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JOB MARKET PAPER

“Employment Adjustment and Labor Utilization”
Abstract:

Labor adjustment costs determine the extent to which firms vary their employment in response to
exogenous shocks. The standard models that are used to formalize and assess the impact of labor
adjustment costs only allow firms to change the size of their workforce (extensive margin) and not the
number of hours that each worker works (intensive margin). The goal of this study is to relax this
assumption and to propose a dynamic general equilibrium model that introduces labor adjustment on both
intensive and extensive margins, and subsequently test the model using firm-level data. The model also
allows for an on-the-job search that generates different vacancy filling and attrition rates across firms.
Calibrated to fit data from a unique matched employer-employee panel of Danish firms, the model
captures the negative co-movement between hours and employment at the firm level; that growth in hours
precedes growth in employment; and the relation between firm size, wages, and productivity. I find that
the average cost of hiring a new worker is equal to about one month of wages. The parameterized model
is then used to simulate an increase in hiring costs, which generates a substantial rise in the
unemployment rate and a fall in the job-finding rate. I show that ignoring general equilibrium channels by
leaving vacancy filling and quit rates unchanged leads to a twice as large increase in the unemployment
rate.
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