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Abstract

Chronic unemployment and slow employment growth in some countries have
led to calls for more labor-market "flexibility." Often, however, the
definition of flexibility is unclear. And many elements of flexibility, while
important to some aspects of the employment relationship, are not especially
relevant to employment or unemployment trends.

This paper defines the flexibility issue in terms of legally-mandated
"geverance," a generalized employment cost linked to seniority. A mandated
severance benefit can stand for a variety of programs including employer-
provided employment guarantees, payments which must be made to laid-off
workers, and compensation for wrongful discharge. Such a mandated cost can be
seen as a payroll tax on the employer, raising the issue of tax incidence.

The literature on tax incidence, although quite varied, suggests that a
significant portion of "employer-paid" payroll taxes are in fact shifted to
labor in the form of lower wages. Such shifting should reduce the dis-
employment effects attributed to severance. The micro view, often taken by
employers, is that labor costs are given and that mandated costs are simply
add ons to pre-existing cost levels. However, the tax incidence literature
suggests that a more macro view must be taken to account for cost shifting.

A model is provided of a firm upon which a severance mandate is imposed.
Even at the micro level, the firm can shift some of the cost of severance to
employees by lowering wages - although at the expense of higher turnover costs
associated with increased quit rates. At the macro level, to the extent that
firms reduce employment, there could be still further downward wage
adjustments which would shift the severance burden to labor and mitigate the
dis-employment effect. Moreover, previous models have been developed under
which certain types of mandated severance benefits might in fact decrease the
unemployment rate.

Ultimately, if the natural rate of unemployment is raised by severance
inflexibility, the age-old question is raised of why wages do not fall in the
face of labor surpluses. The true inflexibility to be explained, therefore,
is in aggregate wage determination. And the appropriate remedies must focus
on that issue.
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The rise in unemployment rates in the 1970s and 1980s, especially in
Europe, has produced growing concern over lack of labor-market "flexibility".!
More rapid job creation in the U.S. than in Europe led Europeans to toy with
the idea - often uncomfortably - of deregulating the labor market along lines
perceived as the American model.? While both the employment-to-population
ratio and the labor-force participation rate rose in the U.S. during the 1970s
and 19808, they fell in such countries as France, (West) Germany, and Italy.
And since the mid 19808, the OECD has produced both general and country-
specific research studies on the subject, generally urging policies
encouraging more flexibility.? Related studies have been published by the
ILO.* Some governments have also established task forces to examine issues of
national labor-market flexibility.® However, exactly what is meant by
flexibility is not always clear. And the conclusions reached, in part because
of the uncertainty, tend to be vague. One report, for example, ends with the
hardly-controversial statement that "dynamic economies bent on sustainable
growth will have to be flexible. Labour market flexibility is one of the

conditions for their success."¢

In this study, flexibility is defined to encompass programs, such as
government-mandated job security protections, which reward seniority. It is
often argued that such arrangements, by constraining employer flexibility and
making new hires potentially more expensive, discourage employment and lead to
chronic unemployment. But such arguments are commonly based on a very micro
view of the firm and its reaction to mandates. The thrust of this paper is
that such mandates are unlikely, by themselves, to be root causes of chronic
unemployment because firms could offset mandated costs via lower wages. Thus,
the inflexibility which must be examined is the old riddle of labor economics:
why downward wage adjustments do not clear a labor market characterized by

surplus workers.

I. Some Excluded Definitions of Flexibility

Because so many definitions of flexibility have been offered in the



literature, it is important to make clear what versions are excluded in this
paper. As with much of the policy-oriented literature, the concern here is
with possible adverse employment effects of inflexibilities, especially those
mandated by law. Not all of the limits on flexibility cited in recent studies

in fact link directly to that concern.

Sometimes, the idea of flexibility appears to merge with concepts
related to the jinternal workings of enterprises, e.g., flexible specialization
techniques in production, autonomous work teams, and multiskilling of
employees.’” At this very micro level, flexible techniques may be seen by
proponents as making the enterprise more competitive, thus creating jobs.
Often flexibility is identified either with small firms and entrepreneurialism
or with decentralization of control within large firms.® Opponents, on the
other side, see a dark side of unchecked management authority and job

instability or will argue that small firms are not as beautiful as they seem.’

As in much of the micro-oriented approach, the macro connection to
aggregate employment is unclear. For example, if an enterprise becomes more
competitive via internal fiexibility, it must have made other enterprises less
competitive in relative terms; what appears to be job creation in one firm may
be matched by job destruction in another. Partly for that reason, this paper
does not include such internal firm issues - important though they may be in
other contexts - as an element of flexibility relevant for overall employment

effects.

Sometimes, flexibility is taken down to the individual employee level
and used to refer to devices such as "flextime" working hours, use of part-
time arrangements, and employment of temporaries. These devices may meet the
needs of certain employees (often women with child care responsibilities).!®
Growth in the number of jobs characterized by what European’s call “atypical"
working arrangements might thus be seen as a possible route to job creation,

attracting individuals into the labor market.



However, again, the macro perspective suggests that the growth in such
jobs may simply represent conversion of "regular" jobs to such flexible
arrangements rather than net new job creation. And employment in part-time or
temporary jobs may reflect employer, rather than employee, preferences and be
symptomatic of a labor surplus. Moreover, even when employee preferences
dominate, attracting more individuals into the labor market will increase
employment only if jobs are available. So, again, jindividually-desired
flexibility is excluded from the discussion that follows since its emphasis is
adding to the supply of labor. 1In the face of job insufficiency, such
flexibility-induced additions would increase - rather than decrease -

unemployment.

Flexibility can refer to the micro wage determination process, i.e., the
setting of occupational or other wage differentials. In some countries with
centralized systems of wage setting, wage differentials may become frozen and
unresponsive to local conditions, thus producing allocation inefficiencies.
The advantages in terms of holding down inflation in such systems gradually
are overwhelmed by the problems associated with inflexible differentials. It
has been argued that pressures will eventually arise for increase differential
flexibility through wage drift away from the official wage rates and the
system may slide toward decentralization.!! But since the main concern in
this paper is aggregate employment, wage differential inflexibilities are not

further discussed.

II. Compensation and Entitlement-Linked Versions of Labor-Market Flexibility

There is a body of thought connecting the idea of flexibility and job
creation to labor compensation and working qonditions. The linkage here is
through direct or ersatz forms of wage adjustment. Classical labor market
theory going back to the 19208 and 19308 emphasized wage flexibility to clear
the labor market in times of high unemployment, reasoning at the macro level
from the analogy of a micro labor market. Employers would hire more people,

it was assumed, if labor costs were lower. Keynesian analysis, beginning in



the mid 1930s, took the emphasis off wages, especially nominal wages, and
placed the responsibility for clearing the market on monetary and fiscal

policy."” But the 1970s and 1980s saw something of a classical revival.

The rapid growth and full employment of the "four-tiger" countries of
Asia has sometimes been attributed to moderate wage repression, a classical
explanation since it presupposes a tendency for wages - absent repression - to
settle at too-high levels.?” Sluggish job creation in Europe, particularly
relative to the U.S. in the 19808, was linked to "too-high" real wages,
perhaps triggered in the 19708 by oil price shocks.! Various notions were

then attached to the general idea of a classical "Eurosclerosis."

Job skills among the unemployed were thought to deteriorate, making them
less employable at going wages and perpetuating their unemployment. Or the
lucky incumbent workers who still had jobs ("insiders") were seen as
perpetuating too-high wage levels because of lack of concern for unemployed
outsiders.! Under these stories, unemployment - once created - tended to
continue ("hysteresis”), a classical variant of the old Keynesian idea of low-

level traps.

At the level of policy, there developed the notion of using profit
sharing as a partial substitute for the normal time-based or piece-based wage,
put forward by Martin Weitzman and others.!® Reducing the share bonus would
represent an alternative to layoffs in response to negative demand shocks. And
the lower base wage would lead to higher levels of employment throughout the
business cycle. Indeed, under the Weitzman model, the economy would operate
in a continual labor shortage, thus dampening the business cycle if not

eliminating its effect on employment.

It will be seen below that classical inflexibility is a necessary
element linking employment insufficiency to job security mandates and similar
policies. That conclusion implies that proposals to deal with classically-

generated joblessness - such as the Weitzman share economy plan - are relevant



to the discussion that follows. Also implied is that countries have a wider
range of options to impose job security mandates than is often suggested in
recent literature, provided they also act to ensure adequate aggregate wage

flexibility.

The type of initial flexibility or inflexibility with which this paper
deals primarily stems from the regulation of workplace practices in terms of
compensation and conditions of work, especially those related to job security.
Such legal mandates are certainly not intended to reduce employment; if such
effects occur, they are accidental byproducts or perverse impacts.
Nonetheless, the argument often is made that legal mandates increase the cost
of workers, thereby decreasing their use. So a critical issue is whether, or

by how much, costs are actually raised.

Much of the current opposition in the U.S. to creating a national
mandate for employer-paid-and-provided health insurance stems from the fear of
dis-emplo}ment effects. Opponents argue that the higher costs induced by the
health insurance mandate will lead to fewer jobs, particularly at smaller
firms.!” EBuropean concerns about the impact of job security regulations are
similar. Each employee hired involves a potential risk to the employer; there
could be a decline in demand for labor in the future and difficulty in -
sheddiné employees in that event. 1If there are firing costs, these
automatically become hiring costs, thus reducing hiring, according to a common
line of thinking already cited. While anti-layoff regulations might not be
harmful if the economy starts out at full employment and is growing rapidly, a
shock toward higher unemployment and slow growth will tend to persist since

employment will remain "stabilized” at the new low level.!s
III. Sorting Out and Narrowing the Issues
In this paper as previously noted, the focus is on employment and

unemployment. It is important to emphasize this point because many other

issues surround the question of labor-market mandates and entitlements. For



example, a job security entitlement might lead to inefficiency if incompetent
or insubordinate employees can not be dismissed (or if great costs attend such
dismissals).” Or, in the face of a downward demand shock to a particular
firm, a job entitlement might prevent layoffs of redundant workers who could
be better used elsewhere. From the enterprise or micro perspective, such
effects can be viewed as inefficiencies and lowered productivity. But would

they cut the number of jobs?

Other things equal, since lower productivity means more jobs per unit of

output, such inefficiencies might raise employment. If output falls 1% but

productivity falls 3%, there will be 2% more jobs. The actual result depends
on various factors such as the degree to which output falls and - an issue
stressed below - the ability of employers to shift the costs of such programs
to workers in the form of lower wages. In addition, since overall employment
is a macro matter, the responses of monetary and fiscal policy must also be

considered.

A major problem with the flexibility debate is that the various
potential goals of policy are not sorted out. For example, mandated social
security pensions might have a long-term effect on saving behavior, depending
on the financing mechanism. Perhaps unfunded pensions reduce private saving
without an offsetting increase in public saving, thus reducing domestic
investment. Eventually, reduced investment might produce slower growth in

real incomes.

Particular social security pension formulas may also distort labor-
market decisions of males vs. females or old vs. young. Mandated health
insurance may shield patients from the true costs of alternative health
services, thus producing overconsumption of such services and inefficient
service delivery. Alternatively, there may be certain economies of
administration in mandated national health insurance. Employees may have
greater mobility under such national arrangements since "job lock" (inability

to change jobs due to possible loss of health insurance) does not arise.



It will not be possible to make progress in the flexibility debate
unless definitions are provided and issues are isolated and dealt with
separately, Ultimately, everything in the economy is interrelated but
acknowledging that fact does not produce an operational approach to analyzing
the flexibility issue. Thus, in this paper the focus will be only on costs
and employment impacts of labor-market entitlements which increase in value
with seniority in the case of involuntary termination of employment by the

employer.
IV. Examples of Seniority-Linked Entitlements

Various kinds of entitlement programs and legal arrangements provide
increased benefits related to seniority in the case of involuntary separation.
Among such entitlements are job-security guarantees and protections, since
such guarantees tend to be stronger for longer-service workers. These
protections may involve obtaining permission for layoffs from official bodies
or tribunals or delays in negotiating such layoffs with internal enterprise
councils. Or they may involve cash payments to laid-off workers. Apart from
legally-required procedures, there may simply be public and poligical
controversy in some countries when layoffs occur. Such policies and political

pressures characterize many European countries.

However, examples can be cited outside Europe. Unemployment insurance
in the U.S. is conditioned on a worker receiving minimum accumulated wage
earnings over a specified period so that continuity of employment (seniority)
is effectively required. Employers are charged for these benefits in relation
to their contributions to a laid-off employee’s total wages. But voluntary
quits generally do not entitle a worker to benefits.® 1In the case of
arbitration of discharges in the (relatively small) union sector of the
American economy or in the growing area of wrongful discharge lawsuits by
nonunion employees, American arbitrators, judges, and juries tend to give
weight to worker seniority. Greater sympathy and awards go to long-service

employees.?



Taiwanese laws require payments of large severance bonuses linked to
past seniority to employees who are terminated. However, voluntary quits
eliminate the severance entitlement.? Thus, as in the previous examples,
employees accumulate an entitlement of potential cost to the employer. The
cost of the entitlement can be reduced only by shifting the expense to
employees or following strategies which reduce the proportion of higher-

seniority workers in the workforce.

As these examples make clear, there is a wide array of public policies
which can be depicted for modeling purposes as a potential cost to the
employer which rises with seniority. 1In later analysis, this cost will be
termed "severance." An important question is the degree to which the
severance cost may be shifted by the employer - or by all employers acting
collectively as demanders of labor - to employees. Emﬁloyment effects will

depend critically on the degree of shifting that is possible.

Noté, however, that simply asking employers what adjustment in public
policy is needed to expand employment will produce a predictable, but
potentially misleading, answer. An employer representative will almost always
say that if a particular costly mandate were reduced, or even if a privately-
negotiated labor cost were reduced, the firm would thereby have a competitive
advantaée and would tend to expand output and employment. For example, Lee
Iacocca, the former CEO of Chrysler Corporation, was well known for dispensing
data on the cost of health insurance imbedded in the average car his firm
produced.? The implication was that if those costs were somehow reduced,
Chrysler could have produced more cars at a lower price and hired more

workers.

The problem with such reasoning is that while reducing the cost for one
firm might well have that job-creating result, reducing it for all firms
(including competitors), might well have another.* Reasoning from the single
employer perspective is not likely to incorporate such all-firm consequences.

It is unlikely to make clear how wages might react since the determinants of a



particular employer’s wage policy could be changed by a general mandate
affecting all firms. And it certainly will not incorporate assumptions about
how the central bank might react. Later in this paper, these issues will be

explored.

V. The Incidence of Labor-Market Mandates: Analysis

The cost argument concerning labor-market entitlements is simply that if
workers are made more expensive, employers will use fewer of them. Put
another way, the demand curve of the representative employer is downward
sloping. However, as previously stressed, a critical question is the degree
to which a mandated cost can be shifted to labor. A complete shift will
eliminate the adverse employment effect. There is a literature on payroll tax
incidence which is quite relevant to the employer-mandate/flexibility issue.

At the simplest level, the potential shift to labor can be depicted in
terms of demand and supply analysis.”® For example, Figure 1 shows a
downward-sloping demand for labor and an upward-sloping labor supply curve.

If the mandate’s cost is translated into the equivalent of a payroll tax rate
T, imposition of T raises the cost to the employer from W, to W,, an increment
less than T.¥® The more inelastic is the supply curve, the less the margin by
which W, exceeds W,, and the less is the employment displacement effect (the
drop from E, to E;). With a totally inelastic labor supply curve, there is no
increase in labor costs at all when T is imposed and no disemployment
effect.” 1Indeed, a payroll tax imposed in the face of a backward-bending
(negatively sloped) labor supply curve would reduce labor costs and jncrease

employment .?

Even the analysis of Figure 1 can understate the degéee to which a
payroll tax type expense can be shifted back to labor. Figure 1 implicitly
assumes that the expense represented by the tax provides pno incremental gain
for labor. Typically, however, employees do gain some entitlement as the
result of the imposed expense. Much depends on what value employees place on

the entitlement and the degree to which receiving it is conditional on



employment.”

Consider, for example, a hypothetical mandate that employees receive a
cash bonus equal to 1% of any wage payment made by the employer. Since bonus
and wage are perfect substitutes (both are cash), the slope of the labor
supply curve becomes irrelevant. Wages would simply fall by 1%, an amount
completely offset by the bonus, leaving employees and employers effectively in
the same position. No change in employment or net labor cost would occur. 1In
short, simple demand/supply analysis predicts that the result of a mandate
would be somewhere between the type of incidence depicted on Figure 1 and a

complete shift to labor, depending on the value of the entitlement to labor.¥

Demand/supply analysis often assumes a competitive, clearing labor
market characterized by the "law of one price." 1In such a labor market, there
is full employment and firms do not have their own wage policies. Rather,
they simply pay the one going wage rate for a particular grade of labor. Thus,
there are three objections to the kind of analysis embodied in Figure 1.

First, real-world firms do have wage policies and may pay above or below
the market average. A firm which lowers its wage relative to the average wage
prevailing in the labor market will experience an increase in quits and higher
turnover costs. However, it can choose to maintain its level of employment in
the face of higher quits by increasing its rate of new hiring. In effect,
there is a possibility of substituting turnover or hiring costs for wage
costs. If mandated costs are imposed on the firm, it might choose to reduce
its wage and put up with higher turnover. This possibility is discussed in

more detail later.

Second, in union' bargaining situations, there may be a significant pay
premium relative to the market-clearing wage. Workers may queue for high-wage
union job openings. That is, there may be an excess supply of labor. The
supply curve of Figure 1 is not strictly relevant to such a situation since

the wage is set off the supply curve.’ 1Indeed, the very shape of the supply
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curve is distorted by the existence of excess supply.®

If a costly mandate is imposed in such a negotiated, excess-supply-of-
labor case, does the union successfully insist on maintaining the pre-mandate
level of wages and benefits? Even in the long run? The answer is not clear,
but the possibility of some absorption of the mandated cost by labor remains.
In effect, the employer may bargain on a total compensation basis so that

added costs come out of the workers’ “pot".

Third, the flexibility discussion has occurred in the context of
generalized unemployment in many countries. Unionization rates vary quite
widely in Europe so a purely union story is not appropriate. In some cases
real wages were maintained in the 1980s in the face of chronic unemployment
among predominantly nonunion workers, e.g., in France. Hence, it would be
inappropriate to consider the question of mandate incidence in the face of

excess labor supply only in the context of collective bargaining.

The existence of a non-clearing labor market makes complicated even
seemingly straight forward remedies for unemployment based on adjusting
payroll taxes. For example, there has been a proposal to cut payroll taxes in
European countries just for certain groups particularly subject to high
unemployment.® Even a relatively simple model, allowing for substitution
between categories of workers, would suggest that such implicit tax subsidies
could increase employment of the targeted group. But jobs for the targeted
group might simply come at the expense of other workers. Such a process may
occur - even without a targeting policy - through selective evasion of payroll
taxes (working "off the books"). In Spain, for example, certain groups are
more prone to tax evasion, but the economy remains characterized by very high

unemployment rates.*

It is fashionable in macroeconomic circles to consider the mysteries of
why wages do not fall in the case of chronic excess labor supply to be

explainable by various concepts developed in the past two decades. Often
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cited are implicit contracts, efficiency wages, and related similar micro
constructs based on traditional economic notions of rationality. But in fact
the riddle of pay inflexibility remains.* Elements of fairness geared to
nominal wages seem to be components of the story as are other factors that
promote nominalist thinking.¥ Aggregate wage equations (modified Phillips
curves) can be estimated empirically, but these are basically descriptive.
There is no simple theory to predict whether wage rigidity in the face of a
benefit mandate means wage-plus-mandate rigidity, i.e., absorption of the
mandate cost by labor, or whether it means wage-only rigidity, i.e., full

payment of the mandate by the employer, or some in-between solution.

VI. The Incidence of Labor-Market Mandates: Empirical Evidence

Although the possibility exists that labor bears some or all of the
costs of mandated benefits, there are political advantages in obscuring that
fact. But there can also be political liabilities. Mandated programs and
benefits may be more popular with workers when it appears that someone else
(the employer) is paying the cost. Thus, as previously noted, much of the
political battling in the U.S. concerning health care reform has involved
whether or not employers should be mandated to provide "employer-paid” health
insurance. Proposals to mandate that individuals (including employees) pay

for health insurance if their employer does not have not been popular.

Although the U.S. Congressional Budget Office in fact assumes that the
cost of employer-paid health insurance is "almost entirely offset by a
decrease”™ in pay or other benefits, the political debate assumes the opposite,
i.e., that all costs are borne by the employer.’” But while the idea that
employers pay may be appealing to employees, it also sets up employer
opposition. That is, once it is insisted by program proponents that the
mandate is paid for by the employer, the mandate can then be criticized by

employers as job destroying.

Despite the heat of the health insurance debate in the U.S., there have

been surprisingly few empirical estimates of the incidence of mandates. One
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approach is to estimate labor demand and supply curves and then to apply the
type of analysis of Figure 1 to calculate the impact. Alan Krueger took such
an approach to the Clinton health care proposals, using relatively low supply
elasticities culled from various other studies.® Workers were found to
absorb about two thirds of the added cost of the program.® A similar study
by Aaron and Bosworth estimated that about three fourths of the added cost
would be shifted to workers.®

Since the Clinton proposal for health insurance is not in effect, it is
perhaps inevitable that its potential impact would be estimated using
demand/supply analysis. A second approach, however, is to examine the impacts
of mandates that have already been implemented. 1In the early 1970s, John
Brittain examined data on a cross-section of 64 countries’ manufacturing wages
and payroll taxes.’ On the assumption that a constant elasticity of
substitution (CES) production function could describe output, he estimated
that all of the payroll tax was absorbed by labor. A tax-shift-to-labor

parameter was consistently found equal to unity across his various data sets.

However, as Feldstein pointed out, giv S e ation,
Brittain’s results were predetermined. The real wage excluding the tax will
differ from the marginal product of labor by the amount of the tax, regardless
of the degree to which the tax is shifted to labor.? Brittain responded to
this criticism by noting that his data need not be interpreted'only as

reflections of a CES production function.®

The issue dividing Brittain and Feldstein was essentially whether it was
possible to estimate what the wage would have been in the hypothetical absence
of the payroll tax and compare it with the actual wage. That is, is there a
counterfactual wage built into the methodology? Brittain'’s approach, when
rationalized in CES terms, essentially standardized for labor demand across
countries, but not for the supply of labor. A looser interpretaﬁion - just
that wages could typically be predicted by some general measure of living
standards (Brittain used the output/labor ratio) - would give the Brittain

test more meaning.
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However, even the loose interpretation is open to question on empirical
grounds. Seemingly minor differences in specification of Brittain’s
estimating equations and the time period used for estimation were found by
Vroman to lead to wide differences in the shift coefficient. On the other
hand, an alternative data base tested by Vroman was found to produce estimates

which coincided with Brittain‘’s original estimates and conclusion.“

The Brittain approach, minus its CES interpretation, continues to
suggest that much of the impact of employer-paid social insurance costs are
shifted back to labor. Figure 2 shows the 1990 percentage of manufacturing
compensation received by production workers which went for social insurance in
27 countries. The proportions range from below 5% to above 30%. In most
cases, the proportions have increased since the mid 1970s, although some

countries have reduced their tax rates, partly out of employment concerns.

Note that there is no simple relation between living standards and the
proportion of compensation expended on social insurance. For example,
Luxembourg, singaporé, and Sri Lanka all spent about the same percentage. This
is because although there may well be a connection between the percent of GDP
allocated to social insurance, countries may choose to finance such spending

out of general taxation rather than labor compensation, e.g., Denmark.

With all estimates converted to U.S. dollars, a simple regression across
the countries in 1990 standardizing only for GDP per capita suggests that each
$1 of labor compensation expended for social insurance raises total labor
compensation by $0.28. Taken literally, this would mean that labor absorbed
72% of the cost. However, regression analysis suggests that take-home pay,
which should decrease in that case, instead rose by $0.16 per dollar of social
insurance. Thus, there is a spurious positive correlation that accounts for
$§0.16 of the $0.28, suggesting that the "true"” impact of an added $1 of social
insurance is about $0.12 on total compensation. That estimate indicates that
labor absorbs about nine tenths of the cost of "employer-paid"” benefits.*

14



An alternative methodology applied by Hamermesh took advantage of the
upper limit on U.S. social security taxes which create different average tax
rates across individuals.® Using individual wage data, Hamermesh found that
about a third of the payroll tax was shifted back to labor, almost all in the
first year.“ However, the approach seems quite sensitive to the method of
estimating the payroll tax owed for each employee. Actual payroll taxes were
not indicated in the Hamermesh data set; they were approximated based on
reported earnings (which may be in error) or estimated earnings (which may
also be in error). It is unclear that any of the techniques used would avoid
the classic problem of bias toward zero of regression coefficients when there

are errors in independent variables.®

More recent work has used variation in the cost of mandates across
industries and occupations or demographic groups. Workers’ Compensation
programs are mandated by state law in the U.S. to compensate for on-the-job
injuries or work-related diseases. Cross-state costs vary within occupational
groups, aithough the amount of absorption by occupation of the cost varies
substantially. Overall, however, more than 85% of the cost was found to be
shifted to labor.® A related study focused on the costs of a mandate that
employer-provided health insurance plans in :the U.S. (which are not themselves
mandated) must provide maternity care. A similar result was estimated.® The
cost of‘mandated maternity care was largely shifted to the wages of women of
childbearing age or to the wages of husbands of such women.

Time-series evidence is yet another potential approach. Holmlund
estimated annual wage-change equations for Sweden including a term for payroll
tax rate changes. He found that about half of a payroll tax increase was
absorbed by labor in the initial year. His equations could not determine the
long-term impact since lagged payroll taxes were not used as independent
variables. However, Holmlund noted that it was likely in the long run that

full absorption by labor would occur."

Generally, U.S. data suggest that payroll tax increases initially boost

labor costs but are eventually absorbed by labor. An annual regression of the
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change in labor’s percentage share of GDP (including employer contributions
and taxes for social insurance) against current and lagged values of the
change in employer contributions and taxes for social insurance will produce
positive coefficients for current and recent years. But these coefficients
shift to negative for years further in the past. However, the precise results

are very sensitive to specification.®
VII. A Simple Model of Severance, Wages, and Employment

As previously noted, a mandated benefit of seniority-related entitlement
can be used as a proxy for a variety of legally-required programs related to
job security. Of course, employers might provide such benefits without a
mandate, since seniority-linked entitlements could reduce turnover (quit and
hiring) costs by attaching "golden handcuffs"” to employees. So to model the
impact of an effective mandate, it is necessary to assume that a law is

imposed requiring the firm to go beyond what it would voluntary offer.

Consider a two-period model in which a firm, which uses labor as its
only input to production, has a level-of-employment policy, a wage policy, and
a severance policy. In period (1), it hires E workers at wage W, offering a
potential severance entitlement S. If those workers quit at the end of period
(1), they do not accrue any entitlement. But if they stay with the firm into
the second period, they accrue a benefit which might be viewed as severance
pay S received at the end of period (2). S could be a function of the wage

but for simplicity consider it to be a fixed payment.

The firm can follow a low-wage or high-wage policy and maintain its
level of employment E (holding S constant). However, the quit rate
(quits/employee or q,.where q is bounded by zero and unity) will be higher at
a lower wage, as shown on Figure 3. Thus, the firm will have to'replace
workers who quit at a hiring cost of h per worker. A similar relation between
the severance offering and the quit rate also holds; given a wage level, the

higher the level of severance, the lower the quit rate and its associated
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costs.® Figure 3 also can represent the severance-quit relationship.

In period (1), the firm has three kinds of labor costs: a) ongoing

employment costs (WE), b) hiring costs (hgE), and c) severance costs (S[(1-q]E
= SE-SqQE). To maximize profits in period (1), the firm must adjust E, W, and

S, its three policy instruments, optimally. It will set its level of

employment E so that:

(1) Marginal revenue product of labor = marginal employment cost

+ marginal hiring cost + marginal severance cost, or:

(1°) MRP, = W + hq + S(1-q)

as shown on Figure 4 at E,.* Equations (1) and (1’) are simply
generalizations of the textbook rule that wage = marginal revenue product of

labor.

Since, by construction, E is not a function of W (because the firm
substitutes a higher hiring intake with attendant higher hiring costs for the
wage to keep E at the desired level), the optimum, profit-maximizing wage

decision is to set W such that:

(2) marginal employment cost associated with a 1 unit wage increase =
net saving on severance - hiring cost associated with the reduction

in quits brought about by the 1 unit wage increase, or:

(2°) (s-h)gw’ =1

where qy’ is the marginal (partial) effect of W on the quit rate. The cost of
severance per worker rises with the wage, since raising the wage lowers quits
and because a higher fraction of the firm’s workforce become entitled to
severance. Employment cost (as defined above) per worker is simply the wage

W. But hiring costs fall as the wage increases, since quits drop and fewer
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workers need to be replaced.

Figure 5 illustrates the three elements of labor cost per worker as a
function of the wage (given optimal S). The employment cost W is shown by the
45° degree line through the origin. The severance cost rises as W increases
because fewer quits translate into more workers eligible for severance. And
the hiring cost falls for the same reason; higher wages reduce quits which
reduce the need for replacement hiring. The firm sets the wage (given the
severance payment discussed below) so as to minimize total labor costs per
worker ([employment cost + severance cost + hiring cost)/E) as at W, on Figure

6.

Finally, the firm sets its voluntary level of severance such that:

(3) the marginal cost of increasing the severance payment =

the marginal saving due to lower quits, or

(3°) (1-q) + Sqs’ = hqy’

where g5’ is the partial derivative of the quit rate with respect to S.
We will assume that the mandated severance level is above the optimal

voluntary level for the representative firm.

Consider the firm alone, i.e., neglecting the macro effects of the
mandate on other employers. If the firm is in profit-maximizing equilibrium
and a government mandate now requires higher-than-voluntarily-provided
severance per eligible worker, labor costs will increase. Quits will fall due
to the extra severance and that will reduce hiring costs. But the saving in
hiring costs will not be enough to compensate the firm for higher severance,
otherwise the firm would have raised severance voluntarily.¥ As shown on
Figure 4, the firm reacts on the employment side by reducing the labor input
to E,. The optimum wage falls to W, on Figure 6, as the firm tries to

stimulate some quits in order to reduce severance eligibility.%
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Up to this point, the analysis has neglected economy-wide (macro)
repercussions of the mandate. But it is very important to consider such macro
developments in analyzing the overall impact of the mandate; the final effects
will reflect the actions of all affected employers, not just those of a single
firm. 1If all firms react in a similar fashion to the firm modeled above, then
real wages should fall. The reduction in labor demand - absent some form of

wage rigidity - should drop the wage until the labor market again clears.

That simple point brings the analysis back to the earlier discussion of
payroll tax incidence. The severance cost is an implicit "tax" on employment.
With a totally inelastic labor supply, real wages should fall throughout the
labor market. The fall should continue until firms had their profitability
restored to the level consistent with full employment, a point that would be
reached when all of the added severance cost was shifted to labor as a lower

real wage."¥

If labor supply is elastic and positive, some of the burden of added
severance should fall on labor and some on the employer, as in the payroll tax
case. However, the labor'market would still clear. Employment would be lower
than before the mandate but unemployment should not be higher. That is,
workers willing to accept going wages would find jobs, although some would
choose leisure rather than work because of lower wages. This outcome is
manifestly not what has been observed in many countries, especially in

Europe, with chronically high unemployment levels. Ultimately, therefore, the

explanation of unemployment as due to inflexibility associated with severance-

like job security mandates is at best incomplete. If an jincreased job-

VIII. The Macro Context
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The concept of the cost of severance can be modified to include changes
in the economic environment as well as the monetary value of the severance
payment. In the model above, severance was paid to any worker who did not
quit at the end of period (1). However, severance could be reinterpreted as
an insurance benefit based on a contingency in period (2): the possibility of
a layoff. That is, the benefit could be an employment or income guarantee
that would take on value in period (2) only if the worker would otherwise be

involuntarily terminated due to a business downturn.

In effect, the severance benefit could be seen as an option which could
be exercised by the worker during Bad Times in period (2). Should the
worker’s value to the firm fall to the point of layoff, the worker could
exercise the option and collect income from the employer in the form of
severance, a continuing income payment, or continued employment at the
existing wage. The cost to the employer of providing such options increases,
as with financial options, with the variance of the underlying contingency. If
employers perceive that economic conditions have become more uncertain, the
cost of severance will rise, even if there is no change in the terms of the
legal mandate. That is, the level of S and the rules governing eligibility
might not change and yet a more uncertain environment could increase the

expected cost of the severance mandate to the firm.

There are many factors which could have contributed to employer
perceptions of increased risk and uncertainty beginning in the 1970s and
1980s. These include the move to flexible exchange rates, the rise of new
foreign competitors (in Asia and now eastern Europe), de-regulation and
privatization in domestic markets, OPEC and Persian Gulf oil price shocks, new
technology, etc. In some instances, especially when a mandate is relatively

new, employers may have difficulty estimating just what the risks are.
American employers, for example, can obtain insurance policies against

wrongful discharge lawsuits which cover litigation expenses and adverse

verdicts for economic damages. However, court awards of punitive damages can
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not be recompensed by insurance. And there may be internal costs to the firm,
not included in direct litigation costs, such as supervisors becoming overly
cautious in disciplining employees. One study found that California employers
cut back hiring by more than could be justified by direct expected litigation
expenses in wrongful discharge suits, suggesting either significant risk

aversion or indirect expenses.*

But even though risk aversion and hidden costs easily cited, and even
though they could contribute to the expected cost of severance, the wage
flexibility issue must remain at the heart of the discussion. Higher
unemployment can arise from increased costs of severance only if wages do not
fall to offset the added expected costs. Discussion of labor-market
inflexibility and dis-employment has too often proceeded on the assumption
that existing labor costs are given and any added costs simply are one-for-one
add ons. Although that is the micro perspective, i.e., the view of the
individual employer, it is an excessively narrow and partial equilibrium

analysis,

Figure 7 provides a wider analysis at the macro level, drawing on the
Mitchell-Zaidi model of the determination of the "natural®™ rate of
unemployment.® The unemployment rate U tends to weaken labor’s bargaining
position, other things equal, so that target W/P, wages divided by a price
index (the real wage) tends to be lower at higher unemployment rates. This
labor-market relation is shown by downward-sloping line LL. 1In the product
market, firms mark up prices P over their labor costs W so that P/W represents
the target profit margin. Other things equal, high unemployment (economic
slackness) will reduce the ability to maintain high profit margins so target
P/W will be lower at higher as unemployment rates. But P/W is simply the
inverse of W/P and is graphed on Figure 7 as upward-sloping line PP.

Clearly, the inverse of target P/W from the product market must equal

target W/P in the labor market for equilibrium to prevail, as at U* on Figure

7. U* is the natural rate of unemployment because it harmonizes labor and
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product market targets. If U falls temporarily below U*, workers will try to
obtain a higher W/P in the labor market and firms in the product market will
try to obtain a higher P/W (lower W/P). It is not possible for W/P and P/W to
go up simultaneously. A wage-price spiral will therefore accelerate at point

to the left of U* on Figure 7.

Conversely, to the right of U*, a zone of disinflation exists. At Uw,
whatever rate of inflation currently exists will tend to continue. Assuming
the macro authority (the central bank) is content with current inflation rate,
it will follow policies to hold unemployment at level U*. And departures from

U* will be unsustainable in the long run.

Other things equal, any exogenous influence that causes firms to seek
higher profit margins (a lower PP line and a lower W/P, holding LL constant)
curve will tend to raise the natural rate of unemployment. Any influence that
increases labor’s militancy in seeking a higher real wage (a higher LL and a
higher W/P, holding PP constant) will also raise the natural unemployment
rate. If the expected cost of severance is raised, either because of a
tighter mandate or because employers feel severance has become more expensive
due to increased economic uncertainty, PP will shift down (to P’'P’) on Figure
7. By itself, this shift will raise the natural rate of unemployment (to
U**)., Only if LL shifted down sufficiently to compensate employers for the
increased cost of severance, i.e., only if the burden of the added cost of
severance is shifted to labor, will the natural unemployment rate remain as

low as U*,

There is a second important interpretation of employment determination
under certain mandated severance benefits in the macro context, based on a
model developed by David Levine, extending work by Shapiro and Stiglitz.® If
the severance benefits under question are just-cause employment policies,
requiring that firms have a mandated level of cause before being able to fire
employees, and if the macro unemployment rate affects workers’ rate of effort,

then mandating just-cause employment policies might actually reduce
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unemployment. The intuition is that the choice of harsh severance policies
by some firms will increase hiring rates at these firms and thus decrease the
expected duration of unemployment for all workers. This may have an effect on
the motivation of workers employed elsewhere, which results in a high
equilibrium unemployment rate. Mandating that firms can’t follow such harsh
severance policies therefore reduces equilibrium unemployment, but at the cost

of higher expected duration of unemployment.
IX. The Bottoam Line on Flexibility and Employment

It is popular to point to mandated employment security devices as
departures from needed flexibility in the labor market. But labeling such
inflexibility as the culprit for chronically high unemployment in some
European and other countries can at best be only a part of the story. Limits
on the firm’s right to lay off do raise costs to employers, but other elements
of compensation, especially wages, could adjust to offset the extra costs. The
micro-level employer view that labor costs are given and mandates add to costs
on a one-for-one basis exaggerates the dis-employment effect. Hence, the
inflexibility to be blamed is not the mandated employment security policy but
whatever it is in the labor market that prevents downward real wage

adjustments in the face of high unemployment.

The potential policy remedies recommended should target the wage
flexibility issue. A focus exclusively on job security policies will produce
only limited remedies. Among the approaches which focus on wage flexibility
is the Weitzman proposal for encouraging widespread use of profit sharing,
effectively using the variable share bonus as a substitute for wage

flexibility.

Absent increased wage flexibility, employers will seek empioyment
contracts which avoid the cost of job guarantees. In the U.S. and elsewhere
where it is permitted, there has been a substantial growth in the use of

contingent workers (temporaries, self-employed contractors, consultants,

23



workers on limited-duration contracts, etc.). Alternatively, if wages cannot
be lowered to offset mandated costs, employers may seek higher productivity
through the various forms of employee involvement techniques that have evolved
over the past two decades. However, as interesting as the various internal-
to-the-firm options are for offsetting costs, it is important not to lose
sight of the macro wage rigidity that underlies these developments.
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Figure 2:
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Figure 3: Effect of Wage
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Figure 7: Determination of
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