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1. Introduction

When analysing labour law most (German) lawyers tend to focus on the protection of existing employment relations and to neglect the feedback on employers’ ex-ante incentives to create new and to sustain existing jobs. In contrast to that, most economists focus actually on the incentives to create and to sustain jobs but usually lack information on the regulations and relevant court decisions in detail. Since the late 80’s many cross-country comparisons have been carried out in order to estimate the influence of employment protection on employment, unemployment rates and things like that. Most of these studies have come to the conclusion that there is no significant impact of employment protection on unemployment rates, but that there is a significant positive impact of legal protection against dismissal on the duration of unemployment.
 The most prominent exception is Lazear (1990) whose study is based, however, on a very crude indicator for employment protection.

This paper focuses on the most important component of employment protection, the protection against individual and collective dismissals, as well as on the comparison of only two countries: Germany which is often criticised for its supposed rigid and inefficient employment protection, and the USA which have been usually perceived as typical example of a very flexible labour market where employers are allowed to hire and fire workers at-will, i.e. (almost) without any legal constraint. It will be shown whatthe relevant elements of protection against dismissal in both countries are and how these elements do influence employers’ expected labour costs and thereby their incentives to create and to sustain jobs.

2. The incentive-structure of dismissal regulation from an economic point of view

In the “perfect world” of neoclassical economics which is characterised by competitive markets for all scarce resources (including labour) any legal protection against dismissal leads to inefficient results. The efficiency of the neoclassical world is based on mobility, or - in Hirschman’s terminology - on a pure “exit” mechanism, whereby all scarce resources move as fast as possible from lower valued to higher valued uses.
 The real, imperfect world, however, is characterised by different kinds of market failures resulting e.g. from external effects and informational asymmetries in the presence of positive or even prohibitive transaction costs. In this world, the employment contract can be interpreted as a specific arrangement to deal with uncertainty,

· by specifying only some terms of the contract in advance (such as wage, working hours, general job description), but leaving other terms open,

· by assigning the employer the right to determine the unspecified terms of the contract ex post.

As far as opportunistic behaviour by employees (e.g. shirking) as well as by employers (e.g. opportunistic dismissals or opportunistic wage renegotiation) can be avoided such open contracts are in the mutual interest of both parties to the employment contract.
 Incentives to opportunistic dismissals and wage renegotiations result when wages are larger than the marginal revenue product of labour and when this discrepancy was explicitly or implicitly agreed upon. Why should rational actors ex ante agree upon wages larger than productivity? One motive could be the insurance of risk-averse employees by risk-neutral employers who face fluctuating marginal revenue products. An additional motive we want to focus on is the ex ante agreed upon return on specific investment in human capital financed by employers as well as by employees.

2.1 Investment in specific human capital and employers‘ opportunistic behaviour 

Investments in human capital are to a smaller or larger degree specific, i.e. a certain part of the training increases productivity only in the firm providing it and does not effect employees’ productivity in any other firm (Becker 1975, p. 26). Typically, employers and employees share the costs and benefits of specific investment in human capital (ibid.). Usually, this is arranged by a seniority wage that assigns both parties an appropriate share of the costs of and the quasi-rent on the specific investment.

Figure 1 gives a highly stylised impression of this kind of arrangement.
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Let the marginal revenue product of a worker with some general qualification be MRPL1. When investing an amount of h in specific human capital employee’s marginal revenue product increases exclusively in the company that provided the training to MRPL2. Both parties agree upon a seniority wage which starts below employee’s marginal revenue product in his best alternative employment (MRPL1) and increases continuously. The employer participates with share “a” in the investment costs by paying - during the training period - a wage higher than the corresponding marginal revenue product MRPL0. The employee participates with share (1 – a) by accepting - during the training period - a wage lower than the wage he could have earned in his best alternative employment (w1 = MRPL1). Employer’s benefit, i.e. his share in the quasi-rent, results from the fact that the wage is lower than employee’s internal marginal revenue product (w2 < MRPL2). Employee’s benefit results from the fact that the wage paid by his employer is larger than that wage he could have earned in his best alternative employment (w2 > w1). If the present value of future benefits for each party is not smaller than its respective share of specific investment costs, both parties will agree upon this arrangement.

Problems of dismissals may arise since the marginal revenue products are stochastic variables. In this case, one can interpret MRPL1 and MRPL2 in figure 1 as expectation values. With stochastic marginal revenue products and without any arrangement concerning protection against dismissal the problem of ex-post inefficient separation decisions may take place (Schellhaaß/Nolte 1999; Hashimoto/Yu 1980). From an efficiency point of view, employees should change their occupation, if their internal productivity within the company is permanently lower than their external productivity in the best alternative outside occupation (MRPL2 < MRPL1). The employee is induced to terminate the employment contract, if he can earn higher wages in the best outside occupation (w2 < w1). At first glance, socially inefficient separation decisions will result whenever MRPL2 < MRPL1 = w1 > w2. But in this case, the employer will be induced to offer the employee a bonus payment b so that MRPL2 ≥ w2 + b ≥ w1. Consequently, an inefficient termination decision by the employee can be avoided. The employer is induced to dismiss the employee if the seniority wage originally agreed upon is higher than the internal marginal revenue product of labour (w2 > MRPL2). In this case, inefficient separation decisions could take place whenever w2 > MRPL2 > MRPL1 = w1. At first view, this inefficient result can be avoided by bargaining for a deduction from the seniority wage (d) so that MRPL2 ≥ w2 - d ≥ w1. But if informational asymmetries are present in the sense that it is impossible for employees to observe and verify their internal marginal revenue product of labour, employers may be induced to opportunistically assert reduced internal productivity in order to dismiss expensive employees or to renegotiate wages. Even if the internal marginal product of labour has actually decreased, it may in many cases remain unclear whether or not this discrepancy was ex ante implicitly agreed upon in order to induce the employee to invest in specific skills.

If the parties concerned anticipate employer’s ex-post opportunistic behaviour, their incentives to invest in specific capital are too weak. If employer as well as employee anticipate employer’s opportunistic dismissal, both parties expect that the rate of return on the investment in specific human capital will be lower than in case of efficient separation decisions. Consequently, both parties face a weak incentive to invest in specific human capital. If employees expect the employer to initiate opportunistic wage renegotiations, their incentive to participate in investments in human capital will be weakened. Thus, the only way to invest in specific human capital would be an arrangement where the employer invests all (or at least a large share) and receives consequently all (or at least a large share) of the quasi-rent. But this solution would imply that the wage of an employee with specific skills is close to the wage in the next best alternative without specific skills. This is not very attractive to the employee since his conception of a fair wage-structure will be distorted; and it is not very attractive to the employer since he faces a high risk that the employee leaves the company and destroys thereby the employer’s quasi-rent on the investment.

Some protection against opportunistic dismissal may contribute to more efficient separation decisions ex post and to more efficient investments in specific human capital ex ante. In addition, protection against opportunistic dismissal can induce older employees to communicate their specific knowledge to younger, less experienced colleagues without facing the risk of being dismissed and replaced by the younger employees later on (Dörsam 1997, p. 65).

2.2 Problems of voluntary agreements on efficient protection against dismissal

If it is ex ante in the mutual interest of employers and employees to have some protection against dismissal, they should be induced to voluntarily agree upon some restriction on the freedom to dismiss. Why do we need legal protection against dismissal, if this protection is in the very interest of the parties concerned?

The problem is that in the real, imperfect world characterised by positive transaction costs, informational asymmetries between workers and employers, externalities and principal-agent-problems, between a company’s owners and the managers who are responsible for hiring and firing employees, the rule of protection against dismissal that increases the benefit of the employer is not identical with the one that maximises social efficiency:

· If strengthened protection against dismissal increases the surplus from co-operation between employer and employee and improves at the same time employee’s bargaining position with respect to the distribution of this surplus, employers might be reluctant to agree upon efficient protection against dismissal rules.

· If employers are not fully informed about work motivation of applicants for a job and if there is competition between companies with and without protection against dismissal, adverse selection may result. “Talented shirkers”, i.e. workers who are able to reduce their work effort up to the point that is lower than originally intended by the parties to the contract, but high enough to avoid dismissal, will tend to apply for jobs at companies with protection against dismissal, whereas highly motivated workers will tend to apply for jobs at companies without protection against dismissal. Consequently, potential efficiency advantages of protection against dismissal may be overcompensated by the effects of adverse selection. A well designed general protection against dismissal will lead to a more proportionate allocation of highly and poorly motivated workers and could result in an overall efficiency increase (Levine 1991, pp. 294 ff.).

· If freedom to dismiss enables employers to internalise the benefits from overuse of working power and to externalise the corresponding costs, employers face little incentive to voluntarily agree upon a socially efficient protection against dismissal since the cost of overusing working power would become to a large degree a private cost to the employer.

· If managers of public companies which are characterised by principal-agent-problems between shareholders and managers derive some benefit from the right to make unrestricted decisions with respect to hiring, firing, and monitoring employees, they face only weak incentives to voluntarily agree upon socially efficient protection against dismissal.

Thus, there are some good reasons to expect that individual bargaining between employers and employees will not necessarily lead to a spontaneous development of a socially efficient protection against dismissal “from the bottom up”. It also cannot be expected that collective bargaining between unions and employers’ associations will lead to a socially efficient solution – be it alone for the reason that those companies who are not interested in protection against dismissal will tend to leave the employers’ associations.

2.3 Costs and benefits of legal protection against dismissal

As discussed above, there are some problems of introducing socially efficient rules of protection against dismissal by voluntary agreement. Consequently, a legal protection against dismissal could avoid some of these problems. However, there are not only potential benefits of a “top down” solution, there are also considerable risks. Each protection against dismissal invades the complex incentive-structure of the employment relation. Therefore, it depends crucially on the specific design of the legal protection against dismissal whether positive or negative efficiency effects will prevail. 

Each protection against dismissal influences ex post- and ex ante-decisions as well (figure 2). From an ex-post point of view, each protection against dismissal makes employer’s decision to dismiss employees more costly. Two types of dismissal costs are involved. First, there are procedural inconveniences in the broadest sense, such as informational requirements, obligations of consultation, notice periods, and in case of conflict costs of trials or settlements. Secondly, there are transfer payments from the employer to the dismissed employee, such as severance pays. By anticipating these costs, the employer will decide whether or not to dismiss the employee. The quality of the ex-post decision depends on the design of the legal protection against dismissal. Ex ante, i.e. before the conflict between employer and employee has taken place, protection against dismissal will strengthen employees’ incentives to invest in specific human capital. With respect to work effort, the effect is ambiguous. On the one hand, there could be a stronger incentive to engage in shirking since the probability of dismissal is reduced. On the other hand, employees could be induced to increase effort because they expect a long-lasting relationship with the company and therefore identify themselves to a 

larger degree with the company’s interests. Employers do also expect a longer lasting relationship with their employees and may be induced to improve working conditions in order to create a stimulating work climate. Whether the positive or negative effects prevail depends strongly on the specific design of the protection against dismissal, i.e. on whether or not shirking employees enjoy the same protection as non-shirking employees. 

Figure 2:
Economic effects of protection against dismissal
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When deciding about hiring new employees or the factor-intensity of production, employers will anticipate the costs and benefits of protection against dismissal:

· Both, procedural inconveniences as well as severance pays increase employer’s expected dismissal costs. Given the increase in expected dismissal costs, employer’s incentive to hire new workers will be the lower the less increased dismissal costs are compensated by increased labour productivity or decreased wages.

· Anticipated severance pays are at a higher probability accompanied by a decrease in wages than anticipated procedural inconveniences.

· With increasing legal uncertainty the probability increases that employer’s and employees’ anticipations will differ and that higher dismissal costs will not be accompanied by lower wages.

· The better the protection against dismissal regulations allows for a separation between (illegal) opportunistic dismissals aimed at redistributing quasi-rents to employer’s benefit and (legal) non-opportunistic dismissals aimed at improving the allocation of scarce resources, the higher is the probability that increased protection against dismissal leads to an increase in internal labour productivity.

3. Legal protection against dismissal in Germany

3.1 Overview

For those employees who are employed in companies regularly employing more than five employees and who have been working there without interruption for more than 6 months the Protection Against Dismissal Act is applicable.
 According to this Act an employment relationship can only be terminated by the employer with valid legal effect if the dismissal is socially justified. Dismissals may be socially justified on grounds of personal characteristics (lack of capability), of misconduct as well as upon redundancy. In addition, there are some laws devoted to special groups of employees such as laws concerning the protection against dismissals of handicapped employees, pregnant women, and members of works councils. For all other employees (i.e. those employed in small companies with 5 or less employees, those employed for sixth months or less by the company) § 138 (contra bonos mores) and § 242 (good faith) of the Civil Code (BGB) are applied. Dismissal without notice is only possible if the legal period of notice (at least 4 weeks) is unacceptable to the employer (§ 626 BGB). In each case of dismissal a hearing of the works council is required. In order to avoid circumvention of the different rules on protection against dismissal German labour law is also characterised by strict regulations of temporary employment.

In what follows I will focus on the Protection Against Dismissal Act, complemented by the relevant norms of the Works Council Constitution Act (“Betriebsverfassungsgesetz”) and the relevant labour court decisions.

3.2 The Protection Against Dismissal Act

As mentioned above, the Protection Against Dismissal Act gives three socially justified reasons for dismissals: (1) dismissal upon lack of capability (“personenbedingte Kündigung”), e.g. dismissal because of permanent or repeated illness, (2) dismissal upon misconduct (“verhaltensbedingte Kündigung”), e.g. dismissal because of repeatedly warned unpunctuality, and (3) dismissal upon redundancy (“betriebsbedingte Kündigung”). According to the German lawmaker’s original intention the Protection Against Dismissal Act should serve the purpose to legally prohibit those dismissals that are not motivated by good reasons (Rüthers 1996, pp. 68 f.). But actually labour courts have been more or less inclined to sanction dismissals in general. Since the Protection Against Dismissal Act consists to a large extent of general clauses this area of law is today predominantly judge made law. When applying the Protection Against Dismissal Act the German Federal Labour Court has been developing especially three general principles (Kittner/Kohler 2000, pp. 20*f.; Rüthers 2002, p. 1603):

(1) Negative forecast

i.e. the probability must be sufficiently high that past events such as lack of capability, misconduct or redundancy will continue to exist in the future.

(2) Ultima-ratio principle

i.e. dismissal is void if there are less serious means available such as retraining or reallocation within the company.

(3) Necessity of balancing all aspects of the individual case

(not to be applied in cases of dismissal upon redundancy).

3.2.1 Dismissal upon lack of capability (“personenbedingte Kündigung”)

The typical example for this legally recognised reason for dismissal is permanent or repeated illness. The Federal Labour Court has developed strict requirements for dismissals upon illness (Däubler 2001, pp. 230 f.). The doctor in charge has to give a negative forecast, the permanent or repeated absence of the employee has to cause an “unacceptable burden” to the employer, and dismissal must be the result of a balancing of interests from a reasonable employer’s point of view. Whereas the Federal Labour Court interpreted the second point, “unacceptable burden to the employer”, for many years very restrictive to the detriment of the employer, in recent court decisions the requirements concerning “unacceptable burdens” have been weakened (Rüthers 1996, pp. 64 ff.).

From an efficiency point of view it is the more justified not to dismiss a sick employee but to temporarily replace him by a substitute the more specific he is qualified and the less costly the employment of substitutes is. More recently, the costs of temporarily employing substitutes has been reduced, since employment for a definite term has been facilitated.
 On the other side, there is still the legal requirement on employers to continue wage payments to sick employees up to 6 weeks. There are doubts, whether the employer is in each case the cheapest insurer, and it seems to be the case that the costs of protecting sick employees against dismissal have been unnecessarily increased. Some scholars suggest to transfer the obligation of continuation of wage payments to the social health insurance as the cheaper insurer (e.g. Dorndorf 1999, pp. 296 f.).

In general, with increasing employers’ costs of protecting sick employees, the health-check by employers when hiring new workers will be intensified, the expected labour costs will increase, and the incentive to hire new workers will decrease.

3.2.2 Dismissal upon misconduct (“verhaltensbedingte Kündigung”)

In this case, dismissal serves as a sanction for breaches of contractual obligations by the employee which are sufficiently serious so that a simple admonition would not be an adequate response, but which are not serious enough to justify a dismissal without notice. The typical example is dismissal for repeatedly warned unpunctuality. 

From an efficiency point of view the employer’s option to dismiss workers upon misconduct serves the purpose to induce employees to comply with the contractual promises and thereby to enforce mutually beneficial employment contracts. However, some decisions by the Federal Labour Court in the 80’s strengthened the requirements for dismissal upon misconduct by asking the employer to prove that employee’s misconduct has caused “definite disturbances in the course of company’s operations”. Although this additional requirement has been abolished already clear reasonable standards for dismissal upon misconduct are still missing (Rüthers 1996, pp. 62 f.; Franz 1994, pp. 443 f.). The greater the employer’s uncertainty whether or not he can dismiss those workers who intentionally and repeatedly breach the contractual obligations without major problems, the lower is his ex-ante incentive to hire additional workers and the greater is his bias for capital-intensive production.

3.2.3 Dismissal upon redundancy (“betriebsbedingte Kündigung”)

1. In order to justify dismissals upon redundancy the employer has to prove that the jobs concerned are actually abolished, i.e. that the dismissed employees are not replaced by other workers. The entrepreneurial decision to reduce capacity is usually not considered by labour courts.
 Thus, it has to be considered whether or not dismissals can be avoided by reallocating employees on reasonable terms within the company.

Dismissals upon redundancy have to comply with the criterion of “social assortment” (Sozialauswahl), i.e. from employees with functionally equivalent tasks those with the best outside option should be dismissed first. In case of collective dismissals notification to the state employment office is required.
 In addition, collective dismissals as well as major reallocations of employees within the company require employer and works council to arrange a reconcilement of interests (“Interessenausgleich”) and to agree upon a social compensation plan (“Sozialplan”) in order to mitigate the social consequences of the entrepreneurial decision.

From an economic point of view, an efficient application of the law concerning dismissals upon redundancy should enable companies to efficiently adapt to changing market conditions without enabling the employer to dismiss workers for opportunistic reasons. Especially two points are of major importance and will be discussed at some length: the handling of the social assortment and the bargaining on the social compensation plan.

2. The efficiency of dismissals upon redundancy depends to a large degree on how the social assortment is actually exercised. In the ideal case, from employees with functionally equivalent tasks, those with the best outside options are dismissed first so that the social costs of dismissals upon redundancy are minimised. But what is functionally equivalent? Who are the employees with the best outside option? There are in principle two dangers related to social assortment. Either labour courts are very restrictive, i.e. they limit to a large extent employer’s freedom to dismiss low productivity workers and to retain the most productive ones; in this case, an efficient adaptation of the company to changing circumstances is impeded. Or the labour courts are very accommodating, i.e. they usually accept employer’s decision whom to dismiss; in this case, the danger arises that employers are able to dismiss for opportunistic reasons those workers who cannot be legally dismissed upon lack of capability or misconduct and who are therefore dismissed under the “soft label” of redundancy (e.g. Dorndorf 1999, pp. 287 ff.).

There are two critical points with social assortment in labour court practice – weighing the relevant social criteria when deciding what persons from the relevant group are to be dismissed and forming the groups of employees with functionally equivalent tasks.

When deciding who is to be dismissed usually the following social assortment criteria are taken into consideration: duration of employment, age, obligations to pay alimony. It is often the case that employer and workers council agree upon a system of points in order to weigh the social criteria and to make it ex-ante transparent who will be dismissed first in case of redundancy. But even then, the Federal Labour Court insists upon consideration of each single case (BAG 24.03.1983). In addition, the Federal Labour Court rules that if one dismissed employee successfully sues for priority over a colleague who was not dismissed, all dismissals from the relevant group are void (BAG 18.10.1984). Those court decisions increase employers’ uncertainty whether or not dismissals upon redundancy do violate the criterion of social assortment.

When forming groups of employees with functionally equivalent tasks a permanent matter of dispute is whether or not the age-structure of employees is important for company’s success. Since two of the three most prominent social assortment criteria (tenure and age) favour older employees to the disadvantage of younger ones the problem may arise that as a consequence of dismissals upon redundancy companies are transformed into “old people’s homes”. In order to avoid this, in 1996 companies’ interest in a “balanced age-structure” was explicitly included in § 1 of the Protection Against Dismissal Act. In 1999 this amendment has been withdrawn and the “balanced age-structure” is only mentioned in the introductory material (statement of reasons) to the Act. Whether or not substantial law has changed since then is highly disputed between lawyers.

3. Another critical point with respect to dismissals upon redundancy is the social compensation plan (“Sozialplan”) in case of collective dismissals and major reallocations of employees within the company.
 In these cases, companies with more than 20 employees are obliged to arrange a reconcilement of interests and to carry out a social compensation plan in order to mitigate the social consequences of the entrepreneurial decision. If no consensus between employer and works council can be achieved, a binding decision on the social compensation plan is made by the settlement board (“Einigungsstelle”) which consists of an equal number of employer- and works council representatives and of a neutral chairman who is unanimously elected by employer and works council (§ 76 Works Council Constitution Act). Newly established companies are exempted from the obligation to carry out a social compensation plan for the first four years of establishment.

The obligation to carry out a social compensation plan in case of collective dismissal was introduced only in 1972 when the amended Works Council Constitution Act has come into force.
 Since then, there have been discussions about the economic function of this institution.
 According to the opinion of some authors those severance pay arrangements are superfluous given the high level of unemployment benefits and other transfer payments by the German social insurance system.
 Others assign to these arrangements the social function (1) to induce employers to make efficient ex-post choices between dismissal and continuation of employment (Schellhaaß 1989) or (2) to achieve efficient risk-shifting between retained and dismissed members of an initial workforce (Fabel/Welzmiller/Chrubasik 1999).

In German business practice social compensation plans do not only consist of severance pays but also of retraining and reallocation costs, removal costs, hardship funds and things like that. The most important element, however, are severance pays. Usually, there is a haggling over the level of severance pays whereby the dismissed workers are paid lump sum payments depending on age, tenure and average income earned as an employee (Franz/Rüthers 1999, p. 34; Hemmer, 1997, p. 146). In order to counterbalance the increase in the level of severance pays the Works Council Constitution Act was changed in 1985 by defining some principles the settlement board should consider when making decisions on social compensation plans – as there are the companies’ financial capacity or the definition of criteria according to which the compensation for certain harmful effects of dismissals upon redundancy should take place.

According to an empirical study by Hemmer (1997) who analysed 126 companies which agreed in the period 1990 – 1994 on 407 social compensation plans the average severance pay per worker was about 10,000 €, i.e. 4.8 monthly gross salaries or 7.4 monthly net salaries. This average severance pay was 50% higher than ten years ago according to a similar study. In 35.6% of all cases the companies had to take credit in order to finance the social compensation plan. The average duration of negotiations for social compensation plans amounted to 57.2 days, more than double as ten years ago.

From an efficiency point of view employees should be dismissed, if their internal productivity within the company is permanently lower than their external productivity in the best alternative outside occupation. Good law should induce employers to dismiss employees upon redundancy only in this case (= efficient ex-post incentive) without thereby distorting the ex-ante incentives to efficiently hire new workers and to efficiently invest in specific human capital.

With totally flexible wages which perfectly reflect the marginal revenue product of labour in different occupations, inefficient separation decisions could be avoided. But, as shown before, wages will systematically deviate from marginal productivity in order to create quasi-rents on specific investments in human capital and to induce the parties concerned to efficiently invest in specific human capital. Even if no specific human capital is involved there are good reasons not to allow for too flexible wages in order to avoid disincentives with respect to work effort. Consequently, with more or less rigid wages the parties concerned will engage in ex-post re-negotiation whereby the threatpoints strongly depend on the legal environment.

Let us compare two legal environments. In the first one, LNS, collective dismissals upon redundancy are in general legally justified without any social compensation plan, severance pay or things like that. In the second one, LS, it is required for collective dismissals to agree on a social compensation plan. In a Coasean bargaining situation with clearly specified rights and zero transaction costs, both legal environments will lead to socially efficient separation decisions. With LNS, the employer will tend to dismiss employees whenever wages are higher than the marginal revenue product of labour within the firm (w2 > MRPL2). In this case, employees will offer the employer to continue working within the firm at wages that are lower than initially agreed upon, but not lower than the income paid in the best outside option. Consequently, the mutually beneficial result is that employees will continue to work in the old firm at lower wages, as long as MRPL2 > MRPL1, what is socially efficient. With LS, the works council will only agree on dismissals when the employer offers the dismissed workers a sufficient amount of money as compensation for the job loss. Also in this case, only efficient separation decisions will take place. If a low severance payment induces an employer to dismiss employees although their internal productivity is higher than their external productivity, there is always a way to lower wages so that both parties are better off. And if a high severance payment induces an employer to keep employees, although their internal productivity is lower than their external productivity (but internal wages are still higher than external wages) there is always a way to lower severance pays and dismiss the employees, so that both parties are better off.

Thus, under Coasean bargaining both legal environments lead to efficient ex-post separation, but with much different distributional consequences. Without any social compensation plan the costs of adapting to a changing environment are born by the workers (whether retained or dismissed). In presence of a social compensation plan, costs are shared by employees and employer whereby the solvency requirement constitutes an upper limit to the firm concerning the willingness to pay wages larger than the marginal revenue product of labour and severance pays to dismissed workers.

But reality is characterised by positive transaction costs, especially in cases of asymmetric information. Whenever it is impossible for employees to observe and to verify their marginal revenue product of labour within the firm, a legal environment without any social compensation plan (LNS) might induce opportunistic employers to falsely assert reduced internal labour productivity in order to renegotiate wages. If this is anticipated by employees their ex-ante incentive to invest in specific human capital is distorted since part of the quasi-rent devoted to employees is appropriated by the employer.

In a legal environment (LS) that requires a social compensation plan in case of collective dismissals other problems may arise. If employers as well as employees expect in case of collective dismissals an unrestricted haggling for severance pays, the question arises whether or not the anticipated income transfer will influence wages. If both parties are risk neutral, have the same expectations with respect to the probability of collective dismissals and the amount of money to be paid in case of collective dismissals, if their bargaining power is independent from different legal environments, and if there are no real resource costs resulting from the bargain for severance pay, it is to be expected that any increase in expected severance pay will be compensated by a decrease in wages so that expected labour costs are not concerned.
 One can doubt, however, whether the anticipated income transfers are really fully compensated by reductions in wages, especially since protection against dismissal may strengthen the bargaining position of insiders to the detriment of outsiders. Insofar as the requirement to agree in case of collective dismissals on social compensation plans causes real resource costs (e.g. time and effort spent to bargain for social compensation plans, inefficient continuation of employment of employees with better outside options) a compensatory reduction of wages cannot be expected.

It follows:

The legal requirement to agree on social compensation plans in case of collective dismissals may contribute to more efficient separation decisions. Under ideal circumstances, the anticipation of income transfers from employers to workers by the parties concerned would fully be compensated by a decrease in wages. Consequently, expected labour costs would not be concerned. Under realistic circumstances, it can be assumed that expected labour costs will increase with higher anticipated real resource costs of ex-post negotiations, but also to a certain degree with higher anticipated income transfers. Whether or not the higher anticipated labour costs lead to a lower incentive to hire new workers depends on the anticipated impact of employment protection on the willingness of employees to invest in human capital and to provide more effort and thereby on the expected internal productivity of labour.

3.3 Administrative procedure and legal consequences of dismissals

For all dismissals a previous notification to the works council is required. The works council has the right to object to the dismissal within 7 days. This is not very often the case.
 If the works council does object, the employer has to wait with the dismissal until the labour court made a decision, i.e. he has to continue paying wages until court decision.
 The legal notice period for terminating an employment contract is at least four weeks for both parties and becomes longer only for the employer in case of employees with longer tenure – up to a maximum of 7 months after 20 years of employment. Within 3 weeks the dismissed employee can apply for protection against dismissal.

In practice, about 90% of all cases lead to a settlement within or outside court with the consequence that the employment relationship is dissolved and some compensation for job loss is paid – usually between 1/3 and 1/2 monthly salary per year employed. Only in very few cases the application for protection against dismissal leads to a continuation of employment.

There are some arrangements to keep the costs of unjust dismissal suits low for employees (Kittner 1999, p. 240 and Kittner/Kohler 2000, p. 26*): First, labour court fees are lower than other court fees (maximum of about 500 € at court of first instance). Secondly, at labour courts of first instance each party has to bear its own lawyer’s fee. The fees depend on the value in dispute, are specified in the federal schedule of lawyers’ fees (“Bundesrechtsanwaltsgebührenordnung”), and are low compared to the U.S. Thirdly, union members are represented before court by the union for free; other employees can insure at low premiums (about 50 – 100 € per year) for legal protection.

4. Legal protection against dismissal in the U.S.

4.1 Overview

In the United States, employment without a fixed-term contract has for more than hundred years been governed by the common law doctrine of employment at will.
 According to the employment-at-will rule “all may dismiss their employee[s] at-will, be they many or few, for good cause, for no cause, or even for cause morally wrong without being guilty of legal wrong”. 
 Of course, most collective bargaining agreements provide for dismissal only on “good cause” or “just cause”. But only 10-12% of all employment relationships with private employers are governed by collective bargaining agreements. In these cases, the protection against dismissal without good cause is usually enforced through contractual grievance arbitration procedures (Beck 1999, p. 94; Kittner/Kohler 2000, pp. 6* ff.).

There are two kinds of legal exemptions from the employment-at-will rule that have gained in importance for the last 30 years. First of all, especially the anti-discrimination legislation at federal and state level has been more and more applied as a tool against unlawful dismissal. In addition, in more and more states common law courts have recognised some exceptions to employment at-will.

4.2 Legislation and protection against dismissal

The most important functional equivalent to the German “Protection Against Dismissal Act” are the different anti-discrimination laws at federal as well as at state level.
 A milestone in American legal history is Title VII of the Civil Rights Act from 1964 which prohibits discrimination upon sex, race, colour, national origin or religion and which has been supplemented already by numerous court decisions. This Act is applicable to all employers with at least 15 employees. In addition, similar anti-discrimination laws are enacted by the states. In the course of time, the Civil Rights Act has been supplemented and broadened by some other laws, such as 

· the Age Discrimination in Employment Act from 1967 which prohibits the discrimination of applicants and employees with an age of more than 40 (!) years;

· the Pregnancy Discrimination Act from 1978;

· the Americans with Disabilities Act from 1990;

· the Civil Rights Act from 1991.

Besides, the anti-discrimination laws there are other laws that serve to protect employees against unlawful dismissal. In most states so called “whistleblower-laws” have come into force which prohibit dismissals upon denunciation of illegal behaviour of superiors and co-workers. The first state which has enacted a specialised law on protection against dismissal is Montana with the Wrongful Discharge from Employment Act from 1987. This Act induced the National Conference of Commissioners on State Laws to draft a Model Uniform Termination Act. But up to now only South Dakota has adopted similar legislation (Beck 1999, p. 96).

4.3 Common law exceptions to employment at-will

Since the early seventies three exceptions to employment at-will have been recognised by courts in more and more states.
 Under the public policy exception those dismissals are exempted from the at-will rule which are motivated by an employee’s refusal to violate a well established public policy.
 Under the implied contract exception or implied in-fact doctrine employer’s personnel policies revealed especially by written statements in an employee handbook, but also by oral promises or conduct may be interpreted as an implied contract for continued employment. Under the covenant of good faith exception those dismissals are exempted from the at-will rule which are aimed at depriving an employee from the contractual benefits of his employment, such as bonuses and pensions. As the term “employment benefits” can be interpreted very broadly this exception might lead to very radical deviations from the at-will rule.

Consequently, whereas the public policy exception as well as the implied contract exception have been already recognised in most states, the covenant of good faith exception has been recognised in only about 20% of the states.

4.4 Administrative procedure and legal consequences of wrongful dismissals in the U.S.

For individual dismissals there are no legal requirements in the U.S. with respect to notice periods or procedure. But the Worker Adjustment and Retraining Notification (WARN) Act from 1988 determines for employers with 100 or more employees some legal duties in case of collective dismissals, i.e. if 50 or more employees are dismissed in case of plant closure during any thirty-day period, or if 50-499 employees (insofar they make up at least 1/3 of the workforce) or at least 500 are dismissed in case of mass lay-off. In these cases, employers are required to give 60 days advance notice to the employees or their union representatives as well as to State and local officials.

Since the seventies, the number of employment discrimination cases at federal courts has increased dramatically (Kittner/Kohler 2000, p. 8*). Whereas in 1970 only a handful of actions for employment discrimination were brought the number of actions increased to 8,993 in 1989 and to 24,174 in 1997. When interpreting these numbers one should bear in mind that plaintiffs often are strongly induced to take discrimination cases to state courts since the requirements for evidence are usually less strict and the jury awards are in most cases – other than in federal law – not restricted. During the same time, there has also been a drastic increase in unjust dismissal suits (excluding discrimination on the basis of race, sex, or age) from only a few in 1970, 60,000 cases in 1982 to 100,000 cases annually from the late 80’s onward (Beck 1999, p. 94).

Although the number of actions for unjustified dismissal has been considerably increased for the last thirty years, their importance is still much smaller than in Germany. Whereas in the early 90’s 1 out of 200 German employees brought a case before the tribunal, the respective relationship in the U.S. is only 1 out of 5,000 employees (Bertola/Boeri/Cazes 1999, p. 22). But the award that is paid to an employee who is successful at court
 is much higher in the U.S. According to estimations from 1993 the median verdict in unjust dismissal suits (without discrimination cases) amounted to 102,000 $, the median jury award (incl. punitive damages) amounted to 150,000 $ (Beck 1999, p. 95). Especially high jury awards are adjudicated in California: Whereas the highest recorded jury award amounted to 69.5 million $, the mean total award was 500,000 $, and the median award 60,000 $.

In the U.S. not only the jury awards have been very high, but also the litigation costs have been considerably larger than in Germany. According to estimations by the Rand Corporation, in 1988 defence attorneys in unjust dismissal litigation charged median legal fees of 65,000 $ - with an average (mean) of even more than 80,000 $ since in some cases the fees exceeded the half million dollar mark. Similar estimates are available for the 90’s. With such high litigation costs, employees usually agree with their attorney upon contingent fees, i.e. the attorney bears the costs of litigation and receives in case of success a share of the jury award. Consequently, attorneys are more interested in unjust dismissal suits with high expected jury awards. For this reason, most people who sue in the U.S. against unfair dismissal belong to the group with salaries above average.

5. Legal protection against dismissal and employment relations in Germany and the U.S.: some typical differences

In Germany employees are protected to a large degree against opportunistic dismissals, but labour courts tended to interpret dismissal protection in a way that also reasonable dismissals have become costly to employers. In addition, legal uncertainty has been created which makes it difficult for employers and employees to reliably anticipate dismissal costs. In the U.S., legal protection against dismissal has gained in importance but the protection is still much weaker than in Germany, i.e. the expected dismissal costs are comparatively low but with a very high variance. The legal uncertainty in the U.S. is very high
, and there is especially a weak protection against opportunistic dismissals (see also Beck 1999, p. 118).

The differences in legal protection against dismissal reflect the difference in the basic economic philosophy and the basic economic mechanism between both countries. Whereas the US-economy is based to a large degree on high mobility and low commitment (“exit mechanism”), the German economy is based on lower mobility with a mutual expectation and corresponding practice of long-term co-operation between specific actors who adapt to a changing environment by modifying the terms of co-operation (“voice mechanism”).

Consequently, the difference in legal protection against dismissal in both countries is accompanied by typical differences in employment relations:

· The external mobility of workers between companies is in the U.S. considerably higher than in Germany. In the early eighties, the annual job turnover rate, i.e. the average of the number of new recruits and separations per 100 employees amounted to 25% in Germany and 40% in the U.S. (Emerson 1988, p. 781). In the early nineties, the percentage of male employees holding their job for more than 10 years amounted to 57.4% in Western-Germany and 38.3% in the U.S. (Harhoff 1998, pp. 288 ff.). In 1995, the percentage of employees holding their job for less than one year, amounted to 16.1% in Germany and 28.8% in the U.S. (Bertola/Boeri/Cazes 1999, p. 8).

· The training and the abilities of employees with lower skills are much worse in the U.S. than in Germany (Freeman/Schettkat 1999). Consequently, it is comparably difficult for U.S. companies to adapt to changing market conditions by reallocating employees within the company. The comparatively low internal flexibility of employees is strengthened by the fact that the U.S. are characterised by very large overtime premiums (50%, in Germany typically 20%) (Houseman/Abraham 1994, p. 4) and to some degree by rigid “job classifications” (Dörsam 1997, pp. 74, 76). According to a study by Houseman/Abraham (1994) there are remarkable differences in the ways employers adjust total labour input in the short run. In the 80’s, German employers relied more on variations of hours per worker, whereas U.S. employers relied primarily on variations of the number of workers. For aggregate manufacturing, the slower adjustment of the employment level in Germany was not fully compensated by the greater adjustment of hours per worker so that total hours adjustment was significantly smaller compared to the U.S. For disaggregate industries, the results are differentiated (ibid.).

· Compared to Germany, in the U.S. there are greater difficulties to replace traditional, tayloristic-oriented organisations by more flexible ones such as self-managed work-groups, total quality management, quality circles, and job rotation (Osterman 1995, 2000).

· During the last forty years, capital-intensity, labour productivity and wages have been high and increasing in Germany, but low and decreasing in the U.S. (Eger/Weise 2001, pp. 77 ff.). During the same period, the share of long-term unemployed has been high and increasing in Germany, but low and constant in the U.S. (ibid.).
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� See the overviews of the most important cross-country studies in OECD (1999, pp. 120 ff.) and Addison/Teixeira (2001, appendix).


� See the critical remarks in Addison/Teixeira (2001, pp. 7 ff.) and Buechtemann (1991, pp. 22 f.).


� Hirschman (1970). See also the applications of this paradigm by Eger/Weise (1989, 1998) and Eger/Nutzinger (1999).


� See also Behrens (1989) and from a more general perspective Eger (1995).


� A similar model is offered by Kirstein/Kittner/Schmidtchen (2001). The basic results would not change if marginal revenue products would be variable in time.


� See e.g. Dörsam (1997, p. 66) with further references.


� See for example Goerke/Piazolo (2002).


� This law has come into force in 1951 and was amended several times without changing the underlying philosophy. See e.g. Höland (1999) and Hanau/Adomeit (2000, p. 259).


� See „Beschäftigungsförderungsgesetz von 1985“ and „Arbeitsrechtliches Beschäftigungsförderungsgesetz von 1996“.


� Only those decisions to reduce capacity are not socially justified which are obviously irrelevant, unreasonable, and arbitrary. (BAG 19.05.1993). See also Hanau/Adomeit (2000, p. 262).


� The thresholds for collective dismissals are since 1985 as follows: (1) Companies with more than 20 but less than 60 employees: 20%, at least 6 workers; (2) Companies with at least 60 but less than 250 employees: 20%, at least 37 workers; (3) companies with at least 250 but less than 500 employees: 15%, at least 60 workers; (4) companies with 500 or more employees: 10%, at least 60 workers.


� See e.g. Hanau/Adomeit (2000, p. 265) and Däubler (2001, p. 229).


� See § 112 Works Council Constitution Act (Betriebsverfassungsgesetz) from 1972.


� For details see SVR 1987/88, pp. 192 ff.


� For a discussion of some legal theories see Hemmer (1997, pp. 27 ff.).


� See e.g. Vogel (1989) and the comments by Fabel/Welzmiller/Chrubasik (1999, p. 189 and 198, n. 10).


� Only those disadvantages to workers should be compensated that actually have been realized.


� If there is an increase in expected severance pay per person employed for 1 €, employer’s marginal willingness to pay wages will decrease for 1 € and workers‘ marginal willingness to accept will also decrease for 1 €. Consequently, the wage agreed upon will also decrease for 1 €.


� According to Kittner/Kohler (2000, p. 24*) in the early eighties the works council objected only to 8% of dismissals.


� Usually about 7 months. See Kittner/Kohler (2000, pp. 26* f.).


� According to Kittner/Kohler (2000, p. 26*) the percentage of dismissals brought before labour court has increased since the seventies and amounts at the end of the 90‘s less than 10%. According to a study by Bertola/Boeri/Cazes (1999, p. 22) in 1990 the number of cases brought before the tribunal per employee amounted to 0.51 %, i.e. one out of 200 employees sued against dismissal.


� Kittner/Kohler (2000, p. 27*) estimate that only about 2.8% of all applications for protection against dismissal result in continuation of employment.


� See Beck (1999, pp. 101 ff.), Epstein (1992, pp. 147 ff.), Miles (2000, pp. 74 ff.), Kittner/Kohler (2000, pp. 4* ff.).


� Statement by a Tennessee court related to the case Payne v. Western and Atlantic Railroad (1884), quoted in Beck (1999, p. 102).


� See e.g. Kittner/Kohler (2000, pp. 8* ff.).


� See Beck (1999, pp. 101 ff.), Kittner/Kohler (2000, 10* ff.), Miles (2000, pp. 77 ff.).


� There are four circumstances the public policy exception may be applied: „an employee’s refusal to commit an illegal act, such as perjury or price-fixing; an employee’s missing work to perform a legal duty, such as jury duty or military service; an employee’s exercise of a legal right, such as filing a workman’s compensation claim; and on employee’s ‚blowing the whistle‘, or disclosing wrongdoing by the employer or fellow employees.“ (Miles 2000, p. 78).


� See Bertola/Boeri/Cazes (1999, Annex C) and OECD (1999, p. 114).


� According to a 1993 survey the plaintiffs in unjust dismissal suitsprevailed in 63% of all cases (Beck 1999, p. 95).


� See Beck (1999, p. 95) and Kittner/Kohler (2000, p, 9*).


� Some authors characterise the legal situation in the U.S. as „the ‚Russian roulette‘ of employee law suits“ (Manes Rosenbloom 1985) or simply as „legislative morass“ (Addison 1997, pp. 211 ff.).





