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1. Introduction

Employment protection legislation in Germany is gratly regarded as comparatively strict.
In addition, the number of dismissals resulting lalour court cases is relatively high
(Bertola, Boeri and Cazes 1999; OECD 2004). Theawlvelming majority of these cases
results in a termination of the employment coniraften involving severance payments
(H6land, Kahl and Zeibig 2007, pp. 183, 202). Isp@nse to these features, the main law
regulating dismissals in Germany, the Protecticairesy Dismissal Act (PaDA), was amended
in 2004. In particular, a clause was added (PaD& $&) which allows a firm to terminate a
regular employment contract if, first, it makes everance payment of a predetermined
magnitude and, second, the employee does not dbjelse dismissal. Since the new section
was added to the law, yet all other regulationsaiesd in place, the government explicitly
argued that "employee and employer need not feardaterioration of their legal position"
(Deutscher Bundestag 2003a, p. 9). The majorite@él scholars hold the view that PaDA
Sec. 1la will not be applied and will have no impactindividual dismissals because the legal
situation effectively remains unchanged (cf. Spilge09). Alternatively, it is occasionally
argued that the level of severance pay definedaiyAPSec. 1a represents a minimum, since
no employee has an incentive to accept a lower payniinally, trade unions have feared

that the law's amendment will be disadvantageousotiers.

In this paper, we inquire which of the above evauns is adequate. Since there is no
comprehensive body of data on the legal source ditmissal in Germany, we assess the
effect of PaDA Sec. la indirectly by calculating impact on observed severance payments.
More precisely, we exploit the fact that PaDA Skx.does not apply to collective dismissals
in firms with more than 20 employees in which a kgocouncils exists. Using a difference-in-
differences (DID) approach and representative pdat for the years 2001 to 2006 for West
Germany, we can identify the (short-run) effeciPaDA Sec. 1la on observed severance pay

and thereby assess its consequences.

In the next section, we outline the legal rules egaing dismissals in Germany and the
amendment of the PaDA. We also summarise the dismuamong legal scholars regarding
the new norm and previous analyses of its impattSéction 3 we develop a simple
theoretical model which allows us to investigate thcentives for a firm to proceed in
accordance with PaDA Sec. 1a. For a subgroup afisgsed workers which we can identify
in our empirical analysis, we derive a simple ctindi determining the change in severance
payments. Additionally, the introduction of PaDAcSéa is shown to have an ambiguous

impact on the average payments. From a theorgterapective, therefore, the new regulation
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may be beneficial or unfavourable to workers. lictiea 4, we describe our data and outline
our empirical strategy, and in Section 5 we repmut findings. We observe an overall
increase in average severance payments, while ¢dDreBtimates indicate that payments
resulting from mutual agreements between a firm andemployee and from individual
dismissals have declined since 2004, relative dsdlpaid in the case of collective dismissals.
This suggests that firms indeed use the optioneohihating an employment contract in
accordance with PaDA Sec. 1a, and that those dseahiworkers who may have been affected
by the new regulation receive lower severance paysneelative to the amount they would

have received without the law's amendment.

2. Legal Background

2.1 Employment Protection Legislation and Furtheg&ations

In the context of German individual labour law, tGévil Code and, in particular, the
Protection against Dismissal Act (PaDA) govern thamination of regular employment
contracts- The Civil Code Sec. 622 stipulates a notice pefarcbrdinary dismissals for all
employees whose trial period of no more than 6 hiias expired, which increases with
tenure. However, periods of employment taking plae®ore an individual has reached the
age of 25 are not taken into account. In addit©@ijl Code Sec. 626 governs extraordinary

(i.e. summary) dismissals.

PaDA Sec. 1(1) states that the termination of apleyment contract that has existed for
more than 6 months becomes void if it is sociatiyustifiable. A dismissal is deemed socially
unjustifiable which "is not based upon reasonsagirig to the person or the behaviour of the
employee, or on urgent operational requirements #ma an obstacle to the employee
remaining employed by the establishménti the case of operational dismissals, the
selection of employees to be made redundant mkisttiace on the basis of specific criteria
(so-called social selection; PaDA Sec. 1(3)), whicirently include tenure, age, alimony

obligations, and severe disabilities.

An employee can, claiming that the dismissal isiadlyc unjustifiable or void on other
grounds, sue the firm to obtain a judgement thatémployment contract has not ceased.

According to the Labour Court Law, Sec. 54, thetfgtep in the ensuing court procedure is a

! In addition, there are special regulations, faaragle, for the disabled, employees taking matemitgarental
leave, members of works councils and apprentices.
% This and all other translations of legal sourcesfGerman have been rendered by the authors.



conciliatory hearing. During this hearing, the jedgill, in many cases, propose an amicable
settlement. If no such settlement can be foundcarsd hearing is arranged. Here, too, it is
often the case that attempts are made to end Wweiitavia an amicable settlement. In cases
dealt with by labour courts, each party generabars the costs of the legal dispute itself.

Furthermore, representation by a lawyer is not adsqguy (Labour Court Law, Sec. 11, 12a).

Even if the labour court decides that the dismisgad void, it is unlikely that employment
will continue® According to PaDA Sec. 9, the court has the optibierminating the contract,
either if continuation of employment is not to bepected of the employee, or if "further
cooperation between employer and employee serviagobjectives of the firm" cannot be
expected. Only in this case a verdict must incladéappropriate severance payment”. In the
PaDA there are no detailed specifications regardsmgmount. PaDA Sec. 10 stipulates only
an upper limit of 12 monthly salaries, which in@esa to 15 (18) monthly salaries for

employees who have reached the age of 50g4b8have a tenure of at least 15 (20) years.

At the beginning of 2004, the PaDA was altered péaticular, it may now basically be
applied only to employees who work in firms whichlwypically have 10 or more staff (Sec.
23(l)), and no longer to firms with between 5 ar@ dmployees. In addition to further
amendments, a new clause — Sec. 1la — was added:
"(1) If an employer dismisses an employee on theisbaf urgent operational
requirements ..., and if the employee takes no lagabn ... before the deadline laid
down in Sec. 4 Sentence 1, then the employee becentiled to severance pay upon
the expiration of the notice period. The employeraquired to state in the dismissal
notification that the dismissal is due to urgenemional requirements and that the

employee can claim the severance payment as a océsallowing the period to elapse
during which the employer can be sued.

(2) The amount of severance pay is equal to 0.5timhorsalaries for each year of
employment. ...."

Sentence 1 restricts the applicability to urgeneraponal reasons. However, the second
sentence qualifies this restriction, stating thet émployer is toefer to such a requirement

but not, however, that it necessarily constitubesdactual reason for the dismissal. Indeed, the
opinion is widely held that if an employer has m#de required reference and the employee
has not filed a suit, there is an entitlement tees@nce pay, irrespective of whether or not the

dismissal is due to operational requireménts.

% For 2003, Héland et al. (2007, pp. 202 ff) calealan upper limit of 15% for the probability thatismissal
protection case led to a revocation of the disrhidsat conjecture that the actual proportion of tomring
employment contracts is considerably lower.

4 Cf., e.g., Maschmann (2003, p. 7), Bader (20041), Daubler (2004, p. 178), Preis (2004, p. T)ecke
(2004, p. 95), Tschope (2004, p. 197), Raab (2@0%), Hoyningen-Huene and Linck (2007, p. 368)] an
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Collective labour law also contains a series oflglines related to dismissal protection rights.
If a works council exists, it must be heard befeeeh dismissal according to the Works
Constitution Act (WCA) Sec. 102. Otherwise, thenuissal becomes void. There are
additional regulations for collective dismissalsCW Sec. 112 states that "in firms with

generally more than 20 employees entitled to edeatorks council, the management must
inform the works council in a comprehensive andetyrmanner about planned operational
changes that could entail considerable disadvastimgehe workforce or substantial parts of
the workforce, and must evaluate the planned opeadtchanges together with the works
council." Furthermore, WCA Sec. 112a explicitlytetathat if a planned operational change
consists solely of the dismissal of workers, thenpany is obliged to arrange a so-called
social plan if the number of dismissed workers tu@perational reasons exceeds certain
thresholds. The social plan will typically contagnidelines on severance payments. If the
works council and the employer cannot agree orctiments of a social plan, WCA Sec. 112
entrusts an arbitration committee with the resoluf the conflict. Furthermore, in the case
of collective dismissals, employers will not haveestablish a social plan if there is no works
council® but in its presence cannot circumvent this obiligatby offering employees a

severance payment in accordance with PaDA SetTharefore, PaDA Sec. 1a is unlikely to

have an impact on the level of severance paymariteicase of collective dismissals in firms
with 20 or more employees in which a works coureiists. We use this fact in our

differences-in-differences specification to ass#ss causal effect of PaDA Sec. la on
severance payments. Note, however, that in 2008&samuncils existed in only 10% of all

private sector firms employing five or more workerdVest Germany. These firms employed
45% of all workers (Ellguth and Kohaut 2010). Thtdr fraction declined from 50% in 2001

to 47% in 2004, when the PaDA was amended, ans w#h firm size.

Also relevant to this study are legal changes diggr unemployment benefits and the
taxation of severance pay that came into effecinduthe period covered by our empirical
investigation. At the beginning of 2005, incomeatetl unemployment assistance primarily

paid to long-term unemployed was replaced by aréitd so-calledArbeitslosengeld Jland

Spilger (2009, pp. 235 f). Rolfs (2006) evidentylds a different opinion. Hergenrdder (2009, PaD#k.Sla,

para. 9-19, 30) essentially agrees with the vieat timly the reference to the reason for the disahi&entence
2) must deem it a redundancy, but points out thatemployee must have the option to appeal in dise of

malicious deception (see also Quecke 2004, p. 85Hesse 2007, para. 9a). Kogel (2009, p. 363) appea
completely rule out the possibility of an appeal.

® See, for example, Daubler, Kittner and Klebe (2q08977) or Fabricius (2010, p. 1587).

® See, for example, Spilger (2009, p. 258). Howeifes, social plan has been agreed upon and the tfiem

proposes to terminate the employment contract adraployee in accordance with PaDA Sec. la, thikheil
feasible if the resulting severance payment exctremlpayment determined according to the social.pla
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about a year later the maximum entitlement peradoenefits — terme@rbeitslosengeld +
was reduced for unemployed persons above the affe ygars. The second important change
from the perspective of our investigation is thelugion of the income tax exemption
threshold for severance payments from about € 8{206 7,200 on 1 January 2004. For
employees over 50 (55) years of age with a tendrenore than 15 (20) years, the
corresponding threshold of roughly € 10,300 (€ @@)3wvas reduced to € 9,000 (€ 10,800),
that is, by larger absolute amounts than for tihgelanajority of employees. At the start of
2006, the tax exemption thresholds for severangempats were completely abolished. Once
again, the absolute reductions were larger forroeployees with high tenure, where the
relevant thresholds are defined by PaDA Sec. 10.

2.2 Previous Analyses of PaDA Sec. 1a

From a legal perspective, the dominant view of Pel¥k. la is that it has not had and will
not have an effectThe prevailing justification for this evaluatios ithat even before PaDA
Sec. 1la was introduced, firms and employees hadgtien to agree on a severance payment
as part of a mutual agreement to terminate the @mm@nt contract. As this option still exists,
there are no incentives for firms to proceed inoatance with PaDA Sec. la. Rather, the
legal situation remains essentially unchan§@dternatively, it is claimed that an offer made
according to PaDA Sec. 1a would be taken as alsggrthe firm's uncertainty regarding the
legal evaluation of the dismissal, constituting iawitation for the employee to take legal
action? It is therefore occasionally proffered in the legad also economic debate that a
severance payment calculated according to PaDAI%eepresents a lower lintftOnly the
Confederation of German Trade Unions held the opinihat the regulations for "the
employee ... by no means [constitute] a profit", wh@mployers were said to benefit
(Deutscher Bundestag 2003b, pl¥).

" See, e.g., Bauer and Krieger (2004, p. 79), R2&64, pp. 72, 79), Wolff (2004, p. 381), Raab 200. 12),
Rolfs (2006, p. 41), Hesse (2007, para. 2), Hoyeminguene and Linck (2007, p. 368), and Spilger 9200
229). Merz (2006, pp. 213 f) and Kogel (2009, pr)3&re less sceptical.

8 See, e.g., Maschmann (2003, 6), Preis (2004, bf), and Kortstock (2007, p. 297).

° See Bader (2004, p. 70), Bauer and Krieger (2p047), Preis (2004, p. 75), Wolf (2004, p. 3814l #ogel
(2009, p. 367). Merz (2006, p. 211) provides furtiegerences.

19 See Maschmann (2003, 12), Bader (2004, p. 70hépse (2004, p. 199), Wolff (2004, p. 381), Jahn and
Walwei (2005), Jahn (2009), and May and Schelli{2an9).

" This view was stated in a parliamentary hearinthefGerman parliament (the Bundestag). It shoalddted
that a similar view is expressed in a study byltistitut der deutschen Wirtschaft, a researchturstiassociated
with German employer confederations: "As ... seveegmayments according to PaDA Sec. la are alsodedlu
in the calculations — the amount of which shouldegelly lie beneath those otherwise paid — ... ."r(ldge and
Schmitz 2008, p. 36, own translation).
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Until now, the impact of PaDA Sec. 1a has not begrlored empirically, allowing for causal
interpretations. Jahn (2009) analyses the detentsraf the level of severance payments for
the years 2000-2006 in West and East Germany. étargsincludes a dummy for the years
2004-2006. She interprets the significant positgefficient as evidence that the 2004 PaDA
reform established a lower limit for severance pagts. Goerke and Pannenberg (2010b)
investigate the so-called severance pay factorrbefnd after the introduction of PaDA Sec.
la, i. e. the multiple of the wage that is paidsagerance payment per year of tenure. They
show theoretically that severance pay factorsiketylto bunch around 0.5, the value defined
by PaDA Sec. 1a, subsequent its introduction and $ubstantive descriptive evidence for
such a development. However, their semi-paramd&tomposition analysis does not permit

a causal interpretation.

3. Theoretical Analysis

The theoretical investigation will focus on therfis and employee's behaviour in the event of
an individual dismissal in which PaDA Sec. la ispimciple applicable. Initially, we will
analyse the incentives for a firm to (1) dismisearployee without a severance pay offer, (2)
propose a mutual agreement including a severangegyd determined in an optimal manner
by the firm in order to avoid a legal conflict, @) use the procedure laid down in PaDA Sec.
la. In each case, an employee dissatisfied witHitimes behaviour can file a labour court
suit. Our model can, therefore, generate all majoservable outcomes of an employer-
initiated individual contract termination: that sn outright dismissal without any financial
compensation; a dismissal involving a payment kg fihm, either because employer and
employee mutually agreed on a contract terminatimuding such a disbursement, or
because of the procedure laid down in PaDA Sec. atal finally, a court-induced
compensation. We can show that all types of dismssgan arise subsequent to the
modification of the PaDA. We derive a simple coiugtitfor the change in observed severance
payments, conditional on these payments resultimgn fa non-controversial contract
termination. By non-controversial we refer to antissal including a severance payment that
resulted without a court's involvement. Finally wwestigate the change in the average

magnitude of severance payments.



3.1 Analytical Framework

The starting point of our analysis is the firm'smdissal decision. Both the firm and the
employee are risk-neutral. The firm minimises tRpeeted costs resulting from a dismissal,
while the employee maximises his expected payaffisisting of direct payments and the

monetary equivalent of non-monetary costs and gains

Initially, a player labelled 'Nature' selects thanfs direct costs associated with the three
options described above. In particular, Naturedsles' the costs'K KN > 0, of dismissing an

employee without a severance pay offer; the ficosts K, K€ > 0, of obtaining legal advice

and of legal representation in the event that ikenidsed employee has filed a labour court
suit; and the costsXKKS> 0, arising if a mutual agreement including a véduyp payment is

signed. The costs'Kcan, for example, occur because the remaining faar&'s productivity

is affected negatively by a dismissal of a formelteague without a compensatory payment
being offered. Alternatively, costs "Kcan be positive because customers respond to

dismissals by purchasing substitute products frompetitors. The firm's cost&of a court

procedure will arise if the firm hires a lawyeribstaff from the personnel department need to

prepare for and attend a court meeting. Finallg, ¢bsts R can, for example, represent the
expenditure for judicial advice which ensures ttreg mutual agreement cannot be legally
disputed by the employee in order to obtain furthayments. Since the firm's costs in

addition to a severance payment are likely to bestan the case of a mutual agreement than

those resulting from a court procedure, we assufhe KC. The costs R, KC, and K are

public knowledge.

If the employee files a labour court suit, he wiltur additional (opportunity) costs. These
arise because of costly legal advice, the time eeddr setting up the claim or because of a
direct utility loss resulting from filing a suit.iRE monetary equivalent of these costs k is
distributed uniformly on the interval [ ]. While the employee is aware of the exact value

of k, the firm only knows the distribution when tadf its decisions. We presume that the

costs of a court procedure k an& Hrise, irrespective of what the outcome of the ®sui
Furthermore, with the exception of a severance gaygnwhich will be specified below, any
payments to the (former) employee, such as unemyay benefits, occurring subsequently

to the dismissal, are assumed to be given andrdiogty, normalised to zero.



Assume that the firm chooses the first option asthéses the employee without a severance

pay offer. Such an action creates cosigdthe firm, irrespective of the employee's resgon

If the employee consents, his payoff will be zddowever, if the employee does not accept
the dismissal, this entails filing a labour couditsclaiming the dismissal to be socially
unjustifiable*? Since we cannot observe in our data whether oanamployee filed a suit
and how the firm responded if this was the cas#jartheoretical analysis we assume that the
firm is unable to react to the employee's actiororédver, we depict the whole court
procedure in a highly simplified manner and suppbs¢ the employee obtains a severance

payment with a positive probability. Its expectedue is denoted by C. In consequence, the

firm's expected costs, given a court procedureale@u+ KC + KN, while the employee's

expected payoff is given by C — k.

Suppose next that the firm proposes a mutual agmegrmcluding a severance pay offer S,

S > 0. If the employee accepts this proposal, Herageive the respective amount S, while

the firm incurs costs S +¥KA rejection of the proposal will be tantamounfitimg a labour
court suit. The respective payoffs have been desdriabove. They are assumed to be
unaffected by the firm having made a severance sy because this proposal does not

restrict the court's legal evaluation. In consegeerthe firm's expected costs of a court

procedure equal C +&whereas the employee's expected payoff is giyed b k.

Since 2004, the firm can also proceed in accordavitte PaDA Sec. la. If the employee
accepts the proposed payment, he will receive aetaoypayment denoted by Z. In addition,
we allow for the notion of PaDA Sec. la establighan standard or norm for severance
payments by assuming that an employee obtains diicadhl, non-monetary payoff. This
payoff may result from being treated fairly in aatance with a perceived entitlement — such
as is laid down in PaDA Sec. la — or because amoge®attaches positive value to not being
at the firm's discretion with respect to the magpiét of the payment. The monetary equivalent
of this additional payoff is given by f,>f 0. Since the legal requirements for a dismissal in
accordance with PaDA Sec. la are less demandimgttiwse that have to be observed in
order to make a mutual agreement involving a payr8degally watertight, we normalise the
firm's costs of legal advice if proceeding in Iwéh PaDA Sec. 1a to zero. If the employee
accepts the proposal of a contract terminationctoalance with PaDA Sec. 1a, the firm's

costs therefore amount to Z, whereas the employpes/sff rises by Z + f. If the employee

12 Accordingly, we assume in our theoretical analysiat the PaDA applies. Otherwise, the regulations
concerning PaDA Sec. 1a cannot form the legal Basike firm's behaviour.
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rejects the firm's proposal, this choice is equmalto filing a labour court suit with costs k.
As a direct consequence, the employee will no Iobgeentitled to the payment'ZOnce the
offer Z is rejected, no further proposals or negjains will be possible. Figure 1 depicts the

feasible choices and resulting payoffs.

Figure 1: Sequence of Decisions

‘Nature'
) dismissal without application
Firm severance pay offer of PaDA Sec. la
proposal of
a mutual
agreement
Firm
‘Nature'
Employee

file labour
court suit

file labour
court suit

file labour

court suit accept

accef accept

-kMo -(C+KC+KM;c-k (S+KS);s -(C+KE),c-k -zz+t -(C+KE),c-k

If the employee accepts a dismissal without a sewer pay offer, his payoff will be zero. If
he files a labour court suit, the expected valubisfpayoff equals C - k. In consequence, the

employee will accept the dismissal if k > C. Giveenniform distribution of k on the interval

[0, k], the probability p of accepting the dismissagjigen by:

_k-C_

p—T—l_ 1)

=~ O

If the employee agrees to the firm's proposal ofitdual agreement including a severance
payment S, his payoff will amount to S. The empyell accept the offer Sif S > C - k
holds. Hence, the probability q(S) of acceptanagven by:

13 See, e.g., Preis (2004, pp. 74 f), Raab (20058¢p. Hergenrdéder (2009, Sec. la para. 15 ff),sdg2007,
para. 8), and Spilger (2009, pp. 248 f).
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_k-(C-9 _, C-S

By analogy, the employee will consent to a propdsechination of the employment contract
in accordance with PaDA Sec. 1a, if Z + f > C pplées. The probability of the firm's offer

being accepted is denoted by r:

3)

_k=(c-z-f) zl_C_RZ_f

If the firm proposes a mutual agreement, it wilboke the severance pay offer S such that the
fall in expected costs due to the increase in tue@tance probability q(S) just balances the
additional costs owing to a higher payment if thierois accepted. Therefore, the optimal

offer S* results from the maximisation 0{S).
1O =-aIS+KS) - (- ae)C+K ) =/ 1- S22 k)| S5k (@
In consequence, S* is given by:

KC-KS-k
+
2

S=C (5)

Since the probability q(S) cannot exceed unity, apémal offer S* has to be less than the

expected payment C resulting from a court's involeet (given an interior solution). The

resulting restriction K- KS- k < 0 is assumed to hold. The expected paBi¢§*) can, using

equations (4) and (5), be calculated as:

(KC+KS-K)2 KCkS
+ — - — <

ne)=-C
=) 4k k

0 (6)

The expected payoff of refraining from a severanag @ffer and dismissing the employee
without monetary compensation is given B}0) = -p0- (1-p)(C + K) - KN. Using
equation (1)I1(0) can be expressed as:

-k"<o 7)

C
I_I(O):_C(CEK )

Finally, the firm's expected payoff of proceedindine with PaDA Sec. 1la equdl{Z):

n(z):—{l—c_é_f}z—{c_iz_f}(C+KC)=(C‘Z'”(EZ'C_KC)—z<o )
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The probability r of a severance pay offer base®abDA Sec. 1a being accepted will only be
less than unity if C > Z + f holds (cf. equation)(3rhis implies that Z < C and that the term

Z - C - KCis negative.

3.2 The Firm's Preferred Dismissal Procedure

In the first step of the game, the firm decides tivaeit will attempt to dismiss the employee
without a severance pay, propose a mutual agreeangmtoceed in accordance with PaDA
Sec. la. To analyse this decision, we compare timesfexpected payoffs resulting from each
choice and clarify that, depending on parameteuesl each choice can be optimal.

Accordingly, assuming the economy to be populated large number of firms characterised

by different values of the costs"KKC, and kS, all types of dismissals will occur in

equilibrium. We can summarise our findings in tbkkoiwing three Remarks:

Remark 1: Mutual Agreement versus Outright Disnlissa
a) The firm is more likely to make an offer S* insmtleof dismissing the employee without the

odder of a payment, the higher the costsake.
b) If KS = KC = k, KN = 0, and the probability p of a dismissal withseverance payment

being accepted is greater thaﬁrib: 1 - +/3/2, the firm will be better off as a result of
refraining from making an offer instead of suggegtia mutual agreement including a

payment S*.

Proof:

Let the difference between expected payoffs remyfiiom an offer S* and those from
no offer be denoted byII(S, 0) :=TI(S*) - I1(0). A positive difference indicates a
higher payoff of offering S*, sincH(S*), I1(0) < 0. The difference is given by:

(o S_ T2 CS c
(K +K_ k) _K_K +C(CtK )+Kn

Al S0) =-C+
=0) 4k k k

(9)

Clearly, ATI(S, 0) is increasing in 'K Substitutingk for KS and K€ in (9) and using the

definition of p (cf. equation (1)), the payoff difence can be rewritten as:

AT (S0) =c+X g+ECcakn =
KS 4 k

:KC:E

-2 @-pe+k"
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__K(a_4q_C Nn__ Ko o2 |ien
- 4(3 41 p)Rj+K = 4[3 20-p) }+K (10)

The expression in square brackets in equation (h@) therefore, als@lIl(S, 0) is

positive, given Kl = 0, for any probability p greater thaffh = 1 - /3/2~ 0.134.m

Remark 1 implicitly clarifies the trade-off faceg a firm prior to the introduction of PaDA
Sec. la. Part b) of Remark 1, for example, impled an employee who can expect only a
low expected payment C when going to court andgetbee, exhibits a high probability p of
accepting a dismissal without a severance paynisntinlikely to be offered a mutual
agreement including a payment S* by the firm. Thenesf Remark 1 captures the shadow of
employment protection law in the determination olfimtary severance payments and a firm's

choice of dismissal procedure.

Next, we will analyse whether the use of PaDA Saccan be beneficial for a firm, relative to

a dismissal without a severance pay offer. The figslican be summarised in:

Remark 2: Using PaDA Sec. 1a versus Outright Disahis
a) The firm is more likely to make an offer in actance with PaDA Sec. 1a than to dismiss

the employee without making any offer, the highex employee's non-monetary gain f is.

b) If KC = k, the firm will be better off as a result of dissiisg an employee in accordance

with PaDA Sec. la than not making an offer.

Proof:
Let the difference between expected payoffs rewyfiiom an offer Z and those from a
dismissal without an offer be denotedAl(Z, 0) :=I1(Z) - I1(0). This is given by:

(C—Z—f)(_Z—C—KC) _Z+C(CtKC) LK

AM(Z0) =
(2.0) ” .

_~_kC
L @02-C=KY) CZ_; an
k k

Since (Z - C - ) < 0, AII(Z, 0) is increasing in f. Substitutinky for KCin (11), setting
f = 0, and using the definitions of p and r (cfuations (1) and (3)), we obtain:

AN(Z0), =—ZL;Q+Z+(1—p)Z—Z+Kn =Z@1-r+1-p)+K" >0 (12)
K
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Remark 2 shows that if the costs of a court progedte sufficiently high, the firm will find a
dismissal according to PaDA Sec. la cheaper tharg fthe employee without an initial

severance pay offer.

Finally, we will compare the firm's expected payfytim offering a payment S* to obtain a

mutual agreement with that of proceeding in acaocdawith PaDA Sec. la.

Remark 3: Mutual Agreement versus Using PaDA Sec. 1

Assume K = KC = k. A sufficient condition for the firm to benefitdm proceeding in
accordance with PaDA Sec. la instead of proposingiudual agreement including a
severance pay offer S* is that the probability thed firm's offer according to PaDA Sec. la

being accepted does not fall below 25%.

Proof:

Let the difference between expected payoffs remyitiom an offer Z and those from
the proposal of a mutual agreement be denotedIblZ, S) :=11(Z) - I1(S*). Using
equation (3)AII(Z, S) can be expressed as:

_7_ _~_wrC (o S_ 112 Cp S
(C-z f)(_Z C-K )—Z+C—(K +K_ k) +K_K
k 4k k

AM(Z,S) =

(o (K+ K_S—R)2 L KOKS

=—r(Z-CO)-A-r 13
( )—@-r) i ” (13)
For KC = KS= k, we obtain:
— 1
AlN(Z,S =-r(Z-C)+kjr—-= 14
( )KC—KS=E ( ) ( 4j (14)

Since C > Z holds, given a positive probability  of a proposal in accordance with

PaDA Sec. la being rejected](Z, S) will be unambiguously positive forr0.25.m

For KS = 0, a sufficiently high value of K(< k), that is, of the costs of a court procedure,
ensures thaaIl(Z, S) < 0 and, thus, that the firm prefers to o#gayment S* (instead of Z >
S*), because this reduces the costs of a payméitiently to overcompensate for the fall in
the acceptance probability from r to g (given f =@ equations (1) and (3)). Accordingly,
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Remark 3 has the same flavour as Remark 2. Firnys-niut need not — find it profitable to
use PaDA Sec. 1a instead of the alternative, aleintarily offering a payment S*

Remarks 1 to 3 show that there are values'hfH€, and K8 characterising the firm and &
and C relating to the employee which ensure thdirma may find either of the three
procedures to terminate an employment relationggpleast costly. The intuition for the
relevance of PaDA Sec. la is the following. Fitsting the procedure lowers the firm's
administrative costs, relative to a mutual agredgnoerna court procedure (by assumption).
Second, if the employee accepts the offer Z, tlyengat will be less than that resulting from
a court's involvement. Third, for a given paymehg acceptance probability g exceeds the
probability r because of the gain f. However, pesteg in accordance with PaDA Sec. la
also entails two disadvantages. By offering Z, firflorego the possibility of avoiding a
payment, if the employee would have accepted aigsahwithout a severance pay offer. In
addition, Z will generally diverge from the ‘optithaffer S*. The firm will make use of
PaDA Sec. la if the disadvantages are outweightethé aforementioned cost-reducing

effects.

3.3 Non-controversial Payments and Expected Segerdayments

In our data we have information on whether a disedsemployee claims to have received a
severance payment as a result of a mutual agreemittnthe employer. We interpret such a
statement as tantamount to the information thastwerance payment did not result from a
labour court suit, because filing a suit impliegeecting the conditions attached to the firm's
dismissal decision. Furthermore, employees cane staat they experienced a layoff.
Severance payments in such an event may also wgthout a court being involved. In our
theoretical model, such non-controversial paymenlis prior to the introduction of PaDA
Sec. 1a, be given by S*. Since 2004, a non-contsialgpayment can arise either because the
firm proposes a mutual agreement including a payr8&nwhich the employee accepts, or
because the firm proposes a termination of the eynpént contract in line with PaDA Sec.
la, which the employee does not object to. In¢hse, the severance payment amounts to Z.
Since the optimal payment S* is unaffected by tiieoduction of PaDA Sec. 1a (cf. equation
(5)), the expected level of non-controversial pagtaevill fall (rise) with the introduction of
PaDA Sec. laif S* > (<) Z.

4 Note that if, in contrast to our assumption, tlsts kS arose also if the offer of a mutual agreement were
declined, the condition for the firm to prefer Pal3&c. la relative to a mutual agreement would rikeéy to
hold than in the present set-up.
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The assumption that the payment Z defined by Pal@A 3a is less than the severance
payments S* has sometimes been interpreted as lgjoyalent to a loss of workers.
However, since not only the level of payments magnge — from C or S* to Z — but also the
probability of obtaining such payments, a more adég measure of the change in the
worker's wellbeing is the expected severance paymert A denote the probability that
proposing a mutual agreement generates a highecegpayoff for the firm than dismissing

the employee without severance pay offer, i.etf M&S, 0) > 0. The expected or average

severance paymenPR)f a dismissed employee, prior to the introductwdrPaDA Sec. 1a,

can be expressed as:

PP = Alg(s")S* +- q))C]+ A-A)a-p)C (15)

Let the probability that the firm offers a paymé@&u subsequent to the introduction of PaDA
Sec. la — be given by B. Put differently, B repnésdhe probability thanIl(Z, S) and
AII(Z, Q) are positive. Because the optimal severgpag offer S* is unaffected, the
probability A thatATI(S, 0) > 0 holds is independent of the existenc®aDA Sec. la. In
addition, the expected payment C resulting fronmdila suit remains unchanged, since the

legal evaluation of a case is not altered. In cquegece, the expected or average severance

payment P of a dismissed employee since the introductioRalDA Sec. 1a equals:
PS =B[rz + (L-r)C]+ @-B)PP (16)
The difference in expected severance payments aeetintroduction of PaDA Sec. la is
given by P — M, or in other terms, determined by:
(Z+(1-r)C-A[gSYS* +A- @) Cl- A-A)A-p)C

=rZ - Aq(S*)S* +C[p(L- A) + Aq —r1]

C S 1,
=rZ+ (pL-A) -r)C-Aq(S*) K_#K_k (17)

<0

This expression may be positive or negative, suggethat dismissed employees may lose or
gain due to the introduction of PADA Sec. 1la. Foeaample indicating that employees may

gain, note that the last term in the last line gquiaion (17) is negative and deducted, given a

probability q(S*) < 1 (cf. equations (2) and (5§ > PO will then unambiguously apply if rZ
+ (p(1 - A) - r)C > 0 holds. However, assuming S%== C/2 and f = 0 implies that r = q.
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Making use of r = p — & and substituting in the second line of equatiof) fbr S*, C, p
and r, we can show that the sign of equation (§@eitermined by (1 - ¥/), which may be
positive or negative. Accordingly, whether a dissei worker has lost or gained owing to the

new section in the PaDA is an empirical issue. Warearise our findings in:

Proposition 1

Assume that some firms dismiss workers in accorelanmath PaDA Sec. la. Non-
controversial severance payments, i.e. those megultithout a court's involvement, will
decline on average with the introduction of PaDAc.Ska if S* > Z. Average observed
severance payments in the case of individual dsamssmay rise or fall due to the
introduction of PaDA Sec. la.

In summary, the model casts doubts on the assertifien found in legal interpretations that
PaDA Sec. 1a will either have no impact or willaslg make dismissed workers better off as

a result of the new section establishing a lowembdary for severance payments.

4. Data and Empirical Strategy

4.1 Data

Our data stems from the German Socio-Economic p@@EP) which is a representative
longitudinal survey of the resident population iar@any conducted since 1984 (cf. Wagner,
Frick and Schupp (2007) or http://www.diw.de/defsoéVe use data from the survey years
2000 to 2007 to extract a sample of observed textwins of employment contracts in West
Germany from January 2001 to December 2006. Thosvalus to set up a symmetric three-
year time period around the date when PaDA Seavdsaintroduced on 1 January, 2004.
Moreover, we restrict ourselves to terminationfirims with at least 5 employees because the
PaDA was never applicable if there had been fewgr@yees. We include observed contract
terminations due to a closure of the firm or planiayoff and a mutual agreement. In all these
events, PaDA Sec. 1a may have affected the levedwdrance payments. However, our data
provides no information on whether a labour suis\iteed or not. Those civil servants which
can effectively not be dismissed (‘Beamte'), apjres, and employees with temporary
contracts or going into retirement are excludednfrour data. Additionally, we require all
respondents to be over the age of 17 and no diaer &5 years, and to have either a full- or
part-time job. Given the panel structure of the $QIE is feasible to link the information on

employment terminations with information regardingividual characteristics (such as the
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type of job or tenure) and firm features. Finalle use weighting factors provided with the
SOEP, which account for the sample design of tfferdnt sub-samples of the SOEP as well

as for panel attrition in all empirical analysek Rannenberg et al. 2005).

Information on severance payments comes from atignesn the prevalence and amount of
such payments. For N =244 M 2004= 135; Nince 2004= 109) employees with job
terminations we have valid observations on severg@yments. The average real severance
pay equals € 13,841 (median = € 8,084 our empirical work we additionally use some
variables based on the information provided inlést survey prior to the termination of the
employment contract. These variables either reflegal regulations or have been found in
other studies to determine severance payments im&w (cf. Section 2.1 above and, e.g.,
Goerke and Pannenberg 2010a). They include tetiieeinteraction of age and tenure in
accordance with the limits stipulated by the PaRgd in years 50 (55)and tenure> 15
(20) years], dummy variables for gender, the ersteof alimony duties and for officially
recognised disability status, measures for firne g — 19, 20 — 199, 200 — 1999, 2000 or
more employees), occupational status (blue coNenite collar) and the type of job

termination (firm or plant closure, layoff, mutusdreement).

4.2 Empirical Strategy

To estimate the effect of the introduction of PaBéc. 1a on severance payments, we use a
difference-in-differences-strategy (DID). As debed above, WCA Sec. 112(a) stipulates the
obligation to set up a social plan in the case ofass dismissal. Such social plans typically
contain generous and detailed guidelines on segergayments and employers cannot
circumvent them by using PaDA Sec. la. Hence, P&BA 1la should have had no direct
impact on severance payments based on social pfdasexploit this hypothesis and use
observed severance payments in those cases ofto@leismissals in which WCA Sec. 112

is applicable as a control group in our DID-spesifions.

In our data we can distinguish between three tydegsb terminations: those due to a (a)
closure of the firm or plant; (b) layoff; (c) mutuagreement. The category "closure of the
firm or plant” clearly includes collective dismissaHowever, it is essential for the validity of
our empirical strategy that the control group csissionly of such employees who are
collectively dismissed in a firm with 20 or more @ioyees in which a works council exists.

Unfortunately, information on the existence of arkgcouncil is only available for the SOEP

> The CPI is used to calculate real severance paignilease year 2000).
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survey years 2001 and 2006. To construct such ksaauncil indicator for every year from
2001 to 2006 in our sample, we use observatioms fite years 2001 and 2006 to estimate
the parameters of a probit model of the likelihed@ works council existing in the particular
firm.'® Subsequently, we use these parameter estimatesaltmlate “"out of sample”
predictions, as well as an estimated dummy varjdlebdastence of a works council”, for the
years 2002 to 2005, for which information on thestnce of a works council is missifigin

our sample, the resulting estimated fraction of leyges working in firms with a works
council for the years 2001 to 2006 amounts to 4T#és number is almost identical to the
estimate of 48% provided by Ellguth and Kohaut (20for the same period based on
representative firm panel data for West Germany.

In sum, our control group consists of those respatgireceiving a severance payment for
whom, first, we observe a job termination due t&lasure of the firm" and who, second,

worked in a firm with 20 or more employees in whighworks council existed, as can be
observed for the years 2001 and 2006 and (partynated for the period 2002 to 2005. All

other observed job terminations due to the closidira firm are (re-) classified as layoffs.

Severance payments in the case of layoffs and rtugeeements to terminate an

employment contract may be affected by the intrtdacof PaDA Sec. la and, therefore,

define two separate treatment groups.

To assess the (short-run) effect of the introductocd PaDA Sec. 1la on the amount of

severance pay, we use the following DID-regressmetification:

Yi; =0 *B,(mutual agreement*since 20043,  (individlayoff *since 2004,
+[3; (since 2004 B, (mutual agreemenf};  (individual layoff) (18)

XY TE

where y; represents the log of real severance paym@nisfo are the key parameters of

interest, indicating a causal effect of the intrctthn of PaDA Sec.1 on severance payments
for dismissed employees who obtained the paymamstal a mutual agreement, or because

of a layoff; and % (y) is a vector of control variables (parameters).

The key identifying assumption of equation (18jhat severance payment trends would be
the same for all groups in the absence of treatmentif PaDA Sec. la had not been

' The estimated parameters of the probit model Ersepted in Table Al in the Appendix.

" For the years 2002 to 2005 the dummy variablesterce of a works council* equals 1 if the predicte
individual probability of working in a firm in whit a works council exists is greater than or eqoathe
respective unconditional (predicted) fraction.
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introduced'® This implies that there are no other events ticatiwed around the year 2004,
when the PaDA was altered, that affected treatmsmd control groups differently.
Importantly, the WCA was not amended after 2002dascribed above, two policy changes
took place during the period under consideratioamely, changes in the taxation of
severance pay and a reform of the unemploymentfibegstem. In our checks of robustness
below we analyse their possible impact by allowioigfurther interaction terms in our DID-
specifications. Furthermore, we investigate whethere was an effect resulting from the
change in the applicability of the PaDA that exesdptost employees in firms with five or
more but less than 10 employees.

5. Results

Figure 2 depicts the development of average reatraace pay over time for employees
characterised by different types of job terminasiohhe figure indicates a comprehensive and
remarkable increase in the level of payments sR@@. Respondents who experienced a
layoff (+ 88%) or signed a mutual agreement (+ 62%#)ibited a more pronounced rise than
employees belonging to the control group, whichoemgasses those people with job losses
resulting from collective dismissals (+ 42%). Ndteat these results might be (partly) driven
by composition effects. Therefore, it remains to de®n whether the regression-adjusted

results from the DID-specification confirm the destive evidence.
- Figure 2: Average Amount of Real Severance Pay -

Table 1 displays parameter estimates of the DIzifipation of equation (18). The estimated
parameters of the two interactions we are primadritgrested in, namelgince_04*mutual
agreementindsince_04*individual layoffare both significantly negative. They indicatatth
both groups of dismissed employees, who may haee kenfronted with a severance pay
offer in accordance with PaDA Sec. 1a, have segbf®reductions in the level of severance
payments since 2004, relative to the comparisonmmf respondents who experienced a
collective dismissal. Furthermore, the estimatedapater of the time dummgince_ 04
indicates that severance payments have increased 2004, which is in line with the
descriptive evidence displayed in Figure 2 and alglo estimates by Jahn (2009).

- Table 1: DID-Estimates of Severance Pay and P&8B& 1a -

18 Blundell and Costas-Dias (2009), for example, fteva detailed discussion of the key assumptionthef
DID-approach.
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The parameter estimates for the set of controlabées are consistent with evidence
previously obtained (see, e.g., Grund (2006), J2BA5, 2009), and Goerke and Pannenberg
(2009, 2010a). In particular, we find a positiveretation with the last wage, tenure, and the
existence of alimony obligations, whereas gendes ha significant impact. Employees
belonging to the two age-tenure groups definechbyPaDA (i.e. those above 50 (55) years of
age and having a tenure of more than 15 (20) yearperience a decline in the level of
payments, relative to the control group. Furtheematr is noteworthy that the elasticity of
severance pay with respect to the last wage igfisigntly greater than unity and that the

impact of tenure on severance pay is non-linear.

As mentioned above, two potentially relevant poltyanges took place around the time when
PaDA Sec. la was introduced. The first was a chamgaxation. Income tax exemption
thresholds for severance pay were reduced by lafggslute amounts for the two age-tenure
groups (age 50 years & tenure 15 years and age55 years & tenure 20 years) than for
the majority of employees and were completely abeld for all employees at the beginning
of 2006. Exploiting a former increase in the tamatof severance pay in 1999, Goerke and
Pannenberg (2009) show that it (a) lowered the gdvidity of receiving severance pay and (b)
tended to reduce the level of severance paymentthéotwo age-tenure groups entitled to
higher tax exemption levels as well as to highgraugimits of severance payments according
to the PaDA (age 50 years & tenure 15 years and age55 years & tenure 20 years). To
tackle the question of whether our main resultsiitaenced by the change in taxation, we
add the following two triple interaction terms toquation (18): since_04*mutual
agreemen{(age =50 years & tenure> 15 year$ or (age =55 years & tenure> 20 year3]
andsince_04*individual layoff(age > 50 years & tenure> 15 year$ or (age =55 years &
tenure= 20 year§]. The results displayed in the upper part of €abkhow that the estimated
parameters for the two interactions of main interemain significantly negative, while the
additionally estimated parameters of the two tripteractions are not significantly different
from zero. Therefore, we continue to find evidefarea relative drop in severance pay for the

two groups of employees who may have been affényeRaDA Sec. 1&

- Table 2: Checks of Robustness -

9 Table 2 contains only information on the estimapadameters for variables capturing the impact ab®
Sec.la. The findings for the further covariateemdde those displayed in Table 1 and are availaplen
request from the authors.
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A second concern relates to the reform of the uh@ynpent benefit system in Germany,
which became effective in February 2006 and sigaiftly reduced the entitlement period for
older workers. There is evidence of an anticipagffect because entries into unemployment
peaked during the months preceding the reformQefgosz, Stephan and Wilke 2009). This
anticipation effect might influence our results daats potential impact on the outcome of a
bargain between the firm and employee regardingraexce pay. In terms of our theoretical
model, the legal change could violate the assumgliat income subsequent to a dismissal is
determined only by severance pay. In order to datethe possible effect of the alteration of
the unemployment benefit system, we enhance owlibasspecification equation (18) by
adding two triple interaction terms, namelgce_04*mutual agreemer(gige= 45 year$ and
since_04*individual layofftage> 45 years) as well as the main effeage=> 45 years The
reason is that workers below the age of 45 wereafffeicted by the 2006 change of the
unemployment benefit entitlement period. Moreoteey are less likely to become long-term
unemployed than workers of higher age and, thuigeiy to be affected by the introduction
of Arbeitslosengeld Itirectly. Finally, workers less than 45 years gé &elong to the group

of income tax payers who experienced the smalhesease in the taxation of severance pay.

The estimated parameters in the lower part of Tabtelicate that the reduction in severance
pay since 2004 is less pronounced for older workengng experienced a layoff, but that
there are no heterogeneous effects with respedhdogroup with mutual agreements.
Moreover, the estimated parameters of the two bhsssince 04*mutual agreemerind
since_04*individual layoféve are mainly interested in, are again significandgative®

As mentioned in Section 2, the amendments to tHe2AP& 2004 included not only the
addition of Sec. 1a but also an increase in thestiold of the number of employees who have
to work in the firm in order to make the PaDA apgble (Sec. 23 PaDA). In particular,
employees in firms with more than five but not mdnen ten employees were no longer
covered by the regulations of the PaDA, unless ttal already been working in that firm in
2003. As a further check of robustness, it would desirable to re-run our empirical
specifications based on a sample of employees wirtked in firms in which the PaDA had
always been applicable, that is, those with a stéffmore than 10 employees. However,
sufficiently detailed firm size information has gribeen available in the SOEP since 2004.

Therefore, we have restricted our sample to disdigsmployees who obtained a severance

0 The estimated parameter of the main effect,>agB, is not significantly different from zero (seelow). Note
that age will have no significant impact eitherwe include a linear age term in any of the empirica
specifications used in the paper.
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payment and worked in a firm with twenty or morepéoyees, since this firm size variable is
on hand for the entire observation period. Ourifigd, particularly for the interaction terms

of main interest, were virtually unchanged wheritimg the sample in this manner.

In sum, we find across all specifications that oesfents with contract terminations due to a
mutual agreement or a layoff experienced a noteddlection in the level of severance pay
after the reform of the PaDA, relative to the pagtseobtained by the respondents belonging
to the control group. Furthermore, before 2004 smwee pay factors characterising payments
in the case of job losses due to layoffs or muagakements were generally above 0.5, the
value defined by PaDA Sec. $aSeverance payments resulting from mutual agreement
clearly constitute non-controversial payments. Mes¥, also in the case of layoffs
agreements about severance pay without a coumr@lvement are of great relevance.
Therefore, S* > Z is likely to hold and the resukported are in line with Proposition 1 of

our theoretical model with respect to non-contreigrseverance payments.

Moreover, we find in our data that the probabilifyobtaining a severance payment when
experiencing a layoff or due to a mutual agreeneenirtually the same for the period prior to
2004 as for the three years following the introtutof PaDA Sec. 1a. Therefore, the average
level of severance pay a dismissed employee olotaméhe case of an individual dismissal
did not change because of a variation in the priibab of obtaining the respective
payments. We can, therefore, conclude that the ategeamount of severance payments is
likely to have fallen since 2004 for those workerso lost their job because of either a
mutual agreement to terminate the contract or affayelative to the expected payoff of
dismissed workers not directly affected by PaDA.Sec In terms of our theoretical model,

this interpretation implies thatPP> 5. In consequence, and in contrast to the fearewies
legal scholars and also economists, the introdaaifoPaDA Sec. 1a has not been beneficial
for dismissed employees.

6. Summary

Before and also subsequent to the introductiona@A° Sec. la it was claimed by a large
number of primarily legal scholars that the newtisecin the law would have no effect on the
level of employment protection legislation in Genyian general and on severance payments
in particular. The argument put forward was tha tutcome of the new regulation could

L See, for example, Jahn (2005) and Grund (200&)utrdata we calculate severance pay factors fro@d 20
2003 of 0.68 (0.52) for mutual agreements (layoffs)
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already have been obtained prior to the amendmidtatnatively, some experts argued that
the level of severance pay defined by PaDA Secobatituted a lower threshold, while the
German Trade Union Federation feared a deterioratfdhe employees' position. We show
in a theoretical model that firms are likely to wke new procedure to dismiss workers, given
that dismissal costs and the employees' willingriessccept a dismissal are affected by the
new section in the PaDA. Furthermore, the theamktimodel illustrates that severance
payments obtained without a court's involvementasd average payments may decline with
the introduction of the law. In our empirical arg/we use data from the Socio-Economic
Panel for West Germany for a three-year periodnehiey prior to and following the law's
amendment in 2004. We show that severance paynobtdsned by dismissed employees
who may have been affected by the new regulaticfireal, relative to payments obtained by
a control group, whose payments resulted from @&akptan to which PaDA Sec. la is not
applicable. We therefore conclude that the changihe PaDA made employees worse off
who may have obtained a severance payment in amooedwith the new section of the
PaDA, relative to those not directly affected by tegal change. Although variations in
severance payments only provide indirect evidenae,findings suggest that the claim was
unfounded that the new procedure will not be udedther, the fear articulated by the
Confederation of German Trade Unions that employaesild suffer from the law's

amendment appears to be justified.
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Figure 2: Average Amount of Real Severance Pay
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SOEP 2001-2006. N = 244. Survey weights are used.
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Table 1: DID-Estimates of Severance Pay and PaDA Be

Variable Coefficient  Standard Errg
Since_04 * mutual agreement -0.769**  0.238
Since_04 * individual layoff -0.439* 0.219
Individual layoff 0.137 0.164
Mutual agreement 0.324* 0.149
Since_04 0.483* 0.189
Last real monthly wage (log) 1.264**  0.118
Tenure of last job 0.170** 0.018
Tenure of last job squared -0.003**  0.001
Male -0.135 0.104
Alimony 0.218 0.112
Firm size: 2@ X <200 employees -0.080 0.132
Firm size: 20G X < 2000 employees 0.167 0.133
Firm size: X= 2000 employees 0.090 0.120
White collar worker 0.063 0.120
Handicap 0.251 0.152
Age= 50 years & tenure 15 years -0.913** 0.170
Age= 55 years & tenure 20 years -0.538* 0.233
Constant -2.373** 0.917
Wald_X (df) 736.1** (22)

R 0.77

Number of observations 244

Source: SOEP 2000-2007. Survey weights are used.
OLS: Dependent variable: (Log) real amount of sewee pay.
Significance level: ** (0.01), * (0.05), + (0.10).
Industry dummy variables included.
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Table 2: Checks of Robustness

r

Variable Coefficient Standard Erro
Controlling for additional tax/tenure group interéans
Since_04 * mutual agreement -0.595** 0.221
Since_04 * individual layoff -0.499* 0.223
Since_04 * mutual agreement * -0.460 0.296
[(age= 50 & tenure= 15) or (age= 55 & tenure= 20)]
Since_04 * individual layoff * 0.319 0.244
[(age= 50 & tenure> 15) or (age= 55 & tenure= 20)]
Mutual agreement 0.333* 0.149
Individual layoff 0.169 0.163
Age> 50 years & tenure 15 years -0.944**  0.170
Age> 55 years & tenure 20 years -0.525* 0.233
Since_04 0.489* 0.188
Wald_X (df) 840.0** (24)
R 0.78
Number of observations 244
Controlling for additional age group interactions
Since_04 * mutual agreement -0.515* 0.258
Since_04 * individual layoff -0.595* 0.240
Since_04 * mutual agreement * (agd5 years) -0.214 0.250
Since_04 * individual layoff * (age 45 years) 0.352+ 0.200
Mutual agreement 0.254+ 0.153
Individual layoff 0.126 0.165
Age> 45 years -0.212 0.141
Since_04 0.467* 0.196
Wald_X (df) 743.75** (25)
R 0.78
Number of observations 244

Source: SOEP 2000-2007. Survey weights are used.
OLS: Dependent variable: (Log) real amount of sewee pay.
Significance level: ** (0.01), * (0.05), + (0.10).
Industry dummy variables included.
Further control variables: see Table 1.

26



References

Bader, Peter (2004), Das Gesetz zu Reformen amitdnerkt: Neues im Kindigungs-
schutzgesetz und im Befristungsredieue Zeitschrift fr Arbeitsreghissue 2, 65-76.

Bauer, Jobst-Hubertus and Steffen Krieger (2004le¥ Abfindungsanspruch — 1a daneben,
Neue Zeitschrift fur Arbeitsrechssue 2, 77-79.

Bertola, Guiseppe, Boeri, Tito und Sandrine CazE399), Employment Protection and
Labour Market Adjustment in OECD Countries: Evolyinnstitutions and Variable
Enforcement, ILO Employment and Training Papers 48.

Blundell, Richard and Monica Costa-Dias (2009),efitative Approaches to Evaluation in
Empirical Microeconomics]ournal of Human Resourcdg(3), 565-640.

Daubler, Wolfgang (2004), Neues zur betriebsbedmgkiindigung,Neue Zeitschrift fur
Arbeitsrecht Issue 4, 177-184.

Daubler, Wolfgang, Kittner, Michael and Thomas Kdefeds.) (2008)Betriebsverfassungs-
gesetz11™ ed., Bund-Verlag.

Deutscher Bundestag (2003a), Entwurf eines Gesetmeseformen am Arbeitsmarkt,
Drucksache 15/1204, 24.6.2003.

Deutscher Bundestag (2003b), Ausschuss fur Wirtsalmad Arbeit, Materialien fur die
offentliche Anhdrung von Sachverstandigen, Aussstingksache 15(9)560, 22.8.2003.

Dlugosz, Stephan, Stephan, Gesine and Ralf A. Wi(k809), Fixing the Leak:
Unemployment Incidence before and after the 200@rmReof Unemployment Benefits in
Germany, IAB Discussion Paper 25/2009.

Ellguth, Peter and Susanne Kohaut (2010), Tariflmmgd und betriebliche
Interessenvertretung — Aktuelle Ergebnisse aus d&BrBetriebspanel 2009WSI-
Mitteilungen4, 204-210.

Fabricius, Fritz (ed.) (2010Retriebsverfassungsgesetol. 2, 9" ed., Luchterhand.

Goerke, Laszlo and Markus Pannenberg (2009), THectsf of Income Taxation on
Severance Payabour Economic46(1), 107-118.

Goerke, Laszlo and Markus Pannenberg (2010a), Aond&uic Analysis of Dismissal
Legislation: Determinants of Severance Pay in W&stmany,International Review of
Law and Economic80, 71-85.

Goerke, Laszlo and Markus Pannenberg (2010b) 1st&chG ein ,Nullum“? Eine Analyse
der Veranderung in der Verteilung der Abfindungsfadn in Westdeutschlandie
Betriebswirtschaffforthcoming).

Grund, Christian (2006), Severance Payments formiBsed Employees in Germany,
European Journal of Law and Economi3, 49-71.

Hardege, Stefan and Edgar Schmitz (200B)e Kosten des Kuindigungsschutzes in
DeutschlangdDeutscher Instituts-Verlag: Kéln.

Hergenrdder, Curt W. (2009), Kundigungsschutzgesigtz Minchner Kommentar zum
Birgerlichen GesetzbucB"™ ed., Verlag C. H. Beck.

Hesse, Dirk (2007), 8 1a, in: Ascheid, Preis, SchykiindigungsrechtVerlag C. H. Beck.

Holand, Armin, Kahl, Ute and Nadine Zeibig (200R}indigungspraxis und Kundigungs-
schutz im Arbeitsverhaltnidlomos Verlagsgesellschaft and Rainer Hampp Verlag

Hoyningen-Huene, Gerrick von and Rudiger Linck (2Q0Kundigungsschutzgesetz —
Kommentar, 1% ed., Verlag C. H. Beck.

Jahn, Elke J. (2005), Wie wirkt der KiindigungsseRiiZeitschrift fir Arbeitsmarktforschung
38(2-3), 284-304.

26



Jahn, Elke J. (2009), Do Firms Obey the Law WheeyTkire Workers? — Social Criteria and
Severance Payments in Germamyernational Journal of Manpowe30(7), 672-691.

Jahn, Elke J. and Ulrich Walwei (2005), Kundigurogggz - Nicht Kleckern, sondern
Klotzen IAB-Foruml, 26-29.

Kdgel, Andreas M. (2009), Der Abfindungsansprucbhn@la KSchGRecht der Arbejt358-
367.

Kortstock, Ulf (2007), Abfindung nach 8la KSchG uBdtriebstiibergandgleue Zeitschrift
fur Arbeitsrecht Issue 6, 297-301.

Maschmann, Frank (2003), Neuer gesetzlicher AbfiigdanspruchArbeit und Arbeitsrecht
Issue 10, 6-12.

May, Frank Christian and Horst Schellhaal3 (2009foRn des Kindigungsschutzes: Ein
Weg zur mehr Beschaftigung@rientierungen zur Wirtschafts- und Gesellschaflitigo
122 (4/2009), 21-27.

Merz, Christian (2006)Der Abfindungsanspruch des Arbeitnehmers nach §$&hk
Wissenschatftlicher Verlag Berlin.

OECD (2004),Employment OutlogkChapter 2: Employment Protection Regulation and
Labour Market Performance, 61-125, Paris.

Pannenberg, Markus, Pischner, Rainer, Rendtelchjlrspiess, Martin and Wagner, Gert
(2005), Sampling and Weighting, in: Haisken-DeNd&afin and Joachim R. Frick, (eds),
Desktop Companion to the SOBBrlin.

Preis, Ulrich (2004), Die "Reform" des KiindigundasizesDer Betrieh Issue 1/2, 70-79.

Quecke, Martin (2004), Die Anderung des Kundigunbatzgesetzes zum 1.1.200Recht
der Arbeit Issue 2, 86-106.

Raab, Thomas (2005), Der Abfindungsanspruch gerhaK&chGRecht der Arbejtissue 1,
1-12.

Rolfs, Christian (2006), Der allgemeine Kiindiguridsgz nach dem Gesetz zu Reformen am
Arbeitsmarkt,Sozialer Fortschrittissue 2-3, 34-41.

Spilger, Andreas M. (2009), 81la Abfindungsansprbeh betriebsbedingter Kindigung, in:
Etzel, Gerhard et al. (ed3emeinschaftskomment&™ ed., Luchterhand-Verlag.

Tschope, Ulrich (2004), Neues Kindigungsschutzr&fl@4, Monatsschrift fur Deutsches
Recht Issue 4, 193-201.

Wagner, Gerd G., Frick, Joachim R. and Jirgen Szk2@07), The German Socio-Economic

Panel Study (SOEP) — Scope, Evolution, and EnhaaetnSchmollers Jahrbuch27(1),
139-169.

Wolf, Alexander (2004), Die qualifizierte Abfindusgereinbarung nach 8la KSchG — eher
Steine als Brot fur die PraxiBgtriebsberater378-381.

27



Appendix

Table Al: Determinants of the Existence of a Wdksincil

Variable Coefficient Standard Errg
Tenure of last job 0.056* 0.023
Firm size: 2& X <200 employees  -0.099 0.681
Firm size: 20G X < 2000 employees  0.754 0.649
Firm size: X= 2000 employees 0.632 0.729
Other industries 0.297 1.048
Chemical industry -0.022 0.698
Retail/ Banking/ Insurance 0.263 0.540
Metal/ Electrical industry 1.406* 0.573
Public Sector/ Transport 1.922* 0.666
Schleswig Holstein/ Hamburg 0.564 0.589
Lower Saxony 0.424 0.601
North Rhine Westphalia 0.370 0.581
Hesse 0.689 0.689
Rhineland-Palatinate/ Saarland 1.341 0.698
Baden-Wirttemberg 0.106 0.847
Constant -1.96* 0.755
Wald_X (df) 27.22* (15)
Pseudo-R 0.38

Number of observations 78

Source: SOEP 2001 and 2006. Survey weights ack use

=

Probit-model with dependent variable: works colexists within firm (0/1)

Significance level: ** (0.01), * (0.05), + (0.10).
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