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Study the implications of government policies that make it
costly for firms to adjust their employment level.

Characterize the stationary equilibrium of an economy with
firing costs.

Main result: It is costly to distort job creation/destruction
process.
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πt = ptf (nt, st)− nt − ptcf − g (nt, nt−1)

s follows Markov process F (s′s)

g (nt, nt−1) = τmax (0, nt−1 − nt)

All the rest is as in Hopenhayn (92)
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The firm’s decision problem
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Ld (µ,M ; p) =

ˆ
N (s, n; p) dµ (s, n) +M

ˆ
N (s, 0; p) dν (s)

Y (µ,M ; p) =

ˆ
[f (N (s, n; p) , s)− cf ] dµ (s, n) +

+M

ˆ
f (N (s, 0; p) , s) dν (s)

Π (µ,M ; p) = pY (µ,M ; p)− Ld (µ,M ; p)−R (µ,M ; p)−Mpce

R (s, n; p) = [1−X (s, n; p)]

ˆ
g
(
N

(
s′, n; p

)
, n

)
dF

(
s′s

)

+X (s, n; p) g (0, n)
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A stationary equilibrium consists of an output price p, a mass of
entrants M, a measure of incumbent firms µ decision rules
N (s, n; p) and X (s, n; p) and labor supply function for
households Ls (p,W )such that:

1. Decision rules are optimal for firms and households

2. Ld (µ,M, p) = Ls (p,Π (µ,M, p) +R (µ,M, p))

3. µ = T (µ,M ; p)

4. W e (p) ≤ pce with equality if M > 0.



Parametrization

f(n, s) = snθ with θ ∈ [0, 1]

g(nt, nt−1) = 0 in the benchmark model
otherwise g(nt, nt−1) = τ max(0, nt−1 − nt)

log(st) = a + ρ log(st−1) + εt with ε N(0, σ2

ε) a ≥ 0 and
ρ ∈ [0, 1)

u(c) = log(c), κ(n) = An with A > 0

in the benchmark model the problem of the firm is static
and it implies:

log(nt) =
1 − ρ

1 − θ

(

log θ + log ρ +
a

1 − ρ

)

+ ρ log(nt−1) + (
1

1 − θ
)εt
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Calibration with 5 years as a unit of time using LRD

p∗ = 1 ⇒ ce is pinned down by the entry condition

θ = 0.64, β = 0.8 and A s.t. employment

population
= 0.6

ρ and σ2

ε are recovered from the regression of log(nt) on a
constant and log(nt−1)

cf and a are chosen to match the cross–sectional
average of log employment and the 5–years exit rate

The distribution of v is chosen to match the actual size
distribution of firms aged 0-6 years in their first and
second periods
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LRD Statistics
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Statistics from Benchmark Model
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The effect of a tax on job destruction

A tax on job destruction reduces long–run employment, reduces
average productivity and, as a consequence of this reduction,
produces welfare losses
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TABLE 4 

EFFECT OF T ON DECISION RULES 

T.1 T= .2 

logs nf nu nf nu 

1.83 1.36 1.78 1.18 1.98 
4.75 21.7 26.7 21.0 32.8 

10.5 194 238 181 282 
19.9 1,110 1,410 1,036 1,617 
27.3 2,610 3,316 2,522 3,935 

the job turnover rate. This independence results from the fact that 
the aggregate technology displays constant returns to scale. In view of 
the large welfare effects of these policies, we feel that it is misleading 
for attention to be focused exclusively on the employment conse- 
quences of dismissal costs. The message that emerges from this analy- 
sis is that it is very costly to distort the job creation/destruction pro- 
cess. Note also that the fraction of total payroll that is paid in dismissal 
costs is not particularly large: even when v = .2, they account for less 
than 5 percent of total payroll. 

As noted above, the magnitude of the change in employment de- 
pends on preferences. As argued earlier, however, there is a good 
reason for the choice of preferences discussed above. Nonetheless, to 
illustrate the impact of alternative preferences, consider preferences 
with u(c) = cOlot, so that log(c) corresponds to al = 0. The change in 
employment associated with moving from v = 0 to v = .2 is a decrease 
of 3.4 percent when al = 1. Using the fact that nonlabor income is 
.2034 and .2197, respectively, one can straightforwardly compute the 
change for other values as well. 

It is obviously of interest to know how sensitive the results are to 

TABLE 5 

ABSOLUTE DEVIATIONS FROM MPL = 1/p 

FRACTION OF FIRMS 

WITHIN INTERVAL 

SIZE OF DEVIATION (%) T = .1 T = .2 

0-3 .30 .00 
3-5 .45 .12 
5-10 .15 .78 
10-15 .00 .05 
> 15 .00 .05 
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