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ABSTRACT

Hiring And Firing Costs, Adverse Selection
And The Persistence Of Unemployment*

In this Paper, we present a matching model with adverse selection that
explains why flows into and out of unemployment are much lower in Europe
compared to North America, while employment-to-employment flows are
similar in the two continents. In the model, firms use discretion in terms of
whom to fire and, thus, low quality workers are more likely to be dismissed
than high quality workers. Moreover, as hiring and firing costs increase, firms
find it more costly to hire a bad worker and, thus, they prefer to hire out of the
pool of employed job seekers rather than out of the pool of the unemployed,
who are more likely to turn out to be ‘lemons’. We use microdata for Spain and
the US and find that the ratio of the job finding probability of the unemployed
to the job finding probability of employed job seekers was smaller in Spain
than in the US. Furthermore, using US data, we find that the discrimination
against the unemployed increased over the 1980s in those states that raised
firing costs by introducing exceptions to the employment-at-will doctrine.
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NON-TECHNICAL SUMMARY

Worker flows between employment and unemployment provide a picture of
rigid labour markets in Europe compared to North America. Both the inflow
and outflow rates from unemployment are much lower in Europe than in North
America. Thus, while in Europe the risk of becoming unemployed is lower, the
chance of finding another job is also much lower. On the contrary, in North
America, there is a greater risk of becoming unemployed, but an unemployed
person has a much better chance of being rehired quickly. In contrast,
employment-to-employment flows appear to be quite similar in the two
continents, indicating more dynamism in European labour markets than is
often inferred from looking only at flows into and out of unemployment.

Our Paper contributes to explaining the large differences between the flows
into and out of unemployment but also their similarity with employment-to-
employment flows in North America and Europe by linking this pattern of flows
to labour market institutions. We present a model of adverse selection, in
which hiring and firing costs reduce the hiring of both unemployed and
employed job seekers, but in which the hiring of the former is more sensitive
to increases in turnover costs than that of the latter. The matching model with
adverse selection presented in this Paper shows that being exposed to
unemployment stigmatizes workers because, lacking other information, firms
infer that unemployed workers are of lower quality. To the extent that wages
move less than one-to-one with worker productivity, which is the case for most
models of non-competitive wage formation, jobs held by high ability workers
generate higher profits for the firm than jobs held by low ability workers.
Consequently, when the firm faces a bad shock, the latter are more likely to
be dismissed than the former. The market, thus, infers that the average quality
of the unemployed is lower than the average quality of employed workers and,
at the time of hiring, firms prefer to hire out of the pool of employed job
seekers rather than out of the pool of the unemployed. The cost to the firm of
having to regret its hiring choice because worker quality turns out to be too
low is greater, the greater are hiring and firing costs. This is essentially an
option value effect. Consequently, discrimination against unemployed job
seekers is likely to be increasing in turnover costs. In the extreme case where
hiring and firing costs are zero, firms always have the option of hiring a worker
to observe his quality and getting rid of him if he turns out to be inadequate. In
our model, we measure discrimination against the unemployed as the inverse
of the ratio between the job finding rate of an unemployed job seeker and the
job finding rate of an employed job seeker. We show that this ratio is typically
decreasing with turnover costs, i.e. discrimination increases with hiring and
firing costs.



In addition to their option value effect, turnover costs also have an effect on
the composition of the inflow into unemployment. An increase in firing costs
reduces the inflow of both good and bad workers into unemployment. If, at the
margin, the inflow of bad workers is reduced more than that of good workers,
then this composition effect tends to improve the quality of the pool of
unemployed job seekers and to reduce discrimination against the
unemployed. In that case, the net effect of firing costs on discrimination is
ambiguous. In the opposite case, the composition effect reinforces the option
value effect and firing costs unambiguously increase discrimination against
the unemployed. We show that, under reasonable assumptions about the
distribution of firm-specific productivity shocks, this is indeed the case.
Moreover, we show that the composition effects of turnover costs have the
opposite sign to those of other labour costs.

This model helps to explain the functioning of European and North American
labour markets. In North America, low firing costs make firms less choosy in
terms of whom to hire and fire and firms are, thus, less likely to discriminate
between employed job seekers and unemployed workers. This is consistent
with the high flows into and out of unemployment in North America. In Europe,
where hiring and firing costs are high, firms use employment status as a signal
of worker quality and they prefer hiring employed job seekers instead of the
unemployed. This is consistent with our evidence from microdata for the US
and Spain, the two OECD countries with the least and most strict job-security
provisions. Our results indicate that, controlling for a number of
characteristics, the job finding probability of unemployed workers relative to
employed job seekers, our inverse measure of discrimination of the
unemployed, is smaller in Spain than in the US. Moreover, we use the
temporal variation in job-security provisions in the US, together with the
variation in legislative changes across states, to examine how the job finding
probabilities of the unemployed relative to employed job seekers changed as
firing costs increased in the US over the 1980s. We find that discrimination
increased over the 1980s in the US in those states that raised firing costs by
introducing exceptions to the employment-at-will doctrine.
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