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The evidence-based case for labour 
regulation

Analysis of newly available longitudinal data, in the form 
of time series of legal changes in  a range of developed 
and developing countries, suggests that there is a 
strong evidence-based case for labour regulation.  This 
new empirical material is being complemented by new 
theoretical insights into the ‘endogenous’ or evolved 
nature of labour law norms.  While theory and ideology 
will continue to frame both the production of empirical 
data and the application of research findings to policy 
issues, there are good prospects for informed policy 
making in the labour regulation field in future.



Theory and evidence in research 
on labour regulation

The standard economic model views the labour market as self- 
equilibrating and sees labour regulation as an exogenous 
interference with market forces
Labour laws are inefficient and unjust: ‘laws created to protect 
workers often hurt them’ (World Bank, Doing Business Report, 
2008)
Impervious to evidence? Cf. cool reception for empirical studies 
demonstrating positive employment effects of minimum wage 
increases (Card and Krueger) and negative employment effects 
of deregulation (Machin and Manning
Minimum wage studies interpreted as turning on the extent of 
monopsony as an empirical phenomenon, ‘thus giving the 
neoclassical side and the competive model the upper hand in the 
theoretical part of the battle (Kaufman, 2007)



The legal origin hypothesis

• ‘Law and finance’
approach used by 
World Bank 
Doing Business Reports 
based on legal indices

Source: http://www.doingbusiness.org/



Indices for measuring labour law

OECD Employment Protection Index (EPI): 3 main 
waves of data collection (late 1980s, late 1990s, early 
2000s)

Botero et al. Labour Regulation Index (2004): 60 
indicators covering employment law, collective labour 
relations law, social security law: purely cross-sectional

World Bank Doing Business Report Employing Workers 
Index, covering ‘rigidity of employment’, index of non- 
wage labour costs, index of firing costs: limited time 
series



Is law exogenous?

Legal origin hypothesis (LOH) argues that ‘legal 
infrastructure’ or ‘regulatory style’ influences the content 
of legal rules and hence economic outcome variables 
such as employment and productivity (as well as 
financial variables such as stock market development 
and ownership structure)
A fundamental division is posited between ‘market 
enabling’ common law systems and ‘state orientated’ 
civil law ones
The theory rests on insecure foundations (legislation is 
important in the common law, and judge-made law in the 
civil law) but has at least stimulated interest in the legal 
system as an independent causal variable, capable of 
influencing the long-run growth path of economies



‘Endogenous law’

An alternative view to the LOH would see labour law as 
shaped by economic and political factors at national and 
regional level, as well as by forces of convergence (legal 
borrowings and transplants)
The theory of institutional complementarities sees labour 
laws rules as co-evolving with related institutional 
elements within national contexts (cf. varieties of 
capitalism approach)
Alternative hypotheses: indeterminacy hypothesis (not 
possible to predict effects of labour law rules a priori); 
complementary hypothesis (effects of labour law rules 
depend on operation of complementary institutions, e.g. 
in financial and product markets)
The availability of time series data is critical to 
addressing these hypotheses



Cambridge project: 
Law, Finance, and Development

Quantitative analysis: Producing new indices for 
shareholder protection, creditor rights and labour 
regulation which are longitudinal, thereby opening up 
the possibility of time-series analyses
Qualitative empirical research: Carrying out 
qualitative research, based on case studies, historical 
evidence, and interviews, on the processes and impact 
of legal change in a number of countries 
Datasets and papers available at: 
http://www.cbr.cam.ac.uk



Where we are

• Panel data on legal variables constructed
• New indices used, with careful specification 

Shareholder 
protection

Creditor 
protection

Employee 
protection

Stage 1:
5 countries, 40+ 
variables,
1970-2005

Completed Feb 
2006

Completed Nov 
2006

Completed 
June 2007

Stage 2:
25 countries, 10 
variables,
1995-2005

25 countries 
coded

25 countries 
coded

7 countries 
coded 
(completion due 
autumn 2009)



Shareholder protection index (extract)



Coding the law

"If legal academic work shows anything, it shows than an 
applicable legal norm on anything but the most banal 
question is likely to be complex, nuanced, contested.(...) 
Law is not a datum; it is in constant evolution, developing 
in ways that are sometimes startling and endlessly 
inventive (...) Anyone engaged in research that involves 
the formulation and testing of propositions incorporating 
legal issues who does not understand this will produce 
results, however satisfying otherwise, that are funda- 
mentally flawed". (Christopher McCrudden, 'Legal Re- 
search and Social Sciences' (2006) 122 Law Quarterly 
Review 632 at 648) 



Coding the law

• Problems in coding the law: e.g.,

– not only mandatory but also default rules

– not only statutory but also case law

– not only “formal law”, but also Table A, corporate 
governance rules, and listing rules; provisions of 
sector-level collective agreements

– not only binary numbers but also non binary numbers



The CBR law and finance datasets 
(shareholder and creditor protection)

• Protection of shareholders against the board (SPI): in 
particular, rules relating to independent boards, takeover 
bids, shareholder rights

• Protection of minority shareholders against blockholders 
(SPI)

• Creditor protection (CPI)

• Law of secured credit (CPI)

• Insolvency law (CPI)



The CBR labour regulation dataset

The form of the employment contract (rules on employee 
status vs. self-employment, protection of part-time, fixed 
term and agency workers

Working time regulation (working time limits, regulation 
of overtime)

Dismissal regulation

Collective employee representation

Right to strike



Shareholder protection (60 variables)
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Worker protection (40 var.)
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Creditor protection (44 var.)
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Econometric methods

Difficult to draw causal inferences from cross-sectional 
studies such as those of La Porta et al.

Instrumental variable approach not always appropriate

Difference in differences analysis (cf. Card and Krueger) 
faces the problem of serial correlation

Cointegration analysis is better suited for overcoming 
problems of false regressions, but requires long-run data 
(ideally, 25 years of more observations)



Econometric analysis (labour law)

Econometric analysis of of the CBR labour regulation 
index shows that trends in working time and employment 
protection law are positively correlated to growth in 
employment and productivity in France and Germany, 
respectively.
In the US, changes to dismissal regulation (WARN law) 
are correlated with lower employment growth but 
increased productivity growth
In the UK, there is no link to productivity or employment, 
but labour law deregulation negatively impacted on 
equality (Deakin and Sarkar 2008, cointegration 
analysis))
Increases in labour regulation as measured by the CBR 
index are positively correlated with innovation as 
measured by patent rates (Acharya et al. 2009, 
difference in differences analysis)



Econometric analysis 
(law and finance)

No positive correlation between trends in CBR 
shareholder protection index and stock market 
development, as measured by stock market 
capitalisation, stock market turnover ratio, number of 
listed firms; some evidence of negative impact 
(Fagernas, Sarkar and Singh, 2009; Armour et al, 2009).

Some evidence of positive impact of protection for 
secured creditors on banking development in India 
(Deakin, Demetriades and James, 2008)



Complementarities

Trends in labour regulation are positively correlated with 
those in shareholder protection and creditor protection 
for France and Germany (strongly so) and the US 
(weakly so), but there is an inverse relationship between 
shareholder rights and worker rights in the UK (Deakin 
and Sarkar, 2008).
Product market deregulation produces higher growth 
only in conjunction with high EPL (Amable, Demou and 
Gatti, 2007)
High levels of EPL and concentrated share ownership 
produce higher growth in coordinated market systems, 
whereas low EPL and liquid capita markets lead to 
higher growth in liberal market systems (Gatti, 2008)
Strong shareholder protection leads to more intensive 
product market competition in common law systems but 
the opposite is observed in civil law ones (Chai, Deakin, 
Sarkar and Singh, 2009)



The prospects for evidence-based 
labour law

New theories and data are showing that labour laws can 
have complex and potentially offsetting effects

In particular, employment protection and working-time 
laws can have positive impacts on productivity and 
employment growth, through their encouragement of 
training and innovation

However, these positive effects may depend on the 
presence of complementary institutions in financial and 
product markets



Limits to evidence-based policy

Lack of evidence on some things which matter (‘not 
everything that counts can be counted and not 
everything that be counted counts’, sign in Albert 
Einstein’s office)
Limitations and trade-offs involved in quantitative 
analysis mean that the ‘evidence’ produced by these 
means is highly contingent
Theory continues to influence what gets studied 
empirically, and how
The use of evidence-based policy is framed by prior 
policy decisions which are driven by ideology and 
interests (e.g. UK Low Pay Commission; World Bank 
Doing Business Reports)
Fundamental theoretical shifts may be driven by 
sentiment and the demonstration effect of events rather 
than by new evidence, but when the paradigm shifts, 
new opportunities for empirical work will arise
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