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1 Introduction

In most European countries, permanent employment relationships that are

protected by job security legislation are the regular case. It is quite obvious

that job security is a precious good. However, why is the government needed

to legislate employment protection? If a permanent relationship between

an employer and an employee is beneficial, say because the employee is risk-

averse or needs incentives to invest in firm-specific skills, then the two parties

could deliberately write a labor contract that guarantees job security to the

employee. How can a job protection law increase welfare over and above the

level that can be reached by private contracting? After all, it is merely a

restriction on the class of contracts that the two parties may write.1

In general, restrictions on the class of contracts that private parties may

write can be desirable in the presence of externalities. For instance, welfare

can be increased if cartel contracts are prohibited, because such contracts

have negative externalities on the consumers, who are not contractual parties.

But why should insecure or fixed-term employment contracts be prohibited?

A possible reason is that permanent employment relationships have positive

external effects that the contractual parties do not internalize.2 However, in

what follows I will not consider any such externalities and instead only focus

on the gains from trade that accrue to the employer and the employee.

The main result of the analysis will be that state-mandated employment

protection can strictly increase the expected surplus that an employer and

an employee together can generate. This will be demonstrated in a simple

principal-agent model that does not rely on risk-aversion, incomplete con-

tracts, search frictions, wealth constraints, or limited commitment abilities.

1In the present paper, job protection legislation means that an employer who hires an

employee today is not allowed to dismiss him tomorrow; i.e., the law imposes prohibitive

firing costs. This is to be distinguished from severance payments, which in theory can

trivially be undone by the parties, as has been discussed by Lazear (1990).
2For instance, more mobility could mean that people care less about their neighbors

and imply more criminality. Less job security could negatively affect the housing market

and the public health system. Without doubt, job insecurity can be damaging to your

health.
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Instead, the result will follow immediately from the presence of asymmetric

information, which of course is the cornerstone of the principal-agent theory.

Under symmetric information, the employer can extract the full gains from

trade with the employee. Hence, a law that restricts the class of feasible

contracts will reduce not only the employer’s profit, but at the same time

the total surplus generated in the employment relationship. In contrast, un-

der asymmetric information the employer must leave an information rent to

the employee. This means that the employer’s profit is no longer equal to

the two parties’ total surplus. A job protection law may then decrease the

employer’s profit but simultaneously increase the total surplus, because it

limits the possibilities of the employer to inefficiently dismiss the employee

in order to reduce the information rent.3

To the best of my knowledge, this is the first paper which argues that

mandatory employment protection can be welfare-enhancing in a complete

contracting model with rational actors.4 This is quite surprising in the light

of the prominence that the agency model with asymmetric information has

gained in recent years. The most closely related paper I am aware of is

Aghion and Hermalin (1990). They consider a signaling model and show

that legal restrictions on the class of contracts that the informed party may

offer can enhance welfare (by prohibiting inefficient signaling). In contrast,

the present paper follows the adverse selection literature and assumes that

the principal offers the contract to the privately informed agent.5

The remainder of the paper is organized as follows. In the next section,

3It is a standard result that in agency models with asymmetric information the first

best is not achieved because the principal implements trade in too few states of the world.

This ‘downward distortion’ for all but the best type is induced because trade is more

attractive for a good-type agent who has to be deterred from mimicking a bad type.
4See also Levine (1991) and the literature discussed there. He shows that just-cause

employment policies can increase welfare in an efficiency wage model in which it is assumed

that workers are unable to borrow and incomplete contracting implies the presence of

externalities that are not internalized in the absence of governmental intervention.
5As is well-known (see Maskin and Tirole, 1990) the analysis of the adverse selection

problem would not change if the principal also had private information, given private

values and quasi-linear preferences.
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some empirical background and a brief literature review regarding employ-

ment protection are provided. In section 3, the basic model is introduced. As

a benchmark, the case of symmetric information is studied in section 4. The

main result is derived in section 5, where the case of asymmetric information

is analyzed. Extensions and modifications are briefly discussed in section 6.

Concluding remarks follow in section 7. Some technical details have been

relegated to the appendix.

2 Job protection: Stylized facts and litera-

ture

Detailed information on employment protection legislation in various coun-

tries has been collected by the OECD (1999). Table 1 shows the OECD’s

summary index of several indicators related to the strictness of employment

protection legislation, which refer to administrative procedures such as re-

quirements to give reasons for the dismissal, notice of termination, severance

payments, unfair dismissal provisions, and restrictions on the use of tem-

porary or fixed-term contracts with specific termination dates. All in all,

the countries in southern and continental Europe stand out for having rela-

tively strict employment protection, while at the other extreme, job security

regulation is least restrictive in the United States.6 However, as has been

pointed out by Lazear (1990), even in the U.S. there are institutions such

as experienced-rated unemployment insurance that make dismissing an em-

ployee costly to the employer.

6Note that the overall index hides some variations in the kind of job protection adopted

by the different countries. E.g., in Germany and the Netherlands the restrictions on the

use of fixed-term contracts are weak, while the protection of regular workers is strong. In

contrast, in France and Finland the use of fixed-term contracts is more restricted, while it

is easier to dismiss regular workers (see OECD, 1999, p. 57 and p. 63).
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Portugal 3.7 Sweden 2.6 Switzerland 1.5

Greece 3.5 Belgium 2.5 Australia 1.2

Italy 3.4 Austria 2.3 Ireland 1.1

Spain 3.1 Japan 2.3 Canada 1.1

France 2.8 Netherlands 2.2 New Zealand 0.9

Germany 2.6 Finland 2.1 United Kingdom 0.9

Norway 2.6 Denmark 1.5 United States 0.7

Table 1. Overall strictness of employment protection legislation in the

late 1990s in selected countries (0 = least restrictive, 6 = most restrictive).

Source: OECD (1999, p. 66).

It should be emphasized that important aspects of job security provisions

such as the willingness of courts to entertain appeals by dismissed employees

are difficult to quantify, as has been argued by Bertola (1999). In particular,

in Japan the guarantee of job security has been built up by court decisions.

According to Schregle (1993), the high degree of job security in Japan goes

far beyond the dismissal protection in most Western countries, since for all

practical purposes courts deny the validity of dismissal unless the employee

has committed a serious misconduct.7 In contrast, Kuhn (1993) argues that

in Canada civil suits typically entail substantial fixed costs and wrongful

dismissal awards depend on one’s earnings, so that pursuing suits is practical

only for employees with high earnings.

Most studies on employment protection are focused on the issue of un-

employment. Many politicians and journalists seem to believe that we need

more mobility and flexibility on the labor market, whereas strict labor stan-

dards and employment protection are necessarily bad. When hiring a worker

becomes something like an irreversible decision, so the argument goes, then

the incentives to create new jobs are reduced, and the clear result is ineffi-

ciently high unemployment. While this line of reasoning is popular in political

7Schregle (1993) also points out that in Japan temporary employees have been called

“second-class citizens” compared with regular employees. This seems to be a good de-

scription of how employees with fixed-term contracts might feel in other countries, too.
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talkshows, quite a different picture emerges when we look at the scientific

evidence. The effect of employment protection on the unemployment rate

turns out to be both theoretically and empirically ambiguous. This is not

really surprising, because employment protection tends to reduce both the

flow into unemployment and the flow into work. The overall impact seems

to be small.

Bertola (1990) finds that job security legislation does not appreciably af-

fect long-run unemployment levels. Lazear (1990) finds some evidence of a

positive relationship between severance pay and unemployment, while Addi-

son and Grosso (1996) find no such evidence with a more precise set of data.

Leonard and Schettkat (1991) conclude that labor market rigidities do not

account for differences in job creation in the U.S. and Germany. Comparing

the U.S. and Portugal, Blanchard and Portugal (2001) find that employ-

ment protection has an ambiguous effect on unemployment.8 Buechtemann

(1989) reports results for the case of West Germany, where the government in

1985 introduced new legislation facilitating the conclusion of temporary em-

ployment contracts. The impact on firms’ employment decisions was rather

modest and counterbalanced by unintended substitution effects. Buechte-

mann (1989) concludes that less employment protection is unlikely to lead to

more jobs.9 In surveys of the empirical evidence, Nickell (1997) and Nickell

and Layard (1999) come to the conclusion that strict employment protection

legislation and general legislation on labor market standards do not have

serious implications for the average level of unemployment.10

In an early theoretical model, Bentolila and Bertola (1990) found that

8Interestingly, even though Portugal and the U.S. are the countries at the top and at

the bottom of Table 1, they had almost the same average unemployment rate in the 1990s.
9See also Blanchard and Landier (2002), who show that allowing firms to hire workers

on fixed-term contracts may lead to higher, not lower, unemployment. They find that

the introduction of fixed-term contracts in France in the early 1980s had negative welfare

effects.
10While the OECD’s Job Study (1994) encouraged relaxations of employment protec-

tion, more recently the OECD (1999) also concluded that stricter employment protection

has little or no effect on overall unemployment (and it may reduce unemployment of

prime-age men).
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a dismissal cost may increase average employment. Hopenhayn and Roger-

son (1993) obtained the opposite prediction. More recently, Alvarez and

Veracierto (2001) have extended their model and found that severance pay-

ments decrease the unemployment rate and increases welfare in the presence

of search frictions, risk-averse agents, and the absence of insurance contracts.

An important assumption in their paper is that only a particular class of la-

bor contracts is allowed, which precludes agents from obtaining insurance

from their employers. In the model of Blanchard and Portugal (2001), the

effect of employment protection on unemployment is ambiguous, while the

welfare effect is negative.11 Pissarides (2001) has recently pointed out that

the analysis of employment protection has been mostly conducted within

a framework that cannot justify its existence. In a model with risk-averse

workers, he gives an insurance role to employment protection. However, in

his model there would be no need for employment protection in the presence

of optimal unemployment insurance. Moreover, Pissarides (2001, p. 156)

asks but does not further investigate the important question: “Why should

the government be needed to legislate employment protection measures and

not leave it to private contracts?” This puzzle motivates the present contri-

bution, where no ad hoc restrictions are imposed on private contracting.

3 The basic model

Consider a risk-neutral principal (employer), who has to decide whether or

not to hire a risk-neutral agent (employee). Let the agent’s per-period (op-

portunity) cost of working for the principal be given by his type c, which

is distributed on the unit interval according to the cumulative distribution

function F (c). There are two periods, i ∈ {1, 2}. Let xi ∈ {0, 1} indicate
whether the agent has the job in period i, so that the agent’s overall payoff

is given by vA(c) = x1(w1 − c) + x2(w2 − c), where wi denotes the wage
11See also the model of Saint-Paul (2002), where due to international specialization a

country may gain by increasing employment protection, even though the total welfare is

reduced.
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in period i. The principal’s benefit from employing the agent in period 1 is

given by b ≥ 1. Thus, it is always efficient for the principal to employ the

agent in the first period. However, at the beginning of the second period,

a negative shock may occur which reduces the principal’s benefit. Specifi-

cally, the principal’s benefit from employing the agent in period 2 is given

by λb, where the verifiable random variable λ ∈ [0, 1] is independent of c and
equal to 1 if no shock occurs. The principal’s overall payoff is thus given by

vP (λ) = x1(b − w1) + x2(λb − w2). The reservation utilities of both parties
are zero. The time structure of the model is illustrated in Figure 1.12

contract x1=1  (agent hired) or
x1=0  (agent not hired)

random shock � x2=0  (agent dismissed) or
x2=1  (agent not dismissed)

0 1 1.5 2

Figure 1. The sequence of events.

The first best. As a benchmark, note that the first-best employment

decisions xFB1 and xFB2 (λ) are obtained by maximizing the total surplus

s(λ, c) = x1(b− c)+x2(λb− c). Hence, xFB1 = 1 and xFB2 (λ) = I(c ≤ λb); i.e.,
the agent should be dismissed after period 1 if and only if the shock turns

out to be sufficiently severe, λ < c/b.13 The ex ante expected surplus in the

first-best world is hence given by SFB = E[b− c+max{λb− c, 0}].
In what follows, two scenarios will be considered. In scenario I, the

principal has the freedom to ‘hire and fire’ the agent at will. In scenario

II, there is a job protection law which means that if the principal hired the

agent in the first period (x1 = 1), then she must also employ him in the

second period (x2 = 1). The main question of the analysis will be whether

in scenario II the expected surplus is necessarily smaller than in scenario I.14

12Note that discounting second-period payoffs would not change the results qualitatively;

only in order to simplify the notation it is assumed that the discount factor equals one.
13Throughout, the indicator function I(A) is equal to 1 if condition A is satisfied and

equal to 0 otherwise.
14The focus on the ex ante expected surplus can be justified by referring to a ‘veil of

ignorance’ in the spirit of Buchanan and Tullock (1962). If the parties met on a (fictitious)
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It should be emphasized that in scenario I the class of feasible contracts

will not be restricted.15 In particular, the principal can commit to perma-

nently employ the agent, even in the absence of job protection legislation.

Thus, if it turns out that the expected surplus in scenario II can be strictly

larger than in scenario I, then this is indeed due to the fact that employment

protection is mandatory.

4 Symmetric information

In this section it is assumed that the principal and the agent are symmet-

rically informed; i.e., both parties know the realization of the agent’s type

c at date 0. Hence, the principal will not leave a rent to the agent. If the

principal employs the agent in a given period, she can just reimburse his

costs by setting the wage in this period equal to c.16

Scenario I. Since the agent’s rent is zero, the principal’s payoff vP (λ)

equals the total surplus s(λ, c). In the absence of a job protection law, the

principal is free to choose x1 and x2(λ) in order to maximize s(λ, c). Thus,

she will make the first-best decisions xFB1 and xFB2 (λ). As a consequence,

under symmetric information (SI) the principal’s ex ante expected payoff in

scenario I equals the expected first-best surplus, SISI = S
FB.

Scenario II. In the presence of a job protection law, the principal still

wants to maximize the surplus s(λ, c), but now she must comply with the job

protection constraint x2(λ) ≥ x1. Since it is never in the principal’s interest
to set x2(λ) > x1, the constraint implies that the principal will either employ

the agent in both periods or not at all. If she employs the agent, her expected

constitutional stage still being unaware of their future role (principal or agent), they would

unanimously favor the scenario which leads to a larger expected surplus. See also Schweizer

(1990).
15As has been mentioned above, it is already known that employment protection can

be welfare enhancing if private contracts are by assumption incomplete. In contrast, the

present contribution allows complete contracting in the sense of Tirole (1999).
16Following the usual convention, it is assumed that the agent will work for the principal

if he is indifferent between xi = 0 and xi = 1.
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payoff is b − c + Eλ[λb − c], otherwise it is zero.17 Hence, she will choose

x1 = x2(λ) = I{2c ≤ (1+Eλ)b}. As a result, the ex ante expected surplus is
SIISI = Emax{(1 + Eλ)b− 2c, 0}.
The insights of this section can be summarized as follows.

Proposition 1 If the agent’s type c is symmetric information, the first best

will be achieved in the absence of a job protection law. Hence, a job protection

law can never increase the expected surplus: SIISI ≤ SISI . Moreover, there are
cases in which SIISI < SISI , because the employment decisions given a job

protection law are different from the first-best decisions.

Proof. It has already been argued that the first best is achieved in scenario

I. Inspection of x1 and x2(λ) in the two scenarios immediately shows that

due to the law, in scenario II too few types in comparison with the first

best may be employed. It is also possible that in scenario II too many types

are employed in the second period.18 Thus, the total surplus can in fact be

strictly smaller in scenario II than in scenario I.

Since a job protection law imposes an additional constraint on the prin-

cipal, it can only reduce her profit. Moreover, since under symmetric infor-

mation the principal’s profit equals the total surplus (because she leaves no

rent to the agent), this implies that a job protection law can only reduce the

surplus. However, the following section shows that these simple results are

no longer true in the presence of asymmetric information.

5 Asymmetric information

Now suppose that only the agent himself knows the realization of his type

c, while the principal merely knows its distribution. Following most models

17Throughout, E denotes the expectation operator with respect to all random variables

following E, while Eλ denotes the expectation operator with respect to λ only.
18In other words, employment protection legislation can increase the fraction of unem-

ployed types in period 1, but it can also decrease the fraction of unemployed types in

period 2. The average effect is ambiguous, which is well in line with the results of the

literature discussed in section 2.
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of the adverse selection literature, it will be assumed that c + F (c)/f(c)

is increasing in c, where f(c) denotes the density function.19 When the

principal offers a contract to the agent at date 0, she will now have to leave

an information rent to the agent. As a consequence, the principal’s profit

will no longer be equal to the total surplus, which means that the effects of

a job protection law on the total surplus are no longer obvious.

Scenario I. Consider first the principal’s problem in the absence of a

job protection law. In accordance with most papers on adverse selection, it

is assumed that the principal can commit to a general mechanism.20 Ac-

cording to the revelation principle (see e.g. Myerson, 1982), it is without

loss of generality to confine the analysis to direct revelation mechanisms

[x1(c), x2(λ, c), w1(c), w2(λ, c)], where x1(c) ∈ [0, 1] denotes the probability
that the agent is employed in the first period if he claims to be of type c,

and similarly x2(λ, c) ∈ [0, 1] denotes the probability that he is employed in
the second period.21 The incentive compatibility constraints are

U(c) = Eλ [x1(c) [w1(c)− c] + x2(λ, c) [w2(λ, c)− c]]
≥ Eλ [x1(c̃) [w1(c̃)− c] + x2(λ, c̃) [w2(λ, c̃)− c]] ∀c, c̃.

In words, if c is the agent’s true type, then his expected payoff when he is

truthful must at least be as large as his expected payoff when he mimics

another type c̃. The agent’s participation constraints are given by

U(c) ≥ 0 ∀c.
19This corresponds to Myerson’s (1981) ‘regular case’ and is implied by the well-known

monotone hazard rate property which says that F (c)/f(c) is increasing. Many distribution

functions including, of course, the uniform distribution satisfy this property.
20In the literature on incomplete contracting (cf. Hart, 1995), it is often assumed that

commitment abilities are limited. Maskin and Tirole (1999) have recently argued that this

assumption may be hard to reconcile with a framework that otherwise presumes perfect

rationality. (See also Schmitz, 2002b, and the literature discussed there.)
21Note that in the solution to the principal’s problem, x1 and x2 will either be 0 or 1,

i.e. no randomization will actually occur. The fact that payments are only made if the

agent is employed and that randomized payments are not considered is w.l.o.g. due to

risk-neutrality. Negative payments are not ruled out, but they will never be needed.
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It is hence assumed that the agent can commit to stay with the firm in the

second period.22 In fact, it will however turn out that the principal’s optimal

contract always allows enough leeway to choose the actual wage payments

such that even the per-period participation constraints

x1(c)[w1(c)− c] ≥ 0 and x2(λ, c)[w2(λ, c)− c] ≥ 0 ∀c

can be satisfied without imposing additional costs on the principal.

The following technical result provides a very convenient characterization

of the incentive compatibility constraints.

Lemma 1 The mechanism [x1(c), x2(λ, c), w1(c), w2(λ, c)] is incentive com-

patible if and only if (a) Eλ [x1(c) + x2(λ, c)] is weakly decreasing in c and (b)

the agent’s expected payoff satisfies U(c) = U(1)+
R 1
c
Eλ [x1(č) + x2(λ, č)] dč.

Proof. The Lemma is a straightforward application of standard mechanism

design techniques (see e.g. Myerson, 1981) and is proved in the appendix.

The principal will offer the agent a contract in order to maximize her

expected profit, taking the agent’s participation and incentive compatibility

constraints into account. The following Proposition characterizes the solution

of the principal’s problem.

Proposition 2 Under asymmetric information, it is optimal for the prin-

cipal to offer the following contract in the absence of a job protection law:

x1(c) = I{c + F (c)/f(c) ≤ b}, x2(λ, c) = I{c + F (c)/f(c) ≤ λb}, w1(c) =
c+

R 1
c
x1(č)dč, and w2(λ, c) = c+

R 1
c
x2(λ, č)dč.

Proof. The principal’s expected profit is given by the expected total surplus

minus the expected rent of the agent,

E [x1(c)(b− c) + x2(λ, c)(λb− c)]−E [U(c)]
22Recall that it is the aim of the analysis to demonstrate that mandatory job security

can be welfare enhancing even in a complete contracting world. It might in practice be

illegal for a worker to agree to stay with a firm. Yet, if this were assumed from the

outset, the results could only show that labor security laws might undo the effects of other

potentially inefficient laws.
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=

Z 1

0

Eλ [x1(c)(b− c) + x2(λ, c)(λb− c)] f(c)dc

−
Z 1

0

·
U(1) +

Z 1

c

Eλ [x1(č) + x2(λ, č)] dč

¸
f(c)dc,

where Lemma 1 has been used. Since U(c) is decreasing in c by Lemma 1,

the principal will choose the wage payments such that U(1) = 0 (i.e., the

agent’s participation constraint is binding for the worst type). Hence, with

the help of partial integration her expected profit can be written asZ 1

0

Eλ [x1(c)(b− c) + x2(λ, c)(λb− c)] f(c)dc

−
Z 1

0

Eλ [x1(c) + x2(λ, c)]F (c)dc

=

Z 1

0

Eλ

·
x1(c)(b− c) + x2(λ, c)(λb− c)− [x1(c) + x2(λ, c)] F (c)

f(c)

¸
f(c)dc

=

Z 1

0

Eλ

·
x1(c)

µ
b− c− F (c)

f(c)

¶
+ x2(λ, c)

µ
λb− c− F (c)

f(c)

¶¸
f(c)dc.

It is straightforward to see that this expression is maximized by the em-

ployment decisions given in the Proposition. Note that since c + F (c)/f(c)

is increasing in c, the optimal decisions x1 and x2 are weakly decreasing

in c, and hence the constraint that Eλ [x1(c) + x2(λ, c)] must be weakly de-

creasing in c is satisfied. Finally, only the expected total payment from

the principal to the agent is uniquely determined. It is straightforward to

check that the actual wages can be chosen as stated in the proposition,

so that the conditions U(1) = 0 (due to the agent’s participation con-

straint) and U(c) =
R 1
c
Eλ [x1(č) + x2(λ, č)] dč (due to incentive compatibil-

ity) are satisfied. Moreover, the fact that only the expected total payment

is determined has been exploited in order to choose the actual wages such

that even the per-period participation constraints x1(c)[w1(c) − c] ≥ 0 and

x2(λ, c)[w2(λ, c)− c] ≥ 0 are satisfied.
Note that if an agent who is not of the worst type (c = 1) is employed, his

wage payment will be larger than c, so that he will enjoy a rent. Due to the

fact that the agent is privately informed, the principal can no longer extract

the total surplus. Moreover, note that as a result the employment decisions
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x1 and x2 do not generally coincide with the first-best decisions characterized

in section 2. Specifically, since F (c)/f(c) > 0 for c > 0, the agent will not

be employed in some states of the world when he would be employed in the

first-best solution.

Scenario II. Now consider the principal’s problem in the presence of a

job protection law. The law restricts the class of feasible mechanisms by

imposing the additional constraint x2 ≥ x1. It is obvious to see from the

solution derived in scenario I that the principal never wants to set x2 > x1.

Hence, the principal’s problem is identical to the problem in scenario I with

the additional constraint x2(λ, c) ≡ x1(c). The solution can be characterized
as follows.

Proposition 3 Under asymmetric information, it is optimal for the prin-

cipal to offer the following contract in the presence of a job protection law:

x1(c) = x2(λ, c) = I{c + F (c)/f(c) ≤ (1 + Eλ)b/2}, w1(c) = w2(λ, c) =

c+
R 1
c
x1(č)dč.

Proof. Arguments similar to the ones in scenario I show that the principal’s

expected profit can be written asZ 1

0

Eλ

·
x1(c)

µ
b− c− F (c)

f(c)

¶
+ x2(λ, c)

µ
λb− c− F (c)

f(c)

¶¸
f(c)dc

=

Z 1

0

Eλ

·
x1(c)

µ
(1 + λ)b− 2c− 2F (c)

f(c)

¶¸
f(c)dc,

where the constraint x1(c) ≡ x2(λ, c) has been used. This immediately leads
to the employment decision as characterized in the Proposition. The wage

payment can also be derived in analogy to scenario I.

As might have been expected, the principal employs the agent in fewer

states of the world than in scenario II under symmetric information. How-

ever, what is more interesting is the comparison between scenarios I and II

under asymmetric information. On the one hand, inspection of Propositions

2 and 3 reveals that in the first period the agent may be less often hired if

there is a job protection law. But on the other hand, the agent may also be

more often employed in the second period. Under symmetric information,

14



this was clearly bad news, because then the principal only had an incentive

to dismiss the agent when this was in fact the first-best decision. But un-

der asymmetric information, the principal will sometimes want to dismiss

the agent when it is not first-best, just in order to reduce the agent’s rent.

Hence, the expected surplus may well be increased by a job protection law.

Formally, under asymmetric information the expected total surplus in

scenario I is given by

SIAI = E

·
(b− c)I{c+ F (c)

f(c)
≤ b}+ (λb− c) I{c+ F (c)

f(c)
≤ λb}

¸
,

while the expected total surplus in scenario II can be written as

SIIAI = E

·
((1 + λ)b− 2c) I{c+ F (c)

f(c)
≤ (1 + Eλ)b

2
}
¸
.

It is straightforward to see that asymmetric information reduces the surplus

in both scenarios, SIAI ≤ SISI and SIIAI ≤ SIISI .
Note that SIIAI = SIAI if λ ≡ 1. If it is sure that there will be no shock,

the principal will never want to dismiss the agent in period 2 if she hired

him in period 1, so that a job protection law simply has no effect at all.

Moreover, note that λ ≡ 0 obviously implies SIIAI < SIAI . This is intuitively
clear, because when the shock will be so severe that it is always efficient to

dismiss the agent after period 1, a job protection law can only be harmful.

However, in general the sign of SIIAI − SIAI is ambiguous. In particular, it is
not difficult to find situations where SIIAI > S

I
AI , so that a job protection law

is desirable from an ex ante point of view.

Proposition 4 Under asymmetric information, it is no longer the case that

mandatory job protection can only decrease the expected surplus. If reducing

the agent’s information rent is sufficiently important for the principal, the

expected surplus can be strictly larger in the presence of a job protection law,

SIIAI > S
I
AI .

Proof. It has already been shown that a job protection law cannot increase

the expected total surplus if the principal does not have to leave an informa-

tion rent to the agent. In order to show how this result may change when

15



the agent enjoys an information rent, it is sufficient to consider a specific

example. As an illustration, let F (c) be the uniform distribution and assume

that with equal probability there is either no shock or a shock with λ = .4.

Note that the principal wants to employ the agent in any case if λb is always

larger than c + F (c)/f(c). In the present example, this means that there is

no difference between the two scenarios if .4b ≥ 1+F (1)/f(1) = 2, or b ≥ 5.
Otherwise, the expected total surplus in the absence of a job protection law

is given by

SIAI =

Z 1

0

(b− c)dc+ .5
Z 1

0

(b− c)dc+ .5
Z .2b

0

(.4b− c)dc
= 1.5b− .75 + .03b2,

while in the presence of the law it is given by

SIIAI =

Z min{1,1.7b/4}

0

(1.7b− 2c)dc
= 1.7bmin {1, .425b}− (min {1, .425b})2 .

In Figure 2, the dashed line depicts the surplus in scenario I as a function of

b, while the solid line shows the surplus in scenario II. As a benchmark, the

first-best surplus is illustrated by the dotted line.

2.52.42.32.22.1
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S

II
AI

I
AI

Figure 2. A simple example.

The figure clearly shows that under asymmetric information for suffi-

ciently large values of b, the surplus in the presence of mandatory job pro-

tection is strictly larger than the surplus in the absence of the law.
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Hence, the main result is that job security legislation can increase the

expected total surplus of the principal and the agent if the agent enjoys

sufficiently large rents due to relevant information that the principal cannot

find out. The model thus predicts that job security legislation should be

more frequently observed when the principal’s possibilities to investigate the

agent’s type are limited. For instance, several authors have pointed out that

privacy rights and data protection are weaker in the U.S. than in Europe.23

In the light of the model, given this stylized fact, employment protection

could indeed be less advantageous in the U.S., which is consistent with the

empirical observation reported in section 2.

6 Discussion

Complete contracting. Recall that it has been deliberately assumed that

in scenario I the principal could commit to any contract.24 In particular, the

principal had the possibility to voluntarily offer the agent a secure job; i.e.,

she could replicate everything that is possible in scenario II. The fact that the

expected total surplus can nevertheless be strictly larger in scenario II than

in scenario I thus shows that the government is actually needed to legislate

employment protection. While job security might decrease the principal’s

payoff by an amount that is smaller than the gain of the agent, the principal

cannot always make the agent pay for his job security, because the agent’s

23On privacy rights and data protection, see e.g. Pincus and Trotter (1995), Plá Ro-

dríguez (1995), Linowes and Spencer (1996), and Pincus and Johns (1997). When an

individual applies for work, he must supply information about himself, which may be

supplemented and verified by psychological tests, medical examinations, and background

investigations. Note that even in the U.S., the Employee Polygraph Protection Act of

1988 prohibits private employers to request lie detector tests from job applicants (with

some exemptions).
24As has been pointed out by Maskin and Tirole (1999), in a complete contracting

framework with rational players it is consistent to assume commitment. If the ability

to commit were instead restricted in an ad-hoc fashion (as is done in the incomplete

contracting literature), the point made in favor of mandatory job protection would be less

interesting, because private contracting would be arbitrarily handicapped.
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willingness-to-pay depends on his private information. For this reason, state-

mandated employment protection can raise the two parties’ total welfare over

and above the level that can be reached by private contracting.

Unemployment benefits. So far, it has been assumed that the only

potential role of the government is to enforce job security. Let us now briefly

consider how the analysis of the principal-agent relationship would change if

the government paid an amount u ≥ 0 to the agent in every period in which
he is unemployed, financed by taxing the principal.25 It is straightforward to

see that such a policy would simply be an otherwise neutral redistribution

from the principal to the agent if the tax and transfer system worked without

frictions. In other words, the expected total surplus could still be increased

by mandatory job protection in the cases identified in the preceding analysis.

However, the analysis would change if there were shadow costs of public

funds, so that when the government wants to pay u to the agent, it must make

the principal pay an amount ζu, where ζ ≥ 1. Since the amount (ζ−1)u is a
social loss, it is now first-best to employ the agent in the first period whenever

b−c ≥ −(ζ−1)u and in the second period whenever λb−c ≥ −(ζ−1)u, given
that the unemployment benefit u ≥ 0 is exogenously imposed.26 Adapting

the preceding analysis, it is straightforward to see that now the expected

total surplus in the absence of mandatory job protection is

SIAI = E

·
(b− c+ (ζ − 1)u)I{c+ F (c)

f(c)
≤ b+ (ζ − 1)u}

+(λb− c+ (ζ − 1)u) I{c+ F (c)
f(c)

≤ λb+ (ζ − 1)u}
¸
,

while in the presence of a job protection law it is

SIIAI = E

·
((1 + λ)b− 2c+ 2(ζ − 1)u) I{c+ F (c)

f(c)
≤ (1 + Eλ)b

2
+ (ζ − 1)u}

¸
.

Interestingly, while the effect of an exogenous increase in u is ambiguous,

job protection legislation can become more advantageous when there is a

25For simplicity, it is assumed here that the principal cannot evade taxation.
26Of course, if the government were only interested in maximizing the total surplus, it

should set u = 0 whenever ζ > 1, so that we would again be back in the basic model.
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higher level of unemployment benefits, even though at first sight the two

instruments might seem to be substitutes. As an illustration, consider again

the example of the previous section, but now let ζ = 1.5 and u ≥ 0, as

depicted in Figure 3.

21.510.50
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S    =  S   
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S    >  S   

I
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II
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I
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I
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II
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II
AI

u

b

Figure 3. Unemployment benefits.

We already know that when u = 0, a job protection law decreases the

expected total surplus (SIIAI < S
I
AI) if b is sufficiently small, while it has no

effect if b is sufficiently large. In the intermediate case (2. 29 < b < 5), a job

protection law raises the expected total surplus (SIIAI > S
I
AI). As can be seen

in Figure 3, when u is increased, so that avoiding the deadweight loss as-

sociated with unemployment becomes more important, the parameter range

in which there is no difference between the two scenarios will be expanded.

Now consider a fixed value of b such as 2. If u = 0, mandatory employment

protection would decrease the expected total surplus. However, if u is in-

creased to a sufficiently high value, then mandatory job protection will raise

the total surplus. Hence, the stylized fact that many countries in continen-

tal Europe have decided to implement more generous unemployment benefit

systems than the U.S. might even make employment protection legislation in

the former countries relatively more advantageous.27

27According to Nickell and Layard (1999, p. 3045), in the U.S. the unemployment benefit

replacement ratio is 50 % and the benefit duration is 0.5 years. The respective numbers

for Spain, France, and Sweden are 70% (3.5 years), 57% (3 years), and 80% (1.2 years).
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Moral hazard. In the basic model, in order to focus on the adverse

selection effect, it has been assumed that the agent’s effort is verifiable, so

that the agent always does his job when he is employed (because otherwise

the principal would not have to pay the agreed-upon wage). Let us now

briefly consider the case in which the agent chooses an effort level ei ∈ [0, 1]
in period i ∈ {1, 2}, so that his payoff is vA(c) = x1(w1−e1c1)+x2(w2−e2c2)
and the principal’s payoff is vP (λ) = x1(e1b− w1) + x2(e2λb− w2). Suppose
that while ei is unobservable, the principal can condition the wage payment

on a signal si. The signal is only obtained with probability p ∈ (0, 1] and
reveals whether the agent has shirked (i.e., ei < 1) or not (ei = 1).28 It is

straightforward to see that it is optimal for the principal to offer the same

contract as in the basic model, except that now she pays w1(c)/p whenever

s1 indicates e1 = 1 and w2(λ, c)/p whenever s2 indicates e2 = 1 (and no

payments are made otherwise). In equilibrium the agent will not shirk, so

that the analysis of the basic model remains valid.

Note that the principal might as well threaten to fire the agent if the signal

reveals that he has shirked (although the threat to pay no wage is already

sufficient). In this case, the principal would have a just cause to dismiss the

agent. In this paper, no arguments are put forward against dismissing agents

who do not do the job for which they have been hired.

As an illustration, if job security for professors means that they must

not be punished for poor performance (measured e.g. by publications in

renowned journals), then this clearly cannot be justified. As a counterexam-

ple, in Germany scientists below the rank of full professor usually only get

fixed-term contracts,29 i.e. they are automatically dismissed after a certain

28One can show that the hidden action problem can also be solved with more general

effort/signal structures, as long as the agent is risk-neutral and there are no binding

liability constraints (see e.g. Kim, 1997). For more on the (im)possibility to separate

hidden action and hidden information problems in different frameworks, see also Laffont

and Tirole (1993) and Schmitz (2002a).
29It takes a lawyer to understand how this sharp practice can be reconciled with the

spirit of the EU Directive 1999/70/EC, which clearly says that “contracts of an indefinite

duration are, and will continue to be, the general form of employment relationship”.
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number of years — independent of their performance (see e.g. Schiermeier,

2002). Promotions at the same university are not possible and as temporary

civil servants, the scientists are not even entitled to unemployment benefits.

While this is an extreme example (the state does not allow private firms in

Germany to treat their employees in the way in which the state-owned uni-

versities can treat their scientists), it is evident that here more job security

(conditional on good performance) could be welfare improving.30

The principal-agent paradigm. Throughout, it has been assumed

that there is one principal and one agent. If there were n > 1 agents with

private independent types, it would be optimal for the principal to use an

auction-like mechanism in the spirit of Myerson (1981) to award the contract.

Hence, if the agents were symmetric (F1 = F2 = ... = Fn), the agent with the

smallest costs would be chosen. Otherwise, the agent i ∈ {1, ..., n} with the
smallest “virtual costs” ci +

Fi(ci)
fi(ci)

would win the contract. In our complete

contracting framework, there is nothing that could be gained by switching

the agent after the first stage. Hence, the results obtained in the basic model

qualitatively remain valid.31

However, if in addition there were multiple principals, the agency problem

would be significantly more difficult. While recently some progress has been

made in the literature on competing auctions, little is known so far about

competing mechanisms in general.32 While a detailed treatment of this topic

must hence await further research, it should be emphasized that a clear re-

sult can be stated with regard to the related issue concerning the principal’s

bargaining power in the basic model. Following the principal-agent para-

30The fact that the German science ministry regards scientists as production factors and

not as human beings whose interests should enter the lawmaker’s welfare function is re-

flected by the wording of the ministry, according to which scientists have to be “scrapped”

at the end of their temporary appointment (see Herbert, 2002).
31Of course, for a given value of b, the principal will now less often want to dismiss the

agent, since the winner’s costs c are on average smaller the larger is n.
32On competing auctions, see e.g. McAfee (1993), Peters and Severinov (1997), and

Schmitz (2003). On competing mechanisms in general and the validity of the revelation

principle in common agency games, see Martimort and Stole (2002).
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digm, it was assumed that the principal offered the contract. As is usual in

agency models, distortions occurred due to the principal’s desire to reduce

the agent’s rent. If the principal’s bargaining power were reduced to zero,

the distortions would vanish and job security laws could no longer increase

the parties’ total welfare. Thus, if the stylized fact that in the U.S. culture

geographical mobility is significantly higher than in southern Europe means

that in the U.S. an employer is in a relatively weaker bargaining position

(since the employee would be willing to move to another region in order to

obtain a better offer), employment protection legislation could indeed be less

advantageous in the U.S. than in the European countries.33

7 Concluding remarks

The value of job security seems to be obvious to most non-economists. Some-

one who only has a fixed-term contract or who can easily be dismissed will

suffer not only when he or she is particularly risk-averse. After all, an em-

ployee is not just a production factor such as a machine. An employee has a

family and friends and might want to build a house and feel at home where he

or she lives. It is important to be somewhat able to plan one’s life, and many

people (in particular in Europe) know what it means to be deeply rooted,

they are not as mobile as capital and do not want to be forced to look for

another job at another town when this means leaving one’s family, friends,

and home. Economists often disregard these obvious values which may be

difficult to quantify. Yet, even a cold-hearted economist should acknowledge

that a permanent employment relationship can have strong advantages. An

employee who is happy in his or her private life may well be more productive.

If I do not have to worry about where I might get a job in the future, I will

be more concentrated on my work today. Employees who know that they are

allowed to keep their jobs are more willing to identify with the employer’s

objectives and invest in specific skills.

33Nickell and Layard (1999, p. 3047) report that in the U.S. regional mobility is about

four times higher than in southern Europe.
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In this paper it has been demonstrated that employment protection may

well be desirable, even if all these obvious values of job security are dis-

regarded.34 In particular, it has been shown that in the presence of rents

due to asymmetric information, state-mandated employment protection can

increase the total surplus generated in the principal-agent relationship over

and above the level that would be attained by private contracting. Of course,

this does not necessarily imply that employment protection will actually be

legislated whenever it would increase the expected total surplus, because in

reality a government clearly is not benevolent. In practice, a decisive fac-

tor will be whether employers or employees have a stronger influence on the

government.

In particular, a serious conflict of interests arises in a special case that has

not received much attention in the literature. This is the important case in

which the state is the employer. It is obvious that in this case the objective

function of the legislator is biassed towards the interests of the employer. As

a result, employees of the state would not get enough job security if they were

not protected by the constitution and courts that restrain the government.

On the one hand, one could argue that this is a rationale for constitutional

provisions that give civil servants a special status. On the other hand, this

might in turn lead to overprotection. What is important is simply that

the constitution assures that employees of the state do not get the kind of

insecure jobs and fixed-term contracts that the government rightly prohibits

in the private sector.35 It is an interesting problem for future research to

investigate how the constitution or other institutions should be designed in

order to make sure that a reasonable degree of mandatory job protection is

implemented when the government is not benevolent.

34It should be noted that there are other policies that can also be welfare-enhancing

in the simple model discussed here. Specifically, policies that can improve the bargaining

strength of the agent can be beneficial, since distortions away from the first best only

occurred due to the principal’s aim to reduce the agent’s rent.
35For example, if a German university hires a secretary or a janitor, he or she will

usually get a permanent job, while this is not the case for scientists. Obviously, non-

scientific workers have a stronger lobby than scientists.
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Appendix

Proof of Lemma 1.

“Only if”: Define t(c) = Eλ [x1(c)w1(c) + x2(λ, c)w2(λ, c)] , so that the in-

centive compatibility conditions can be written as

U(c) = t(c)− Eλ [x1(c) + x2(λ, c)] c ≥ t(c̃)−Eλ [x1(c̃) + x2(λ, c̃)] c,
U(c̃) = t(c̃)− Eλ [x1(c̃) + x2(λ, c̃)] c̃ ≥ t(c)−Eλ [x1(c) + x2(λ, c)] c̃.

These inequalities in turn imply

Eλ [x1(c) + x2(λ, c)] (c̃− c) ≥ U(c)− U(c̃) ≥ Eλ [x1(c̃) + x2(λ, c̃)] (c̃− c) .

In particular, Eλ [x1(c) + x2(λ, c)] (c̃− c) ≥ Eλ [x1(c̃) + x2(λ, c̃)] (c̃− c) , which
means that Eλ [x1(c) + x2(λ, c)] must be weakly decreasing in c. Moreover,

assume w.l.o.g. that c̃ > c, divide the chain of inequalities by c̃ − c, and
let c̃ converge to c in order to see that U 0(c) = −Eλ [x1(c) + x2(λ, c)] almost
everywhere. Thus, U(c) = U(1) +

R 1
c
Eλ [x1(č) + x2(λ, č)] dč.

“If”: It has to be demonstrated that

∆(c) = U(c)− (t(c̃)− Eλ [x1(c̃) + x2(λ, c̃)] c) ≥ 0.

Using U(c) = U(c̃)+
R c̃
c
Eλ [x1(č) + x2(λ, č)] dč and t(c̃) = Eλ [x1(c̃) + x2(λ, c̃)] c̃+

U(c̃), one can easily check that

∆(c) = Eλ [x1(c̃) + x2(λ, c̃)] (c− c̃) +
Z c̃

c

Eλ [x1(č) + x2(λ, č)] dč

= Eλ [x1(c̃) + x2(λ, c̃)] (c− c̃)
+Eλ [x1(c̃) + x2(λ, c̃)] c̃−Eλ [x1(c) + x2(λ, c)] c
−
Z c̃

c

č

µ
d

dč
Eλ [x1(č) + x2(λ, č)]

¶
dč

= (Eλ [x1(c̃) + x2(λ, c̃)]− Eλ [x1(c) + x2(λ, c)]) c
−
Z c̃

c

č

µ
d

dč
Eλ [x1(č) + x2(λ, č)]

¶
dč

=

Z c̃

c

(c− č)
µ
d

dč
Eλ [x1(č) + x2(λ, č)]

¶
dč ≥ 0.

The second equality follows from partial integration and the inequality follows

since Eλ [x1(č) + x2(λ, č)] is weakly decreasing in č.
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