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Abstract

Motivation: Employment protection legislation (EPL) plays an important role in shaping
macroeconomic performance, yet its impact remains contested. Traditional analyses have
focused on labour demand effects, but recent economic transformations call for a broader
perspective. Globalization, technological change, and new labour market dynamics suggest
that EPL may influence not only hiring and firing decisions but also productivity, innovation,
income distribution and social welfare. Understanding these diverse channels is essential, as
EPL can create opportunities while also generating rigidities that affect growth.

Aim: This paper systematically examines the transmission channels through which EPL af-
fects macroeconomic outcomes. It proposes a hierarchical framework in which the effects on
labour demand are supplemented by EPL's impact on productivity and resource allocation;
labour supply and economic activity; well-being and social welfare. The study investigates
how these channels shape key outcomes such as employment, unemployment, income struc-
tures, aggregate demand, total factor productivity, and social inequalities. The analysis relies
on mixed-method approach, combining a comprehensive review of literature with an empiri-
cal assessment of relationships between EPL and economic performance.
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Results: The findings confirm that labour demand is the dominant channel of EPL influ-
ence, but productivity, labour supply, and efficiency effects are also important in determining
macroeconomic and social outcomes. EPL influences economic performance not only by
regulating job security but also by shaping incentives for innovation, organizational change,
and resources use. By integrating these wider mechanisms, the study provides a more com-
prehensive understanding of EPL’s role in the economy. It contributes to policy debates by
highlighting that EPL should be assessed not solely in terms of labour market flexibility, but
also with regard to its broader implications for efficiency, equity, and welfare.

Keywords: employment protection legislation, labour market dynamics; economic efficien-
cy; social welfare

JEL: JO8; J21; ]24; ]38

1. Introduction

Employment protection legislation (EPL) remains one of the most contest-
ed labour market institutions in both academic research and public policy
debates. While frequently assessed in terms of labour market rigidity and
employment outcomes, its broader macroeconomic and social effects are
far less systematically analysed. This paper addresses this gap by focusing
explicitly on the multiple channels through which EPL influences macro-
economic performance.

EPL is one of regulatory tools designed to protect workers from arbitrary
and possibly unfair decisions by employers, as well as to mitigate the finan-
cial repercussions of job loss. This legal framework encompasses various
aspects of the employment relationship, including the duration of contracts,
permissible grounds for dismissal, severance payments, and regulations of
temporary employment. Effective worker protection gains increasing im-
portance in today’s dynamic and often turbulent economies. The impact
of EPL on labour market variables and macroeconomic outcomes has been
researched since the 1980s, yet two major problems persist. First, there is
still no firm consensus on the effects of EPL and empirical results vary quite
dramatically. Second, and probably contributing to the first, the detailed
workings of EPL have not been studied in any comprehensive manner. Most
papers focus on a chosen channel of influence (the impact firing/hiring costs
have on labour demand, for example) while neglecting other mechanisms
and interconnections. Similarly, outcome variables affected by EPL are often
viewed rather narrowly.

The purpose of the paper is to present a systematic analysis of all significant
mechanisms through which EPL influences macroeconomic variables, most no-
tably employment, unemployment, wages and profits, factor productivity, ag-
gregate demand and social inclusion, that were identified so far in the literature.
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Hypothesised main channels of influence include, in the order of diminishing sig-
nificance, the impact on labour demand; productivity and efficiency of resource
allocation; labour supply and economic activity; well-being and social welfare.
The main contribution of the study is development of a structured framework
that maps how EPL translates into macroeconomic variables, integrating insights
from a wide literature. The theoretical framework is supplemented by an empiri-
cal illustration, based on correlation analysis of OECD data to assess the relative
importance of different channels.

The rest of the paper is structured as follows. Section 2 presents a detailed
review of existing literature. Section 3 describes the methodological approach.
Results of both theoretical and empirical research are discussed in section 4. The
last section concludes.

2. Literature review

The literature on the EPL’s impact on labor market and other economic vari-
ables is more than ample. However, the theoretical connections between EPL
and macroeconomic outcomes are multifaceted and often yield ambiguous
predictions (see (Sordyl, 2024) for a recent review). Most research focuses
on a chosen channel or channels of impact on some outcome variables, while
a comprehensive summary of all mechanisms of influence remains lacking.
Probably the longest list of costs and benefits of EPL was provided by OECD
(2004), but no attempt at systematization followed.

By far the most researched channel of EPL’s impact on labor market out-
comes is the effect the regulations have on hiring and firing decisions by firms
(labor demand). The obvious consequence is an additional resource cost that
a firm would not need to incur without the regulation (Autor et al., 2007;
Kuddo, 2018; Martinez-Matute & Urtasun, 2022). Additionally, EPL creates
incentives to outsource (Bertola, 1992) and to informality (Lustig & McLeod,
1997; Pages, 2003), also diminishing (formal domestic) labor demand.

A similar mechanism, working indirectly against the labor demand, is
the fact that EPL diminishes the value of firms and thus negatively affects
investment (Blau & Kahn, 1999; Cacciatore & Fiori, 2016). The same effect is
caused by a lower share of profits in national income if regulation strength-
ens the bargaining power of incumbent workers (Bentolila & Saint-Paul,
2003; Bertola, 2009). In a similar vein, Ljungqvist (2002) treats EPL as an
inferior production technology.

Employment measured by the number of employees becomes more
stable over the cycle due to firing restrictions, but working hours become
more volatile (Bertola, 1992; Addison & Teixeira, 2001; Petrin & Sivadasan,
2006). Higher volatility, in turn, may favor employment of less skilled work-
ers (Feldmann, 2003). In addition, high-turnover firms can lose reputation
and be forced to pay higher wages to recruit (Carmichael, 1989; Belot et al.,
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2007). Higher costs of labor may lead to lower international competitiveness
(Roy, 2021; Arestis et al., 2023). However, the increase in employment costs
for firms may not reduce aggregate welfare. Some authors stress that EPL
forces firms to bear full (or at least a bigger part of) social costs of cyclical
or structural adjustments in employment patterns, thus easing the pressure
on workers and social security systems (OECD, 2004; Clark & Postel-Vinay,
2005; Bertola, 2009).

On the other hand, a very ample literature shows no significant impact of
EPL on the number of jobs (Avdagic, 2015; Duval & Loungani, 2019; Heim-
berger, 2021), and some studies indicate that EPL can in fact increase the
demand for labor, at least under some conditions (Cacciatore & Fiori, 2016;
Ferreiro & Gémez, 2020).

Almost as frequently researched channel of influence on macro variables
is the effect EPL has on labor productivity and efficiency of resource use. Two
main and opposing strands emerge in the literature, revealing both a posi-
tive and a negative impact on efficiency. Slower reallocation towards higher
productivity means that firms are forced to keep workers who became less
productive than at the time the match was created (McMillan & Rodrik,
2011; Eichhorst & Marx, 2019). A similar effect is caused by local or global
shocks affecting productivity (Hamermesh & Pfann, 1996; Scarpetta, 1996;
Blanchard & Wolfers, 2000). Consequently, less fluctuation of employment
over the cycle (Boeri, 2011; Duval et al., 2017; Arestis et al., 2021) is observed
at the cost of less efficient labor (resource) allocation (OECD, 2004; Martin
& Scarpetta, 2012; Duval & Loungani, 2019).

On the other hand, labor productivity may be increased by EPL, through
several channels. Investment in human capital will be higher in a more stable
employment relationship, with better incentives on both sides (Betcherman,
2019; OECD, 2019; Arestis et al., 2020b). Closely related are incentives to
share information with other workers and with management (Auer et al.,
2004; Deakin et al., 2007; Vergeer & Kleinknecht, 2010-2011) and to co-
operate in the workplace (Freeman, 2007; Storm & Nastepad, 2009; Adams
et al., 2018). A special case is the employees’ willingness to innovate and to
share their ideas with the firm (Belloc, 2019; Sharpe & Fard, 2022; Arestis
et al., 2023). More generally, EPL supports good relations in the workplace,
encouraging trust and loyalty (Auer et al., 2004; OECD, 2019; Inanc & Kal-
leberg, 2022). However, these mechanisms may operate unevenly across dif-
ferent segments of the labour market, implying that productivity-enhancing
effects of EPL are likely to be concentrated among workers with access to
stable employment, while those in secondary jobs may not benefit to the
same extent. There is also some evidence that lack of employment security
for parents negatively affects educational achievements of children (Ruiz-
Valenzuela, 2020; Bertoni et al., 2023) and thus lowers productivity of future
worker cohorts.
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The mere existence of EPL may improve on pure market outcomes if it
makes up for some market imperfections; for example, by easing the bar-
gaining process and supporting collective action (Bertola, 2009; Bartling et
al., 2013; Betcherman, 2015). Regulations on firing encourage a more care-
ful selection of workers (Scarpetta, 1996; Pries & Rogerson, 2005; Duval &
Loungani, 2019). On an individual level, if EPL lengthens the average tenure,
it can increase worker’s productivity in the given job (Saint-Paul, 2002; Ar-
estis et al., 2020b). On the other hand, reduced threat of layoffs may loos-
en the discipline and encourage shirking (Jackman et al., 1996; Holmlund,
2013).

Less research focuses on the impact of EPL on the supply side of the labor
market. Again, several channels can be identified here, affecting both the size
and the composition of the labor supply. Some tentative results show that
EPL indirectly affects the number of (potential) workers through migration
(Piasna & Myant, 2017), family formation (De Paola et al., 2021; Bertoni et
al., 2023) and mental and physical health (Dixon et al., 2013; Kalleberg &
Vallas, 2018; Inanc & Kalleberg, 2022). Firing restrictions have a potentially
significant impact on the structure of the workforce. Making layoffs more
expensive prevents them (up to a point) in downturns, lengthening the aver-
age tenure at the cost of longer unemployment spells (Calderdn et al., 2007;
Boeri, 2011). The net effect of less firing and less hiring in booms depends
on the shape of the labor demand function and the phase of the cycle (Blau
& Kahn, 1999), but — at least over the medium horizon — lower employment
and increase in unemployment are to be expected (OECD, 1994; Addison &
Teixeira, 2001; Nickell et al., 2005). The effect, however, is rejected by some
empirical studies (OECD, 2006; Howell et al., 2007).

The most important impact of EPL on the workforce is labour market
segmentation. Restrictions on firing and hiring tend to favor some groups
of workers over others (Vosko, 2011; Myant & Brandhuber, 2017; Inanc &
Kalleberg, 2022). EPL encourages firms to choose non-standard forms of em-
ployment (Aleksynska & Eberlein, 2016; Myant & Brandhuber, 2017; Arestis
et al., 2021), leading to long term lock-in and scarring effects (Avdagic, 2015)
that can be hereditary if access to social insurance depends on primary sec-
tor employment (Giesecke & Gross, 2004). However, some authors point out
that deregulation might lead to even more segmentation (De Stefano, 2014;
Rubery & Piasna, 2016). On the other hand, EPL may increase employment
among vulnerable groups by higher economic activity (Adams et al., 2018)
and more intense job search (Scarpetta, 1996; Bertola, 2009; Bertoni et al.,
2023). Importantly, labour market segmentation should not be viewed as an
isolated outcome of EPL, but rather as a mechanism that mediates its effects
on productivity, labour supply dynamics, and welfare, by shaping access to
stable employment, incentives to invest in human capital, and exposure to
economic risk.
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A more recently included and less researched channel connects EPL with
general welfare and individual well-being. The well-being aspect that first ap-
peared in the literature, as the obvious feature of the regulation, is increased
job and income stability (Agell, 1999; Deakin et al., 2007). In other words,
some risk of cyclical labor demand fluctuations is borne by employers (Ru-
bery & Piasna, 2016). That constitutes a form of private insurance, especially
in countries where access to social security is limited (Agell, 2002; Pages,
2003). This brings about the consumption-stabilizing feature of EPL, without
recourse to credit (Arestis et al., 2020b), that is important in a crisis (Clark et
al., 2022; Arestis et al., 2023; Bertoni et al., 2023). The access to credit itself
becomes easier with EPL (Mistrulli et al., 2023), it is also more feasible to
save for retirement (Piasna & Myant, 2017). Absent EPL, tax revenues would
decline (Boeri et al., 2015) and social spending would increase (OECD, 2013;
Bertoni et al., 2023). From a more general viewpoint, EPL can be considered
a tool preventing worker exploitation (Kaufman, 1997; Kuddo, 2018; Duval
& Loungani, 2019). A lighthouse effect may influence even the informal sec-
tor (Aleksynska & Eberlein, 2016). A facet also important from the equality
perspective is that EPL compensates for costs of losing a job which increase
with seniority (OECD, 2013).

Another feature of EPL that affects welfare is its impact on income distri-
bution and inequalities. Some authors perceive regulations as rent-seeking by
insiders (Agell, 2002; Clark & Postel-Vinay, 2005) leading to worse distribu-
tion and more inequality (Giesecke & Gross, 2004; Betcherman, 2005; Boeri
et al,, 2015). Others stress that more stable and secure employment does
indeed increase wages (Scarpetta, 1996; Blau & Kahn, 1999; Feldmann, 2003)
and the labor share of income (Deakin et al., 2014; Ciminelli et al., 2018;
Arestis et al., 2023), but the effect actually improves income distribution,
leading to lower inequalities (Acemoglu, 2003; Boeri et al., 2015; Arestis et
al., 2020a). This suggests that EPL, as many other labor market regulations,
is in fact a redistributive measure, but this type of redistribution might lead
to higher global welfare (Freeman, 2007; Adams et al., 2018).

A crucial point of EPL is avoiding many different and potentially hugely
damaging social costs of employment and income insecurity, documented by
a growing number of papers. These include increased poverty (Arestis et al.,
2023), higher political tensions (Boeri et al., 2015; Eichhorst & Marx, 2019),
psychological costs of insecurity (Piasna & Myant, 2017), as well as fairness
considerations (Adams et al., 2018).

3. Methods

This paper combines a systematic literature review with an illustrative em-
pirical exercise. The empirical part is cross-sectional in nature and is in-
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tended as an illustrative complement to the theoretical framework, rather
than a causal estimation of the effects of EPL. Initially an extensive study of
literature was performed in an attempt to identify all channels through which
EPL influences outcome variables. Some effects are documented in multiple
studies; in such cases — for brevity — a maximum of three references were
chosen based on relevance and the date of publication (the most recent).
Some authors also find more than one effect of EPL; hence, several sources
are referenced more than once. Based on literature review, a hierarchy of
channels of influence was hypothesized (see Figure 1 in the appendix). To
search for the existence and relative importance of the four main channels,
representative proxies were selected among data available for all countries
in the sample. Employment and unemployment data capture the labour de-
mand channel; labour productivity reflects the efficiency channel; the Gini
coefficient illustrates distributional effects; and adjusted national income per
capita serves as a proxy for welfare.

As shown in the literature review, empirical confirmation of the effects
of EPL is very difficult, for reasons that merit a separate analysis and are
omitted here. However, it is important to note that the aim of the paper is
not to estimate precisely the effect of EPL on output variables; rather, to
look for confirmation or rejection of the intuition on the importance of the
main impact channels identified above. To empirically assess the strength of
the mechanisms discussed, a matrix of Pearson correlation coefficients was
calculated. Three measures of EPL were used: OECD EPL Index, a leximetric
measure reflecting de iure regulations; Cambridge Labour Regulation Index
(CBR-LRI, subindex C: Regulations of dismissal, variables 16-24), another
leximetric measure but used jointly with the Rule of Law index to capture en-
forcement (Adams et al., 2018); and World Economic Freedom index (Area 5:
Regulations, B. Labour market regulations, (ii) Hiring and firing regulations)
provided by the Frasier Institute and based on opinion surveys. Since the
WEF awards higher scores to countries with ‘more freedom’ (less regulation),
its values were multiplied by — 1 before computing correlations. The data-
set covers 38 OECD countries for which the OECD EPL index is available.
Output variables were drawn from the World Bank’s World Development
Indicators for comparability; the data on labor productivity are from OECD
database. The year chosen for the exercise was 2019 — the most recent for
which the OECD EPL index was available.

4. Results
The results of the literature review indicate a rather complicated net of chan-

nels through which EPL affects macroeconomic variables. Table 1 summa-
rizes the main channels of impact, as identified in the literature, and serves

11
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as a reference point for the subsequent discussion. The impact of EPL on
labor demand works through costs of jobs, value of firms, investment, and
competitiveness. Stronger protection leads to lower (if more stable) employ-
ment, higher and more persistent unemployment, higher wage share and
lower profits, more stable aggregate demand and more equality. The impact
on resource efficiency is uncertain because slower reallocation in response
to shocks is at least partially recompensed by higher individual productivity
in more stable jobs.

Workers’ productivity itself is affected by EPL through several main
mechanisms. First of all, both sides of a match have stronger incentives to
invest in human capital; longer average tenure also supports learning. Work-
ers are more prone to share their ideas, including new inventions, with man-
agement. Cooperation is easier with more stable employment relations. The
resulting increase in productivity might compensate for higher labor costs
and increase profits.

EPL impacts the size and structure of labour supply. High barriers to entry
to the primary sector might lead to persistent segmentation and low-quality
jobs for some worker groups, especially those most vulnerable (younger and
older workers, women, migrants). In this sense, labour market segmentation
acts as a transmission mechanism through which EPL influences both aggre-
gate labour supply and longer-term productivity and welfare outcomes. On
the other hand, for those who manage to achieve a formal sector job, income
stability seems an important factor in family creation, educational achieve-
ments of children, as well as workers’ physical and mental health.

It seems that the most important effects of EPL on individual and societal
welfare work through income security and distribution, provision of social
insurance, the distribution of political power and social conflict, and changes
in public revenues and spending. It also affects factors difficult to measure
but important for wellbeing, as the feeling of fairness and inclusion.

Table 2 reports Pearson correlation coefficients between alternative EPL
measures and selected macroeconomic and social outcome variables for
a sample of 38 OECD countries. Consistent with previous research, theo-
retical assumptions about the workings of EPL are not easy to confirm. The
results indicate that EPL is significantly negatively correlated with economic
activity and employment and positively (albeit weakly) with self-employ-
ment, unemployment and youth unemployment — all to be expected from
theory. These patterns are consistent across the OECD and WEF indices,
and align with the hypothesis that EPL primarily operates through the labour
demand channel. The results on CBR-LRI, however, almost always present
the opposite sign, even on the significant correlations. EPL does seem to
coincide with lower income inequalities, but the relation with the level of
income (represented by average wage and average national income per cap-
ita) is negative for most indices. This points to a puzzling trade-off between

12
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wage levels and distributional outcomes. The relationship between EPL and
productivity is weak and not robust across measures: the WEF index shows
a negative coefficient, while the OECD and CBR-LRI results are close to zero.
This suggests that, within the OECD sample, EPL is not significantly corre-
lated with productivity gains, even though theory identifies several potential
mechanisms linking the two.

GDP-related measures show mixed results. Correlations with GDP
growth are negligible for all indices. GDP per capita is negatively correlated
with EPL when using the OECD and WEF indices, but positively and sig-
nificantly correlated with CBR-LRI. These differences reflect the sensitivity
of results to the choice of indicator. Overall, the empirical analysis confirms
that the strongest and most consistent associations of EPL are found in the
labour demand and supply. The evidence for productivity, wages and growth
is weaker and more ambiguous. These findings, however tentative, show the
importance of considering multiple channels and cautiously choosing insti-
tutional measures when evaluating the macroeconomic effects of EPL.

5. Conclusion

This paper has offered a comprehensive examination of the channels through
which EPL influences macroeconomic outcomes. It has highlighted some of
the underappreciated interactions with productivity, efficiency of resource
allocation, labour supply dynamics, and welfare. The analysis demonstrates
that while EPL may reduce flexibility in hiring and firing, it can also enhance
investment in human capital, foster cooperation, and contribute to social
stability by reducing inequality and income volatility. It needs to be stressed,
however, that even if broad in scope, the theoretical analysis lacks enough
detail to do justice to the importance of the topic. Further research is neces-
sary to reveal the nuances in the main channels of impact and in their inter-
relations, possibly allowing for less uncertainty in empirical results which
cannot be treated as other than exploratory.

The empirical findings are consistent with theoretical expectations in
some areas, particularly with regard to the effects of EPL on employment
and unemployment. However, the results also reveal the inherent difficul-
ties in quantifying the broader impacts of EPL, especially when relying on
measures of regulation that may not capture the realities of labour markets.
The weak and sometimes contradictory correlations underscore the need for
caution in drawing general conclusions, and they point to the importance of
context, especially institutional and structural differences between countries.

Future research should address these limitations by developing more nu-
anced measures of EPL that reflect not only the content of legislation but also
the degree of its enforcement and the extent of informality in labour markets.
Incorporating other institutions into the analysis — such as minimum wage

13
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laws, unemployment insurance, and collective bargaining — would allow for
a more realistic assessment of how EPL operates within a broader policy
system. Greater attention should also be paid to how EPL interacts with de-
mographic and technological changes, particularly in shaping access to stable
employment and its implications for productivity.

A key implication of the analysis is that many of the observed effects of
EPL operate indirectly, through interactions between labour demand, seg-
mentation, productivity, and welfare, rather than through a single dominant
channel. Ultimately, EPL should not be viewed in binary terms as simply
restrictive or protective. Its macroeconomic effects are shaped by complex
trade-offs between efficiency, equity, and stability. A more integrated and
multidimensional understanding of these trade-offs is essential for design-
ing labour market institutions that are both economically sound and socially
inclusive.
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Appendix

Figure 1. The main channels through which EPL affects macroeconomic variables

EMPLOYMENT PROTECTION LEGISLATION

7

DEMAND FOR PRODUCTIVITY ACTIVITY WELFARE
LABOUR EFFICIENCY LABOUR WELLBEING
SUPPLY
employment vs. wages vs. segmentation factor efficiency vs. job quality GDP stability
unemployment profits Vvs. inclusion individual productivity| |social security and growth

Source: own preparation.

Table 1. The impact of EPL on output variables

Main channel

Subchannels

Effects

Labour demand

costs of jobs
value of firms
investment in physical capital

lower employment*, higher unemployment*, higher wage share,
lower profits, slower reaction to shocks, less efficient resource
allocation, less output and employment volatility over the cycle

social inclusion
social norms

competitiveness
Productivity resource allocation longer average tenure, more persistent segmentation, slower
& efficiency investment in human capital |resource reallocation, less efficient resource allocation, higher
innovation human capital accumulation, more innovation, better incen-
cooperation tives, better cooperation, information sharing, higher individual
productivity, higher-quality jobs
Labour supply |market segmentation more search activity, more persistent segmentation*, lack of
& activity search activity access for some groups, employment security supports family
family formation formation, lack of security negatively affects health
health
Welfare income stability/insurance more stable income, improved income distribution*, more
& wellbeing inequalities stable consumption, less debt, more savings, better access to

credit, fairness and trust, avoiding risks of deregulation

* Results that have not been strongly confirmed in the literature
Source: own preparation.
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Table 2. Correlations between EPL measures and output variables

Output variable OECD index WEF CBR-LRI
;n;[f)lt?t,:llggpilal:gon ages 15+ -0.3647 -0401% 0.047
gt nd sid workers
3o of torl employment o141 | 03477 | 0598
Soof val abor force 0153 | 0187 | -0l6l
s of total o force ages 15-24 0102 | 0229 | -00%
Gini index -0.176 0.087 -0.474%**
Average annual wage 0267 -0.130 0,032

USD (2023), PPP

Adjusted national income per capita

GNI minus fixed capital consumption and resource depletion, -0.218 -0.584*** 0.474***
current USD
Labour productivity -0.061 0129 -0.053

GDP per hour worked, USD (2020), PPP

GDP per capita P P
USD (2015), PPP -0.145 -0.559 0.490

GDP growth 0.034 0.068 0.021

%

Pearson correlation coefficients. Significance levels: * p < 0.1; ** p < 0.05; *** p < 0.01.
Source: own calculations based on publicly available data.
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