15 16 18
UK 0.8 0.8 0.3 0.3 2.9 2 2 2

Norway 2.4 2.4 3.5 2.8 2.8 12 19 19
Czech Rep. na 2.8 na 0.5 4.3 na 11 12
Hungary na 2.1 na 0.6 3.4 na 9 9
Poland na 2.2 na 1.0 3.9 na 10 10
Turkey na 2.6 na 4.9 2.4 na 26 25

Switzerland 1.2 1.2 0.9 0.9 3.9 6 6 7
Canada 0.9 0.9 0.3 0.3 3.4 3 3 4
US 0.2 0.2 0.3 0.3 2.9 1 1 1
Australia 1.0 1.0 0.9 0.9 2.6 5 5 6
Japan 2.7 2.7 na 2.1 1.5 na 17 14
Korea na 3.2 na 2.1 1.9 na 20 17
New Zeal. na 1.7 na 0.4 0.4 na 7 3
Source: OECD (1999)

Note: A higher ranking indicates stricter employment protection.  In comparing the rankings from the late
1980s with those of the late 1990s, one must note that seven countries have been added.  Version 1 ranks
the average of scores for regular and temporary employment.  Version 2 ranks a weighted average of the
scores for regular, temporary and collective dismissals.

Table 4.3 gives an alternative measure based on responses to a question in the European
Commission’s ad hoc labour market surveys of 1999 and 2000 on ‘whether insufficient
flexibility in shedding staff is an obstacle to employing more people’. This has the
advantage of incorporating all potential influences, including negotiations with unions
and political pressure, as well as legislation.  But it is subject to the drawbacks of any
survey-based measure.  In particular, the results are not strictly comparable among
countries because they may depend on national differences in employers’ attitudes, while
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the relative importance ascribed to employment protection is likely to depend on the
presence of other factors that limit flexibility.

With these reservations in mind, one cannot help but note some discrepancies between
this source and the OECD rankings.  For example, employers in Greece and Portugal
apparently do not find employment protection provisions as restrictive as the OECD
rankings would suggest, whereas employers in Belgium, Germany and France seem to
find regular employment protection stricter than it is in Spain (although this could of
course be because Spanish employers have greater recourse to temporary contracts).

Table 4.3a  Constraints to labour utilization flexibility, service sector

Question: "Here is a list of constraints to labor utilization flexibility which may hinder your firm to respond to a
demand stimulus.  Could you indicate which of these factors are very important, important, not so important?"

Limitations
in hiring
temporary
personnel

Reluctance to hire
personnel with
permanent contracts
due to:

Limitations of the
modification in job
assignments of existing
personnel

Limitation to working time
flexibility

Other

severance
payments

legal
procedures

lack of
qualification

other legal contractual readiness

BE 53 27 36 22 9 56 38 47 9
DK na na na na na na na na na
DE 41 26 54 43 8 29 26 21 9
EL 48 46 44 33 8 44 34 28 6
ES 32 27 9 92 13 96 6 8 7
FR 49 26 31 22 29 58 55 32 61
IE 58 16 22 16 9 7 23 14 72
IT 42 96 98 98 98 96 96 20 98
LU na na na na na na na na na
NL na na na na na na na na na
AT 46 30 28 29 11 33 17 20 84
PT 34 20 20 21 7 35 23 22 21
FI 84 12 11 63 10 68 70 72 86
SE 70 36 45 59 41 51 57 65 21
UK 28 23 25 9 6 12 10 12 28
EU 43 38 46 46 29 51 42 24 41
Source: European Economy, Supplement B, Ad hoc surveys on labour market in services (December
1999).
Note: The figure reported is the 'coefficient of importance' which ranges from 0 if all respondents consider
a factor to be 'not so important' to 100 if all consider it to be 'very important'.
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Table 4.3b  Constraints to output response to a demand stimulus, industry

Question: "Here is a list of constraints which may refrain the output response of your firm to a demand stimulus.
Could you indicate which of these factors are very important, important, not so important?"

Limitations
in hiring
temporary
personnel

Reluctance to hire
personnel with
permanent contracts
due to:

Limitations of the
modification in job
assignments of existing
personnel

Limitation to working time
flexibility

Other

severance
payments

legal
procedures

lack of
qualification

other legal contractual readiness

BE 27 35 36 19 22 42 28 37 2
DK 45 12 11 24 20 15 53 35 1
DE 23 23 48 28 5 30 29 18 4
EL 24 18 19 19 20 42 27 19 1
ES 72 29 25 16 4 22 24 26 95
FR 37 37 45 23 27 57 44 31 74
IE 53 38 23 25 63 50 33 45 60
IT 33 10 25 12 16 36 54 20 9
LU 58 20 32 45 10 62 55 12 4
NL 42 43 50 20 29 17 16 16 99
AT 26 21 21 20 6 42 25 22 54
PT 35 26 32 23 12 27 24 26 20
FI 37 16 17 35 12 31 44 41 48
SE 59 22 28 29 25 26 30 22 14
UK 15 19 21 7 1 12 10 6 2
EU 32 22 35 19 13 33 31 20 29
Source: European Economy, Supplement B, Ad hoc surveys on labour market in industry (January 2000).
Note: The figure reported is the 'coefficient of importance' which ranges from 0 if all respondents consider
a factor to be 'not so important' to 100 if all consider it to be 'very important'.

Even if there are question marks over country rankings, the OECD methodology should
provide a reasonable indication of changes over time.  Overall, it seems clear that EPL
was significantly relaxed between the late 1980s and the late 1990s.  However, a closer
look at the constituent indices (Table 4.2) reveals that this was mostly due to
liberalisation of temporary contracts, not to relaxation of EPL for standard contracts.
(The major exception is Spain, which did relax permanent EPL, as did Portugal and
Finland to a lesser extent.)  Again, in view of the theoretical discussion, this is an
important point.

Table A.1 in the annex provides an overview of reform efforts in EU countries over the
last few years.  EPL for permanent contracts has been tightened in some Member States
and relaxed in others.  It is interesting to note that earlier reforms have been reversed in
some countries, which may suggest some grounds for concern about the credibility of
new measures.  A broad theme in the regulation of temporary work has been the attempt
to improve the conditions of fixed-term and temporary agency workers, often with
requirements for equal treatment with comparable permanent staff (in line with EU-level
measures).  In some cases, the use of temporary work by firms has at the same time been
facilitated.  In others, the conditions for the use of temporary contracts have been
tightened, or separation payments to temporary workers have been introduced or
increased where contracts are not converted into permanent ones.  
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Thus the overall direction of reforms over the past few years is rather unclear.  However,
at the time of writing, significant reforms of EPL for permanent contracts have been
proposed or at least placed firmly on the agenda in a number of Member States, including
Germany, Italy and Portugal.

4.3. Other forms of employment and income security

Several EU countries operate temporary unemployment or short-time working schemes,
which enable employers to lay off employees temporarily or to reduce working hours
without dismissing employees.  Salaries are (partially) topped up through social security
funds.

The impact of such schemes varies from country to country.  For example, according to
Sels and Van Rootegem (2001, pp. 340-343), the Reduction of Working Hours scheme in
the Netherlands is little used since it requires abnormal events and a permit from the
Ministry of Social Affairs and Employment.  In Belgium, the temporary unemployment
scheme, whereby blue collar workers can be laid off temporarily and receive
unemployment benefits, has a ‘major impact on the capacity management of Belgian
industrial companies’ and can be seen as a functional equivalent of fixed-term contracts
(Sels and Van Hootegem, 2001, p. 340).  In Italy, there were some 87,000 beneficiaries
of the Cassa Integrazione Guadagni in 2001.11  Figures from the German public
employment service indicate that there were over 240,000 Kurzarbeiter in April 2003.
Houseman and Abraham (1995) found that short-time work schemes can explain a
substantial part of the difference between European countries and the US in terms of
employment adjustment.

In the United States, while there is no legislated employment protection as such,
unemployment insurance is experience-rated.  Unlike in Europe, unemployment
insurance is financed almost exclusively by taxes on employers.  These depend on the
number of job separations an employer initiates.  There are maximum and minimum tax
rates in all states, so that unemployment insurance is not ‘fully experience-rated’ (if it
were, employers would pay the full cost of benefits due to separations they initiated).
One should not overdo the comparison between experience rating and firing costs: even
if US unemployment insurance were fully experience-rated, an upper bound for the
equivalent firing cost is around 3 months’ wages (given maximum benefit duration of 26
weeks and a replacement rate of around 50%).  In practice, since many employees take
less than six months to find another job, it will be much less.

Nevertheless, Anderson and Meyer (2000) show how experience rating has a significant
impact on lay-offs.  They document a natural experiment that occurred when Washington
State introduced experience-rating in 1985, causing some firms’ unemployment
insurance payments to increase by 37%.  Over the next several years, unemployment
insurance was effectively fully experience-rated, and this is shown to lead to reduced
cyclicality of claims, as well as a fall of roughly 20% in transitions to unemployment. 

                                                
11 Figures from the Ministry of Labour and Social Affairs.  There were 52,365 in the CIG ordinaria, for

temporary short-time working and 35,153 in the CIG straordinaria, aimed at structural problems
where the enterprise may well not survive (and thus job losses are only delayed, not prevented).  In
total, this is less than 0.5% of employment, but these schemes may nevertheless have a significant
impact on job turnover, particularly in larger enterprises.
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The impact on the level of unemployment is unclear.12

Unemployment insurance in the EU appears to act as a substitute for EPL (Buti et al.,
1998). Given the normative case for EPL, it would seem logical that it is less strict where
unemployment insurance is effective.  Boeri, Conde-Ruiz and Galasso (2002) attempt to
model the observed trade-off between EPL and the coverage of unemployment benefits.
Chart 4.1 depicts this using data on expenditure on unemployment benefits per
unemployed person to capture ‘generosity’ (in the sense of both benefit levels and
coverage).  Both Buti et al. and Boeri et al. argue that countries at the upper left of the
chart, with strict EPL and limited eligibility for benefits, might consider a move towards
the bottom right, given increased demands for microeconomic adjustment.13

Chart 4.1 A trade-off between EPL and unemployment benefits?
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Notes: Figures on expenditure are for unemployment benefits only, not including social assistance or
housing benefits.  The figures are estimated for Belgium and provisional for Spain and Italy.
Unemployment is the Eurostat harmonised series and thus includes people who are unemployed in the ILO
sense but not necessarily eligible for unemployment benefits.  EPL strictness is the OECD index, late
1990s version 2 (see table 4.2).

 
4.4. Conclusions

EPL is ‘stringent’ in many Member States in the sense that required notice periods and
severance payments are often large enough to drive a significant wedge between the
marginal productivity of a worker and the benefit to the firm of employing that worker. 
                                                
12 Wang and Williamson (2002) conclude in a general equilibrium framework that experience rating has

little impact on either aggregate welfare or employment.  Topel (1985, cited in Wang and Williamson),
in contrast, found that a move to full experience rating could reduce unemployment by one percentage
point.  The distributional effects of experience rating (as with EPL) seem clearer: it reduces the
implicit cross-subsidy from firms with many lay-offs to those with few.  If the incidence of payroll
taxes falls (in the long-run at least) on employees, this means experience rating favours those with
relatively stable jobs.

13 The desirable direction for unemployment benefits would presumably be increased coverage,
providing insurance and support for job-search for a greater share of the population, rather than a move
towards increased generosity of the high replacement rates and unlimited duration variety.
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However, in several countries, the true costs of EPL may be substantially higher, once
additional administrative costs and uncertainty are taken into account.

There is a degree of flexibility.  Different conditions for blue- and white-collar workers
in a few countries, even if questionable on equity grounds, may serve to differentiate
EPL roughly by productivity.  The degree of protection increases with tenure in most
cases. In addition, small enterprises in some countries are exempt from at least some
elements of the legislation.  Negotiated EPL above statutory minima may provide
additional margin for manoeuvre.  An important point is that the transactions costs and/or
informational failures held by some to impede contractual arrangements over job security
are clearly not so severe as to rule out such arrangements altogether.

It is difficult to arrive at summary measures of the stringency of EPL for several reasons.
The legislation itself is complex.  Theory leads us to expect different components in the
same index to have quite different effects – most obviously, individual dismissal
protection versus restrictions on the use of temporary contracts.  The way in which courts
and agencies apply the rules is at least as important as the rules themselves.  Furthermore,
in some countries there are alternatives to firing such as short-time working schemes, not
to mention experience-rating of unemployment insurance in the US.

5. EMPIRICAL EVIDENCE

5.1. Cross-country studies

Given the ambiguity of the theoretical results presented in section 3, it is not surprising
that economists have turned their attention towards empirical evidence (Addison and
Teixeira, 2003).

The typical approach in the literature involves cross-country regressions of employment,
unemployment or another dependent variable against some measure of EPL stringency,
as well as variables representing other labour market institutions (such as tax and benefit
systems or collective bargaining).  In a few cases, terms are included to capture possible
interactions between different institutions, such as EPL and wage bargaining.  Most
studies rely on a simple measure, such as notice periods or severance payments (Lazear,
1990), survey responses (Di Tella and MacCulloch, 1999; Morgan, 2001) or the OECD
index of EPL strictness (most other studies).

Table 5.1 outlines the results of a number of recent cross-country studies.  The empirical
evidence appears hardly more conclusive than the theoretical literature.



Table 5.1 Selected cross-country studies of the impact of EPL

Study Coverage EPL variable Unemployment Employment Labour market
dynamics

Productivity Other points

Blanchard and
Wolfers (2000)

20 OECD
1960-1995+

OECD index
(country ranking)
and series
constructed using
OECD index and
Lazear (1990)

positive when
country ranking
used; positive but
weaker when index
and time-varying
measure used

Elmeskov et al.
(1998)

19 OECD
1983-95

OECD index,
overall, recalculated
to take account of
recent reforms

positive Stronger effect in
countries with
intermediate degree
of centralisation and
coordination in
wage bargaining.

Garibaldi and
Mauro (2002)

21 OECD
1980-2000

OECD index, late
1980s and late
1990s, overall

negative impact on employment growth
during the period 1980-2000

Heckman and Pagés
(2000)

Up to 43 countries,
OECD, Latin
American and
Caribbean

Constructed index
of expected future
cost of firing

positive especially
for women and
youth in OECD;
unclear across
whole sample

large negative
effect, especially on
youth employment;
less clear on female
and self-
employment

Controls, inter alia,
for female
participation

Morgan (2001) 7 EU
1981-1994

European
Commission ad hoc
labour market
surveys

positive on labour
demand in hours,
but not on
employment in
persons

slower adjustment
of labour demand;
smoothes
employment in both
hours and persons

Studies only labour
demand, not
including wage-
setting.
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Table 5.1 continued

Nickell and Layard
(1999)

20 OECD
1983-88 and 1989-
94
(1976-92 for
productivity)

OECD index
(country ranking)

insignificant negative, but
possibly spurious –
see main text

increased long-term
unemployment,
reduced short-term

positive, but
insignificant when
convergence with
United States is
controlled for

Nickell, Nunziata
and Ochel (2002)

20 OECD
1960s-1990s

Interpolation of data
used by Blanchard
and Wolfers (2000)

positive though not
highly significant

Interaction of EPL
and lagged
unemployment
suggests EPL raises
unemployment
persistence.

OECD (1999) 27 OECD
1985-90 and 1992-
97
(Fewer countries for
labour market
dynamics)

OECD indices, late
1980s and late
1990s, for
temporary, regular
and overall

insignificant;
possibly negative
for prime-age males

insignificant;
positive effect on
self-employment

reduced Ue inflow
and outflow;
increased Ue

duration; weak
evidence of a link
with job tenure and
labour turnover

Some surprising
results, e.g. strict
regular EPL reduces
temporary
employment.

Scarpetta et al.
(2002)

19 OECD
1984-1998

OECD index (late
1980s and late
1990s, overall)

negative impact on
TFP, especially
where the degree of
coordination and
coverage of wage
bargaining is
intermediate



As far as the impact of EPL on unemployment is concerned, several studies, among which
Bertola (1990), Nickell and Layard (1999) and OECD (1999) have been influential, found no
significant effect.  Others, including Lazear (1990), Elmeskov et al. (1998) and Heckman and
Páges (2000) find that EPL increases unemployment or structural unemployment.

There is perhaps more consensus on the association between EPL and employment.  OECD
(1999) still finds no significant effect, but other notable studies including Di Tella and
MacCulloch (1999) find that strict EPL is associated with significantly lower employment and
participation rates.  Nickell and Layard (1999, p. 3063) have argued that this is “basically
driven by low female participation in southern Europe”, and that it is an open question
whether there is any particular causation running from EPL to low female participation.14

Again, the only point on which there seems to be a relatively clear consensus concerns labour
market dynamics: the theoretical predictions of smoothed employment dynamics, reduced
unemployment inflows and outflows and thus lower short-term and higher long-term
unemployment are broadly confirmed.  However, several authors point out that there is no
clear link between EPL and job turnover (see below for further details).  Relatively few
studies address productivity, and those that do produce conflicting results.

Aside from the lack of consensus, it is striking that most of the studies here suffer serious
limitations from a theoretical perspective.  First, almost all studies using the OECD index of
EPL use only the overall index, thus failing to distinguish between EPL for permanent
employees and restrictions on temporary contracts.  Those studies with a time series
dimension thus consider the liberalisation of temporary contracts during the 1990s to be a
relaxation of EPL, whereas the theoretical discussion suggests that the economic impact may
be quite different.15  Indeed, it can be argued that the impact of relaxing EPL for permanent
contracts remains to be tested, simply because there have been hardly any reforms in this
direction.

Secondly, most studies do not or cannot take into account interactions with other policies and
institutions, particularly wage bargaining.  Those that do (such as Elmeskov et al., 1998 and
Scarpetta et al., 2002) provide some support for the theoretical insight that EPL is likely to
strengthen insiders in collective bargaining.  They suggest that EPL is more problematic when
it is combined with an intermediate degree of centralisation and/or coordination in bargaining.
In other words, bargaining is not fully decentralised, but neither is it centralised and
coordinated to the extent that would allow labour unions to take due account of the
implications of their wage claims for employment (cf. Calmfors and Driffil, 1988).

Studies that fail to take account this interaction are thus liable to miss an important aspect of
the impact of EPL.  On the other hand, the results of studies that do take interactions into
account lack precision.  They inevitably rely on fairly crude indexes of wage bargaining
systems (such as the degree of centralisation and/or coordination, from 1 to 3).  Even in an

                                                
14 Nickell and Layard (1999) and Nickell (1997) conjecture that low participation among married women and

strict EPL are natural consequences of a southern European culture that places a great deal of weight on the
position of the (male) head of household.  Thus, EPL and low female employment may be purely
coincidental.  On the other hand, EPL may indeed be one causal mechanism that supports this cultural
model, and thus ripe for reform in countries trying to raise female participation.

15 The one study that does consider temporary and permanent contracts separately (OECD, 1999) also produces
the dubious result that strict EPL for permanent contracts actually reduces the share of employees on
temporary contracts (other things, including restrictions on temporary contracts, being equal).
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‘intermediate’ bargaining system, industrial relations may be more or less cooperative, and it
could be that flexibility in other dimensions (such as work organisation) mitigates the impact
of EPL.  Detailed aspects of EPL could also make an important difference.  For instance,
Lindbeck and Snower (2002) note that a strong seniority rule in collective dismissals (‘last in,
first out’) is likely to worsen incentives, since this means that the majority of insiders are less
likely to be laid off, and can thus push for higher wages.  In the event of lay-offs, a large
buffer of junior colleagues must lose their jobs before the insider with median tenure is
reached.  Without such a rule, any insider could be laid off and so, it is argued, insiders will
take the employment impact of their wage claims better into account.  Further work on the
precise nature of interactions between EPL and other institutions is certainly needed.

To summarise briefly, the evidence from cross-country studies suggests, if anything, that EPL
has an unfavourable impact on the labour market.  However, this is not a strong conclusion.
Indeed the problems of data and methodology highlighted suggest that no firm conclusions
about the impact of EPL on employment, unemployment and productivity – whether positive,
negative or insignificant – can be drawn from the cross-country literature.

5.2. Within-country studies

While cross-country studies have been the principal empirical approach to estimating the
impact of EPL, several researchers have been able to exploit differences in the coverage of
EPL within countries, in particular by focusing on the impact of liberalising temporary work.

Dolado et al. (2001) provide a useful summary of the evidence for Spain.  Clearly, lower
firing costs in the form of readily available temporary contracts do indeed raise both hiring
and firing and thus the volatility of employment.  This has almost certainly helped to reduce
long-term unemployment.  However, the impact on overall unemployment is unclear.  There
is some empirical support for the proposition that an increase in the share of temporary
contracts may lead to increased wage pressure.  On the other hand, reduced long-term
unemployment suggests reduced hysteresis.  There is some evidence to suggest that the
probability of receiving firm-specific training is lower for workers on temporary contracts.
Particularly relevant here is the low proportion of fixed-term contracts that are converted into
permanent ones.  Güell and Petrongolo (2000) show that this fell from close to 20% in 1988
to as low as 7% in 1994.16

Blanchard and Landier (2002) provide some evidence for France, which also saw substantial
growth in temporary employment during the 1980s and 1990s as a result of liberalisation,
although to a much lesser extent than Spain.  Focusing on young workers, they find clear
evidence that the availability of temporary contracts increased labour turnover, but without a
substantial reduction in unemployment duration.

Holmlund and Storrie (2002) study the sharp increase of employment on fixed-term contracts
in Sweden.17  Since there were no significant legislative changes, at least until 1997, the
                                                
16 Güell and Petrongolo, in their analysis of transitions from temporary to permanent contracts, show that the

former clearly do play a role in screening (whereby individuals are employed for say one year on a
temporary contract, and then given a permanent contract if their performance is satisfactory).  In addition,
there is a spike in the transition probability at three years, the maximum legal duration of temporary work,
which would suggest that some employers will keep staff on temporary contracts for as long as possible, but
will eventually offer a permanent contract.

17 From 10.2% in 1990 to 15.2% in 2000, according to national sources.  (Cf. table 4.1 for Eurostat figures, not
available for 1990.)
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principal causes appear to be macroeconomic.  The severe downturn at the beginning of the
decade led to a substantial fall in employment, including permanent jobs.  Employment on
fixed-term contracts began to grow rapidly from the trough of the recession.  Under these
circumstances, firms have several reasons to favour temporary recruitment.  First, there may
be greater-than-usual uncertainty over future demand.  Secondly, for as long as the labour
market remains relatively slack, subsequent hiring remains relatively easy, so firms need to
worry less about offering permanent contracts in order to avoid future recruitment difficulties.
Thirdly, unemployed people (as opposed to those seeking to change job) make up a greater
share of job-seekers, which may increase firms’ incentives to use temporary contracts as a
screening device.

Several authors (Dolado et al. and references therein, Blanchard and Landier, Booth et al.,
2002) find that temporary workers are paid around 10 to 20 per cent less than permanent staff,
after controlling for observable characteristics such as age, tenure and qualifications.18  The
natural interpretation is that, despite legal requirements for equal treatment in some countries,
employers are able to discriminate against temporary workers, for example by ‘under-
classifying’ them.  This would also suggest that temporary workers may in practice be able to
undercut labour market insiders, at least to some extent, which would tend to offset any
strengthening of insiders’ bargaining power resulting from the presence of a ‘buffer’ of
temporary staff.  Blanchard and Landier (2002) interpret the pay gap as partial support for the
view that the availability of low-cost fixed-term contracts is likely to induce employers to
design routine, low productivity jobs.

McGinnity and Mertens (2002) field evidence from the German socio-economic panel that
suggests a two-tier role for fixed-term contracts.  Many temporary workers move into
permanent jobs, often with the same employer, and experience rapid wage growth, which
suggests that fixed-term contracts play an important screening role.  For others, particularly
the low-skilled, prospects are poorer, with high likelihood of unemployment and further
temporary positions.

Some authors have exploited within-country differences in enforcement to shed light on the
impact of employment protection rules.  Workers on permanent contracts in Italian firms with
15 or fewer employees are significantly more likely to be laid off than their counterparts in
larger firms, to which more stringent EPL applies (Boeri and Jimeno, 2003).  Furthermore,
Borgarello et al. (2002), using panel data based on social security records, find that the 15
employee threshold acts as a constraint on the growth of firms approaching this size.
Boockmann and Hagen (2001) perform a similar exercise for Germany, concluding from
establishment panel data that firms above the threshold for dismissal protection (which varied
between 6 and 11 employees in the 1990s – see Table A.1) were more likely to use atypical
employment.
                                                
18 A number of recent papers control for selection between permanent and temporary contracts.  The idea is

that unobservable differences between permanent and temporary jobs and/or workers may explain part of
the estimated difference in remuneration.  If so, the unexplained wage gap, after controlling for observable
characteristics and the likelihood of being on a fixed-term contract, should be reduced.  The results are
somewhat mixed: Davia and Hernanz (2002) find for Spain that controlling for selection bias actually results
in a gap in favour of temporary workers.  For Germany, Hagen (2001) and McGinnity and Mertens (2002)
find with a similar specification that the gap (rather implausibly) increases, though with other specifications
(matching estimators, or pooled OLS with fixed effects) it becomes insignificant.  On balance, therefore, it
could be argued that ignoring unobserved differences between individuals and/or jobs is likely to result in
overestimation of the unexplained wage gap between permanent and temporary workers.
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In the US, there is some evidence on the impact of wrongful termination doctrines, adopted to
a varying extent at the state level from the 1980s.  Dertouzos and Karoly (1993) found a
significant negative employment impact (3 to 4 per cent) in states where relatively stringent
doctrines were adopted.

Finally, we note partial evidence on an issue that much of the economic literature ignores,
namely the possible impact of EPL on individual conduct.  Ichino and Riphahn (2003) use
personnel data from a large Italian bank to analyse absenteeism during the probationary
period of 12 weeks (when the employee may be fired at will) and after (when EPL applies).
Perhaps not too surprisingly, the average number of days of absence per week more than
doubles once employment protection is granted.  Similarly, Barmby et al. (2002), using LFS
data, find that sickness absence increases significantly with tenure, even after controlling for
age.

5.3. Labour market dynamics

A puzzling aspect of the literature on EPL is that, while theory clearly predicts that more
stringent protection should slow down job creation and destruction, the available data do not
show systematic cross-country differences in rates of gross job turnover.  Both job creation
and job destruction are large everywhere relative to changes in net employment, in recessions
as well as in upturns.  The evidence suggests that most job turnover occurs within industries
and sectors, rather than reflecting shifts of economic activity between sectors.  Thus, it is
often the case that one firm in an industry will be creating jobs at the same time as another is
shedding labour.  Turnover tends to be higher in smaller and younger firms, and most of it
takes place in relatively few establishments that are experiencing high rates of expansion or
contraction (Davis and Haltiwanger, 1999).

Comparable sources of data on job turnover and labour turnover19 are hard to come by.  Table
5.2 provides the figures compiled in OECD (1996) and Davis and Haltiwanger (1999), as well
as Schreyer’s (2000) more recent figures on job turnover for seven countries.  Caution should
be exercised in interpreting these figures, given the differences in sources, frequency, cyclical
position, firm size and enterprise unit.  Whether new firms and firms going out of business are
included is crucial, since these evidently make a substantial contribution to job creation and
destruction.  Similarly, restricting the sample to firms with at least 20 employees, as in
Schreyer’s estimates, excludes many small firms, usually thought to be more dynamic in
terms of job turnover (and in many cases not subject to the same degree of EPL).

                                                
19 Gross job creation is defined as employment gains summed across all new or expanding business units

(usually firms or establishments, depending on the data).  Gross job destruction is employment losses across
all contracting or closing business units.  Job turnover is the sum of job creation and job destruction in a
given period.  Labour turnover can be defined as the number of people who change place of employment or
employment status.  Thus, while job turnover is a part of labour turnover, the latter includes other items,
notably reallocation of workers between continuing positions and changes of status (e.g. promotions) within
firms or establishments.
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Table 5.2 Job turnover and labour turnover

A.  Job turnover and labour turnover compared, late 1980s

Units Period Job turnover Labour
turnover

(annual in % of total employment)

Denmark manufacturing
establishments

1984-1991 23.2 57.9

Germany establishments 1985-1990 16.0 62.0

France continuing
establishments

1990-1991 7.2 58.0

Italy firms 1985-1991 22.8 68.1

Netherlands continuing firms 1988-1990 7.0 22.0

Finland establishments JT: 1986-1988
LT: 1984

19.5 77.0

Canada firms 1987-1988 22.1 92.6 (109.6)a

Japan continuing
establishments

1988-1992 8.2 39.1

USA establishments;
quarterly data
multiplied by 4

1979-1983 53.6 126.4 (174.4)a

Source: OECD (1996)
Notes: a labour turnover figures in brackets include temporary hirings and separations.

B. International comparison of job turnover

Units and coverage Period Job Turnover
(annual as % total

employment)

Denmark Private sector
establishments

1983-1989 29.8

Denmark Manufacturing
establishments

1981-1991 23.5

Estonia All employees, firms 1992-1994 22.6

Finland All employees,
establishments

1986-1991 22.4

France Private sector
establishments

1984-1992 27.1

France Manufacturing firms 1985-1991 21.2

France Non-manufacturing
firms

1985-1991 26.1

Germany All employees,
establishments

1983-1990 16.5

Germany (Lower
Saxony)

Manufacturing,
establishments

1979-1993 9.7

Italy Private sector, firms 1984-1993 23.0

Netherlands Manufacturing, firms 1979-1993 15.6

Sweden All employees,
establishments

1985-1992 29.1
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Table 5.2 continued

United Kingdom All employees, firms 1985-1991 15.3

Australia Manufacturing,
establishments

1984-1985 29.3

Canada Manufacturing,
establishments

1974-1992 21.9

Canada All employees, firms 1983-1991 26.3

New Zealand Private sector,
establishments

1987-1992 35.5

USA Manufacturing,
establishments

1973-1993 19.0

USA Private sector,
establishments

1979-1983 21.3

USA Manufacturing,
establishments

1979-1983 21.6

Germany 1993-1995 9.62

Spain 1990-1994 13.44

France 1985-1994 3.95

Italy 1990-1995 7.01

Netherlands 1989-1994 4.84

Sweden 1987-1996 5.66

Canada (Québec)

‘Permanent’ firms (in
business throughout the
period) with at least 20
employees

1990-1996 5.20

Source: Davis and Haltiwanger (1999) and Schreyer (2000)

Some authors (e.g. Burda and Wyplosz, 1994) interpret the figures on job turnover as
evidence of the active dynamics of European labour markets, in spite of impressions of
Eurosclerosis.  Some (Bertola and Rogerson, 1997) suggest that EPL may indeed slow job
reallocation, but other factors such as wage rigidities may increase it.  Others argue that there
is indeed a correlation between EPL stringency and job turnover, especially when restricted to
continuing establishments (Garibaldi et al., 1997).  Blanchard and Portugal (2001) drew
attention to the fact that, although rates of annual job turnover in the US and Portugal are
similar, the quarterly rates are much lower in Portugal, which suggests that employment
protection impedes transitory variations in employment but perhaps not permanent
reallocation of labour.  Davis and Haltiwanger (1999), among others, caution against such
cross-country comparisons.  They note in particular that the sharp differences between
industries, employer size and employer age make careful, disaggregated studies essential in a
cross-country context.

Burgess et al. (2000) control at least for industry differences in their study of output and
employment adjustment in seven OECD countries.  They find that countries in which EPL is
less stringent (according to Bertola (1990) and an earlier OECD index) adjust significantly
more quickly.  However, the effect is much weaker when industry effects are not controlled
for.

A further complication is that labour turnover, according to the available data, does seem to
be higher in countries with less stringent EPL.  One possible interpretation is that less
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movement between continuing positions, compared to say the US or Canada, reflects greater
difficulties for firms to fire employees on non-economic grounds.

Data on job tenure – i.e. time spent with the current employer – are available on a more
comparable basis, and provide another perspective on labour market dynamics.  Differences
in mean tenure suggest, like the labour turnover figures, that the extent of labour reallocation
varies between countries.  But the differences between age groups within countries are
equally significant.  Burgess (1999) notes that, although mean tenure overall in the UK is
lower than in most other European countries, it is striking that mean tenure for under-25s is
higher than in France, Germany, Poland, Spain and Sweden. With basic controls for gender,
educational level, educational quality and industrial sectors, Burgess (1999) finds that EPL
stringency (based on Bertola’s (1990) country ranking) is associated with longer tenure, but
only for prime-age and older workers.  Low tenure among young people in some countries
with strict EPL can be explained by the extensive use of temporary contracts (with limited
renewal), though training schemes and termination of regular contracts during the
probationary period might also play a role.  

Table 5.3 Job tenure of employees, 2002 (per cent of total employees)

< 12 mths 1 to <2 yrs 2 to <5 yrs 5 to <10 yrs 10+ yrs 

Belgium 13.2 10.0 16.8 15.4 44.6

Denmark 22.3 13.3 18.4 16.6 29.4

Germany 15.0 10.8 16.2 17.1 40.8

Greece 13.4 8.6 18.9 17.7 41.4

Spain 22.3 11.3 16.7 14.8 34.8

France 16.3 10.7 14.2 16.0 42.7

Ireland 18.5 13.0 21.9 16.9 29.6

Italy 12.5 8.7 15.0 17.1 46.8

Lux. 10.2 10.0 17.6 17.7 44.5

Netherlands 12.8 13.1 19.8 16.7 37.6

Austria n.a. n.a. n.a. n.a. n.a.

Portugal 16.1 10.5 17.5 16.7 39.2

Finland 21.6 10.6 14.9 15.1 37.9

Sweden 15.0 11.4 19.9 14.4 39.3

UK 20.1 13.2 18.4 18.2 30.1

EU-15 16.4 10.9 16.6 16.8 39.4

US* 24.5 8.4 23.1 17.7 26.2

Notes: Job tenure is the time spent with the current employer.  *Figures for the US are for: 12 months or less; 13
months to 23 months; 2 to 4 years; 5 to 9 years; and 10 years or more.
Source: Eurostat, Labour Force Survey; Bureau of Labor Statistics
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5.4. Conclusions

The clearest empirical results, despite data problems, are on labour market dynamics.  Flows
in and out of unemployment are higher in economies with less stringent EPL, which results in
higher frictional unemployment but lower long-term unemployment.  Job turnover (at least,
up to the 1990s and at annual frequency) does not appear to be dramatically lower, although
there are serious problems with the data.  Clearly, EPL is not an insurmountable obstacle to
job creation and job destruction, although it is possible that it does have a negative impact
which is offset by other factors.  In countries with stricter EPL, reallocation takes place to a
greater extent through job-to-job flows rather than via unemployment.  However, a significant
share of this turnover in some EU Member States, especially among the young, is due to
temporary contracts.  Furthermore, reallocation of workers between continuing jobs – which
may also be important for productivity growth and adaptability to technical change – does
seem to be higher in less-regulated markets.  The available evidence suggests that EPL
lengthens average job tenure, as it is designed to do.

Thus, EPL is having a real impact.  Cross-country studies do not allow strong conclusions to
be drawn about its effects on overall employment and unemployment.  If anything, since most
studies conclude that EPL is either insignificant or has an unfavourable impact, the risks are
probably on the downside, particularly as far as employment is concerned.  Partial evidence
from within-country studies tends to corroborate this.  In addition, there is some empirical
support for concerns that liberalising temporary work while retaining strict EPL for regular
contracts could have perverse effects.  Equally, the role of temporary contracts as a screening
device, providing a longer probationary period before employees are offered a permanent
contract, is highlighted.

6. CONCLUSIONS

6.1. The case for EPL and its economic impact

At first sight, both theory and evidence appear inconclusive.  Certainly, there is little support
for popular views on the effects of EPL. The notion that it is necessarily a bad thing is
rejected.20  There is a clear theoretical case for at least a limited degree of EPL, and there is
little conclusive empirical evidence of negative side effects.  Nor, however, is there much
support for the view that EPL is not worth worrying about, on the grounds that any effects on
employment and unemployment are likely to be small.  The theoretical literature highlights
clear and substantial risks, particularly where EPL is stringent, involves a high administrative
burden and is likely to strengthen wage bargainers.  Given the problems with the empirical
literature, the lack of conclusiveness should not be mistaken for conclusive evidence of
insignificance.  Besides, the evidence does show quite clearly that EPL has a real impact on
labour market dynamics, yet we are far from a full understanding of the implications of this
for productivity.

Despite the lack of clear overall results, this final section will nevertheless argue that several
reasonably strong conclusions about the case for and impact of EPL can be drawn.

                                                
20 Incidentally, another common notion easily dispelled is that mainstream economic theory is ‘against’ EPL. In

reality, many fairly mainstream labour economists seem to take a positive or neutral view of EPL (e.g.
Bertola, 1999; Gregg and Manning, 1997; Layard and Nickell, 1999; Pissarides, 2001).  Some of these
authors in turn reproach policy-makers (e.g. the OECD Jobs Study) for undue concern.
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6.1.1. The theoretical case for EPL

First of all, there is a normative case for EPL.  However, while many arguments for
employment protection are put forward, a crucial element in the case for legislation is
informational market failures which prevent an optimal amount of employment security being
negotiated.  In addition, a case can be made for minimum standards for employees with weak
bargaining positions.  Several observations follow from this.

•  A different degree of employment protection for different workers would be appropriate,
depending on the nature of the worker and of the post in question. Relevant factors include
the worker’s degree of risk aversion, the volatility of demand, the worker’s level of
productivity and the scope for investing in firm-specific training.

•  The form that EPL takes is important.  Costly administrative procedure and a high degree
of uncertainty cannot be optimal if one of the key benefits of EPL is insurance for
employees.

•  The key informational failure referred to above is the difficulty in distinguishing
objectively between ‘economic’ and ‘individual’ reasons for dismissal.  It is surprising that
most of the literature focuses on EPL in the context of homogeneous workers and
productivity shocks faced by the firm.  One of the key costs of EPL, in theory as well as in
practice, is that it may make it difficult for firms to dismiss workers on grounds of poor
performance or for disciplinary reasons.

•  An upper bound on the scale of informational market failure is suggested by the fact that it
is fairly common practice, particularly in the US but also in Europe, to negotiate any notice
period, severance payments etc. as part of individual employment contracts.  Furthermore,
collective agreements frequently include provisions on employment protection (usually
going beyond legal minima, though with the possibility of opt-outs from standard terms in
some countries).

•  Liberal arrangements for temporary work partly undermine the normative case for EPL,
since workers in weak bargaining positions are likely to be offered temporary work and
thus go unprotected, while firms offering permanent contracts will face the same adverse
selection problems held to justify EPL.

6.1.2. The theoretical impact of EPL

The table at the end of the executive summary sums up the main findings from a review of the
literature on the impact of EPL on employment, unemployment, labour market dynamics and
productivity.  Amidst the ambiguity, a few clear points stand out.

•  While theory may not allow clear general conclusions to be drawn about the impact of
EPL, it does identify the risks.  For example, in a country where youth unemployment is
high, a large number of women are seeking to enter or re-enter the labour market, where
long-term unemployment is high and where insiders are powerful in collective bargaining,
reform of EPL might be higher on the agenda.

•  The liberalisation of temporary contracts is not the same thing as relaxing EPL for
permanent contracts.  The ‘partial’ reform strategy may lead to segmentation of the labour
market, with potentially perverse effects: increased frictional unemployment due to excess
turnover of temporary workers, and increased bargaining power for insiders.
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•  The impact of EPL on labour market turnover is relatively clear, but the question of
optimal turnover is not well understood, which is surprising given the size of the literature
on EPL.  A key issue is the possible trade-off between the benefits of restricting transient
turnover and the costs of impeding the longer-term reallocation of labour.  One conclusion
emerges clearly: the consequences of EPL in this regard depend on the general economic
environment.  In particular, if one accepts arguments about increased turbulence (in the
sense of both pressure for greater wage inequality and possibly increased volatility of
labour demand) in recent years, then this may have important implications for the impact
of EPL.

6.1.3. EPL in practice

•  There has been little relaxation of EPL for regular contracts in recent years, except in
Spain, although it has been tightened in a few cases.  Most of the significant reforms in the
direction of ‘flexibility’ have entailed liberalisation of temporary work.  While theory
suggests it is inappropriate to treat these reforms as though they were equivalent to reform
of regular EPL, this is exactly what most empirical studies do, by using the overall OECD
index of EPL stringency.  It remains to be tested whether relaxing permanent EPL
improves labour market and growth performance.

•  In general, the cross-country evidence on the impact of EPL is less than fully satisfactory.
The summary measures used are (inevitably) open to question and it is extremely difficult
to take enforcement fully into account.  Insufficient account is taken of possible substitutes
for EPL (experience rating of unemployment insurance, short-time working schemes),
variation in the applicability of EPL (for example by firm size) and interaction of EPL with
other policies and institutions (especially wage bargaining).

•  EPL clearly does have real effects on labour market dynamics, with possible implications
for productivity as well as for employment and unemployment.

•  Empirical evidence on the impact of liberalising temporary work without addressing
stringent EPL for permanent contracts provides some support for the theoretical concerns
noted above.

6.2.  Options for reform in the EU

Although it is hard to draw strong conclusions about whether EPL in general is a good or a
bad thing, this paper argues that there is in fact a good case for keeping it on the reform
agenda.  The argument is twofold.  First, a more detailed and pragmatic approach allows that
EPL may play a positive role in some respects, but identifies elements of EPL in practice that,
if anything, are damaging or highly likely to be so.  Even in countries where the degree of
regulation is relatively light, the complexity of EPL in practice suggests that there may be
scope for beneficial reforms.  Secondly, while unqualified opposition to EPL is unjustified,
several considerations suggest a bias towards loosening might be desirable in Member States
where EPL is particularly stringent.

•  The EU’s ‘Lisbon strategy’ involves an attempt to move away from a situation where the
negative risks associated with EPL appear to dominate: viz., high long-term
unemployment, high female and youth unemployment, a low employment rate, especially
among women and older workers, and low productivity growth relative to the US which
many see as partly due to slower adoption of new technologies.



43

•  Stringent EPL appears less appropriate in a more turbulent economic environment.
Heckman (2002), for example, cites evidence of increased ‘variability’, in the form of
rising wage inequality favouring skilled workers, the increase in merger and patenting
activity, and volatility in trade and financial markets. Technological and organisational
changes could render job security legislation both less relevant and more costly where it
still applies (Snower, 1999).  In addition, changing patterns of labour market participation
and family structure mean that the imperative of protecting the ‘sole breadwinner’ is less
clear.

•  The aims of economic and social policy imply substantial employment growth in the
medium-term – the Lisbon summit set a target of 70% overall employment by 2010
(compared to 64% in 2001).  If this strategy is credible, the emphasis should now be on
measures to facilitate hiring.  Boockmann and Hagen (2001) argue that, since employers
are unsure at first whether increased demand is permanent or merely a temporary shock,
they are reluctant to take on staff with high potential firing costs.  More flexible hiring and
firing could thus ease the transition to higher equilibrium employment. 

A further important consideration is that reforms of permanent EPL are politically difficult.
While this paper has confined itself to the normative case for EPL, it must of course be
recognised that an essential part of any positive explanation of the degree and nature of EPL
is that it favours the powerful political constituency of established employees.  Their
opposition must unavoidably be taken into account in designing reforms (Saint-Paul, 2002).
Recent popular opposition to the attempts to reform EPL for permanent contracts in Italy and
Portugal, and the apparent popular appeal of moves to tighten EPL in France in 2001-2,
demonstrate that this remains a real concern.  Thus, there should be healthy demand for
reforms that could diminish some of the risks of EPL without substantially damaging vested
interests.

It is beyond the scope of this paper to make policy recommendations or to consider detailed
reforms at the national level.  We conclude with some general observations drawn from the
review of the literature, with examples where appropriate.

•  There is a strong case for reforms to increase the simplicity and transparency of EPL, while
minimising the scope for uncertainty, lengthy procedures and high administrative costs.
Berthold and Fehn (2002), for example, advocate a clear-cut and unambiguous severance
payment for non-disciplinary dismissals, linked to annual salary and tenure.  This would
reduce deadweight loss without necessarily reducing insurance benefits for employees.
Similarly, a recent reform in Spain allows employers to acknowledge an ‘unfair’ dismissal,
make the appropriate severance payment immediately, and avoid court proceedings.

•  Although complex legal issues are involved, there may be scope for exchange of best
practice among EU countries on definitions and judgement of ‘fair’ and ‘unfair’.  At
present, in many cases, there is no disincentive for employees to claim ‘unfair’ dismissal.

•  Reforms could also enable greater flexibility for voluntarily negotiated employment
protection as part of employment contracts.

•  Assessments of EPL and the possible case for reforms should take into account the nature
of collective bargaining, and the extent to which EPL is liable to reinforce insider power.
In problematic systems, collective bargaining over employment protection itself may give
further cause for concern.
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•  In a few countries, increasing the coverage of unemployment benefits could have the added
advantage of easing the dismantling of potentially costly EPL (Pissarides, 2001; Boeri et
al., 2002).  On the other hand, where benefits are relatively high and long-lasting, this is
liable to interact with EPL in raising long-term unemployment (Ljungqvist and Sargent,
2002).

•  The balance between different types of employment contracts is important for labour
market performance.  The case for ‘liberalisation at the margin’ – maintaining high
protection for existing permanent contracts and liberalising fixed-term work – is not fully
sound.  Indeed, it could be argued that this strategy only makes sense if it paves the way
politically for relaxation of permanent EPL.

•  There may be feasible ways to address the discontinuity between fixed-term and permanent
contracts.  Some Member States have introduced separation costs, payable to the employee
if a fixed-term contract does not lead to an open-ended one.  A useful complement to this
could be to remove restrictions on the renewal of temporary contracts, but to increase
eligibility for redundancy payments with successive renewals.  Other possibilities, already
partly implemented in some countries, include providing a new type of permanent contract,
with lower dismissal costs, for certain groups of workers (e.g. young people, long-term
unemployed) or introducing longer probationary periods before EPL applies.

•  Casual observation of countries that have liberalised temporary contracts but retain strict
EPL suggests that an operational apprenticeship contract (involving lower wages as well as
a commitment to training by the firm) may limit the number of young people on temporary
contracts with limited training prospects.
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ANNEX

Table A.1 below summarises reforms of employment protection legislation and regulation of
temporary work enacted over the last few years.21  At the time of writing (May 2003),
significant reforms of EPL appear to be on the horizon in a number of Member States,
including three where strict EPL is commonly seen as potentially problematic.  These are
briefly described in the text following the table.

Table A.1 Reforms of EPL in the EU since 1998 and current proposals

Country Direction of
reforms

Description

Belgium Slight
liberalisation of
temporary work

Specific form of temporary contracts introduced for the
construction sector.

Denmark No major changes.

Germany Tightened
permanent EPL;
unclear on
temporary work

Threshold for dismissal protection law lowered to 6
employees in 1999 (reversing the 1996 reform that raised it
to 11 employees). 

2001 law allows fixed-term contracts only for objective
reasons (except in case of new employees).

Temporary agencies partly liberalised in 2002, although
equal treatment requirements likely to result in wage
increases.  Placement of unemployed people in temporary
jobs to be subsidised.

Greece Some
harmonisation,
but no clear
tightening or
loosening of EPL.

2000 law increases thresholds for collective redundancies for
firms with 50-200 workers, but tightens slightly for those
with 20-50.

2001 law regulating temporary agency work.

Social partners agreed to harmonise severance payments as
part of 2002 collective wage agreement, resulting in an
increase for wage earners to the level enjoyed by salary
earners.

Spain Relaxed
permanent EPL;
tightened
temporary
contracts

2001 reform introduces dismissals costs for temporary
contracts and extends the permanent contract with lower
dismissals costs to new groups.

2002 reform limits period during which employer must pay
salary pending appeal against dismissal, and allows
employer to avoid this altogether by making the severance
payment for ‘unfair’ dismissal.

                                                
21 The table does not cover part-time work or reduction of working time. A look through the Commission’s

reports on the implementation of the Broad Economic Policy Guidelines shows that measures to facilitate
part-time work, including in some cases rights for full-time employees to reduce their working hours, have
been taken in many Member States in recent years.  Increased coverage in collective bargaining of
flexibility and work organisation issues, including access to part-time work and temporary contracts, is
another widespread trend. See European Economy, No. 1, 2003; No. 1, 2002; European Economy Reports
and Studies, No. 2, 2001 and No. 1, 2000.
http://europa.eu.int/comm/economy_finance/publications/implement_en.htm
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Table A.1 continued

France Slight tightening
of permanent
EPL; tightened
temporary
contracts

Increased dismissals costs for employees aged over 50
(Delalande contribution).

2001 law tightens legislation on collective dismissals,
though this largely reversed by the new government in 2002.
The increase in separation costs (prime de précarité) for
temporary contracts, when not converted into open-ended
ones, remains.

Ireland EPL tightened. 2001 Act extends employment protection to part-time
workers.

2003 Act strengthens statutory redundancy protection by
increasing redundancy payments to 2 weeks per year of
service (up from the current week or half-week, depending
on age), plus a bonus week, for employees with at least two
years’ service.  Employers continue to receive a rebate of
60%.  The bill also aims to simplify the system.

Italy Liberalisation of
temporary work

Temporary agency work extended in 2000 to new areas
(including unskilled work, agriculture, construction and
public administration).

Lux. No major changes.

Netherlands Unclear on
temporary work;
some relaxation
of permanent EPL

1998 Flexibility and Security Act allows greater use of
temporary contracts, but with improved conditions for
employees (including rights for transition to a permanent
contract); notice periods for regular contracts shortened and
administrative procedure lightened (though permission still
required).

Austria Widens insurance
coverage; little
impact on
hiring/firing
incentives

Severance pay scheme reformed in 2002, increasing
coverage to most permanent workers but reducing payments.
The scheme is funded by employer contributions which, if
not received in the form of severance payments, are saved
towards a supplementary pension.

Portugal Tightened
temporary
contracts

2001 law tightens use of fixed-term contracts, requiring
objective reasons to be specified and aiming to limit the use
of consecutive contracts.

1999 law regulates temporary agency work, broadening its
potential use.

Finland No clear overall
direction

2001 reform of employment contracts law improves
conditions for temporary workers and clarifies conditions for
termination of contracts.  Notice periods reduced for short-
duration contracts and increased for long-term contracts.

Sweden Slight relaxation
of EPL for
collective
redundancies

An amendment in 2000 of the Employment Protection Law
changes the ‘last in, first out’ principle in collective
redundancies. Firms (or production units) with at the most
10 employees may exempt two workers that are considered
crucial from this requirement.

United
Kingdom

EPL tightened Qualifying period for the right to claim against unfair
dismissal reduced in 1999 to 12 months (from 24 months,
reversing the reform of 1985), and maximum damages
courts can award increased.
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Table A.1 continued

EU level Limited
harmonisation

1998 Directive on collective redundancies – sets out
information, notification and procedural requirements, but
not notice periods or severance payments.

1999 Directive on fixed-term work – general requirement for
non-discrimination vis-à-vis comparable permanent workers.

Recent proposals

In Germany, Chancellor Schröder unveiled ideas for labour market reforms in March 2003.
Firms would be able to hire temporary employees without these counting towards the
threshold of five employees above which dismissal protection rules apply.  Workers
dismissed for economic reasons would be able to choose between a fixed redundancy
payment or the right to bring a legal case for reinstatement.  Social criteria (such as age,
tenure or number of dependants) for deciding which workers are made redundant in the case
of collective redundancies will be relaxed, allowing firms to take greater account of
qualifications, performance and responsibilities.

The Italian government proposed far-reaching reforms in 2001, including substantial
exemptions from the obligation to reinstate employees in cases of unfair dismissal.  While this
element of the proposed reforms remains under discussion, Parliament approved a law in
February 2003 that will lead, among other things, to new types of employment contract
(including ‘on call’ contracts where workers are available to work on an intermittent basis)
and a review of apprenticeship and training contracts.

In Portugal, the proposed new labour code (approved by Parliament in May 2003 and
awaiting presidential approval and possible scrutiny by the constitutional court) would extend
the maximum duration of fixed-term contracts to six years and give employers the right to
oppose reinstatement of an employee in dismissal cases.

In Sweden, a government-appointed commission proposed to introduce termination costs for
fixed-term contracts where the employee was not offered an open-ended contract.  In addition,
fixed-term workers would be given enhanced rights to be considered for permanent jobs.  At
the same time, the commission proposes to allow fixed-term contracts of up to 18 months for
any reason, dispensing with the need to specify objective grounds.

At the EU level, in 2002 the Commission proposed a Directive on temporary agency workers.
This would complement similar measures relating to part-time and fixed-term employees,
establishing a general principle of equal treatment vis-à-vis comparable permanent staff in the
client enterprise (though with the notable innovation that pay is explicitly included as one
element of comparison in the proposed text).  The measure is currently being debated by
Member States in the Council.
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