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Motivation

Employment protection legislations (EPLs) ⇔ Dismissal
regulations.

Observation: Smaller firms face weaker EPLs than large
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Welfare costs of S-shaped EPLs: 3.5 % of GDP.
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Policy intervention works on the extensive margin.
Positive perspective.
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Motivation

Why does EPLs design matter?

EPLs Labor markets Welfare
Political
interests

Government

Saint-Paul (1996, 2002); Boeri and Jimeno (2005).
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Contribution

1 S-shaped EPLs arise as an equilibrium outcome.
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Contribution

1 S-shaped EPLs arise as an equilibrium outcome.

2 Model for the study of the scope of EPLs that links:

Labor.
Macro.
Political economy.
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This paper

Main Question: How do S-shaped EPLs come to exist?

1 Economic interests towards EPLs?

Conflict of interests: Workers vs Entrepreneurs

2 Equilibrium EPLs design?

S-shaped regardless of political orientation.

3 Implementation?

Decentralized bargaining between unions and
entrepreneurs.
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Fact 1: S-shaped EPLs used in many countries.
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Fact 2: One-time reform.
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Fact 3: Left-wing defines a lower size-threshold.
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EPLs distort firms decisions through a financial channel
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Model: timing

Dismissal regulations (EPLs): φ ∈ {φ0, φ1}, φ1 > φ0.

Labor policy design, P(a) ∶ [0, amax] → {φ0, φ1}.

t = 0

● Wealth: a ∼ g(a)
● f (K ,L) = KαLβ

● EPLs: P0

t = 1 t = 2
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Model: timing

Dismissal regulations (EPLs): φ ∈ {φ0, φ1}, φ1 > φ0.

Labor policy design, P(a) ∶ [0, amax] → {φ0, φ1}.

t = 0

● Wealth: a ∼ g(a)
● f (K ,L) = KαLβ

● EPLs: P0

t = 1

● Labor reform:
P0 → P .

t = 2

● Credit conditions.
● Occupational
choice.
● Payoffs realized .
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Equilibrium given P0(a) = φ0.

a0
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Inefficient scale

a

Entrepreneur
Efficient scale
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Equilibrium given P0(a) = φ0.

a0

Worker Entrepreneur
Inefficient scale

a

Entrepreneur
Efficient scale

Some notation:

Ew ⋅ L = [(1 − s)w + sφw] ⋅ L

Uw(a∣P) ∝ Ew ⋅ L

Ue(a∣P) ∝ f (K , (1 − s)L) −Ew ⋅ L
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Government’s problem

Chooses P(a) ∶ [a, amax] → {φ0, φ1}.

max
P={P(a)}amax

0

{Ū(P, λ) ≡λ ⋅Eg [Uw(a∣P)] + (1 − λ) ⋅Eg [Ue(a∣P)]}

s.t. Eg [Ls ∣P] = Eg [L∣P]
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Large (a > â) , /
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Sticky wages
wage = w(P0)
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Sticky wages: government’s weighted-welfare
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â amax
a∗

Entrepreneurs (λ = 0)

17



Sticky wages: government’s weighted-welfare

Workers (λ = 1)

Entrepreneurs (λ = 0)
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Sticky wages: equilibrium policy
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P(a)
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Flexible wages
wage = w(P)
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Results:

1 Equilibrium wage is increasing in a∗.

2 Ū(a∗ = amax , λ) = Ū(a∗ = a, λ).

Can the government increase Ū by choosing

a∗ ∈ (a, amax)?
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Flexible wages

Results:

1 Equilibrium wage is increasing in a∗.

2 Ū(a∗ = amax , λ) = Ū(a∗ = a, λ).

Can the government increase Ū by choosing

a∗ ∈ (a, amax)?

YES! For any λ.
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Flexible wages: intuition

Workers (λ = 1)

a â amax

a∗0
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Assumption: g ′ < 0
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Ū(a∗, λ)

a0 a∗LW a∗RW
amax

a∗

22



Flexible wages: government’s weighted-welfare

Workers (λ = 1)
λ ∈ (0,1)
Entrepreneurs (λ = 0)
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Equilibrium policy: takeaways

1 Sticky wages: only the left chooses S-shaped EPLs.

2 Flexible wages: S-shaped EPLs are implemented either
by the left or the right.

Right-wing: ‘regulate large businesses to foster small
businesses growth’.

Left-wing: ‘do not regulate small businesses to protect
their workers’.

3 Left-wing sets a lower size-threshold.
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Conclusions

Main message:

S-shaped EPLs are consistent with aggregation of
heterogeneous political interests.

Unions can implement the equilibrium policy if regulated.

Extensions:

Individual and collective dismissal regulations.

Other size-contingent regulations

Special tax treatments.
Credit subsidies.
Size restrictions in retail sector.

Political process (probabilistic voting).
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THANKS!
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Entrepreneurs’ utility

Ue(a,D,L∣P) = f (K , (1−s)L)−(1−s)wL−sφwL−(1+ρ)D−F

Entrepreneurs’ problem

max
D,L

Ue(a,D,L∣P)

s.t. Ue(a,D,L∣P) ≥ uw(P) + (1 + ρ)a, (PC)
Ue(a,D,L∣P) ≥ φK (IC),

Back to main
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Workers’ utility

Individual worker

uw(P) = [(1 − s) + sφ]wLs − ς(Ls)
with ς(Ls) = Lγs and γ > 2.

Group of workers in firm a

Uw(a∣P) = L

Ls
⋅ uw(P)

Back to main
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Political Preferences

a â a
a

∂Ue/∂φ
∂Uw/∂φ

Back to main
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Worker’s welfare under S-shaped EPLs

Individual expected utility:

Euw = m0

m0 +m1
uw

0 + m1

m0 +m1
uw

1

Aggregate workers’ welfare:

Ūw = [ m0

m0 +m1
uw

0 + m1

m0 +m1
uw

1 ] ⋅G(a) = m0u
w
0 +m1u

w
1

Welfare equivalence:

m0u
w
0 +m1u

w
1 = ∫

a∗

a
Uw(a∣φ0)dG + ∫

amax

a∗
Uw(a∣φ1)dG

Back to main
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Government’s problem with S-shaped EPLs

max
a∗∈[a,amax ]

⎧⎪⎪⎨⎪⎪⎩
Ū(a∗, λ) ≡ λ(∫

a∗

a
Uw(a∣φ0)dG + ∫

amax

a∗
Uw(a∣φ1)dG)

+ (1 − λ)(∫
a∗

a
Ue(a∣φ0)dG + ∫

amax

a∗
Ue(a∣φ1)dG)

⎫⎪⎪⎬⎪⎪⎭
s.t m0 ⋅ Ls(φ0) = ∫

a∗

a
L(a∣φ0)dG ,

m1 ⋅ Ls(φ1) = ∫
amax

a∗
L(a∣φ1)dG ,

m0 +m1 = G(a).

Back to main
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Flexible wages: political preferences

Workers, case: a < â

◯

a a1
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∆Uw
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Flexible wages: political preferences

Entrepreneurs
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Implementation

Firms strategically adjust their size:

Under-invest.

Under-report.

Alternative mechanism:

Decentralized bargaining between unions and
entrepreneurs.

Policy instrument: bargaining power of unions, µ ∈ [0,1].

32



Implementation: bargaining

Can the government choose µ to achieve

Ū(a∗, λ)?
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Implementation: bargaining

Can the government choose µ to achieve

Ū(a∗, λ)?

YES! For a set of λ’s.
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Implementation: bargaining

P(a)

a â a a

φ0

φ1

µ ⋅∆
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