
The Impact of the Severance Pay Reform on Firms' Decisions

How do �rms react to adverse credit supply shocks? In a frictionless market, when �rms face the loss of a

source of �nancing, they can simply substitute that source with another one. However, if �rms have limited

access to other sources of �nancing, they may react to the shock by shrinking their scale, potentially both on

capital and labor margins. This project aims at exploring the extent to which �rms adjust their production

factors (capital and labor) in response to adverse credit supply shocks. We focus on Italian small and medium

enterprises (SMEs) and analyze the impact of a reform to the severance pay system, which took place in

Italy in 2007. Before the reform, severance payments1 were retained by the �rm and paid to the worker at

the end of her employment relationship with the �rm. The rate of return on severance payments, set by

the law, was equal to 1.5% plus 3/4 of the in�ation rate as measured in the previous year by the National

Institute of Statistics (ISTAT). The severance pay funds essentially constituted a cheap source of long-term

�nancing for the �rm. The reform aims at expanding the use of complementary pension plans for private

�rms' employees, by letting employees choose on whether to keep their severance payments within the �rm

or to invest them in pension funds. Thus the reform entails a negative credit supply shock. In order to

o�set the (potentially) negative impact of the reform, the government introduced tax cuts on labor and

government guarantees on �rms' debt. We want to determine how �rms react to the reduction in the ability

to borrow from their workers: how do �rms adjust their liability structure (e.g. they increase borrowing from

banks) and how do they adjust their combination of inputs. If �rms' ability to borrow from other sources is

limited, we expect them to react by reducing investment and employment, and in the limit exit the market

via bankruptcy or mergers. Furthermore, there may be interesting e�ects on the composition of employment

brought about by changes in the relative price of di�erent types of employment contracts (e.g. substitution

of permament workers with temporary ones) or by a reduction in hiring.

This project relates to the literature on �rms' access to credit and its impact on investment (see Hubbard

(1998) for a survey of the empirical literature) and to the growing literature on the link between corporate

�nance and labor (e.g. Pagano (2010), Benmelech et al (2015) etc.). Furthermore, it contributes to the

policy debate about the impact of changes to the severance pay system on �rms and workers, which is of

special interest given the recent reform that allows workers to withdraw severance pay �ows together with

their pay check.

1The annual amount of severance pay is equal to the annual retribution divided by 13.5.
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