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“The effect of laws on employment depend on the statemand

Ed Lazear (1990, p.705)

1. Introduction

According to existing labor market theories and own belief countries with strong
employment protection will have high unemploymeates and low employment participation
levels. Especially in Europe this is considereti¢ahe caséHowever, a comparison of labor
market performances of the EU15 countries duriegpist decade shows that the Dutch labor
market is markedly different. Being a market witirewf the strongest employment protection
laws for workers with job tenure, the Dutch economstands out having the lowest
unemployment level, the highest level of labor neanarticipation, and the highest growth

rate in employment in the past decade. And prodiigiexceeds the European average.

This paper presents an explanation for this renmdekphenomenon. It is based on a long-
lasting characteristic of duality in the Dutch lalmoarket, a feature that has been overlooked
by most of the existing scholarly research on lammarket institutions, job protection and
social insurancé Firms in the Netherlands have a unique optiorhtwose from two different
ways to dissolve tenured worker contracts. Oneipiigg is the -- universal -- procedure
through court. The other possibility is to obtaiarmission for dismissal from the public
employment service (PE$When granted permission by the PES the firm igvetl from
the obligation of severance pay. The PES is a gowental institution that remains from a
decree that has been enforced during the occupatithe Netherlands during World War 1.
After the war a provisional law was proclaimed taimain the decree and the uniqueness is

that -- although heavily debated for more thandgzades -- it still exists.

! Cf. Emerson (1988), Bertola (1990), and BlanchardRardugal (2001).
* Cf. Belotet al.(2007), and Freeman (2008).
* Since January®] 2009 the Public Employment Service or Labor lospete is officially called
Uitvoeringsinstituut Werknemers Verzekeringen, @\UWERKbedrijflt has about 100 local establishments
throughout the Netherlands.

2



We review in brief the history and some specifipeats of the public employment service in
the Netherlands. The paper then presents a basicetical equilibrium model of employment
determinations of firms that have the opportuniyréceive severance pay exemption when
facing economic distress. The model predicts thgystem of severance payment exemption
is less costly than the alternative of additionaémployment benefits as long as the wage
elasticity of labor demand does not exceed thergevef the replacement ratio. The model

also predicts that the policy is more effectivg@ariods of economic distress.

We then report the results from a novel data seindividual dismissal cases collected
specifically for this paper from dismissal proceskifor the period 2006-2009. The data show
that the duration of court procedures -- three week average -- are shorter, but that the
expected length of the procedure is less predietabd the expected costs are higher and
more uncertain. This is caused by two facts: (ihd@ranted dismissal approval from the
PES relieves a firm is from the obligation of sewere payment, and (2) severance payments
determined for each individual dismissal case by tivic court are based on a specific
formula with a number of variables to be determibgdthe cantonal judges for each case

individually.

If costs and uncertainty of the court procedure tagher, why then do not all employers
always apply for dismissal permission from the PEB& answer to this question is threefold.
First, PES decisions can be challenged in couthbyemployer as well as by the employee.
Second, cases of “disturbed relationship” are inaslle to the PES. Third, if a dismissal is
found to be unreasonable, permission to termirf@esmployment contract is not given (but
valuable time may be lost). Only one-fourth of@@rmanent employment contracts that were
being dissolved for economic reasons eventuallyeéng in court. The possibility of the PES
to reject a firm’s dismissal proposal is an impotteastrument to reduce the effect of moral
hazard in the Dutch labor market especially duniegessions. The PES rejection rate is
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countercyclical; during recessions firms are mdely to propose dismissal cases that are not

based on reasonable grounds.

This system of duality in the Dutch labor marketisaracterized by a policy of severance
payment exemption for firms in economic distresee Hovernment can decide to relieve
firms from the obligation of severance payments wieeonomic times are difficult. The
Dutch labor market is a unique laboratory to obsdhis exemption system at work. We
present a comparative analysis of the differenedging costs distributions between the two
options firms have to dissolve permanent workertreats. We find that costs of firings
through civil courts are four times larger thamnfiy costs of PES dismissals; the variance of
the costs is 94.2 times larger. These differeness la major impact on the functioning of the
labor market in the Netherlands Together they fodrenmost important reasons underlying the
favorable outcomes of Dutch labor market perforngamccomparison with other European

countries. The paper concludes with an outlooKudture research.

2. Some stylized facts of European labor markets

We begin the analysis of job security in timesexfassion with a comparison of labor market
statistics of the EU15 countriesFigure 1 shows the OECD index of the strictness i
protection against individual dismissal of workevgh permanent employment contracts.
Portugal, Germany, and the Netherlands form thethope of countries with the strictest
protection of tenured jobs. According to existirapdr market theory countries with strict
employment protection laws will have high levels t#dmporary employment, high

unemployment rates, low employment participationelge, and low worker productivity.

Figure 2 and Figure 3 show, respectively, tempoeanployment and unemployment rates for

the EUL5 countries. The rate of temporary workarthe Netherlands is indeed one of the

* The EU15 refers to the number of member countriéseoEuropean Union prior to May'12004. The
countries are Austria, Belgium, Denmark, Finlandyrfiee, Germany, Greece, Ireland, Italy, Luxembourg,
Netherlands, Portugal, Spain, Sweden and the UHitegdom.
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highest in Europe; the unemployment rate, howeieramong the lowest in Europe.
Moreover, Figure 4 shows that labor market paréitgn is the highest in Europe. Labor
productivity exceeds the European average (Figuré&d& decades the long-term growth in
labor market participation in the Netherlands edsethe European average (Figure 6), and
the unemployment rate is structurally among theeltwn Europe (Figure 7). On the basis of
these stylized facts we conclude that the Dutclorlabarket is an example that challenges

modern theories of unemployment and job security.

3. Institutional aspects of the Dutch labor market

During the last decade there has been a shift 6f0D® workers or 2.6 percent from the
permanent to the temporary workforce. Figure 8Awghthe fluctuations of permanent and
temporary work in the Netherlands for the period20- 2011. From 2005 to 2008
employment in both categories has risen substantial the years 2002 - 2005 and 2009 -
2011 permanent employment declines. Despite $#fiet to prevent permanent job losses the
number of tenured workers shows substantial cyicfloatuations. The average number of
permanent workers is 5.25 million and fluctuatesMeen 5.19 million and 5.33 million. In
the same ten years’ period the number of tempavankers grows from 0.8 million in 2001

to 1.13 million in 2008. In 2009 it goes down, Istays above 1.1 million until 2011.

The dual system of preventive dismissal testing

What is so distinct about the Dutch labor marketamparison to other labor market is the
existence of a system of preventive dismissalrtiggtir workers with permanent employment
contracts. A legal provision requires checking tlegality, validity, carefulness and

reasonability of a dismissal request before a wocke actually be dismissed. Two different
institutes perform the preventive testing: thelaeurt and the Public Employment Service

(PES).



Civil court

The basis of Dutch labor law is Chapter 7 of theilGCode. The civil court deals with

controversies on employment provisions on the bafisthese laws. The introduction of the
Civil Code of Law in 1838 can be regarded as a stolee in the history of labor market
legislation in the Netherlands. Inspired by thenEre Code Civil of 1804, the Dutch Civil

Code introduced a new national civil law that comgd three articles regarding the
employment relationship between an employer an@&raployee. Originally, these articles
were all written to protect the employer, ratheartithe employee. The introduction of the
first legislative measures that aimed for the ptod@ of the employee was not until 1909

when the Law on Employment Contracts was enacted.

Public Employment Service

An alternative measure to prevent job losses wasduaced when the occupying force of
Nazi Germany enacted the First Enforcement ResoltEerste Uitvaardigingsbeslujton
June 11 1940. This resolution was meant to regulate labarket fluctuations and recorded
a unilateral dismissal prohibition, imposing thatemployer could not dismiss an employee
without the approval of the Labor Inspectorate. #ismissal a reasonable cause was required,
and the reasonability was checked by the inspdetotha proposition for dismissal was

judged unreasonable, permission to terminate th@ayment contract was not given.

After the war the Dutch government upheld this h&son through the declaration of the
Extraordinary Resolution Labor Relations of Octol#l 1945 Buitengewoon Besluit
Arbeidsverhoudingen 1945The goal of the declaration was to support egmknt and
encourage production in order to stimulate the egoa recovery in the Netherlands. The

Public Employment Service (PES) replaced the Labgpectorate and was made responsible



for the observing of the implementation and ex@cubtf the 1945 resolution by order of the

government The resolution is still in force today and theFiEplements its objectives.

The most important difference between the civilrt@nd the PES is that when permission
for dismissal is granted by the PES a firm is k&t from the obligation of severance
payment. The severance pay exemption is a pureredgttion for the firm in need paid for

by the governmertt.

Figure 8B shows the requests for dismissals tha¢ baen approved by the PES and by the
civil courts from 2001 through 2011. Employers cé®dhe two routes in almost equal
proportions until the start of the Great Reces&nB008 when the number of PES requests
became double the size of court dismissal requilstisonly in recessions are firms granted
permission from the PES to dismiss workers thoulgining expansions as well. This finding
is consistent with the fact that job destructioras-well as job creation -- occurs throughout
the business cycle, though fewer firms declinedadgtimes (Davis and Haltiwanger (1992)).
Noticeably, the volume of requests and the numbelismissal cases presented to the courts

are leading indicators for the unemployment rate.

4. Theoretical considerations

In competitive labor markets government mandatedrs@ece payments are offset by optimal
contracts between the worker and the firm (Laz&80Q), Acemoglu and Shimer (1999),
Pissarides (2001)). Concerns about everlasting gbbrtage in modern labor markets

challenged the equilibrium market hypothesis arduaed the development of theories of

> See also Chapter 7 of S.S.M.Peeters (200&)jund Sociaal Rechvlonografieén Sociaal Recht 38, Wolters-
Kluwer.

6 Alternatively, workers can be exempted from payimgpme tax.The 1997 Alabama Severance Pay
Exemption Act exempts the first $25,000 of seveegmay (including unemployment compensation, tertiona
pay, or income from a supplemental income plangixex by an employee, who, as a result of "adnmatise
downsizing" loses his or her job (quoted from Hitgalor.alabama.gov/incometax/esp.html).



labor market rigidities (Akerlof and Yellen (1983pertola & Bentolila (1990), Nickell
(1997), Garibaldi and Violante (2005)). In a rectrgoretical paper Michaillat (2012) argues
that in periods of contraction matching frictioms, in Mortensen and Pissarides (1994), are
relatively unimportant. Job shortage can occurguildrium nevertheless and results from a
combination of wage rigidity and diminishing marglimeturns to labor. In recessions labor
supply is in excess; the level of employment idained by the level of labor demand. This
is the point of departure for this section to irtigege theoretically the possibility that a
government can intervene to overcome job shortagseburing jobs in recessions. For the
economy as a whole Kaldor (1936) suggested a mafdgbvernment intervention through
wage subsidy to reduce unemployment. Our papéreiditst to study this set up in the style
of modern economics. We present a basic equilibrinodel to investigate the possible
effects of a specific government policy to securesjin firms that go through a period of

economic downturn.

Consider a competitive labor market, where thescost firm to employ a worker arethat
includes a severance pay contributido the governmentR(E) Is the firm’s revenue function

of a single input? , withR >0 and R’’<.0In order to determine the optimum ingut

givenw the firm’s objective is to maximize the expectedfip E{I‘I (LD)} with respect td_”

(1) ML‘E‘X E{I‘I ( LD)} = I\/Lluw{ I{ E)— WE}
The first order necessary condition yields

(2) R=w.
Solving (2) provides a solution for inplit.

Severance pay exemption for a firm in need




If the firm is relieved of the obligatory severarnuay, then the wage costs will be lower. The

firm’s objective function changes into
© Max E{M1(L )} = Max{ R 1)~ wi},
with w. = w—r. The first order necessary condition is
4) R=w, o R=w-r7.

SinceAw, =w, - w=-7 , it holds thaR(L,) < R’(LD)

The probability of severance pay exemption

Now suppose that with probabilitf< p, <1 a firm is grahtxemption of severance pay.

This case describes closest the situation for firmthe Netherlands. The firm’s objective

function then becomes

®  MaxE{N(L}=Max{p [RIL)-w]+ (- pJRU)-(w, + 1)L
The first order necessary condition is

(6) p,[R-w]+(1- p)[ R-( w+r)]=0.
Rewriting gives

(7 R =w- pr.

With 0< p, <1t holds thatR (L, )< R( L) < R( E) , so that the marginal reveiuéhe case

of a probable exemption of severance pay is lotan tvithout that possibility (whem = 0),

but higher when no uncertainty exists and exempsgoalways granted (whem = 1).L is



being chosen in advance of the state of naturegbh@ivealed. In the real world, of course,

actual firms have to make exactly suhantedecisions.

The effect of severance pay exemption on revenues

In this section we investigate the effect of theesance pay exemption policy on the firm’s

total revenues. LeR be a linear-quadratic revenue function of the fimth employment as

the only input, R(E):%Z—%Zz witha, >0 . ThenR’(f):(a—ﬁ)/,B fof=L, L". From

equations (2) and (7) we get
(8a) L"=a-pBw
and

(8b) L=a-pw+8Bpr .

Sincep, > 0, we haveAL=L-L"=Bp,r >0 and therefore the firm’'s employment level is

higher with the severance pay exemption policy tdahout (see Figure 9A).

The change in employment that results from the rsene pay exemption policy is --
positively -- related to three parameters. Thd fdarameter is the severance pay ratdhe
effect of the exemption policy will be larger whédre severance pay rates are higher. The
second parameter is the probability of exemptpanAn increase of the exemption probability
renders the exemption policy more effective to segobs. The third parameterfsthe slope

of the demand curve. If labor demand is highly tetalat demand curve is small), then
the effect of the policy will be smalAL will be small). If labor demand is inelastic thiéeet

of the policy will be large. This is a surprisingsult. It holds true because in equation£9)
determines the slope as well as the intercept efddmand curve. Figure 9B provides an

illustration.
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The firm’s expected revenues are always higher thighseverance pay exemption policy than

without. This can be shown as follows. Defin®= R(L)- R(L*) . Sitbtion of equations
(8b) and (8a) into RY respectively, and subtraction givesR= ,[)’(wgr—%( pr)z) . So

AR>0 iff w>1pr. Sincew=w +7 ,w, >0, and<p, <1 , the inequality>1 p.r always

holds and thereforaR>0 ’ .

The responsiveness of the firm to the severancexmawption policy

Definey as the wage elasticity of labor demand betweetvtbeegimes with and without the

probability for a firm to receive severance payragéon. Then

AL /Aw
(9) ,7:7 . ’

L W

T

with Aw, =-7, so thaty < 0. Letv > 0 be the unemployment benefit per worker paidhey
government and lejp =u/w. be the replacement ratio. The equilibrium conditfon the

exemption policy to be effective is that the saiebsts are equal in both regimes. Without

the policy the government receives from the firrwesance paymentgl” . In case of an
exemption the government receives zero severanogneguds, but savesvAL on

unemployment benefits. The equilibrium condition t& written as
(10) 1L = vAL, or  7(L-4L) =vAL.

Given thatAL > 0, we write

(11) v=r(i—1).

AL

Combining equations (9) and (11) yields

’ Similarly, the firm’s expected profits are higlveith the severance pay exemption probability thihaut.
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(12) n=—(p+ E)_1

Wr

From this we conclude that a necessary conditior-46' <7 <0, or in absolute terms

lnKlp™ |

In this simple model of linear demand and lineaadpatic revenue functions with
employment as the only input we find that a systdreeverance payment exemption is less
costly than the alternative of additional unempleymbenefits as long as the wage elasticity
of labor demand does not exceed the inverse of rédpéacement ratio. Let's assume
generously that the replacement ratio is .75, sb it inverse is 1.33. Generally, the full
(substitution and scale elasticity) labor-demaraktitity in absolute terms is one or below

(Hamermesh, 1996).

The effect of a negative shock

The wage elasticity of labor demand increases (legstive, closer to zero) with the size of

the shock. This can be shown as follows. fet  benthge elasticity of labor demand after a

negative shock that shifts the demand curve inw&dsen that\w = Aw = -1 AL =AL , and

L'=L', it holds that\%<% , and therefor@zvl\f/vl% <1l , so thpk 7, or inoilte
4

terms‘ n ‘ >‘ /7‘ . This result states that the likelihood tha necessary condition -- that the

wage elasticity of labor demand does not exceedntrerse of the replacement ratio -- holds
increases during recessions, when more firms ateyldownward shockéConsequently, the

severance pay exemption policy is more effectivénduperiods of recessich.

® This theoretical result is also supported empiljc&drazen, Hamermesh and Obst (1984), for exantipie,
that during recessions the demand elasticity iaddo be closer to zero.
° A negative shock can be so large, the® and the firm would go bankrupt unless the gowemt is willing to
make a contribution to the firm and jobs might beesl. In our model this implies that temporat#. This was
in fact the situation in the Great Recession 0f822R009 when the Dutch government helped savingfeiv
banks such as Fortis, Aegon, ABN-AMRO and ING uéttge financial injections.
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5. A comparison of individual dismissal cases befwihe two different procedures

All civil court files on individual dismissal casese stored in archives administered by the
organization of the courts. An electronic databalsmwvs the civil court to keep track of the
number of dismissal cases filed each year. Unfatily, the database does not contain any
detailed information on particular cases. Detaitgdrmation is stored in paper folders only,
each containing a written appeal, a written defeasd the judge’s verdict. Each folder has a
concise description of the reason for dismissalsorde employee related characteristics such
as job tenure, position, date of birth and wageorBhafter a case is closed the folder is
moved to and stored in the local court’s data aehivhere it is kept for a period longer than
twenty-five years.

Each dismissal case filed at the Public Employn8swice is recorded in ahutomation of
Reports and Consolidated Orders System (ARCOSpds#a The information included in
this electronic database keeps track of a smallbeunof employer and employee related
characteristics, such as the reason for dismisghittze duration of the dismissal procedure.
Further specific information about each case -higiag the wage of the employee, age, the
number of years of tenure, and the number of workiours per week -- is kept in hard-copy
files only that are stored in a national archivealed in the city of Almere.

The data that we have collected for this study iepesentative sample of 2,407 individual
dismissal requests from the years 2006 to 2009ha¢twl,140 are civil court cases and 1,267
are PES cases. Table 1 shows the numbers and tagesnof requests divided by
employment sector, firm size and gentfeFhe distribution over the various sectors does not
differ in great detail between the civil court atite PES. The data show no significant
difference between the numbers of male and fensjeoffs. We do find differences with

respect to firm size. Larger firms tend go to caudre often. This finding is in line with

19 For further information about the data collectiord dts representativeness for the Netherlands sgehi
Frenk (2012), “Employment Protection Legislatioraibual System”. Academic Thesis Publishers, Madwtr
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related research in other European countré#s Benderet al. (2002) for Germany and
France; Boeri and Jimeno (2005) for Italy).

Table 2 presents information on the differenceduration of the dismissal procedures and
some other summary statistics of job charactesisfibe duration of the civil court procedure
is almost three weeks (20.3 days) shorter tharPt® procedure. However, the variance of
court procedure duration is 2,644 days longer. Tat5 times larger than the variance of the
duration for PES procedures. Interestingly, theeepaactically no significant differences in
tenure, age and hourly wage profiles of the twassp procedures.

Table 3A gives an overview of the different reasfamsvhich a dismissal has been requested.
In the files distinctions are made between econcemid non-economic reasons. Important
economic reasons are demonstrable structural @scimsales or the reduction in orders. Our
data include 1171 dismissal requests for econoeaisans. The majority of dismissal requests
being submitted to the PES exist of job destrustifmm economic reasons (71.3 percent). But
still 22.8 percent of requests for economic reasorsup in court. Non-economic reasons are
divided into dysfunction, disturbed relationshigproachable behavior, prolonged illness, and
a rest category. Almost all cases of prolongecedthare approved by the PES. Most other
cases are disputes and are dealt with by theaovitts.

A majority of firms successfully applies for persisn to dissolve permanent worker
contracts for economic reasons. Firms are reliék@d the obligation of severance payment
when the PES approves a dismissal request. An astifor the probability to receive
approval of severance pay exemptiga can be obtained from Table 3By, =
(904/1267)/[(267/1140)+(904/1267)] = 0.75. Thred¢ otifour permanent contract jobs that
are terminated for economic reasons receive appfova the PES. The fourth ends up in
court. We can compare the unconditional probaéditof permanent job destruction by the
PES for economic reasons and of the non-economagons through court. The respective

probabilities are 0.376 and 0.363, and almost edus “off-diagonal” probabilities of non-
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economic dismissals approved by the PES and ecendismissals through court are, 0.151
and 0.111, respectively, and also almost equalsdnesults corroborates with Figure 8B that

the graphs for the PES and the civil court disniéss®ve along over the business cycle.

One of the formal tasks assigned to the PES isssess whether or not a request for
permission to dissolve a permanent worker contiadtased on reasonable grounds. This
provision of the PES is one the most importantidis@ry instruments currently available for
Dutch labor market policy. Preventive dismissal aiserestrain firms to seek reduction of
severance payments on unjustifiable grounds. Camesely, firms are discouraged to shift
private costs to society on considerations of sedrest alone, thereby reducing the effect of
moral hazard in the labor market.

Dismissal requests submitted to PES are rejecte® miven during recessions. The period
2006-2008 is characterized by a decline in the yrl@yment rate; in 2009 the unemployment
rate increases (see also Figure 8B). Table 3C mieeske rejection rate by PES estimated
from our sample for the period 2006-2009. A positielationship is found between the PES
rejection rate and the growth in unemployment fodsmissal requests received by the PES
for economic as well as non-economic reasons.riidi moral hazard is an important and
frequently occurring labor market phenomenon, tiverexpect that more requests be rejected
by the PES during recessions. This is preciselytwde find. The institutional system of
preventive dismissal checks by the PES effectivetiuces the costs imposed upon the Dutch
society. This is because firms’ moral hazard tksmest reduction through laying-off workers
at will is reduced by this system. It is the firtason to explain the finding that the

functioning of the Dutch labor market is so differérom that of other EU countries.

6. Differences in firing costs

In this section we compute the firing costs differes between dismissals with PES

permission on the one hand and permanent job abrdarenulment by the civil court on the
15



other hand. To obtain further understanding ofdbsts differences between the two options
to terminate permanent jobs we follow Pfann (2086) computed heterogeneous firings

costs for all individual case of our data set.

Civil Court Firing Costs

Before starting a civil court procedure the emplageobliged to pay a court fee. The size of
this fee depends on the legal form of the employke employer will also incur the costs of
ongoing wage payments for the duration of the disali This duration period can be divided
into two components. The first component is theatlan of the civil court procedure; or the
time the court needs for a verdict. This startthatmoment a request is registered and lasts
until the moment the court reaches a decision.SBwend component is the time between the
verdict and the duration of employment contractnieation, which is determined court
ruling. The civil court is not bound to observe ttatutory notice period; and can decide
when the employment contracted shall be dissolvdte final cost component is the
severance payment. In the Netherlands courts hageideline to determine severance
payments; aformula for cantonal judgésstates that severance payments should be equal to
the product of three factors. A is a weighting daaif the years of age of the employee A=
0.5 for age<35 ; A=1 for 3&ge<45; A=1.5 for 48age<55, and A=2 for ag85. Factor B is
the gross monthly wage. C is a correction factat th determined by the civil court, with
0<C<2. If C<1, the employee is held liable for negligenand if C>1 the employer is held
liable. In all other cases C=1. The exact amouhtewerance payments are obtained directly
from the court records.

PES Firing Costs

An employer that submits a request for dismissah®o PES will incur ongoing wage costs
during the time of the dismissal procedure. Thaogecan be divided into three parts: the

procedural time, the time to notice, and the peadbdotice. The procedural time is the time
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between submission and the pronouncement. The tommeotice is the period between the
pronouncement and the start of the notice peridte Mhotice period is defined by the
employee’s years of tenure. Currently, a noticeogeequals 1 month for tenure less than 5
years, 2 months for tenure less than 10 years, i@hador tenure less than 15 years, and 4

months for tenure of 15 years or longer.

Table 4 shows the outcomes of the computationdio$yncratic firing costs from our data set
on individual dismissal cases. Theeragefiring costs a firm faces if a dismissal request is
approved by SEP is € 7,480. That is 533 timesatteragehourly wage rate of a worker
whose request for job destruction is submittednt® $EP. Theaveragefiring costs a firm
faces if a dismissal request is submitted to amquiayed by the civil court is € 30,982. That is
1,960 times theveragehourly wage rate of a worker whose request fordebtruction is
submitted to the court. Thus tageragefiring costs for the civil court procedure are riouto

be 4.14 times the average SEP firing costs.nmbadiancosts are 1.83 times as large.

The most striking differences, however, are fountheuncertaintyof the outcomes between
the two procedures. The standard deviation of ttiegf costs through the civil court is €
54,808; the standard deviation of PES firing cost§ 5,648. Consequently, the uncertainty
(variance) associated with firing costs determibgdhe court is 94.2 times larger than for
PES firing costs. Not only the procedure’s duratiom also the expected costs are way more

unpredictable when cases have to be submittecktoivil court.

The differences that we find in the first and setaroments of the distributions of procedural
durations as well as in the first and second momehthe firing costs distributions are the
second reason to explain the finding that the fonaig of the Dutch labor market is so

different from that of other EU countries.
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In Table 5 we separate the costs between econamlican-economic reasons. PES firing
costs are almost equal, while firing costs deteeabiby the civil court is almost double the
size for permanent job endings for economic reasObservable differences are in the wage
rate, age, and tenure, as well as in the deteriamat the factor C in the formula for cantonal
judges that puts weight on who is to blame forl#tlyeoff most. The difference in average age
between SEP dismissals and civil court dismissaleéonomic reasons equals 4 months (0.3
years). The tenure difference is two months. Bolffer@nces are not significant. SEP
dismissals for non-economic reasons include prignghose workers whose permanent
contracts are being dissolved due to long-ternesiées. Their average age is 4.5 years lower
than that of workers that are laid off on non-eguormogrounds (disputes) by civil courts, but

their tenure is 22.3 months longer.

7. Conclusions

Severance pay exemption is one the most importatiptnary instruments currently

available for Dutch labor market policy. Preventiiemissal checks restrain firms to seek
reduction of severance payments on unjustifiableugds. Consequently, firms are
discouraged to shift private costs to society onsaterations of self-interest alone. The
possibility to grant permission for dismissal oftdeed workers by the Public Employment

Service reduces moral hazard in the labor markenviinms go through bad times.

The analysis of a basic equilibrium model shows th&bor market policy with severance
payment exemption is less costly than the altereatif additional unemployment benefits
when the wage elasticity of labor demand must xoeed the inverse of the replacement

ratio. Moreover, this policy is shown to be morteefive during periods of recession.
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A comparison of duration and costs between thedistinctive procedures to dismiss tenured
workers through the civil court or by approval frahe Public Employment Service learns

that:

I.  the average duration of civil court procedurehiwrter (three weeks);

ii.  the variance of the duration of civil court proceskiis larger (2.5 times);

iii.  the average firing costs from civil court proceduaee higher (4.14 times); the median

firing costs are also higher (1.83 times);

Ilv.  the variance of firing costs that result from cietburt procedures is higher (94.2

times).

These differences in the distributions of durateond costs together with the reduction of
moral hazard explain the distinctive features @& Butch labor market in comparison with
other EU member states. Severance pay exemptamimmportant ingredient for effective job
security policy especially when economic times laaed. The favorable outcomes of labor
market performance in the Netherlands during ttet gacade are exemplary and result from

the existence of duality in the country’s institutal system of job security.

Our study uses the tools from modern micro- an@ria@tonomics to analyze job security
provision and social insurance policies in timesesbnomic recession. The equilibrium

policy analysis presented in this paper leaves amgmund for extension, specialization, and
generalization nevertheless. For example, inwith Michaillat (2012) we assumed that in

times of economic downturn there is excess labpplsy so that demand determines the level
of employment. One of the most imperative stepske next is to design a dynamic general
equilibrium search model as in Landaisal. (2012). Such a model extended with cyclical

severance pay exemption governmental policy is gsaeg for sensitivity analysis of the
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critical assumptions and to perform analyses ofitiieence of government policy on job

protection during periods of economic expansionr@egssion separately.
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Figure 1:
Protection of Permanent Workers in EU15 Countries QECD, 2008])

4,00

3,50 A

3,00 A

2,50 -

2,00 -

1,50 -

1,00 -

0,50 -

0,00 -
PPl EiEpEsiE e
£ § £ 5§ " " R =8

s 5

*Data extracted on 23 May 2012 16:06 UTC (GMT) fr@BCD.Stat

23



Figure 2:

Temporary Employment Rates in EU15 Countries (Eurogat, 2011
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Source of Data: Eurostat
Date of extraction: 17 Apr 2012 10:27:14 CEST
Hyperlink to the graph: http://epp.eurostat.ec.europa.eu/tgm/graph.do?tab=graph&plugin=0&language=en&pcode=tps00073
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Figure 3:

Unemployment Rates in EU15 Countries (Eurostat, 201

Source of Data: Eurostat
Date of extraction: 17 Apr 2012 10:21:26 CEST

Hyperlink to the graph: http://epp.eurostat.ec.europa.eu/tgm/graph.do?tab=graph&plugin=1&language=en&pcode=teilm020
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Figure 4:

Employment Participation Rates in EU15 Countries (Erostat, 2011)
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Figure 5:

Labor Productivity in EU15 Countries (Eurostat, 2011)°
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Figure 6:
Employment Rate through Time (1992 - 2009)
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Figure 7:
Unemployment Rates of EU15 Countries through Timel©998 — 2011)
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Figure 8A:

Permanent and Temporary Employment in the Netherlads
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Figure 8B:

Duality in the Dutch Labor Market "
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FIGURE 9A:

The Level of Employment With and Without Severancé”?ay Exemption Policy
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FIGURE 9B:

Labor Demand Elasticity and the Employment Effect 6 Severance Pay Exemption Policy
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Table 1.

Dismissals through Civil Court or PES: Descriptives for the period 2006-2009

Sectors of Employment

Industry

Wholesale

Transport

Hotel and catering
Commercial services
Health and wellness
Culture and recreation
Construction

Other

Missing
Total

Firm size

Less than 10
Between 10 and 100
More than 100

Missing
Total

Gender
Male
Female
Total

Civil court

N %
284 24,9
157 13,8
121 10,6
30 2,6
207 18,2
129 11,3

41 3,6

49 4,3
119 10,4

3 0,3
1140 100,0
171 15,0
304 26,7
570 50,0
95 8,3
1140 100,0
717 62,9
423 37,1
1140 100,0

34

362
287
79
34
170
159
40
79
a7

10
1267

257
731
265

14
1267

751
516
1267

PES

%
28,6
22,7

6,2
2,7
13,4
12,5
3,2
6,2
3,7

0,8
100,0

20,3
57,7
20,9

11
100,0

59,3
40,7
100,0



Civil court
2006-2009

Mean

Median

Std. Deviation
Minimum
Maximum

PES
2006-2009

Mean

Median

Std. Deviation
Minimum
Maximum

Table 2.

The Duration of the Dismissal Procedure

Duration
(in days)

13,54
3,00
51,42
0,00
1122,00

Duration
(in days)

33,88
25,00
32,25
0,00
309,00

Tenure
(in months)

123,38
78,00
121,17
0,00
606,00

Tenure
(in months)

127,66
91,00
105,45
1,00
513,00

35

Age

when employed

32,21
30,72
9,69
15,16
64,88

Age
when employed

33,82
32,83
10,35
15,59
65,45

Hourly wage

15,81
13,46
7,75
4,80
83,33

Hourly wage

14,04
12,69
5,70
3,58
73,48



Table 3A: Reasons for dismissal request: Descriptives for the period 2006-2009

PES Civil Court
Reasons of Dismissal: N % N %
Economical 904 71,3 267 23,4
Dysfunctional 23 1,8 44 3,9
Disturbed relation 14 1,1 788 69,1
Reproachable behavior 28 2,2 26 2,3
Prolonged iliness 286 22,6 13 11
Other 12 0,9 2 0,2
Total 1,267 100,0 1,140 100,0

Table 3B: Probabilities of Dismissals for Economic and Non-Economic Reasons

PES Civil Court Both

Economic Reasons 0.376 0.111 0.486
(904) (267) (1,171)

Non-Economic Reasons 0.151 0.363 0.514
(363) (873) (1,236)

All 0.526 0.474 1.000
(1,267) (1,140) (2,407)

Table 3C: Dismissal Requests Not Granted by PES through Time

Percentage of Percentage of

Percentage of Change in
Year Requests Not Requeststot Requeststot Unemployment
Granted Grante ! Grante _ Rate
(Economic) (Non-Economic)
2006 4.4 29 7.9 -1.0
2007 4.2 2.0 8.0 -1.0
2008 4.2 2.7 6.6 -0.6
2009 6.0 4.6 11.0 +0.9
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Table 4.

Differences in Average Costs Between the Dismissal Procedures of Civil Court and Public Employment Service

PES Court fee Wage costs Wage costs Wage costs Total average
duration of time to notice  period of dismissal costs
process notice

Mean €2,964 €787 €3,728 €7,480

Median €2,347 €583 €2,458 €6,054

Std. Dev. €3.098 €685 €3,102 €5,648

Minimum €0 €9 €92 €171

Maximum €32,651 €3,948 € 25,685 €61,714

Civil Court Court fee Wage costs Wage costs time to termination  Severance Total average
duration of payment dismissal costs
process

Mean €102 €765 € 3,496 €26,619 €30,982

Median €104 €216 €2,213 € 10,159 € 13,708

Std. Dev. €7 €1,791 €4,315 €52,370 €54,808

Minimum €67 €0 €0 €0 €97

Maximum €118 €17,033 €37,730 €664,174 € 683,947
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PES

Civil
court

PES

Civil
court

PES

Civil
court

Table 5.

Differences in Average Costs Divided by Reason of Dismissal

1.Procedural 2. Wage costs during the process of dismissal 3.Severance pay
costs
I 1 [
i No procedural | | No severance E
1 1 1 I
E costs i E pay !

NON-ECONOMIC REASONS
1.Procedural 2. Wage costs during the process of dismissal 3.Severance pay
costs

I 1 I______________-I
1 1 1 |
1 1 1 I
e e | b
ECONOMIC REASONS
1.Procedural 2. Wage costs during the process of dismissal 3.Severance pay

Ll
| €0

|

1

I e e e e e e e e — 1
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4.Total average costs

PES average
dismissal costs

Civil court average
dismissal costs

___________________



