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@ Employment protection legislations (EPLs) < Dismissal
regulations.



@ Employment protection legislations (EPLs) < Dismissal

regulations.

@ Observation: Smaller firms face weaker EPLs than large
firms (S-shaped EPLs).
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Why does EPLs design matter?

[ EPLs ]*[ Labor markets ]*[ Welfare ]

@ Welfare costs of S-shaped EPLs: 3.5 % of GDP.
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e Main Question:
How do S-shaped EPLs come to exist?
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Government

@ Policy intervention works on the extensive margin.
e Positive perspective.



[ EPLs ]*[ Labor markets ]->[ Welfare ]->[ .P°|'t'ca| ]
Interests

/

Government

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

© S-shaped EPLs arise as an equilibrium outcome.

@ Model for the study of the scope of EPLs that links:
e Labor.
e Macro.
e Political economy.
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This paper

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

© Economic interests towards EPLs?
e Conflict of interests: Workers vs Entrepreneurs

@ Equilibrium EPLs design?
e S-shaped regardless of political orientation.

© Implementation?

e Decentralized bargaining between unions and
entrepreneurs.



© Facts



Dismissal regulations (EPLs)
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e Fact 1: S-shaped EPLs used in many countries.
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@ Fact 2: One-time reform.
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e Fact 3: Left-wing defines a lower size-threshold.



Dismissal regulations (EPLs)

AUS
100 7100 UkA T
£ £
8 5
£ 80 z 80
< o
o =)
B )
2 60 2 60
: :
El Z  FRA
= =
< 40 - 40 AR
£ . =
£ BGR DNk SRD, g ol . . HUN P
ﬁ. I 1TA RPT ] M ﬁl BEL GRC BEe .
S REUDEy S S W
" EU AUT s} 0 KOR
1960 1970 1980 1990 2000 2010 1975 1980 1985 1990 1995 2000 2005
Enactment year Enactment Year
Size-threshold, left-wing. Size-threshold, right-wing.

@ Fact 4: S-shaped EPLs used either by the left or the

right.
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e EPLs distort firms decisions through a financial channel
(Simintzi et al., 2015; Serfling, 2016; Bai et al., 2020).

e Financial frictions matter.



Model
I Inequality I

[ Financial ] [Occupational] [ Political ]
- > + > >

Labor Markets choice interests
EPLs
e Model:

builds on Fischer and Huerta (2021, JPubE).
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Model: timing

@ Dismissal regulations (EPLs): ¢ € {¢o, #1}, &1 > ¢o.

@ Labor policy design, P(a) : [0, amax] = {0, ¢1}.

t=0

L
T

t=1

t=2

o Wealth: a~g(a)
o f(K,L) = KoLP
e EPLs: Py

e Labor reform:

,P0—>P.

e Credit conditions.
e Occupational
choice.

o Payoffs realized .
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Equilibrium given Py(a) = ¢y.

a a
} % %
Worker Entrepreneur  Entrepreneur
Inefficient scale  Efficient scale

Some notation:
Ew-L=[(1-s)w+sopw]-L

U%(a|lP) < Ew-L
Ue(a|P) < f(K,(1-s)L)-Ew-L



Government’s problem

Chooses P(a) : [a, amax ] = {¢0, 1}

Pz{gggﬁgm{U(P,A) =A-E [U"(a[P)] + (1-X) - Eg[U(a|P) ]}

s.t. Eg[LJP] =E[L|P]
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Scale sector  Worker Entrepreneur

Small (a< 3) ®
Large (a > &) ®

Small: 1 ¢ =| credit = Investment = efficient.

Large: 1 ¢ =17 labor costs, but still efficient.
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Scale sector  Worker Entrepreneur

Small (a<3) © ®
Large (a>8) © ®

e Result: P must be monotone.

o Size threshold, a* € [a, amax]:

P(a)
1
¢
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Flexible wages
wage = w(P)
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Flexible wages

Results:

© Equilibrium wage is increasing in a*.

Q U(a* = Amax; A) = U(a* =a,\).

Can the government increase U by choosing

a* € (a,amax)?

YES! For any \.
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Equilibrium policy: takeaways

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

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

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

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

© 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

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

@ Political process (probabilistic voting).



THANKS!



Entrepreneurs’ utility

U¢(a,D,LIP)=f(K,(1-s)L)-(1-s)wL-s¢wlL—(1+p)D-F
Entrepreneurs’ problem

max U¢(a,D, L|P)

D,L

s.t. US(a,D,LIP) > u™(P)+(1+p)a, (PC)
U¢(a,D,L|P) > oK (1C),

Back to



Workers' utility

Individual worker

u”(P)=[(1-5)+sp]wlLs —c(Ls)
with ¢(Ls) = L and ~ > 2.
Group of workers in firm a

L

U (alP) = ;

u*(P)

Back to



Political Preferences
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Worker's welfare under S-shaped EPLs

@ Individual expected utility:

0 1
m m
Eu" = ——uy + ———uy"
m° + m? m° + m?

o Aggregate workers' welfare:

~ m° m!
u” = ug + u |- G(a) = moug’ + myuy
m° + m? m° + m? -

o Welfare equivalence:

Mottt + myul = f UW(a|gbo)dG+/am U (al¢h1)dG

a*

Back to



Government's problem with S-shaped EPLs

max ]{U(a*,x)sx(faa U (algo)dG + [ UW(a|¢1)dG)

a*e[a,amax
ca-n( [ vt [ U6<a|¢1>dc)}

st m°~LS((,/>0):/aa L(alé0)dG,
mt Lo = [ L(alon)de.

m®+ m' = G(a).

Back to
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Workers, case: a< 3
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Flexible wages: political preferences

Entrepreneurs

AU

— AU¢(a]a*)




Flexible wages: political preferences

Entrepreneurs
AUe
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Implementation

e Firms strategically adjust their size:

e Under-invest.

e Under-report.

@ Alternative mechanism:

e Decentralized bargaining between unions and
entrepreneurs.

e Policy instrument: bargaining power of unions, u € [0,1].
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Implementation: bargaining

Can the government choose 1t to achieve

U(a*, \)?
YES! For a set of \'s.



Implementation: bargaining

P(a)
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