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ABSTRACT

In this article, we analyze the determinants of annual number of grievance procedures, mainly individual complaints
against unfair dismissals. Econometric analyses using two balanced panels from the 11 West German states (1964-
2006) and the 17 autonomous regions of Spain (1987-2006) show that labour market characteristics, such as the
unemployment and the vacancy rate have a much stronger influence on the cyclical demand for individual grievance
procedures than changes in “workers’ rights”. Thus, the individual costs of unemployment are better predictors of the
demand for individual grievance procedures than institutional changes strengthening or weakening employees’ rights.
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La demanda de reclamaciones laborales individuales en Alemania
y Espaiia: Derecho Laboral versus Ciclo Econémico

RESUMEN

En este articulo, se analizan los determinantes del nimero de procesos de despido individual improcedente. Los
andlisis econométricos realizados usando dos paneles equilibrados de datos de 11 estados de Alemania del Oeste
(1964-2006) y 17 comunidades autonomas de Esparia (1987-2006) muestran que algunas caracteristicas del mercado
de trabajo tales como la tasa de desempleo o la de vacantes tienen una influencia mayor en la demanda ciclica de
reclamaciones individuales que los cambios en los derechos de los trabajadores. Asi, el coste individual del
desempleo predice mejor las reclamaciones por despido y salariales que los cambios institucionales que alteran los
derechos de los trabajadores.
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1. INTRODUCTION

The objective of this article is to analyze the relative importance of (changes
in) labour law regimes and (changes in) labour market characteristics in explai-
ning labour litigation. During the last decades, most changes in labour law had
to do with reducing the extent of employment protection legislation, perhaps
one of the most debated issues in labour market policy. Employment protection
legislation has been and continues to be a major candidate for explaining the
high and persistent unemployment in many of the West European countries (see
Addison and Teixeira 2003a; Feldmann 2003; Pierre and Scarpetta 2004). In
particular, the German and the Spanish legal frameworks governing individual
as well as collective dismissals have been criticized for the “labour market
sclerosis” they have allegedly caused over the last three to four decades (for
Germelmy see, inter alia, Berger 1998, for Spain see Bentolila and Dolado,
1994)".

Although a number of papers have tried to find empirical support for this
assumption, the available evidence is at best ambiguous. So far, the literature
has been dominated by cross-country studies such as Lazear (1990), who inves-
tigates the effects of severance pay regulations on employment. Using a sample
of 20 countries over the period 1956-1984 he finds that the amount of severance
pay is negatively correlated with the employment-population ratio and the
labour force participation rate and positively with the unemployment rate. These
findings have recently been challenged by Addison and Teixeira (2003b) who,
after having extended Lazear’s sample period to 1999, find that severance pay
has no statistically significant impact on either the labour force participation
rate or the employment-population ratio. Moreover, a study by the OECD
(1999) concludes that employment protection legislation has no impact on u-
nemployment levels, but significantly reduces inflows into and outflows from
unemployment.

One of the major weaknesses of this approach is that the “strictness” of em-
ployment protection legislation is usually measured by some additive indices
that are likely to misrepresent the costs of a dismissal for various reasons: First,
the legal rules may be applicable to a fraction of the workforce only (for exam-
ple to employees with tenure above a certain minimum threshold, to workers in
firms with more than 5 or 10 employees®, to workers with open-ended contracts,

! However, this position has been criticized forcefully already a while ago: [...] time spent wo-
rrying about strict labour market regulation, employment protection and minimum wages is
probably time largely wasted” (Nickell and Layard 1999: 3080).

? These different threshold levels have been applied in Germany recently: Until 1995, the mini-
mum number of employees was five, between 1996 and 1998 it was increased to ten. From
1999-2003 it was reduced to five again and, finally, in January 2004 it was again increased to its
previous level (see Bauer, Bender and Bonin 2004 and Verick 2004). In Spain, there is no
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etc.). Second, although the various national laws usually provide guidelines
with respect to the admissibility of lay-offs, the indices used in the studies
quoted above do not take into account differences in the effective enforcement
of the law by the respective system of labour courts®. Finally, economic
circumstances, such as the overall labour market situation, and the
unemployment benefit system (with the coverage rate, the replacement rate and
the maximum duration of benefits as the main characteristics) are likely to
affect the behaviour of dismissed employees (i.e. the search behaviour of
persons threatened by unemployment is c.p. influenced by the duration of
benefit entitlements). Surprisingly, these latter factors have not been taken into
account in most analyses of national systems of employment protection legisla-
tion.

Moreover, there is very little research on the impact of national labour law
systems on the demand for grievance procedures and the activity levels of la-
bour courts. Inadequate or “imprecise” employment protection legislation can
foster the strategic use of the different legal procedures available to dismiss a
worker, resulting in a widespread “misuse” of disciplinary reasons and a hesi-
tant use of economic reasons. This would, in turn, distort the work of all institu-
tions involved in dismissals, mainly the labour courts (Malo 2000, Garcia-
Martinez and Malo 2007) and might even have non-negligible macroeconomic
effects (Galdon-Sanchez and Giiell 2003). At the same time, the situation on the
(regional) labour market can also affect the demand for grievance procedures.
The reason here is that the individual costs of becoming unemployed vary with
labour market characteristics such as the unemployment and the vacancy rate.
Separating the relative importance of labour law regimes and different labour
market situations would, first, foster our understanding of the impact of differ-
rent legal regimes on labour market performance. Second, it would focus the
political debate about the different effects of employment protection legislation
on labour market outcomes in general and on the importance of bureaucratic
firing costs associated with the evolution of different systems of grievances pro-
cedures.

It is obvious, that an international comparison is the most adequate context
for this type of research. By comparing different legislations (including their
respective changes over time) we better understand the relevance of employ-

threshold for small firms. For a comparison of the Spanish case with the Italian one concerning
the absence or presence of such threshold levels see Boeri and Jimeno (2005).

3 Moreover, the legal framework does not say anything about severance pay and its determinants
(“bargaining in the shadow of the law”). Economic intuition suggests that the relevant features
of the law should be discernible in the outcomes of negotiations between firms and employees
(see Malo 2000 for Spain and Grund 2006a, 2006b as well as Goerke and Pannenberg 2005 for
Germany).
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ment protection legislation compared with other features of a country’s labour
market. However, there are two possible designs for such an international com-
parison: Either using as many countries as possible (as in e.g. Botero et al.,
2004, or Chor and Freeman, 2005, for example) or focusing on a small number
of countries (as in e.g. Deakin and Sarkar, 2008). In this paper we use the se-
cond approach, comparing only the labour law systems and national labour
markets of Germany and Spain. The two countries exhibit evident similarities in
terms of the main components of their labour law systems but, at the same time,
they have rather different labour market outcomes in terms of employment and
unemployment. Our intention in this article is to provide a first empirical asses-
sment of the impact of labour market characteristics and labour law regimes on
the demand for individual grievance procedures using two balanced regional
panels from the two countries. Therefore, we analyze a balanced regional panel
covering the 11 West German states during the period 1964-2006 and another
balanced regional panel covering the 17 Spanish autonomous communities for
the period 1987-2006. Our main objective is to shed some light on the relative
importance of labour market developments and labour law changes on the use
of different grievance procedures by workers. Our article is closely related to
the recent economic literature on employment protection. However, while pre-
vious analyses of labour litigation have focused on individual dismissal, we also
remuneration cases, an area that did not get much attention in academic research
on employment protection. In fact, grievance procedures concerning remune-
ration are usually not considered part of a nation’s employment protection
legislation. Nevertheless, these cases are also (potentially) influenced by the
business cycle as well as the respective labour law regime. Therefore, empirical
analyses looking at the demand for individual grievance procedures concerning
dismissals as well as remuneration may provide some hitherto ignored insights
into the determinants of labour litigation.

The paper proceeds as follows. We start with a short description of, first, the
system of dismissal protection legislation in Germany and Spain and, second,
the respective national labour court system (section 2). Our theoretical model,
from which we derive a few testable predictions, will be developed in section 3.
This is followed by a description of the data and a presentation of our main fin-
dings (section 4). We conclude with a short summary and some policy imply-
cations as well as some implications for further research (section 5).

2. THE LEGAL FRAMEWORK FOR GRIEVANCE
PROCEDURES IN GERMANY AND SPAIN

2.1.The Economics of Employment Protection Legislation

Contrary to the situation in most Anglo-Saxon countries, where legal protec-
tion against dismissal is characterized by relatively low expected dismissal costs
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with a high variance, i.e. a high degree of uncertainty, for the parties to the
employment contract (Malo and Pérez 2003), the opposite is true for Germany
and Spain. In both countries, expected dismissal costs are relatively high, with a
low variance although court decisions tend to increase that uncertainty (Eger
2004: 381).

In a world that is characterized by informational asymmetries between em-
ployer and worker, positive transaction costs and externalities, legal protection
against dismissal is unlikely to evolve spontaneously out of individual or collec-
tive negotiations, even if protection is in the interest of both parties (see Eger
2004: 386; Levine 1989, 1991):

e Dismissal protection legislation not only increases the surplus from coo-
peration between employer and employee but also strengthens the emplo-
yee’s position with respect to the distribution of that surplus.

¢ If employers are not fully informed about the motivation of job applicants
and if there is competition between firms with and without dismissal pro-
tection, “talented shirkers” will tend to concentrate in firms offering a “no
lay-off policy”, i.e. adverse selection may result.

e As long as employers have the opportunity to shift the costs of “excessive
use” of their workforce to the social security system (i.e. if there is no
experience-rated contribution system) firms have little incentive to volun-
tarily offer whatever kind of dismissal protection to their employees.

Summarizing, there are a number of reasons not to expect the emergence of
a socially efficient system of dismissal protection. This, in turn, does not imply
that the systems that can be observed across Europe will have similar or even
identical characteristics. In order not to compare apples and oranges, however,
we concentrate on two systems that seem to be quite similar with respect to the
relatively high dismissal costs they impose on employers.

2.2.Dismissal Protection Legislation in Germany and Spain

In Germany, the Dismissal Protection Act (DPA; enacted in 1969) applies to
persons working in firms regularly employing more than ten employees and
who have been working there without interruption for at least six months.
According to this Act an employment relationship can only be terminated by the
employer if the dismissal is “socially justified”. The law distinguishes between
three socially justified reasons for dismissals: Dismissal upon lack of capability
(e.g. due to permanent or repeated illness), dismissal upon personal misconduct
(e.g. repeated violation of safety regulations) and dismissal upon redundancy
(e.g. plant closing).

Dismissals always require notification of the works council, which has the
right to object to the dismissal within seven days. If the works council does
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object - a rather rare event - the employer has to wait with the dismissal until the
labour court has reached a decision®, i.e. the firm has to continue paying the
worker’s wage. The notice period for terminating an employment contract is at
least four weeks for both parties and increases with the employee’s tenure up to
a maximum of seven months (for employees with more than 20 years of tenure).

In practice, far more than 90% of all cases are settled either within or outside
the court usually ending in a termination of the employment relationship. Al-
though there is no general legal entitlement to severance pay in case of a dis-
missal, such compensation has become more important recently. Two recent
studies report that in the period 1991-2003 (1998-2003), about 12% (15%) of all
dismissed employees received severance payments (see Goerke and Pannenberg
2005: 33 and Pfarr et al. 2005: 67). The average amount received in that period
was about 9,200 €, with higher amounts being granted in cases of redundancies
(10,400 €) than in cases of individual dismissal (8,600 €)°. Moreover, not only
the probability of receiving a financial compensation, but also the amount in-
creases with the size of the firm that dismisses an employee (in the case of an
individual dismissal 4,000 € in firms with 1-5 employees and 15,000 in firms
with more than 2,000 employees; in case of redundancies 7,900 € in the former
and 12,100 € in the latter firm size group) (see again Grund 2006b: 14 and Pfarr
et al. 2005: 74).

These figures notwithstanding, severance payments differ considerably and
are, therefore, difficult to anticipate for employers as well as employees: In case
of individual dismissal upon redundancy no severance payments have to be
granted. Only in case of collective dismissals, i.e. when a certain minimum
number of employees are affected (Heseler and Miickenberger 1999), manage-
ment and works council are obliged to negotiate a “social compensation plan”
which mainly consists of the severance payments to be granted to the members
of the workforce. In this case, no limit is specified by the law. If a dismissal is
not socially justified labour courts usually require the employer to grant seve-
rance pay (increasing with age and tenure of the workers affected, up to a maxi-
mum of 18 gross monthly salaries). Summarizing, the amount of severance pay
granted to the worker is in most cases not determined by a labour court, but by
negotiations between the two parties to the contract.

Spanish labour law distinguishes between two 'fair causes' for the dismissal of
permanent workers®: Disciplinary grounds (e.g. the worker does not carry out his/

* The presence of a works council has - other things equal - no statistically significant influence
on the probability that the dismissed worker takes his employer to court (Pfarr et al. 2005: 111).

5 Not surprisingly, the most important determinants of the amount of severance pay received are
the individual’s prior monthly income and his/her tenure with the firm (Pfarr et al. 2005: 69-74).

® Permanent workers are employed under an open-ended contract. Legislation makes no distinc-
tion with regard to firm size.
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her duties properly) and objective grounds (e.g. staff reductions due to economic,
technical, organizational or production reasons). The latter kind of dismissal must
affect less than 10% of a firm's total workforce’; otherwise, the firm is obliged to
follow the administrative procedures enacted to govern collective dismissals. Here,
there are two additional requirements. First, mandatory advance notice of workers
is obligatory (a period of 30 days), although firms can substitute for this by paying
the corresponding wages (this is not required in the case of dismissals that are due
to disciplinary reasons). Second, written notice to the worker is also required,
citing the reason(s) for dismissal. In case of objective grounds, firms should offer
the worker the regular severance pay (20 days per year of service) together with
the written notification.

In practice, most dismissals are justified with disciplinary reasons as there are
fewer requirements involved. Moreover, the interpretation by judges of what
constitutes proper “‘economic grounds” is controversial, because judges have to
evaluate the “severity” of the economic reasons brought forward to dismiss a wor-
ker. This, however, is not a legal, but a management issue (Malo 2000). In 1997,
the legal definition of economic grounds was (further) specified to facilitate their
use by the courts. Nevertheless, the application of the concept of “economically
justified dismissals” is still subject to a high degree of legal uncertainty. Therefore,
the probability of a court’s decision declaring the dismissal as “unfair” (even in
cases where economic grounds do exist) is quite high®.

The costs of a dismissal differ with the reasons cited and their consideration by
the judges involved. In case of a ‘fair’ dismissal (procedente) on objective, i.e.
economic grounds severance pay amounts to 20 days per year of service (with an
upper limit of 12 months). In case of a disciplinary dismissal no such costs occur.
In case of an ‘unfair’ dismissal (improcedente) these costs are much higher. Here
the severance pay to which the worker is entitled is 45 days per year of service,
with an upper limit of 42 months. The firm can re-hire the dismissed worker,
thereby avoiding the severance payment. This, however, is a very rare event. In
1997, a new form of an open-ended contract was introduced stipulating a much
lower severance pay (33 days per year of service) for dismissals on economic
grounds that had been declared as unfair by the courts. As the costs of an unfair
dismissal on disciplinary reason remained constant at 45 days even under the new
regime, this type of a permanent contract will only result in lower firing costs if

7 This requirement was introduced with the 1994 reform of Spanish labour law. Before that,
labour law permitted only one such dismissal in firms with less than 50 workers at a particular
point in time.

¥ The two most recent legal reforms of the Spanish labour market launched in October 2010 and
February have tried to change this predominance of unfair individual dismissals. Both reforms
are beyond the scope of the data used in this article. Nevertheless, see Garcia-Serrano et al.
(2011) and Malo (2012) for a review of both reforms.
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there is a sufficiently large and convincing number of economic (instead of disci-
plinary) reasons that can be cited by the firm®.

When a dismissal is considered ‘unfair’ (either directly by the court or indi-
rectly by the firm in a pre-trial agreement), the company also has to pay the 'in-
tervening wage' (‘salarios de tramitacion’), i.e. the wage that would have accrued
to the worker in the time between the date of the dismissal and the judicial deci-
sion. In case the legal procedure took more than two months to be completed, the
firm can apply to the Public Administration for a reimbursement of all intermittent
wages exceeding that period. In 2002, the system of intervening wages was chan-
ged'’, introducing a new rule to transfer severance payments from the firm to the
worker: Firms that immediately (i.e. within two days) pay to their dismissed wor-
ker(s) the amount that would have been due in case of an unfair dismissal (45 days
per year of seniority) do not have to pay any intermittent wages even if the worker
files a suit against the firm for unfair dismissal. In this situation, the firm recog-
nises de facto that the dismissal was unfair (because it paid to the worker the
amount it has to pay in case of an unfair dismissal), but it can save the costs asso-
ciated with the intermittent wages in case the worker wants to go to court. Howe-
ver, as the worker has received the largest possible amount of severance pay, why
should he/she go to court? Therefore, the new regulation introduces strong incenti-
ves to compensate dismissed workers before they to go to court and even before
the bargaining institutions get involved."'

As there are clear incentives for an improper use of disciplinary reasons, the
majority of all dismissal cases are solved by agreement (for example, in 2002, only
22.8% of all individual dismissals reached the judicial stage). Presumably, in many
cases the parties even explicitly declare that disciplinary reasons did not play a role
in the firm’s decision as this entitles the worker to receive unemployment benefits.
Moreover, such agreement avoids any stigma for the worker that usually comes
with a dismissal for disciplinary reasons'?.

% See Malo (2000) for a quantitative analysis comparing the impact of the new permanent con-
tract with the old one.

1 This reform of the intermittent wages was introduced in a very surprising way - through an
unemployment benefits act (the 45/2002 Act on the reform of the unemployment benefits
system). See Garcia-Perrote (2003) for the legal details of this reform.

See Malo and Toharia (2008) for a detailed analysis of the legal reform implemented in 2002
and its impact on the incentives to solve most dismissals before going to the courts and even
before turning to the mediation institutions.

Even when a disciplinary dismissal is declared as fair, the worker can receive unemployment
benefits and subsidies, but only after a waiting period of three months. Empirical evidence on
the “stigma effects” of individual dismissals - as opposed to mass layoffs - is provided by
Gibbons and Katz (1991). Hu and Taber (2007) confirm these findings for white men in the
US, but not for black men or for women. No such effects are found by Grund (1999) for Ger-
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In case that more than 10% of a firm’s workforce is affected by a dismissal, the
firm is obliged to use a procedure called Expediente de Regulacion de Empleo, i.e.
a collective dismissal. The most distinctive feature of this procedure in Spain is the
requirement of explicit administrative approval, introducing considerable bureau-
cratic costs for this type of dismissal'’. If management reaches an agreement with
the workers’ representatives, the collective dismissal is always approved. If there is
no agreement, the Public Administration decides. The most important issue in this
context is the amount of severance pay, where a minimum of 20 days per year of
seniority is required. Although detailed data has not yet been made available, most
commentators assume that the financial compensation that is paid to the workers in
this case is significantly higher than in the case of individual dismissals, making
collective dismissals the most expensive form of employment adjustment in Spain
(Toharia and Ojeda 1999).

2.3.Labour Courts in Germany and Spain

In both countries the percentage of workers who go to court after they have
been dismissed is quite similar: While in Spain it is one out of ten workers, the
respective figure for Germany is one out of seven (Galdon-Sanchez and Giiell
2004: 45 and Pfarr et al. 2005: 60)".

Initially, the intention of the DPA was to prohibit dismissals that are not mo-
tivated by good reasons. More recently, however, the labour courts have been
inclined to sanction dismissals in general. Since the DPA mainly consists of ra-
ther general clauses, labour law is actually made by the judges.

In general, the costs for unjust dismissal suits are quite low in Germany.
First, labour court fees are lower than other court fees (the maximum at a court
of first instance is about 500 €). Second, each party has to bear its own lawyer’s
fee with the fees depending on the value in dispute. Moreover, at least in the
first instance the parties are not required to have a lawyer. Finally, insurance for
legal protection (including labour suits) is available at low cost (about 50-100 €
per year).

In Germany, more than 95% of all cases have been brought to the labour
courts by either an individual worker, a works council or a trade union. There is,

many. Malo (2000) explains that this stigma effect does not exist in Spain, because dismissals
on economic grounds are usually disguised as disciplinary dismissals.

'3 The administrative authorization was required in France until 1986 too, when the Chirac go-
vernment finally eliminated this requirement.

' The figure for Spain covers the period 1986-2003, the one for Germany the period 1998-2003.
In 1978 (a boom period in Germany), the respective figure was 8% only (see Falke et al. 1981:
367).
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however, no information on the percentage of cases settled in favour of either of
the parties.

For Spain, on the other hand, we have information on how the lawsuits pro-
ceed through the judicial system: In 2002, for example, about 70% of all cases
dealt with by the conciliation bodies (268.000) ended with an agreement'”. Of
the 71.000 cases that could not be settled by conciliation, about 85% went to the
second instance (“conciliation at social court”), where only a small minority
(27%) ended with an agreement '®.

Figure 1
The Structure of a Typical Grievance Procedure Concerning an Individual
Dismissal in Germany

Dismissal announced by
employer

A 4
f{ Dismissal not justified }1

Dismissal accepted by Dismissal not acecpted by
employee employee

Legally justified

Pre-trial Not pre-trial
compromise compromise

v Y L 4

Dismissal

Court decision Case withdrawn
accepted f

Accepted by both Not accepted; next
parties instance

Source: Frick and Schneider (1999: 161).

The remaining 27.000 cases went to a tribunal where the success probability
of workers is quite high: About 75% of the cases decided at this instance are in
favour of the employee. Although information on the monetary costs of workers
going to the labour court is not available, anecdotal evidence suggests that these
are rather low, even when workers hire a legal expert as in most cases workers

15 Another 10.000 cases ended because the workers gave up and withdrew from the court system
(see Galdon-Sanchez and Giiell 2004: 47).

16 At this stage again, a large number of cases (17.000) ended because the workers gave up and
withdrew their suit (see Galdon-Sanchez and Giiell 2004: 47)
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ask their union for legal advice (which is included in union membership, the
costs of which are 10 to 15 € per month).

Figure 2
The Structure of a Typical Grievance Procedure Concerning an Individual
Dismissal in Spain

Dismissal announced by

employer

Employee refuses to Employee accepts
accept

Voluntary

Conciliation
agreement —|

No agreement -
Agreement I_ Tribunal _I

In favor of worker Case withdrawn

Source: Figure based on Galdén-Sanchez and Giell (2004: 47).

3. THEORY

As the general economic situation changes, the individual’s opportunity
costs of losing the job change, too. This, in turn, clearly affects an individual’s
probability to go to court in case of a dismissal.

If average unemployment duration increases and/or the percentage of the
unemployed returning to the labour market decreases, a higher probability of
filing a suit against the employer is to be expected. This is also the case if the
average duration of the entitlement for unemployment benefits is reduced, if the
“replacement rate”, i.e. the level of these benefits, is shortened and/or if the part
of the workforce entitled to receive such benefits declines (i.e. because the
amount of time that has to be spent in employment before benefits can be clai-
med has been increased).

Thus, an individual threatened to lose his/her job due to a dismissal will in-
cur costs of unemployment that are mainly determined by the expected duration
of the unemployment spell times the expected earnings loss while unemployed.

(1) ECU = EDU * EELU

where ECy corresponds to individual costs of unemployment, EDy to the dura-
tion of unemployment, and EELy denotes the earnings loss while unemployed.
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The earnings loss, in turn, depends on the individual’s entitlement for unem-
ployment benefits. The amount of time an individual is entitled to receive such
benefits usually depends on the duration of the previous employment spell as
well as on the individual’s age in Germany and on his/her seniority in Spain'’:
The longer the spell and/or the older the individual, the longer the entitlement
period for this particular type of social security payments. Moreover, the repla-
cement rate may also depend on the family status of the claimant: Both in Ger-
many and Spain, for example, married persons receive higher unemployment
benefits than persons without dependents.

The probability to sue the (former) employer is not only affected by an indi-
vidual’s opportunity costs but also by the direct costs that have to be borne in
case of a law suit. As these costs are rather low in both countries, access to the
labour courts is easy. Moreover, the nominal costs have remained more or less
constant in Germany as well as in Spain, implying that the real costs have decli-
ned over the years.

Finally, judges at labour courts tend to decide in favour of the worker par-
ticularly in case of high unemployment (see Ichino et al. 2003). This, in turn, is
an additional incentive to workers to sue their employer in a recession when fa-
cing a job loss.

While the costs of access to the labour courts are identical across the country
for Spanish as well as German employees, the expected earnings losses while
unemployed vary considerably. This, in turn, is mostly due to the differences in
the regional unemployment and vacancy rates'®. We therefore use the obser-
vable differences in the regional labour market situation to explain the large
variation in the relative number of employees seeking access to the first instance
of the labour court system in the two countries.

4. DATA, ESTIMATION, AND EMPIRICAL FINDINGS

Ideally, the data to test our hypotheses would be individual court cases with
detailed information on the individual worker and his/her employer as well as
on local labour market conditions. Unfortunately, however, such data is neither
available for Germany nor for Spain. The data we use instead are two balanced
panels with 473 (Germany) and 340 (Spain) observations mainly from admi-
nistrative sources and own calculations from the Labour Force Survey. In the

17 Obviously, for workers with open-ended contracts, seniority and age are highly correlated.

'8 The age composition of the workforce is more or less constant as is the percentage of married
employees. Moreover, the qualification structure and the gender composition do not vary ei-
ther.
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case of Germany, we have 11 federal states' and 43 years, for which the data
on unemployment, vacancies and court cases is available, in the case of Spain,
we have the respective figures for the 17 autonomous regions over a period of

20 years (for a similar approach see Brown et al., 1997, and Garcia-Martinez
and Malo, 2007).

Figure 3
Grievance Procedures Concerning Dismissals and Remuneration
in the Federal States of Germany
(Average Over Years 1964-2006)

Black: number of grievance procedures concerning dismissals per 1,000 employees.
Grey: number of grievance procedures concerning remuneration per 1,000 employees.

Abbreviations: BAY = Bayern; BER = Berlin; BW = Baden-Wiirttemberg; HB = Bremen;
HES = Hessen; HH = Hamburg;, NRW = Nordrhein-Westfalen; NS =
Niedersachsen; RLP = Rheinland-Pfalz; SAAR = Saarland; SH =
Schleswig-Holstein.

Source: Federal Ministry of Labour and Social Affairs (“Bundesministerium
fuer Arbeit und Sozialordnung”).

It appears from Figure 3 that the number of grievance procedures concerning
dismissals varies in Germany across the federal states between less than 6
(Niedersachsen and Baden-Wiirttemberg) and more than 10 per 1,000 emplo-
yees (Berlin). With regard to the number of cases concerning remuneration
issues, the difference between the federal states is considerably higher, ranging

!9 We disregard the four federal states in the former German Democratic Republic where at least
in the 1990s other factors than the opportunity costs of losing the job might have affected an

individual’s probability to go to court. Unfortunately, the data does not allow distinguishing
between West and the former East Berlin.
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from 4 cases per 1,000 employees in Baden-Wiirttemberg to about 10 in Ber-
lin®.

Figure 4
The Development of Grievance Procedures Concerning Dismissals and Remuneration in
Germany, 1964-2006

88BN LLELR285338858885833885888;:¢8888¢8

black: number of grievance procedures concerning dismissals per 1,000 employees.
grey: number of grievance procedures concerning remuneration per 1,000 employees.

Source: Federal Ministry of Labour and Social Affairs (“Bundesministerium
fuer Arbeit und Sozialordnung”).

Figure 4 illustrates that the demand for the two different types of grievance
procedures is quite different over time: Until the mid 1970s the number of grie-
vance procedures concerning remuneration exceeded the figure for grievance
procedures concerning dismissals. Until then, however, the latter figure was
always higher than the former (with a rather small difference between the two
variables in years with a low unemployment rate and large differences in years
with a high unemployment rate).

Thus, the demand for grievance procedures concerning dismissals clearly
reflects the developments of the German labour market. However, it is not yet
clear whether the seemingly close relationship that can be found at the aggre-
gate level also exists at the level of the federal states, where other factors may
turn out to explain the observable pattern much better than the labour market
variables we have identified above. Moreover, we expect the labour market
variables to be poor predictors of the variation in the demand for grievance pro-

2 The correlation between the two variables is rather modest (r=+0.37, p < .01) indicating that
the determinants are likely to vary.
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cedures concerning remuneration, because of the individual’s readiness to sue
his/her employer.

Comparing Figures 3 and 5, it appears that the number of grievance proce-
dures concerning dismissals is significantly higher in Spain than in Germany.
Moreover, the variation is also larger in the former than in the latter country,
ranging from 12 per 1,000 employees in Asturias to 27 in Canarias. Comparable
to the situation in Germany, the difference in the number of grievance proce-
dures concerning remuneration is also more pronounced in Spain (ranging from
almost 10 cases per 1,000 employees in Extremadura to around 35 in Asturias
and Pais Vasco).

Figure 5
Grievance Procedures Concerning Dismissals and Remuneration
in the Autonomous Regions in Spain
(Average Over Years 1987-2006)

AND ARA AST BAL CAN CANT CYL CLM CAT VAL EXT GAL MAD MUR NAV PV  RIO

black: number of grievance procedures concerning dismissals per 1,000 employees.
grey: number of grievance procedures concerning remuneration per 1,000 employees.

Abbreviations: AND = Andalucia; ARA = Aragén; AST = Asturias; BAL = Baleares;
CAN = Canarias; CANT = Cantabria; CAT = Catalufia; CYL = Castilla y
Lebn; CLM = Castilla la Mancha; VAL = Valencia; EXT = Extremadura;
GAL = Galicia; MAD = Madrid; MUR = Murcia; NAV = Navarra; PV =
Pais Vasco; RIO = Rioja

Source: Spanish Ministry of Employment and Social Security (“Ministerio de
Empleo y Seguridad Social”).

As Figure 6 shows, before 2002 the number of grievance procedures concer-
ning dismissals exceeds those concerning remuneration in Spain (with the
notable exception of the years 1994 and 1995). Following the passage of the
1997 law which clarifies the use of dismissals on economic grounds, the num-
ber of both types of grievance procedures decreased. However, this pattern
cannot be observed in each of the autonomous regions to the same extent, in-
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dicating that other circumstances, like economic conditions in general and the
regional labour market in particular have a large and persistent effect on indivi-
dual behaviour. Following the enactment of the 2002 reform affecting the
procedure for individual dismissals, the number of grievances due to dismissals
are now lower than the number of grievances due to remuneration. As the 2002
legal change considerably increased workers’ incentives to accept dismissals
and not only avoiding the labour courts but also the mediatory institutions, this
clear break in the previous trend can be, at a descriptive level, linked with the
legal change of 2002.

Figure 6
The Development of Grievance Procedures Concerning
Dismissals and Remuneration in Spain, 1987-2006

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

black: number of grievance procedures concerning dismissals per 1,000 employees.
grey: number of grievance procedures concerning remuneration per 1,000 employees.

Source: Spanish Ministry of Employment and Social Security (“Ministerio de
Empleo y Seguridad Social”).

The variables used in the estimations based on German data are as follows:
e Dependent variables:

- GPD: annual number of grievance procedures concerning dismissals
divided by average number of employees subject to social security
contributions, henceforth “employees” (i.e. disregarding self-emplo-
yed, civil servants and workers with monthly incomes below the social
security threshold)*'.

2! The data on grievance procedures was obtained from the Federal Ministry of Labour and Social
Affairs (“Bundesministerium fuer Arbeit und Sozialordnung”).
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- GPR: annual number of grievance procedures concerning remunera-
tion divided by average number of employees.

e Explanatory variables:
- Labour market reforms (/egal variables):

= WCA: Works Constitution Act (0=no (1964-1972); 1=yes (1973-
2006))

= DPA: Dismissal Protection Act (0=no (1964-1969); 1=yes (1970-
2006))

- Economic situation (business cycle variables):

= SUP: average monthly stock of persons registered as unemployed
divided by average number of employees™. This variable is cal-
culated in a different way in the German case than in the Spanish
one in order to maximize the number of observation available in the
time span under consideration.

= SRV: average number of vacancies per month divided by average
number of employees.

= TT: linear time trend (1964=1 ... 2006=43)

The dummy variables WCA, and DPA are used to capture the effects of the
changes in the legal framework, while the rest of variables have a socio-econo-
mic nature and serve to quantify the effect of the business cycle.

The variables used in the estimations based on Spanish data are as follows:

e Dependent variables:

- GPD: annual number of grievance procedures concerning dismissals
divided by average number of employees subject to social security
contributions, henceforth “employees” (i.e. disregarding self-emplo-
yed, civil servants and workers with monthly incomes below the social
security threshold)™.

- GPR: annual number of grievance procedures concerning remunera-
tion divided by average number of employees™*.

e Explanatory variables:
- Labour market reforms (/ega/ variables):

22 The data on employees, unemployed persons and vacancies were obtained from the Federal
Employment Agency (“Bundesagentur fiter Arbeit”).

2 This data comes from an administrative data source collected by the Spanish Ministry of
Employment.

24 Again, the data comes from an administrative data source collected by the Spanish Ministry of
Employment.
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= AFD: Acts Fostering the Dismissal of Regular Employees (0=no;
1=yes (n=3 different laws that have been enacted in 1994, 1997 and
2002))

- Economic situation (business cycle variables):

= SUP: average unemployment rate (from the Spanish Labour Force
Survey following EUROSTAT unemployment definitions).

= SRV: average number of vacancies per month divided by average
number of employees™.

= TT: linear time trend (1987=1 ... 2006=20).

As in the German case, the dummy variables AFD (with different subscripts)
are used to capture the effect of the changes in the legal framework, while the
rest of the explanatory variabless are socio-economic in nature and serve to
quantify the effect of the business cycle.

For both countries, we estimate random effects models™, using our balanced
regional panel for each country. Estimating the models with panel corrected
standard errors or with AR(1) disturbances gives virtually identical results. The
results are available upon request. Applying dynamic panel data estimation
techniques is not appropriate particularly in the case of Spain because the
number of observations per year is rather small.

The models for Germany are of the following general form (i = state; j =
year):

gpij = Po + P1 sup; + B2 srvy + B3 wea + By dpa + Bs tt +e;;
where gp;; is the number of grievance procedures (either concerning dismissals
(gpd) or remuneration (gpr)) per 1,000 employees in state i and year j.
For Spain, the models have the following general form (i = region; j =
27
year)”':

gpij = Po + B1 supjj + B srvyy + B3 afdiges + Pa afdiger + Bs afdager + Po tt + &

25 The information on vacancies comes from administrative data collected by the Spanish Public
Employment Service.

26 We also estimated fixed-effects models, but statistical tests where in favor of the random-
effects models for both countries.

7 As a robustness check, we have estimated the regressions for Spain including more control
variables, all of them at the regional level and for each year (following Garcia-Martinez and
Malo, 2007). We included the percentage of salaried workers with a temporary contract; the
percentage of women in the workforce; the percentage of workers younger than 30 years; the
distribution of workers by industry (agriculture, industry, construction and services); and the
distribution of workers by educational level (mandatory level or less, non-mandatory secondary
level, and university). All these variables come from the Labour Force Survey. The results for
the main variables included in Tables 1 and 2 retain their sign and are of a similar size. The
only variable occasionally changing from significant to non-significant was the time trend. All
these estimations are available upon request.
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where gp;; denotes the number of grievance procedures (either concerning dis-
missals (gpd) or remuneration (gpr)) per 1,000 employees in region i and year j.

These models provide a useful approach to our problem of comparing the
relative direct impact of legal variables (changes in labour market regulation)
and variables representing economic conditions on the demand for individual
grievance procedures”.

Table 1 and Table 2 show the results for both countries.

It appears from Table 1 that in the case of Germany the unemployment rate
as well as the vacancy rate have the predicted impact on the demand for grie-
vance procedures concerning dismissals: The higher the unemployment rate
(vacancy rate), the higher (lower) the relative number of grievance procedures.
For Spain, only the unemployment rate has the predicted impact®. Perhaps
surprisingly, neither the enactment of the Dismissal Protection Act (in 1969)
nor the Works Constitution Act (in 1972) seem to have an influence on the
demand for either type of grievance procedures in Germany. This is different in
Spain, where all of the legal changes have a statistically significant and negative
influence on the relative number of grievance procedures. Although both
reforms, the 1994 and the 1997 Acts, were introduced to decrease firing costs,
the coefficients suggest that the effect is rather small. As many Spanish legal
experts have noticed (see, inter alia, Ortega 1995) the term “dismissal on
economic grounds” was not well defined and firms were discouraged to use that
instrument to adjust their workforces. After the 1997 reform, the situation beca-
me clearer as indicated by the lower number of grievance procedures concer-
ning remuneration. However, its effect on the number of grievance procedures
concerning dismissals is less pronounced. The dummy variable representing the
2002 reform has the largest coefficient of all three labour market reforms. This,
in turn, is not surprising as this reform creates incentives to agree on severance

28 Of course, other empirical specifications are possible, taking into account non-linear patterns or
interactions of legal and economic variables. However, our data does not yet allow such speci-
fications. Moreover, we include in our estimations changes in labour law regimes as dummies.
A reasonable hypothesis, however, is that employers as well as workers need some time to
learn about how use the new legal rules. Therefore, the impact of changes in labour regulation
is unlikely to remain constant over time. However, we leave such specifications for further
research with more extensive data (more control variables for the German case) and data cove-
ring longer periods of time (for the Spanish case). Another limitation of our empirical approach
is that estimated effects are assumed to remain constant over long periods of time. Again, other
specifications are possible (requiring e.g. interacting year dummies and the labour market
characteristics). Due to a lack of data we have to leave these specifications for further research.

% This latter finding is probably due to the fact that in Spain the percentage of vacancies that are

reported officially is, first, very low and, second, the publication pattern differs across regions
and sectors. The statistical and methodological problems of Spanish vacancy data are discussed
by e.g. Antolin (1994).
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payments before going to court and even before going to the bargaining ins-
titutions.

Table 1

Determinants of Grievance Procedures Concerning Dismissals in Germany and Spain
(Dependent Variable: Number of Grievance Procedures per 1,000 Employees)

Germany Spain
Country (1964-2006) (1987-2006)
Variable B/SEB T B/SEB T
0155 .0240
SUP, (0028) 5.43 (0073) 3.31
-1132 -.0010 ]
SRV, (0137) -8.26 (0008) 1.3+
.0316
DPAg69 (.0331) 0.96+ —
.0786
WCA 972 (3857) 0.20+ -
-.0063
AFDig4 (0010) -6.46
-.0017 -
ArDer (.0009) -1.94
-.0079
AFD2002 - - (.0008) -9.39
0135 .0001
TT (.0014) 10.00 (.0001) 0.91+
3790 0211
CONST (0551) 6.87 (0020) 10.67
N of Cases 473 340
N of Regions 11 17
Cases per Region 43 20
Wald Chi2 1,924.6** 1,105.2***
R2* 100 722 54.4
LM-Test 1,443.7*** 1240.2***
Hausman-Test 0.1+ 1.6+

+ not significant; *p <.10; **p <.05; ***p <.01
Source: Authors’ database (see the main text).

For an easier comparison of the relative size of the effects of the unemploy-
ment rate and the dummy variables representing the various labour market re-
forms in Spain, we have calculated the corresponding 95% confidence interval
to confirm that the effect of the unemployment rate is always larger (in absolute
value) than the impact of the labour market reforms on grievance procedures
concerning dismissals. Figure Al (in the Appendix) provides an illustration of
this comparison (where the signs for the labour market reforms have been re-
versed for an easier comparison). In each case, the confidence interval of the
coefficients representing the different labour market reforms never reaches the
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respective interval of the coefficient of the unemployment rate. Thus, the impact
of the labour market situation (as proxied by the unemployment rate) is larger
than the effect of changes in employment protection legislation. This latter fin-
ding corroborates the evidence we find for Germany.

Table 2
Determinants of Grievance Procedures Concerning Remuneration

in Germany and Spain
(Dependent Variable: Number of Grievance Procedures per 1,000 Employees)

Eauntiny (1‘322".?0'5%) R 92";?;306)
Variable B/SEB T B/SEB T
R
SRV, (oo 316" (0020) -0.07+
DPAssco (:gggg) 113+
WCAer ng%) 0.01+
AFD1g94 - - (-(%)2552) -2.06**
AFD1gg7 - - (_8321:,?) -4.98***
AFDao02 (%235 .43+
N A T I T
CONST (:gg%) 469" (:ggig) 310"
N of Cases 473 340
N of Regions 11 17
Cases per Region 43 20
Wald Chi2 56,17+ 190.3%+
R2* 100 10.0 21.1
LM-Test 1,013.8°* 297.0
Hausman-Test 0.3+ 15.48***

+ not significant; *p <.10; **p <.05; ***p <.01
Source: Authors’ database (see the main text).

The time trend is statistically significant only for Germany, but its effect is
quite small in the case of Spain. This is, nevertheless, indicative of decreasing
costs of access to the labour courts of first instance in Germany that might re-
flect the availability of legal insurance against dismissal for an increasing part
of the workforce in both countries.
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In order to check the plausibility of our findings we also estimate the impact
of the labour market and labour law variables on the demand for grievance pro-
cedures concerning remuneration in both countries (Table 2). We expect our
theoretical model to explain the variation in the demand for grievance procedu-
res concerning dismissals much better than the variation in those cases where
remuneration is the subject of the conflict between employer and employee. It
appears that again the unemployment rate has a statistically significant impact
on the number of grievance procedures with the coefficient for Spain having al-
most twice the size of the coefficient for Germany. Moreover, the coefficient of
the vacancy rate retains its significance for Germany, but changes its sign. This
implies that in this country an increase in the vacancy rate “encourages” wor-
kers to sue their employers in the case of a dispute concerning remuneration
(i.e. the availability of an “exit option” leads to the expected change in beha-
viour).

In the case of Spain, we find that the earlier reforms - the 1994 and the 1997
Act - have a statistically significant impact on the number of court cases and
that the coefficient of the 1997 reform is larger than in the case of grievance
procedures concerning dismissals. Interestingly, the coefficient of the dummy-
variable representing the 2002 Act is no longer significant. Again, the 95% con-
fidence intervals are displayed in a separate figure (see A2 in the Appendix).
Obviously, the impact of the labour market situation (i.e. the unemployment
rate) is once more considerably larger than the effect of labour market reforms,
as none of the intervals of the coefficients of the reform dummies overlaps or
reaches the confidence interval of the coefficient of the unemployment rate.

Summarizing, we emphasize that the results for our key variables represent-
ting changes in economic conditions (unemployment and vacancies) are quite
similar in the two countries. This is surprising insofar as labour market outco-
mes in Germany and Spain have been markedly different during our observation
period. Moreover, the observed changes in the two labour law regimes have
addressed different aspects of employment protection legislation, leading us to
assume that their impact should be different. However, comparing the results
for the two countries it appears that the estimated impacts of labour law reforms
are negligible (almost no effects for Germany and quite small effects for Spain).
The impact of economic variables (here in particular the unemployment rate) is,
however, far more pronounced. Thus, our findings support the main hypothesis
proposed at the beginning of this article that changes in economic conditions
affecting the individual costs of a dismissal are a more important determinant of
labour litigation than changes in labour law regimes. In fact, as we take a longer
period firms and workers will learn to use in a more efficient way (according to
their individual objectives and restrictions). So far, changes in the legal infras-
tructure of the national labour market in both countries have been marginal in
nature. Neither the German nor the Spanish government has enacted legislation
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that reduces basic workers’ rights and/or dramatically increases the expected
earning losses in case of a dismissal. Thus, it is no surprise that the recent legal
changes have a minor or even no effect at all on the demand for individual grie-
vance procedures.

5. CONCLUSIONS

Our empirical analysis for Germany and Spain shows that labour market
characteristics - such as the regional unemployment rate and the vacancy rate,
but primarily the former one - have a much stronger influence on the cyclical
demand for grievance procedures than changes in the “legal infrastructure” of
the labour market. Our underlying hypothesis is based on the assumption that
the probability to sue the former employer depends on the opportunity costs (i.e.
the foregone earnings while unemployed minus the unemployment benefits
received) and on the direct costs to be borne in the case of a law suit. While the
costs of access to the labour courts are relatively low and constant across both
countries, the expected earning losses vary considerably and so does the number
of grievance procedures across the regions within each of the countries with the
same legislation.

Furthermore, our estimations demonstrate that - despite the differences in the
legal framework - in both countries the impact of labour market conditions on
the number of grievance procedures is significantly larger than that of the regu-
latory framework. In the case of Spain, labour market reforms also show statis-
tically significant effects although these effects are not always consistent with
the intentions of the legislator.

The article has some relevant policy implications: First, the enactment of
legal regulations restricting dismissals is not a simple matter. The incentives
provided and the adequacy of the practical impact of its application to the target
pursued by the legislator should be carefully analysed before implementing any
legal reform. The true costs of dismissals and their effects on the labour market
should be examined taking into account their effective enforcement by the sys-
tem of labour courts on the one hand and the economic circumstances in each
country on the other hand.

Individual costs borne by individual workers are the most important variable
affecting the evolution of grievances in both countries. Therefore, the perfor-
mance of labour market institutions (such as labour courts and mediation
institutions) is only slightly affected by changes in employment protection le-
gislation. Employment protection legislation has a relatively small impact on
the behaviour of individual workers and sometimes the effects induced by this
kind of legislation are even contrary to the legislator’s intentions. Nevertheless,
non-linear impacts of labour market regulation over time are plausible and,
therefore, further research that distinguishes between short- and long-term
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effects (these can be quite different) is urgently required. Moreover, studying
the interaction between changes in labour law and economic conditions is also a
pending issue for further research that is closely linked to (presumably varying)
impact of labour market reforms over time.
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Appendix

Figure A1
Coefficients and 95% Confidence Interval for the Unemployment Rate and Labour Law
Reforms in Spain
(Regression with Grievance Procedures Concerning Dismissals as Dependent Variable)
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Note: The signs of the dummies representing the different labour market
reforms have been reversed for ease of presentation.

Source: Regression of Table 1 (Spain).

Figure A2
Coefficients and 95% Confidence Interval for the Unemployment Rate and Labour Law
Reforms in Spain
(Regression with Grievance Procedures Concerning Remuneration as Dependent Variable)
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Note: The signs of the dummies representing the different labour market
reforms have been reversed for ease of presentation.

n.s.: not statistically significant at conventional levels.
Source: Regression of Table 2 (Spain).
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