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Abstract

One of the most vexing public policy issues is the extent to which governments should intervene into
private contractual relationships. The purpose of this paper is to explore both theoretically and empirically
the extent to which such interventions may enhance efficiency. In the case of employment law, economists
have traditionally taken the view that intervention, such as protection against wrongful discharge, simply
undoes the original intent of the parties to the agreement. We find that both the good faith and the implied
contract exceptions to employment at will may enhance employment in occupations characterized by high
levels of investment. These results suggest that under the appropriate conditions courts may enhance the
operation of a competitive market by setting appropriate default remedies for breach of contract.
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1 Introduction

One of the most vexing public policy issues is the extent to which governments should intervene into
private contractual relationships. The purpose of this paper is to explore both theoretically and empirically
the extent to which such interventions may enhance efficiency. In the case of employment law, economists
have traditionally taken the view that intervention, such as protection against wrongful discharge, simply
undoes the original intent of the parties to the agreement. Therefore, such interventions cannot enhance
welfare and are more likely to reduce social welfare.

In practice, the contracts that govern complex relations such as employment are incomplete.
Therefore, when an unanticipated event occurs, parties may ask the courts to provide the missing terms. In
the United States, the traditional common law rule is employment at-will: each party is free to leave at any
point without being required to provide a reason and without facing any liability. Under this rule, disputes
requiring intervention should be rare because differences in opinion simply result in a dissolution of the
relationship.

This does not imply that the at-will rule is always an efficient contract.! As Williamson, Wachter,
and Harris (1975) illustrate, employers and employees make significant relationship specific investments
that may require some contractual protection. In a competitive market, one expects parties to discover and
to use such efficient contracts, and hence there is a general presumption that, whenever the parties do not
specify an exception to at-will employment, the at-will rule is the presumptive choice of the parties.

In the context of the efficient labor employment debate, there is also a general presumption among
economists that at-will employment allows firms to efficiently adjust their labor force in response to
demand shock and to shed the least productive workers. In a sense, at-will employment protects firms from
poor workers (see in particular the 1994 OECD jobs study that calls for a general reduction in employment
protection). If employment at-will is regarded as an optimal strategy, then how do we explain the general
erosion of the common law rule of employment at-will that has been observed in the United States??

Even a cursory reading of some employment cases reveals a rich tapestry of poor, incompetent and
in some cases dishonest behavior by employers.® In response, the courts have provided employees in these
cases some relief from the behavior of their employers. For example, the good faith exception to
employment at-will evolved in response to employers who attempted to dismiss an employee in order to
avoid paying a commission upon a sale negotiated by the employee.? In these cases, the courts can be seen
as improving the quality of the contract between the employer and employee.

Hence, from the micro perspective of a specific case coming before the courts, it would appear that
the courts are not making unreasonable demands upon employers, they are simply requiring employers to
behave in a fair and just manner. These rulings, as much of the literature emphasizes, place additional
burdens upon employers who already manage their employees well.

This leads to two questions. First, does requiring poor employers to be more diligent in monitoring
their workers increase efficiency? Second, if this is the case, can the introduction of wrongful discharge laws
enhance efficiency on average - since it applies to both good and bad employers?

In this paper, we make some progress on both questions. First, using the model of MacLeod
(2003), we show that in theory requiring employers to provide a reason for dismissing employees can

1See MacLeod (2005) for a review of the literature and for a discussion of the conditions under which the at-will rule is not
efficient.

2See Epstein (1984) critique of the erosion of at-will employment in the U.S.

3See Rothstein and Liebman (2003) for a review of the law; in particular chapter 10 discusses a number of discharge cases.

4See Wakefield v. Northern Telecom, 769 F.2d 109 (2d Cir.) 1985.



increase both the wages of employees and their productivity. The idea is straightforward. All jobs require
some element of subjective evaluation of employees, and hence there is always a chance that the evaluation
of the employer is erroneous. This can lead to lower wages and productivity by workers, but it can be
corrected when employers are required to put into place systems of employee evaluation that produce
verifiable information that is usable in court.

From previous research (discussed in more detail in the next section), there is substantial evidence
that on average wrongful discharge laws may be detrimental to employment. As Heckman and Pagés
(2004) observe in their introduction, this effect is largest in jobs with high turnover and fewer relationship
specific investments because for these jobs the rules provide greater constraints on the efficient adjustment
of labor. In jobs with lower turnover and higher human capital investments, such laws are more likely to
constrain poor managers who do not properly monitor and document worker performance.

Accordingly, in our empirical work, we divide jobs according to different measures of human
capital investment, and we find that the negative effect on employment is strongest in jobs with lower
levels of investment - a result consistent with earlier findings. We also find - particularly in the case of the
good faith exception to employment at-will - some evidence that wrongful discharge laws can have positive
effects upon employment, with no corresponding decrease in wages. Hence, we may conclude that legal
default rules introduced in response to observed wrongs may in some cases increase workers’ welfare.

The agenda of the paper is as follows. In the next section, we discuss the specific exceptions to the
common law rule of employment at-will that have been introduced in the United States in the past 20
years, and we review the prior literature that assesses empirically the impact of this legislation. Section 3
outlines a model that illustrates one mechanism by which employment law may enhance efficiency. This is
followed by a description of the data, empirical methodology and empirical results. The paper concludes
with a discussion of the results and directions for future research.

2 The Economics of Employment Law: Previous Literature

The previous economics literature on employment law addresses two issues. The first is whether the law
has an impact at all. The second is whether a specific law has a negative or positive impact upon
particular groups.

Edward Lazear (1990) observes that in a Coasian world the law acts as a constraint on the
observed contract; however, parties can find ways to contract around the explicit rules. Even if this is
difficult, firms would offer lower starting wages to pay for the cost of dismissing a worker later, and hence
total employment would not be affected. Bentolila and Bertola (1990) provide one of the seminal models of
employment protection law. They show that the theoretical impact of the law upon short run employment
is ambiguous; however, if contracts are complete, then as Lazear (1990)’s argues, there would be no long
run effect.’

Schwab (1993) provides an economic analysis of employment law, and he argues much of the case
law is developed late in an employee’s life-cycle. At that point there is a significant level of relationship
specific capital, and hence they need more protection from opportunistic employers. In general, Schwab
argues that employment law rationally provides rulings intended to enhance the employment relationship.
In contrast, the 1994 OECD jobs study called for a general reduction in employment protection rules, in
order to enhance flexibility in the labor market. Much of the subsequent empirical literature has focused
upon measuring the costs arising from employment protection laws.

5See Bertola (2004) for an extention of this work to risk averse workers. In that case EPL (Employment Protection Legisla-
tion) plays a role in reallocating the cost of turnover from workers to firms, which in some cases increases efficiency. See also
the recent work of Blanchard and Tirole (2004) where worker risk aversion plays a crucial role.



Consistent with Lazear (1990), Oyer and Schaefer (2000) show that employers can find ways to
circumvent the Civil Rights Acts that protect workers based upon race or gender. They do this by moving
from individual dismissal to mass layoffs during downturns. However, Chay (1998) does find some evidence
that this act did improve the economic welfare of African Americans. Recent work by DeLeire (2000),
Acemoglu and Angrist (2001), and Jolls and Prescott (2004) shows that the Americans with Disabilities
Act harmed these individuals.

Apart from the Federal Acts, each state has adopted three classes of exceptions to employment
at-will (Wrongful Discharge Laws or WDLs in short) during the 1970s and 1980s. These exceptions declare
situations where the default employment relationship is not at-will. Each of them will be discussed in
detail below.

2.1 Exceptions to Employment At-Will

Implied Contract Exception When a worker can verify that a permanent employment relationship is
promised by his employer, then such employment can no longer be regarded as at-will and can be
terminated only under just cause.® If a personnel manual given to employees specifies that termination is
only with cause, then several court decisions view this as a binding contract. As Judge C. J. Wilentz states
in the case of Woolley v. Hoffmann-La Roch: “it would be unfair to allow an employer to distribute a
policy manual that makes the workforce believe that certain promises have been made and then to allow
the employer to renege on these promises.”

Such a rule simply requires the employer not to mislead the employee, and hence in principal it
should be efficiency enhancing. Notice that if this were the only grounds for litigation, then evidence of a
negative effect of the doctrine would imply that employers either knowingly deceived employees or erred in
writing their employee handbooks. However, employee handbooks are not the only example of an implied
contract. The case of Pugh v. See’s Candies established the principle that a long employment with regular
promotion establishes a long term contract.” Thus, the employer can only dismiss an employee with cause
in these cases. Interestingly, the reason for Pugh’s dismissal appeared to be capricious - Pugh simply
disagreed with the firm’s agreement with its union regarding employment policy and reported to his
company that his current supervisor was a convicted embezzler. The supervisor subsequently fired Pugh.
It was ruled at court that this fact was not sufficient for a case but that the length of good service was
sufficient to establish an implied contract, and hence the court ruled that Pugh was wrongly dismissed.

This example illustrates a concrete case in which an employee is dismissed not because of an
objective failing (otherwise one could provide cause) but because essentially he did not fit in with the new
supervisor. If the contract were at-will, then dismissal would be immediate. Therefore, what this rule does
is place a bar on dismissing long term employees who may not fit in, or if delinquent in their performance,
the employers are unable to provide sufficient evidence of this poor performance.

Together, these rules impose a cost upon firms when they wish to dismiss an employee without
cause. It is difficult to say what is the likely consequence of this law. Theoretically, if all agents are
rational, then there should be no effect. However, if the rule reduces the effect of deception by employers,
then we might get a positive effect. When relationship specific investments are larger, there is less
turnover, and hence the negative effect of restricting dismissal is likely to be smaller. In this case, we
expect the effect of the law to be less negative and possibly positive.®

The time pattern of the adoption of the implied contract exception to at-will-employment is

6Toussaint v. Blue Cross & Blue Shield 292 N,W.2nd. 880 (Michigan 1980) and Woolley v. Hoffmann-La Roch, Inc., 499
A.2d 515 (N.J. 1985).

"Pugh v. See’s Candies, 171 Cal. Rptr 917 (Cal. Ct. App. 1981).

8See Farber (1999) for a review of the literature on wage profiles and the returns to specific investments.



illustrated in Figure 1. See also Figure 2 detailing the geographical extent of the changes. We have also
plotted the evolution of the other two exceptions namely the good faith and the public policy exceptions
which will be discussed below. It is not completely clear what motivated these changes. Krueger (1991)
presents evidence that these law changes were in response to the uncertainty of the courts in applying the
common law exceptions to employment at-will. If this is true, then these law changes did not actually
change the law per se, but they reduced the uncertainty associated with its application. If this is the case,
then the changes should lower legal costs, and hence if anything, the effects should be positive. This is at
odds with the negative consequence of the law changes documented by Autor, Donohue, and Schwab (2006).

Good Faith Exception The implied contract rule requires the firm to provide cause when dismissing
employees who are deemed to be on a long term contract. The good faith exception to employment at-will
requires in addition that employees dismiss workers in a fair manner - they may not be required to provide
a reason, but they cannot dismiss workers in a patently unjust manner. Under this exception, workers do
not need to have the implicit promise of long term employment in order not to be dismissed unfairly. The
rule is illustrated in the case of Mitford v. Lasala.” In this case, Mitford was an accountant fired from
employment in which there was a profit sharing agreement. It was ruled that termination arose to ensure
that Mitford would not share in profits to be realized. The courts ruled that “good faith and fair dealing...
would prohibit firing [an employee] for the purpose of preventing him from sharing in future profits.”

Currently, courts typically find a rather narrow application of this rule to the timing of dismissal
and payment of compensation, rather than to other forms of bad behavior by employers. Typical examples
of wrongful terminations that fit under this class are: i) a salesman being fired right before his commissions
should be paid to him, or ii) an employee being dismissed in order to avoid paying retirement benefits.

As we can see from Figure 1 and 2, there are many fewer states adopting this law than in the case
of the implied contract rule. Given the more narrow applicability of the rule, this may simply reflect the
fact that courts in these states have adhered more closely to the common law principle of at-will
employment, and hence there was a need for statutory intervention to deal with cases where employers
avoid paying compensation by a presumptive dismissal. If so, then we might expect this rule to have a
large impact.

This is not because of the effect upon firing costs, but because it corrects poorly drafted contracts.
In the case of Mitford v. Lasala, the contract was quite clear, and it implied that the firm had no
obligation to pay the bonus. Most employees would expect to be paid in such a case, but at the time of
writing the agreement they simply would not expect the deception to occur. In such cases, the courts can

enhance productive efficiency by essentially completing an incomplete contract.'’

Public Policy Exception We also present results on the impact of the public policy exception to
employment at-will. Under this exception, a termination is wrongful if it is a response to an employee’s
conduct that is not favored by the employer but is protected by law. The public policy exception covers the
cases where an employee should not be dismissed if he refuses to violate a state’s well-established public
policy. Miles (2000) summarizes the four circumstances of terminations that fit under this class of
exception.!! These are (1) "an employee’s refusal to commit an illegal act, such as perjury or price-fixing";
(2) "an employee’s missing work to perform a legal duty, such as jury duty or military service"; (3) "an
employee’s exercise of a legal right, such as filing a workman’s compensation claim"; and (4) "an
employee’s "blowing the whistle,” or disclosing wrongdoing by the employer or fellow employees."

IMitford v. Lasala, 666 P.sd 1000 (Alaska 1963).
108ee Kornhauser and MacLeod (2005) for a further discussion of these issues.
Hpage 78.



An example of this exception is the 1985 case of Tameny v. Atlantic Richfield Co.'?> Tameny, the
dismissed employee, challenged the company’s decision in court claiming that the discharge was due to the
fact that he refused to perform the price-fixing scheme (which was unlawful) in favor of the company.
Atlantic Richfield argued that since there was no employment contract, Tameny’s employment was at-will
and could be terminated at any time. California Supreme Court ruled in favor of Tameny, stating that an
employer should not discharge an employee who obeyed the law and refused to perform an illegal act.

This exception does not, by itself, address the efficiency per se of the employment relationship, but
rather it merely constrains the behavior of the firm according to other existing laws. In other words, the
public policy exception helps to oversee that firms behave according to existing state’s and federal laws.
Therefore, we would not expect to see the public policy exception to have any effect upon employment and
wages.

2.2 Employment Consequences of Exceptions to Employment At-Will

With increasing cost of discharge, firms will have the incentive to screen workers more carefully. Kugler
and Saint-Paul (2004) find that the laws make it harder for unemployed workers to get a new job relative
to currently employed workers because employers tend to think that the currently employed workers are
less likely to be “lemons”. One way for employers to avoid this cost of discharge is through the use of
temporary help agencies that allow employers to refrain from the liability associated with long term
employment. Autor (2003) shows that temporary help service employment has largely increased in
association with the adoption of the implied contract exception. Schanzenbach (2003) finds that in
association with the laws, full-time workers tend to have longer tenure. He, however, finds limited evidence
of the laws’ help increasing the return to tenure.

The empirical evidence on the effect of this rule on overall employment is mixed. An early work by
Dertouzos and Karoly (1992) finds large negative effects of the exceptions to employment at-will. More
recent work by Miles (2000) and Autor, Donohue, and Schwab (2006) finds much smaller effects. In fact,
Miles (2000) finds no significant effects; although Autor, Donohue, and Schwab (2006) do get consistently
negative effects, particularly for workers with marginal attachment to the workforce. They find that the
negative effect of the law on employment is significantly smaller than estimated by Dertouzos and Karoly
(1992) - about 0.6% to 0.8% on state’s employment per population compared to Dertouzos and Karoly’s
estimate of 3%. Autor, Donohue, and Schwab (2004) explain that the differences between their results and
those of Dertouzos and Karoly (1992) are due to the problematic instruments used by Dertouzos and
Karoly (1992). They also argue that their results differ from those of Miles (2000) because they use a
different classification of case laws in identifying the adoption dates. They argue that, with their
classification, they "attempt to locate the first case in a state that might trigger a client letter from
attorneys warning about a change in law" and therefore "maximize the chance of detecting economic
effects of changes to the common law." '3 In this paper, we use the adoption dates classification developed
by Autor, Donohue, and Schwab (2006) who kindly provided us with the data. This information is shown
in Table 1.

In a recent study, Autor, Kerr, and Kugler (2005) use a data set that links workers to firms to
assess the productivity implication of WDLs. They find that overall these law changes reduced labor flows
and increased labor productivity, but they had little effect on total factor productivity. These results are
consistent with the results we obtain in this paper.

The consequences of labor protection have also been extensively studied for developing countries,
developed countries, and worldwide. The type of regulation and the intensity of the protection vary

2Tameny v. Atlantic Richfield Co., 27 Cal.3rd 167 (California 1980).
13 Autor, Donohue, and Schwab (2004) page 7.



everywhere, even among the group of developed countries. The U.S.’s zero employment protection and the
FEuropeans’ excessive labor regulation are often compared. In most empirical studies, it seems like labor
protection does more harm than good, even though some theories have predicted otherwise. In an
empirical cross-country study, Botero, Djankov, La Porta, Lopez-de Silanes, and Shleifer (2004) show that
employment protection has a negative effect on labor market outcome in terms of lower labor force
participation and higher unemployment.

Finally, the book edited by Heckman and Pagés (2004) provides a comprehensive study of the
impact of WDLs in Latin America. They find that on average, an increase in employment protection tends
to be economically costly. However, they do find that an increase in employment protection is advantageous
to incumbent workers, while lowering employment opportunities for new workers entering the labor market.

3 A Model of Wrongful Discharge Law

In this section, we introduce a simple model that illustrates the two channels through which wrongful
discharge law affects employment and employee productivity. The model builds upon the results of
MacLeod (2003) who extends the standard principal agent model to the case of subjective evaluation. He
shows how the quality of the employment contract is affected by the quality of an employer’s evaluation of
employee performance. Building upon the idea that there can be variation in the quality of an employer’s
system of evaluation, we model the introduction of wrongful discharge as an increase in both the cost of
firing a worker and in the quality of the evaluation of employee performance. The later occurs because
WDLs create an incentive for the employer to reduce legal liability by collecting more accurate and
verifiable information regarding employee performance. As MacLeod (2003) shows, if employer and
employee use this common and more accurate signal, it leads to higher wages and performance.

We explore how both the level of and variations in productivity interact with changes in WDLs. To
keeps matters as simple as possible, suppose we follow Jovanovic (1979) and suppose that all workers are
identical and have an alternative wage of w® > 0. Variations in productivity arise from variations in match
quality and from firm specific demand shocks that may lead to dismissal for reasons unrelated to worker
behavior. In practice, workers vary in their ability; however, given that there is likely to be associative
matching of workers to firms, this extension does not significantly alter the insights of the simple model.

Consider a two period model in which the firm decides to hire a worker in the first period. We
extend this simple model in the next section to allow for training in the first period. This hiring decision is
based upon the firm’s initial estimate of match productivity, 8, normalized to lie in [0,1]. Production
occurs in period 2. The realized productivity of the match is 6, and it is assumed to be § = 6° with
probability = € [0, 1], and, with probability 1 — 7, given by a draw from the distribution g () with values
taken from [0, 1]. The total number of firms is N. An increase in 7 corresponds to a decrease in variability
of firm productivity and hence to a decrease in the probability that the firm will lay a worker off in period
2. The characteristics of a firm are summarized by the vector w = {90, 7r} .

The experiment we consider supposes that 7 is fixed, and for simplicity we assume that the initial
distribution of €° is the same as ¢ (-) above. Thus, the ex ante and ez post distributions of productivity are
fixed. Given that there is an unlimited supply of workers at the reservation wage w®, the market
equilibrium will be characterized by two cutoff productivities. In period 1 the cutoff productivity level is
HA, so that firms with ° > 6 hire a worker. Ex post, the cutoff productivity is oF , and hence workers
with realized productivity § < 8 are dismissed. Given that firing a worker is costly, it will be the case that
0F < 6. We then explore the effect that labor market regulation has on these cutoff productivities. If 04
falls as a function of regulation, then the regulation enhances employment, while if it rises, then regulation
has a negative effect on employment.



As we discuss above, employment protection regulation has two effects. First, it creates a firing
cost F' that the firm must pay to a third party in the event of worker separation in period 2. As Lazear
(1990) has shown, if regulation merely mandates a transfer to workers in the event of separation, then the
employment contract can always undo the effects of a separation cost. In that case, regulation would have
no effect on employment, but it might reduce starting wages. In order for firing costs to affect outcome,
they must be a pure social loss to the relationship via payments to the courts, to lawyers and to additional
administrative support staff created by the regulation.

To avoid the complications that arise from computing an inter-temporal value function (as in
Jovanovic (1979)), we suppose that firms must make the decision to employ a worker in period 1, and then
they must pay the firing cost F' if the worker is dismissed in period 2. As is standard in the matching
literature, dismissal occurs in period 2 if and only if current productivity is lower than the worker’s outside
option less the firing cost. Hence, an increase in legal costs leads to a lower 6F in period 2.

The second effect of employment protection regulation is an increase in the quality of worker
supervision. Employment protection regulation does not make firing a worker impossible; rather, it
requires the firm to provide a valid reason for the dismissal. If the firm has systematic records of employee
performance and can prove that the employee performed at an unacceptable level, then dismissal is
justified. However, if such records are lacking, then the firm may be required to pay damages for an unjust
dismissal. As a consequence, we should expect the lawyers in firms advising management to keep more
careful and systematic records of employee performance.

We formally illustrate this effect using the model developed in section IIT of MacLeod (2003).
There, employee effort, A € [0, 1], is interpreted as the probability of effort resulting in a good outcome. If
a bad outcome occurs, productivity is normalized to zero. When the good outcome occurs, one obtains the
realized productivity of the job #; hence, the expected productivity of the worker’s effort is A\f. The cost of
effort of the work is V' (), where the cost function satisfies V' (0) = 0,V’ >0, V" > 0 and
1im,\_,1 14 (/\) = Q.

The firm cannot directly observe the effort A, but rather it observes a signal correlated to A. If the
bad outcome occurs, it is assumed that both the worker and firm observe and agree upon this. If the good
outcome occurs, then both the worker and firm receive noisy signals that this has occurred, formally given
by T'={A,U}, where A denotes acceptable performance, and U denotes unacceptable performance. The
problem is that the worker and the firm may not agree that the performance is acceptable. For example,
the firm may believe that performance is acceptable and may reward the worker even though the worker
feels that his performance is unacceptable.

Formally, let v, be the probability that the signal pair ¢s is observed when the good outcome
occurs, where ¢ is the firm’s observation, and s is the worker’s observation. For example, ;4 is the
probability that, conditional upon the worker’s effort being high, the firm believes effort is unacceptable,
while the worker believes it is acceptable. This case can cause a problem, because the worker may believe
that he is being unfairly treated when the firm does not reward him for good performance. It is exactly
this type of situation that employment protection law tries to avoid. In the other cases, no problem arises -
if the firm believes performance is acceptable and thus rewards the employee, the employee will not object
regardless of his beliefs. Similarly, when both the employee and employer agree that performance is
unacceptable, there are no grounds for conflict.

In practice, differences of opinion are inevitable, and hence it is reasonable to suppose that
vua > 0. MacLeod (2003) shows that as long as the evaluation for firm and realized performance are
correlated, then it is possible to write a contract that provides performance incentives. However, the cost
of providing incentives varies with the degree of correlation between the subjective evaluations of the firm
and the worker. The optimal contract in fact requires the worker to impose a cost upon the firm whenever



the firm believes performance to be unacceptable, while the worker feels that it is acceptable.
If there were no transactions costs and if effort were perfectly observable, then the wage of the
worker in a competitive labor market would be:

w=w’+V(\).

The work would be paid her market wage, w®, plus a compensating differential, V' (\), for the provision of
effort A\. However, the firm cannot directly observe A, but rather must use a subjective evaluation of
performance. MacLeod (2003) shows that the asymmetric information due to the subjective evaluation
introduces an additional deadweight cost:

C (O a) =V’ (V), (1)

where a = L%A is parameter that is called the perceived bias. The total cost to the firm of hiring a worker
who provides effort A and has a perceived bias of « is now given by:

W(wo,)\,a) = w+C\a)
= W+ VA +C\a).

In other words, the cost of using a subjective evaluation system is a function of the likelihood that
the worker and firm disagree regarding acceptable performance. If they always agree, then there are no
agency costs. The evidentiary requirements of the legal system encourage an objective evaluation of
employee performance. The consequence is that a WDL is likely to lead to a decrease in o and hence to a
lowering of enforcement costs.

The benefit of expression 1 is that it allows us to write a reduced form model of employment that
nevertheless captures the consequence of subjective evaluation on employment costs. If the worker’s ex post
productivity is 6, then the expected profit of the firm that employs the worker is:

E 0 _ _ 0
PP (0,0 0) = fél[%,’i])‘a W (v A, a) (2)
= max M —uw’ -V (A -C(\ 3
max A0 = w A -Cca), 3)

which has the feature that P (6, w’, a) /8a < 0. Observe that the solution to (2), A (6), is an
increasing function of #, and hence observed worker wages rise with productivity, even though the worker’s
utility remains unchanged. If a worker is dismissed, then the profit of the firm is simply —F. Thus, the firm
keeps the worker whenever 6 > 67 where the cutoff productivity 0F solves:

pPE (Hp,wo,a) = —F,

where we implicitly suppose that w? is such that 87 € (0,1). The profit function of a firm with
productivity parameter 0° is:

P(GO,wO,F,a,W) = ﬂmax{fF,PE (Ho,wo,oz)} +
1
(1—m{] P¥(6,uw° a)g(0)do
gP

~(-o()n



Total employment in period 1 is given by:
E (wO,F,a,ﬂ) =N (1 -G (QA (wO,F,a,w))) ,

where G (-) is the cumulative distribution function corresponding to g (-), and 8% (w°, F, a;, 7) is
the unique solution to:
<0, for 4 = 1,
P(9A7wO7F,a,7r) =0 for 6 e0,1],
>0 for 4 = 0.

That is, for ° > 04 (wo7 F, «, 7r) the firm earns non-negative profits from hiring the worker given the
optimal employment policy in period 2, (except when 04 = 1, in which no employment is efficient).

In the case of employment regulation, one typically assumes that w° represents the income when
unemployed. Hence, it can be assumed to be exogenous and can be set such that there is an internal
solution, with total employment less than the supply of labor. We can now determine the effect of a WDL.
Let L denote the strength of employment protection legislation, with « (L) and F (L) denoting the
corresponding effects on perceived bias and on firing costs.

When this legislation is strengthened, our discussion implies a fall in perceived bias and an increase
in firing costs:

da (L)
a0
dF (L)
aL > 0

We can now compute the effect that the law will have on employment via its effect on 64 (w°, F,a, ) - if
04 rises, then this corresponds to a decrease in employment and vice versa. For convenience, let
0" (L) = 64 (w®, F (L), (L), ) ; then when there is an interior solution then we have:

dP (0" (L) ,w",F (L), (L), )

dL =0

Therefore, we have:

do* (L) 9P _ {9Pda(L) OPdF (L)
dL  99° da  dL OF dL |-

It is straightforward to sign the various partial derivatives:

P
8—0 > 0,
00
oP
a—a < 0,
oP
B_F < 0

From this we can see that that effect of a WDL upon employment is ambiguous. The increase in firing
costs leads to a fall in profits and to lower employment. Conversely, the law decreases the perceived bias in
employment relationships which increases performance.

The ambiguous effect of the law upon employment is consistent with the previous literature that



either finds no effect or in some cases finds a negative effect. In particular, as Heckman and Pagés (2004)
find, employment protection law has differential effects upon different categories of workers, with more
negative effect upon younger workers and upon workers with more marginal attachments to the labor force.
This is consistent with the current model. Notice that the magnitude of g—? increases (is more negative)
with an increase in variability of employment (7 falls). If the size of d‘Z(LL) is sufficiently small, then for
high variability in worker productivity a WDL is predicted to have a negative effect upon employment.
Conversely, consider the case in which m = 1, and hence there are no productivity shocks ez post.

In that case, firing costs have no effect, and one has the unambiguous result:

dE (w°, F (L), a(L),n)
dL

=1

In this case, an increase in employment protection lowers the cost of eliciting effort A. Thus, the
level of effort, and hence the wage, W (wo, A, a) , rise with employment protection. In summary, we find
that for jobs with low turnover, increased employment protection increases wages and employment, while
for jobs with high variability in productivity, one sees the opposite effect. We now turn to our identification
strategy for testing these implications in our data.

3.1 Identification Strategy

In summary, when there is less variability in worker productivity, WDLs are likely to lead to higher
employment and wages, with the converse when variability is high. Hence, the theory predicts that the
effect of WDLs are likely to be ambiguous as a function of job characteristics, particularly the degree to
which productivity fluctuates. However, we cannot directly measure worker productivity.

Rather, we have data on the amount of investment in worker training by occupation. This data
was collected before our period of interest, and hence the levels of investment reported are independent of
the changes in legal regime. We use this data to divide jobs into high, medium and low levels of
investment. Given that more training is associated with longer tenure and lower turnover, we would expect
that the effect of the law is likely to be negative for occupations with low investment and possibly positive
for occupations that entail more investment.!*

Formally, we can see this as follows. Suppose, as in Jovanovic (1979), the market is perfectly
competitive, and hence the worker internalizes all of the benefits and costs from investment. In other
words, it makes no difference whether the worker or the firm makes the training decision - the final
outcome is efficient with the employment contract allocating the costs and benefits. An investment ¢ in
worker training results in realized productivity #° + § with probability 7, and 8 with probability (1—-m),
where > 0. The idea is that this investment can be seen as task specific, and hence an increase in
variability in production reduces the benefits from investment. One can be more general than this, but it
would not alter our basic identification strategy. The benefit is that we can use our results above to easily
derive the optimal training strategy.

Investment in worker training occurs if and only if:

P(90+5,w0,F,a,7r) —iZP(GO,wO,F,a,W).

Since % > 0, it follows that, holding all else fixed, an increase in 7 (decrease in turnover) results in a
relaxation of this inequality. Hence, jobs with high investments are associated with low levels of worker
turnover. Thus, we predict that the effect of WDLs are likely to have a more positive effect on workers

14See Farber (1999) for a review of the effects of worker training on job tenure.
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with higher levels of investment into skills, while it has a negative effect on the employment of workers with
low levels of investment.

The effect on wages is theoretically difficult to determine because the starting wage depends upon
the structure of the employment contract. For example, the same amount of expected lifetime income can
be achieved with quite a bit of variation on how compensation is allocated between wages, severance pay
and retirement savings. We do not observe these variables in the data, and we do not know how they might
change in response to changes in the law.

4 Data

The main data source for our study is the Current Population Survey (CPS). The CPS is the monthly
labor force survey conducted by the U.S. Bureau of Labor Statistics. The purpose of the survey is to
measure labor force participation and employment and to produce estimates of labor force characteristics
of the U.S. civilian non-institutional population aged 16 and older. About 60,000 households
(approximately 100,000 adults) are interviewed each month. The CPS has a 4-8-4 rotation group structure.
Households are interviewed consecutively for four months and are left out of the sample for eight months.
The households are again interviewed for another four consecutive months and are then left out of the
sample permanently. The earning questions are asked to only one-fourth of the workers in the survey each
month. These are the workers in their fourth and in their eighth months of the interviews (i.e., they are in
the outgoing rotation groups).

The CPS is composed of the Basic Monthly Surveys and the Supplements. The Basic Monthly
Surveys ask questions about labor force status and basic demographic information. In addition to the
Basic Monthly Surveys, occasionally, the CPS includes supplemental questions on subjects of interest to
federal and state agencies, to private foundations, and to other organizations. Questions in the CPS
supplements vary. Existing supplements include topics such as job training, job tenure, contingent
employment, worker displacement, veteran status, school enrollment, immigration, fertility, voting,
smoking, computer usage, health, and employee benefits. Questions in the Basic Monthly Surveys and in
the Job Training Supplements are of interest to us and will be utilized in this paper.

We use the CPS basic monthly files from 1983 to 1994 to construct the employment and the wage
data series for our regression analysis. There are two reasons why we start our data series in 1983 and not
earlier. First, the 2-digit detailed occupation codes that we need to use in our study changed over the
period. More specifically, before 1983, the CPS follows the 1970 census for the detailed occupation codes,
but from 1983 until 2002 the CPS follows those of the 1980 census. These codes cannot be directly
converted without introducing some inaccuracies due to the imputation.'®

Secondly, we use the CPS Job Training Supplement questions conducted in January 1983 to
categorize the investment characteristics of different occupations.!® By starting our data series after
January 1983, we have training levels defined before the period that we study the law changes, and hence
these categories are not affected by these law changes. We use these questions in calculating the average
amount of training obtained in each occupation and in classifying occupations into three groups, namely
low-, medium-, and high-investment occupation groups. Although one may argue that levels of training
may change for some occupations once WDLs are introduced, an assumption we make here is that the
high-investment occupations will still be associated with higher levels of training than those associated

15The 2-digit detailed occupation codes are the grouping of the 3-digit ones. There is no one-to-one relationship between the
1970 census occupation codes and the 1980 census occupation codes. The 1980-census-3-digit codes can be imputed from the
1970 ones and vice versa (See U.S. Bureau of the Census Technical Paper 59). However, imputation will inevitably introduce
some inaccuracies. Thus, we decide not to do it here.

16The CPS Job Training Supplement questions were also asked in January 1984 and in January 1991.
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with the medium- and the low-investment occupations. We assume that the medium-investment
occupations will still be associated with higher levels of training than those associated with the
low-investment occupations. In other words, we assume that each occupation will not be re-categorized
into other categories once the laws are introduced.!”

The CPS Job Training Supplements gather detailed information about the training that workers
needed to obtain to earn their jobs and about the training that workers received to improve their skills
once on those jobs. More specifically, we are interested in the questions regarding the training which
full-time workers received after obtaining their current jobs. Such questions are as follows:

1. SINCE YOU OBTAINED YOUR PRESENT JOB, DID YOU TAKE ANY TRAINING TO
IMPROVE YOUR SKILLS? (YES, NO, N/A)

2. (IF YES TO THE PREVIOUS QUESTION): DID YOU TAKE THE TRAINING IN:

(a) A SCHOOL? (YES, N/A)

i. (IF YES TO THE PREVIOUS QUESTION): DID YOUR EMPLOYER PAY FOR THE
TRAINING? (YES, NO, N/A)

(b) A FORMAL COMPANY TRAINING PROGRAM? (YES, N/A)
(¢) INFORMAL ON-THE-JOB TRAINING? (YES, N/A)

From the survey questions, we cannot clearly identify whether the training that the worker received
was general or specific.!® However, in general if the labor market is competitive, then we expect the firm to
pay for any relationship specific investments, while the worker would pay for general training.'? Even so, in
terms of the predicted impact of the law, workers with greater investments have longer tenure, so we would
expect employment protection to have a more positive effect in any job for which there is additional
training. With the above training information, we can calculate, for each occupation, the following;:

1. Fraction of workers who received any kind of training (any training criterion)
2. Fraction of workers who received employer paid school training (school training criterion)
3. Fraction of workers who received formal company training (formal training criterion)

4. Fraction of workers who received informal on-the-job training (informal training criterion)

These are four types of criteria of investment . It is worth noting that the universe of the Job
Training Supplements contains the employed workers (both at work and not at work) and the unemployed
workers who have worked in the past. Question 1 (above) is asked only to the employed workers who are at
work. To calculate the fraction of workers who received any kind of training, we count the number of
workers who answer YES divided by the number of workers who respond to the question by answering YES
or NO? (i.e., we exclude the non-responses). For questions 2-a, 2-b, and 2-c, we can only identify whether
the respondents answer YES to the questions. We cannot distinguish between NO and non-response, so we
treat both to be NO. The fractions are the count of the number of workers who answer YES to the

I"We use the January 1991 Job Training Supplement to verify this and find that the grouping of the occupations changes
very little.

18 According to Becker (1975), general training improves workers’ skills that are useful anywhere. Specific training improves
workers’ skills that are useful only at current employer.

198ee Parent (2000) for some evidence in support of this hypothesis as predicted by the model of MacLeod and Malcomson
(1993).

20We use the January supplement weight (adjusted for supplement noninterviewed) in calculating the fractions.
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question divided by the number of workers who respond to question 1.2! We suppose that the fractions we
calculate are acceptable approximates of average intensity of the training generally acquired by employees
in each occupation.

The rankings of the occupations by each of the above criteria are illustrated in Table 2 (2A, 2B,
2C, and 2D). According to the rankings, occupations are classified into groups of high, medium, and low
investment. In Table 2A, occupations are ranked using the any training criterion. Observe that there is a
great deal of variation in the level of training, ranging from more than 70% in the case of high school
teachers and health diagnostic technicians to 5% in private household service workers. In Table 2B and 2C,
occupations are ranked by the school training and by the formal training criteria respectively. With only a
few exceptions, the rankings by these three criteria (any training, school training, and formal training) are
quite similar. Examples of occupations classified as low investment are private household service workers,
cleaning and building service workers, motor vehicle operators, equipment cleaners, machine operators, and
construction laborers. These occupations are generally low-skilled and do not require much education. On
the other hand, for the high-investment group, occupations are generally high-skilled and require at least
some college education. Examples of these are engineers, mathematical and computer scientists, health
technologists, health diagnosing technicians, and natural scientists. Examples of medium-investment
occupations are secretaries, computer equipment operators, mechanics, and repairers.

In Table 2D, occupations are ranked by the informal training criterion. The grouping of
occupations under this criterion is very different from that of the first three criteria. It will be interesting
to see if this variable provides any useful information given the subjective nature of the interpretation and
the response to the informal training question.

In occupations associated with higher investment, we expect longer employment relationships
between workers and employers. Our expectation is supported by the data from the January 1987 CPS Job
Tenure Supplement. Table 3 illustrates average tenure (months consecutively working for current employer)
by occupation groups categorized by the any training criterion. Of all 50 states, we observe that average
tenure for the high-investment group is longer than that of the low-investment group in 46 states.
Although we find about 25 states that have the exact order of the longest average tenure for
high-investment and the lowest average tenure for low-investment (where average tenure for the medium
group is exactly in the middle), we only have 1 state that has the exact opposite order. Also, in 30 states,
high-investment occupations have longer average tenure than medium-investment occupations, and in 44
states, medium-investment occupations have longer average tenure than low-investment occupations.
Rosen (1968) also documents empirically using the data on class-I railroad workers in the U.S. that workers
who have higher specific investment by firm generally have lower employment variation than workers with
lower specific investment.

In preparing the monthly employment data, we calculate each occupation group’s employment in
each state divided by the state population. The occupation questions are asked to the people in the labor
force and to the people who are not in the labor force but who have worked prior to the time of the
interview. Thus, a number of observations are missing information on occupations due to the fact that
these people are not asked about their occupations. They are still, however, considered population of the
states, so we include them in our denominator along with the unemployed and with people not in the labor
force when calculating each occupation group’s employment per state population. Our monthly
employment data series run from February 1983 until December 1994, keeping the January 1983 training
information exogenous from our regression. In preparing the data for the wage regressions, we calculate the
average real wage for each occupation group by state. Our monthly wage data series also start in February

21'We do this so that the workers taken into account for calculating the fractions (2), (3), and (4) are consistent with the
workers taken into account for calculating fraction (1). Note that the workers who answer NO to question 1 are not asked
question 2-a, 2-b, and 2-c, but they would have answered NO to these questions anyway.
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1983 and end in December 1994.

5 Empirical Methodology

As Krueger (1991) and Dertouzos and Karoly (1992) have pointed out, the adoption of WDLs may not be
completely exogenous. Situations that happened in each state and also each state’s characteristics may
have driven the adoption of the laws. However, Autor, Donohue, and Schwab (2004) observe that unless
one can find some valid instruments to address the problem, the instrumental variable estimation will bias
the estimates. In this paper, we address the possibility of endogenous adoption decisions by including state
fixed-effects and state-specific time trends (along with time fixed effects) in our regressions. These variables
capture the unobserved state characteristics that change over time and may be correlated with the state’s
decision to adopt the laws. In our analysis, we use case law classification of WDLs (identification of WDLs
adoption dates) developed by Autor, Donohue, and Schwab (2006).22

To study the effects of the laws on employment of each occupation group, we employ the following
model:

In(yjst) = a+n'wzjse+ By - Adopts + B4 - Adoptss x Low; + B3 - Adoptsy x High;
+Low; + High; + Low; x t + Highj x t + 0 + T + T X t + €55 (5)

where ;4 is occupation group j’s employment per state s population at time t (month-year). x4 is the
vector of observable characteristics of each occupation group. These characteristics are a fraction of male
workers, a fraction of black workers, a fraction of workers in each age group (18-35, and 36-55), a fraction
of married workers, a fraction of unionized workers, and a fraction of workers in each education group (high
school graduates, some college, and college education or higher). Adopts; is the dummy indicating whether
the state is currently adopting the law. This dummy is set to 1 starting the month right after the initial
adoption. Low; and High; are the dummies denoting whether the observation belongs to the
low-investment or the high-investment group, respectively. These dummies will capture the employment
level difference between the high-investment occupations and the low-investment occupations (relative to
the medium-investment occupations).

Observing the model, the effect of the laws on employment of the medium-investment group will
be shown by the coefficient of the Adopts; variable () where the effects of the laws on employment of the
low-investment and the high-investment groups are explained by 3, + 5 and 8; + 5, respectively. One
may argue, according to the U.S. labor market experience over our data period, that the high-skilled sector
may have been expanding, and the low-skilled sector may have been contracting. If that is the case, then
our sector-specific time trends (Low; x t and High; X t) should capture such phenomena. We should
expect to see a negative and significant coefficient for the low-investment-occupation-group trend and a
positive and significant coefficient for the high-investment-occupation-group trend.

The §;’s, and 7,’s are time fixed effects and state fixed effects, while the w4 x t’s are the
state-specific time trends. We will do our regression analysis for each type of WDL for each investment
criterion. We also run the regressions with and without the set of group controls (z;4’s).

The effects of WDLs on each occupation group’s average wage are estimated using the following
model:

22 As mentioned earlier, this information is summarized in Table 1.
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In(wjst) = a+n'zjs+ By - Adopts + By - Adopts X Low; + B3 - Adopts x High;
+Low; + Highj + Low; x t + Highj X t + 0 + Ts + 75 X t + €5 (6)

where w4 is the average real wage for occupation group j in state s at time t (month-year). Other
variables included in this model are analogous to the ones included in the employment model. Similarly,
the effects of the laws on the average wage for the medium-investment group are captured by ;. The
effects of the laws on the average wage for the low-investment and the high-investment group are captured
by 8, + B, and (3, + (3 respectively. Now, the sector-specific trends (Low; x t and High; x t) will capture
whether wages in each sector have evolved trend-like over time. As performed with the employment
analysis, we will examine the effects of each type of WDL under each criterion of investment separately,
with and without the occupation group controls (z;s:’s).

We use the weighted least square procedure in our analysis. The reason for weighing is to achieve
some efficiency gain since the cell-mean data are used as the dependent variables. Thus, the error terms are
suspected to be heteroskedastic. The employment regression is weighed by the square root of the number
of observations that belong to each occupation group in each state. For the wage regression, we use the
square root of the number of observations that belong to each occupation group in each state that have
valid wage information (number of observations used to compute the average wage value in each
occupation group-state cell) as the weight.

As Bertrand, Duflo, and Mullainathan (2004) have pointed out, we cannot reject the possibility
that the error terms of our data series (both employment and wage) are serially correlated. The serial
correlations will make the standard errors calculated by the usual method biased towards zero. Therefore,
we cluster our standard errors by state (Huber-White robust standard errors) to allow such possible
correlation of the error terms over time and within state. We assume that the error terms in different
states are independent.

6 Results

6.1 Good Faith Exception to Employment At-Will

Table 4 reports the effect of the good faith exception upon employment (Table 4A) and upon wages (Table
4B) using each of the four criteria of investment. Starting with the employment results in Table 4A, the
first two columns are the results when the any training criterion measure of investment is used. The effect
of good faith on employment of the medium group (Adopt) is positive and significant at the magnitude
4.8% in the model without occupation group controls (Column 1). The effect remains significant, but the
magnitude is reduced to about 3.1% when the occupation group controls are included (Column 2). The
effect of the law on employment of the low-investment group relative to the medium-investment group
(Adopt x Low) is negative and significant. The magnitude is 15.3% without the controls and reduces to
10.6% with the controls. The overall effect of good faith on the low group is illustrated by

Adopt + Adopt x Low. The T statistic is significant at 1% when no characteristic control is included and
the significance reduces to 5% when the controls are included. With the controls, the good faith exception
reduces the employment of the low-investment occupation group by approximately 7.5%. The magnitude is
10.6% in the model without controls. For the high-investment group, good faith has an overall positive and
significant effect on employment. The magnitude is 11.4% in the model without the controls and 12.7% in
the model with the controls.
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Looking at the coefficient of each group’s dummy and each group’s time trend, we observe a
negative and significant (at 1%) coefficient for High. This means that the high-investment occupation
group is generally smaller than the medium- and the low-investment groups. The coefficient for Low is not
significant; therefore, the sizes of the low group and the medium group are not significantly different. The
negative coefficient of the low-investment-group time trend (Low X t) and the positive coefficient of the
high-group time trend (High x t) are very significant (at 1%) as expected. This supports our earlier
argument that we expect the low-investment sector to contract and the high-investment sector to expand
over our data period. Other characteristic controls that have significant coefficients do not have unexpected
signs.

Column 3 and Column 4 display the regression results when the school training criterion is used to
categorize the occupations into groups. The results under this criterion show no significant effects of good
faith on the employment of the medium group. The overall effects of the law on the employment of the
low-investment group are negative at the magnitude of 9.6% in the model with controls and 11.7% in the
model without controls. On the other hand, the good faith law is associated with the increase in the
employment of the high-investment group at the magnitude of 14.5% in the model with controls and 14.6%
in the model without controls.

The results under the formal training criterion are illustrated in Column 5 and in Column 6.
There, we again observe the positive effects of good faith on the employment of the high- and the
medium-investment occupation groups, and we observe the negative effects of good faith on the
employment of the low-investment occupation group. Good faith reduces low-investment occupations’
employment by about 7.1% in the model with controls and 10.2% in the model without controls. On the
other hand, good faith increases medium-investment occupations’ employment by about 3.4% in the model
with controls and 4.2% in the model without controls, and it increases high-investment occupations’
employment by about 6.5% in the model with controls and 10.5% in the model without controls.

On the other hand, under the informal training criterion (Column 7 and Column 8), we find no
significant effects of good faith on employment of any group. This is probably because the respondents’
answers to the informal training question are spurious. Compared to other questions regarding training,
the informal training question is less clear in the sense that the respondents may not be given a definition
of informal training. For example, some may interpret that learning-by-doing in the workplace is
considered informal training, but others may not believe so. Therefore, the classification of occupations
into groups under this criterion may not be a reliable method to quantify investment.

Looking at the joint test of significance of all of the adoption variables
(Adopt = Adopt x Low = Adopt x High = 0), we can reject the null hypothesis that these variables are not
significant at 11.9% for the first three criteria. However, under the informal training criterion, the F
statistics are quite small and we cannot reject the null.

Now, we turn to the visual illustration of employment per population of the low-investment and of
the high-investment groups in the states that adopted good faith during our data period. Figure 3
demonstrates such graphs where occupation groups are categorized using the any training criterion. Across
all 7 states (Alaska, Arizona, Delaware, Idaho, Nevada, Oklahoma, and Wyoming), we observe that the
low-investment group constitutes a larger sector compared to the high-investment group. We observe small
negative trends for the employment per population of the low-investment group and small positive trends
for that of the high-investment group in some states. As mentioned earlier, these trends are captured by
the variables Low x t and High x t in our model. From our results, we still observe very large and very
significant effects of good faith even though the adoption of good faith only occurred in seven states during
our data period. Thus, the good faith law itself must have some considerable impacts on the employment
relationships in the U.S. labor market.
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Table 4B reports the effects of the good faith law on wages. Across all criteria of investment, we do
not observe any significant effects of the law on wages.?> We observe that low-investment occupations are
associated with lower wages and that high-investment occupations are associated with higher wages
(negative and significant coefficients for Low and positive and significant coefficients for High). Except for
the informal training criterion, we observe positive and significant trends for wages of the high-investment
group, and negative and significant trends for wages of the low-investment group. This probably illustrates
the higher demand and the increased return in the high-skilled sector over the period.

In most models (all except Column 4), the joint F-tests of the adoption variables illustrate that we
cannot reject the null hypothesis that these adoption variables are insignificant.

To conclude, most of the point estimates indicate a positive employment effect of the law for
high-investment occupations and a negative employment effect for low-investment occupations. The effect
on wages is very small and hardly significant. Under the assumption that the market is competitive, these
results combined with the employment results suggest an overall negative effect of the law for
low-investment occupations and positive welfare for high-investment occupations.

6.2 Implied Contract Exception to Employment At-Will

Table 5 reports the results of the effects of the implied contract exception. Observing the effects on
employment in Table 5A, we find a negative effect of the law on the employment of the low-investment
group (5.9%) under the any training criterion. The effect is, however, no longer significant once the
occupation group characteristic controls are included. Under the school training criterion, we observe a
small negative effect of the law on the employment of the medium-investment group. The magnitude is
2.6% in the model without controls. The negative effect remains significant once the controls are included,
and the magnitude increases to 3.6%. We also observe a positive effect on the employment of the
high-investment occupation group. The magnitude is 5.3% without controls, but the effect is no longer
significant when we include the controls. The informal training criterion shows some negative effects of the
law on the employment of the medium-occupation group. The magnitude is 4.1% in the model without the
controls and 3.0% in the model with the controls.

As observed in the results of the good faith law on employment, we generally observe positive and
significant trends for the high-investment occupations and negative and significant trends for
low-investment occupations. Except for the model using formal training criterion with controls and the
model using informal training criterion with controls, we can reject the null hypothesis that all the
adoption variables are insignificant (at 10%).

Table 5B reports the effects of the implied contract law on wages. Under the any training and
school training criteria, we observe some limited evidence of positive wage effects. Under the any training
criterion, we observe 0.8% (only 10% significant) increase in wage of the medium group in the model where
characteristic controls are included (Column 2). Under the school training criterion, we observe 1.2% (only
10% significant) increase in wage of the high group in the model where characteristic controls are included
(Column 4). Under the formal training criterion, we also observe 1.0% increase in wage (significant at 10%)
of the medium group in the model without controls, and the effect is 1.3% (significant at 5%) when the
controls are included.

Again, we observe positive and significant trends for wages of the high-investment sector and
negative and significant trends for wages of the low-investment sector. This is true across the first three
criteria of investment. The joint significant F test values (the null hypothesis is that all the adoption

23hesides the 10% significant effects on the medium group’s wage under the school training criterion (Column 3) and under the
formal training criterion (Column 5), both of which are no longer significant once the occupation group characteristic controls
are included in the models.
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variables are zero) are large only for some model (Column 1, Column 5, Column 6, Column 7, and Column
8), thus we can only reject the null hypothesis under these models.

6.3 Public Policy Exception to Employment At-Will

The results from the good faith and from the implied contract exceptions have suggested, at some level of
precision, that the employment of the high-investment group is positively affected by the laws and that the
employment of the low-investment group is negatively affected by the laws. We have already argued that
our sector trend variables would help to capture the episodes of the contraction of the low-skilled sector and
of the expansion of the high-skilled sector during our data period, and thus our coefficients of the adoption
variables must have been accurate measures of the effects of the laws and not the illustration of the trends.

As we discussed above, the public policy exception is not intended to remediate the efficiency of
the employment relationship, but rather it restricts the actions of employers to protect existing public
policy. As shown in Figure 1 and in Figure 2, many states adopted this type of exception during our data
period. The group of states that adopted the public policy rule is similar to the group that adopted the
implied contract rule. Table 6A shows that the law has virtually no effect on the employment of the low-
nor of the high-investment groups (this is true across all criteria of investment). We obtain a similar result
for wages, as shown in Table 6B.

These results act as a control for the employment results from the good faith and the implied
contract exceptions. Basically, if the results from the above sections are spurious correlations with
employment trends of the low-investment and high-investment occupations, then we should observe similar
patterns here. Since we do not, this would lend additional support to the hypothesis that the good faith
and implied contract exceptions enhance the employment of the high-investment occupations and reduce
the employment of the low-investment occupations.

7 Additional Results for (Good Faith and Implied Contract

We further question whether the effects of the laws are different in highly populated areas from those in
less populated areas. In highly populated areas, labor markets are more competitive, and hence there is
likely to be more turnover for all types of workers. As a consequence, the effect of the law is likely to be
more negative. Moreover, in a more competitive environment, there are fewer rents. Therefore, firms with
poor management are more likely to be selected out by the market, which would further attenuate any
positive effects of employment protection.

In contrast, in low population areas labor is more scarce, and the idiosyncratic match component is
likely to be larger. Moreover, with less competition, there would be less selection against poor management
and hence a greater scope for the law to enhance productivity. This suggests that we should observe
variations in the impact of these laws depending upon whether one is in a rural or urban area.

We explore this by first restricting the sample to highly populated areas as defined by the
Standard Metropolitan Statistical Area (SMSA) with population one million or more for our 1983 and 1984
data and to the areas belonging to the Metropolitan Statistical Area (MSA) with population one million or
more for our 1985 data onwards. This complexity is due to the change in the definition of metropolitan
area defined by the Office of Management and Budget (OMB) over the period. We show graphically the
states that contain the highly populated areas in Figure 4. The results of the effects of the laws by areas
are discussed below.
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7.1 Good Faith Exception to Employment At-Will

Table 7A shows the results of the effects of the good faith exception on employment in highly populated
areas.?? There, we observe some positive effects of the law on the employment of the high-investment
occupation group when the school training criterion is used. The positive effect is about 5.7% (significant
at 10%) in the model without the controls and such effect increases to 6.5% (significant at 5%) when the
controls are added. We observe some negative effects of the law on the employment of the low-investment
occupation group when the informal training criterion is used. The magnitude is 4.2% when no controls are
added, and the magnitude becomes 4.6% when the controls are added. There seem to be no effects of the
law on the employment of the medium group.?®

Table 7B illustrates the wage effects in highly populated areas. Across all measures of investment,
we observe negative wage effects for all groups of occupations. When the any training criterion is used, the
magnitude of the negative effect is 6.6% for the low-investment group, 5.2% for the medium-investment
group, and 4.0% for the high-investment group in the model with controls. In the model without controls,
only the negative effect for the low-investment group is significant (the magnitude is 4.1%). When the
school training criterion is used, the magnitude of the negative effect is 6.5% for the low-investment group,
3.8% for the medium-investment group, and 3.4% for the high-investment group in the model with
controls. In the model without controls, only the negative effect for the low-investment group is significant
(the magnitude is 4.1%). Under the formal training criterion, the magnitude of the negative effect is 5.7%
for the low-investment group, 3.9% for the medium-investment group, and 3.9% for the high-investment
group in the model with controls. In the model without controls, only the negative effect for the
low-investment group is significant (the magnitude is 3.0%). For the informal training, the negative effect
is 4.1% for the low group, 4.6% for the medium group, and 3.9% for the high group in the model with
controls (no significant results in the model without controls).

The effects of the good faith exception in less populated areas (population less than 1 million) are
illustrated in Table 8. For employment (Table 8A), we observe similar pattern across all models except for
the ones using the informal training criterion. We see positive employment effects for the high-investment
group and negative employment effects for the low-investment group. The magnitudes of the negative
effects vary between 9.7% (formal training criterion with controls) to 12.1% (school training criterion
without controls). The magnitudes of the positive effects vary between 10.2% (formal training criterion
with controls) to 15.5% (school training criterion without controls). We also find some positive effects for
the medium-investment group when the any training and the formal training criteria are used. The
magnitude is 4.4% for the any training criterion with controls (4.2% without controls) and 4.1% for the
formal training criterion with controls (3.8% without controls).

Table 8B illustrates the wage effects of the good faith exception in less populated areas. There, we
observe some positive significant wage effects for the medium investment group. The magnitude ranges
from 1.5% (any training with controls) to 2.9% (informal training without controls).

In sum, the effects of the good faith exception on employment in highly populated areas and in less
populated areas seem to be consistent with our employment results in the previous section (overall area).
The results from less populated areas, however, seem to show a clearer pattern of positive employment
effects for the high-investment occupations and negative employment effects for the low-investment
occupations. The effects on wages are, however, different by areas. In the previous section, we observe
virtually no effects on wages in overall area. In this section, we find negative wage effects in highly

24 Among seven states (Alaska, Arizona, Delaware, Idaho, Nevada, Oklahoma, and Wyoming) that adopted the good faith
exception during our data period, only two states (Delaware and Arizona) contained highly populated areas.

25The 10-percent-significant positive effects in Column 5 and in Column 7 are no longer significant once the controls are
added.
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populated areas for all occupation groups. For less populated areas, we find some evidence of positive wage
effects for some occupation group.

This suggests that the law has a more negative effect in the more highly populated areas, as we
predicted above.

7.2 Implied Contract Exception to Employment At-Will

Table 9A provides the estimated impacts of the implied contract exception on employment in highly
populated areas. Again, we observe a clear pattern of negative employment effects for the low-investment
occupation group across all four criteria of investment. The magnitudes of the effects range from 4.8%
(informal training without controls) to 8.0% (any training without controls). The positive employment
effects for the high-investment occupations are observed only under the school training criterion. The
magnitude is 4.9% in the model without controls and 5.2% in the model with controls. The negative
employment effects for the medium-investment group are found under the any training criterion at the
magnitude of 2.6% (without controls) and under the school training criterion at the magnitude of 4.9%
(with and without controls).

The wage effects of the implied contract exception in highly populated areas are shown in Table
9B. We find some negative wage effects for the low-investment occupation group. The magnitude is 2.4%
under the school training criterion (with controls) and 1.8% under the formal training criterion (with
controls). However, we find no wage effects for other occupation groups.

For less populated areas, the employment results are illustrated in Table 10A. We observe no clear
pattern for the impact of the law on employment. Under the school training criterion, we find negative
impacts of the law on the medium-investment group’s employment. The magnitudes are 3.2% (without
controls) and 3.5% (with controls). The informal training criterion gives bizarre estimates of positive
employment effects for the low-investment occupation group and of negative employment effects for the
high-investment occupation group; although, these are no longer significant when the controls are included.
This is probably consistent with our earlier expectation that the informal training question does not
provide a good measure of investment.

Table 10B shows the impacts of the law on wages in less populated areas. We find some limited
positive effects of the law on the wages of the low-investment occupation group. The effects are, however,
no longer significant once the controls are included. We also find some positive significant wage effects on
the wages of the medium-investment occupation group under the informal training criterion (2.3% without
controls, and 1.7% with controls).

In sum, similar to the results found in the previous section (implied contract law in overall area),
the positive employment effects for the high-investment group and the negative employment effects for the
low-investment group are also found in highly populated areas. For wages, we find some evidences of the
negative effects of the law in highly populated areas and find some limited evidence of the positive effect of
the law in less populated areas.

8 Concluding Discussion

The question we have addressed in this paper is whether or not there are any beneficial effects from the
introduction of exceptions to employment at-will. The traditional economic view supposes that, in a
competitive economy, employers and employees write the contracts that they intend, and hence there can
be no role for the courts beyond enforcing the agreements as written.
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The view from the court room is rather different. There, we see disputes between disgruntled
employees and employers who are not always exemplary in either their behavior or in their ability to
properly manage their employees. If these cases are simply extreme and unusual situations, then we would
not expect the introduction of new legal default rules to have much effect. The good faith exception is
primarily aimed at requiring employers to compensate employees as they have agreed and not try to
dismiss employees in an opportunistic fashion. For this law, we find consistently positive employment
effects upon the employment of skilled workers.

The economic consequences of the implied contract exception are less clear since the law does not
always provide clear criteria for either the existence of a long term contract or for what exactly constitutes
a just cause. However, even given the apparent vagueness of the rule, we find that in some cases it has a
positive effect on highly skilled workers, though - as with the good faith rule - the effect for low skilled
occupations is negative. The negative effect of the public policy exception upon employment is supported
by our empirical results, and is consistent with previous work.

Our results are consistent with earlier evidence that finds that changes in employment law have
either a negative or small effect. The new point here is that for some occupations the effect may in fact be
positive. These results are of course quite preliminary. If they are confirmed by future research, they
suggest that exceptions to employment at-will should depend upon the extent of the employee’s investment
in job specific skills. These results are consistent with the view that the common law evolves to find
efficient solutions to cases that are adjudicated in court (see Posner (2003)).

The results also provide some much needed evidence for the debate on the role of legal defaults in
contract law. The standard presumption in law and in economics is that rational parties write contracts
best suited for their situation, and hence there is a limited scope for legal intervention beyond merely
enforcing the contract as written (see for example the excellent paper by Schwartz and Scott (2003)).
There is very little empirical work that explicitly addresses this important issue. Our empirical results
suggest that courts can, under the appropriate conditions, enhance the operation of the marketplace,
particularly when markets are not perfectly competitive.
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