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Abstract in English

We argue in favour of the shareholder model offitme for three reasons. First, serving
multiple stakeholders leads to ill-defined propeights. Second, giving workers a claim on the
surplus of the firm raises the cost of capitalifrestments in jobs. Third, assigning the full
surplus of the firm to shareholders provides th&t pessible social insurance by the
diversification of firm-specific risks on capitalarkets. Whereas globalisation has increased
firm-specific risk by intensifying competition, ddalisation of capital markets has also greatly
increased the scope for diversification of firm-gifie risk. This is an efficient form of social
insurance.

Coordination in wage bargaining and collective neion what is proper compensation play
an important role in reducing the claim of workersthe firm’s surplus. In Denmark, workers
bear les firm-specific risk than workers in the tédi States do. Collective action thus has an
important role to play. Politicians, however, afsoe the temptation to please voters and
incumbent workers with short-run gains at the esgenf exposing workers to firm-specific
risks and reducing job creation for future generati

Key words: Wage setting, Employment protection, Optimal risk sharing, Corporate
governance
JEL codes: E2, G3, G34

Abstract in Dutch

Wij pleiten voor het hanteren van aandeelhoudersigaals de doelstelling van een
onderneming, vanwege drie redenen. Ten eerstelletdianteren van een meervoudige
doelstelling met vele belanghebbenden tot slecti¢fjgieerde eigendomsrechten. Ten tweede
worden de kapitaalkosten van de onderneming veithdogr werknemers een deel van het
ondernemingssurplus toe te kennen. Dit gaat tete k@ de creatie van nieuwe banen, en
daarmee van de positie van outsiders die naar @am ineken. Ten derde, wordt de best
mogelijke sociale verzekering gerealiseerd doowb#edige ondernemingssurplus toe te
kennen aan kapitaalverschaffers, omdat zij dataisp de kapitaalmarkt kunnen diversificeren.
Waar globalisering van productmarkten heeft getetceen verhoging van bedrijfsspecifieke
risico's door een intensivering van competitie rdegeft de globalisering van kapitaalmarkten
geleid tot een verbetering van de risicodiverstfee@an kapitaalverschaffers. Dit is een
efficiénte vorm van sociale zekerheid.

Coordinatie in loononderhandelingen en collectiewemen spelen een belangrijke rol in het
beperken van de claim van werknemers op het ondengssurplus. Zo dragen werknemers in
Denemarken een veel kleiner deel van het bedréfsfipke risico dan werknemers in de



Verenigde Staten. Collectieve actie bij loononded®ingen is dus van belang. Politici worden
echter geconfronteerd met de verleiding om kieregdezieren door werknemers achteraf toch
een claim op het ondernemingssurplus toe te kenenrkoste van hun inkomenszekerheid op
lange termijn en ten koste van de baancreatie tomkomstige generaties.

Steekwoorden: Loonvorming, Ontslagbescherming, Optimale risicoverdeling, Corporate
governance
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Summary *

We argue in favour of the shareholder model offitme for three main reasons. First, serving
multiple stakeholders leads to ill-defined propeights. What sounds like a fair compromise
between stakeholders can easily evolve in a permatriggle between the stakeholders about
the ultimate goal of the company. In many casesy#gue Rhineland principles no longer offer
much protection to workers. Second, giving worlerdaim on the surplus of the firm raises the
cost of capital for investments in jobs, which hartime position of job seekers, including new
entrants to the labour market. Third, and most irtgrdly, making shareholders the ultimate
owner of the firm provides the best possible difsation of firm-specific risks. Whereas
globalisation has increased firm-specific risk biensifying competition, globalisation of
capital markets has also greatly increased theesfmydiversification of firm-specific risk.
Diversification of this risk on the capital markstan efficient form of social insurance.
Reducing the claims of workers on the surplus effthm can be seen as the next step in the
emancipation of workers. Workers derive their séggurot from the firm that employs them but
from the value of their own human capital. In sackhorld, global trade in corporate control,
global competition and creative destruction asdediavith these developments are more

legitimate.

Coordination in wage bargaining and collective neon what is proper compensation play an
important role in reducing the claim of workerstbi firm’s surplus, thereby protecting
workers against firm-specific risks. Indeed, in Derk, workers bear less firm-specific risk
than workers in the United States do. Collectivitoacthus has an important role to play.
Politicians, however, also face the temptationléage voters and incumbent workers with
short-run gains at the expense of exposing wottkefism-specific risks and reducing job
creation. This is why corporate governance legisfathat gives moral legitimacy to the claim
of insiders on the surplus of the firm is damaging.

The transition from the Rhineland model (in whicarmagement serves the interests of all
stakeholders) towards the shareholder model igfrawith difficulties. While society reaps
long-run gains in efficiency, in the short run axgeation of insiders has to give up their rights
without benefiting from increased job creation dugher starting wages. Whereas the claims of
older workers on the surplus of a firm may thuséhaeme legitimacy, younger cohorts should
be denied such moral claims. These problems regdireme political skill to solve. In
particular, they may require some grandfatherirgyzions or temporary explicit transfers
from younger to older generations.

* The authors gratefully acknowledge the comments of Rob Aalbers, David Autor, Amoud Boot, Marco Becht, Nick Draper,
Adam Elbourne, Jean Pisany-Ferry, Anja Deelen, George Gelauff, Egbert Jongen, Bernard ter Haar, Ruud de Mooij,
Alexander Rinnooy Kan and Vino Timmerman.






Introduction

Harry Truman is purported to have asked for a siffginded economist. Whenever he asked
for an economist’s advice, the answer invariablyldde: one the hand ..., but on the other
hand .... This is indeed how economists often reaBbay think in terms of trade-offs -- for
example, equity versus efficiency, insurance vemscentives, and rules versus discretion. The
optimal policy response is almost always a commnatbf various sides of the trade-offs.
Extremes usually do not work that well. One shdhblas expect a similar response on issues of
corporate governance. Should corporate governagisiation (and in line with that legislation:
public norms on corporate behaviour) oblige the ag@ment of a company to weigh the
interests of all of its stakeholders (that iswisrkers, customers, suppliers and shareholders)
equally, as is supposed to be the case in thellat¢zhineland model? Or should the law
impose on management the sole duty to pursue thregi of the shareholders, as being the
ultimate owners of the company, as is supposee tihd case in so-called the Anglo-Saxon
model? In the tradition of Harry Truman, one woalpect economists to favour the Rhineland
solution, which gives all stakeholders their fdiage, e.g. by giving workers the right to
nominate some board members, as in Germany. Thalgdation of capital markets and the
recent surge in takeovers involving hedge funds@ndte equity have given this old debate
new impetus.

This paper discusses an exception to the gendealhrat compromises are optimal. Indeed,
we argue against the idea that management shomigromise between labour and capital. We
favour instead the outcome that is envisaged byptbponents of the Anglo-Saxon model as a
basis for an efficient organization of societynfs should maximize long-run shareholder
value. At the same time, however, we maintain thatraditional focus on corporate
governance legislation is mistaken. A change is lggislation will likely be of little help to
reach the optimum. In fact, countries such as thigeld States and the United Kingdom that
have this type of legislation are further away frthis optimum than some other countries. In
order to explain this, we take a labour economistsspective, and show that proper norms
regarding the way excess profits should be shaeddden the firm and its workers are more
important than corporate governance legislatioariiving at an efficient organization of
society.

Why is putting shareholders first the best soluidie general answer is threefold. First,
serving multiple stakeholders leads to ill-defip@dperty rights. What sounds like a fair
compromise between stakeholders can easily evolagpermanent struggle between the
stakeholders about the ultimate goal of the comp&egond, giving the workers a claim on the
surplus of the firm raises the cost of capitalifmestments in jobs, which harms the position of
especially new entrants to the labour market. Ttartl most importantly, making shareholders
the ultimate residual claimant provides the bessjiile diversification of firm-specific risks.
Capital markets provide a much better device feerdiifying risk than labour markets do.



Human capital cannot be fully insured, becauseitisisrance would eliminate the incentives
for providing effort. Financial titles can be trabiether easily, which allows investors to
optimally diversify their portfolio across variofisms. Whereas intensified global competition
has increased firm-specific risks, globalisatiorcapital markets has also raised the scope for
diversification. Only the aggregate risk that ientical for all firms and for all countries cannot
be diversified. Hence, making capital the ultimateer ensures that firm-specific risk is
absorbed by shareholders who can diversify thisais capital markets. Workers then have to
assume only risk on their general human capitad @ren that can perhaps be partly insured)
and some non-diversifiable aggregate risk to thergxhat the aggregate wage is correlated
with this risk and to the extent that they are shatders (e.g. via pension funds). By reducing
the exposure of workers to the risks associateld miernational competition, this outcome
makes globalisation of markets and the associatatice destruction more legitimate, so that
productivity growth can increase. All this is notday that the management of a firm should not
listen to its workers, and seek to please themleauth from them, so that they feel comfortable
and stay loyal to the firm and hence contributéghtofirm’s profits to the best of their ability.
Our point is that the collective norms of a courghpuld support a system of wage setting and
surplus sharing that makes the firm —and hencghitseholders- the residual claimant.

At first sight, making capital the owner of thenfiseems to amount to a massive
redistribution of income from labour to capital. e shall discuss below, this is certainly true
in the short run. In most countries, workers cdlgstantial rents from their current employer:
they collect a reward that exceeds the wage theycalect on the outside labour market.
Reducing these rents raises the income share @étapthe expense of that of labour.
However, in the long run, the larger return to tapiaises the attractiveness of creating new
jobs, thereby raising employment and the outsidgewin the end, workers are better-off
giving up their stake in the company’s profits,ritey creating more job openings and raising
outside wages. The option of taking a job at anptere profitable, firm provides better social
insurance than protecting a risky claim on the fyrmu work for because this option does not
expose the worker to firm-specific risk.

If this Utopian model is so nice, why do we obseswamany Rhinelands? The answer to
this question involves again the distinction betwte short run and the long run. Taking away
money from shareholders is always attractive foumbent workers and therefore also for
politicians. Who cares about the minority of ridtaseholders who live from the returns on their
investments? In the political arena, the shortlrenefits of transferring resources from rich to
poor outweigh the long-run costs of raising thetea$ opening new vacancies. The discussion
of Rhineland versus Utopia is therefore primarttyissue of morality and political ideology.
Utopia is sustainable only if the political ideojognd rhetoric support a long-run commitment
to the position that the surplus of the firm belstg shareholders. Any proposal of a politician
to redistribute that surplus from shareholders twkers should be immediately discussed in
public opinion as a proposal endangering the emmpéoyt of future generations. Similarly, trade
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unions that organize incumbent workers to demagtédriwages should be confronted with the
adverse effects on the chances for outsiders tbdijob. Stated differently, collective norms
should restrain the power of insiders (i.e. incunthworkers) rather than capitalists.

Two factors are helpful in bringing about such #tjpal ideology. First, if a large share of
corporate equity is held by domestic social invesssuch as pension funds, it is easier to
explain to the public why taking part of the shanelers’ returns for the sake of labour is not
helpful compared to the case in which the sharedraia rich Arabian oil sheik. Second, the
voters must understand not only the basic prinsiplerisk pooling through diversification but
also why incumbent workers bargaining for higheges hurts the creation of jobs for
outsiders. This paper aims to contribute to suchraterstanding.

This introduction has provided the main line of #tigument. The rest of the paper
elaborates on this argument. First, we provide/lized picture of the types of risks that are
relevant in a modern real-life economy. This stizicture allows us to lay out a Utopian
world: who should bear what type of risk, and fdravreason? Section 2 addresses this issue.
Section 3 discusses the reasons why such a woglktmot be easy to realize. Section 4 asks
the question: which country is closest to Utopia@ fdtus on three prototypical economies:
Portugal, Denmark and the United States. Surptigirige prototypical Utopian economy turns
out to be Denmark rather than the United Statesti®e5 discusses why politicians have an
inherent tendency to move away from Utopia. EmplegtProtection Laws (EPL) provide a
typical example of the way in which politics carfieat the distribution of risks, and also why
politicians are so prone to do so. Section 6 sket¢the implications of our analysis for
corporate governance legislation. Section 7 dissmiasnumber of open issues, some of which
require further research. Section 8 concludes bgudising the role of ideology in handling
political constraints.
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The grand design of Utopia

At the end of the previous century, a whole armpudinessmen tried to reap the benefits of
the internet. They invested effort in trying touig out numerous new business concepts. Ten
years later, most of these efforts had failed. Stoek market crashed and the internet bubble all
but fizzled out. Despite all of these failures, lgest commercial breakthroughs of this era —
Google and E-bay — were based on the internet.

This episode underlines an unavoidable featureaifty: entrepreneurship requires risk
taking. New ideas are tested all the time by irmgstffort and other resources. Most ideas fail,
only some succeed. This permanent state of expetatien drives productivity growth. The
guestion is: who should bear the risk on thesesiments? A large part of these investments
takes the form of workers getting a job at a pafécfirm and acquiring knowledge and skills
that to a greater or lesser extent are specifibeamission of the firm. The risk on these
investments can be decomposed into three typasdijidual-specific risk; (ii) firm-specific
risk; and (iii) aggregate risk. For each of thds& types, different rules determine who is the
best party to bear this risk in a Utopian worldptimal risk sharing.

Individual-specific risks

Individual-specific risk relates to the ability thfe individual to acquire skills and the market
value of these skills. Both are unknown at the matmeéhen the worker starts learning them.
Since the worker is risk averse, he would like tib the risk of these investments on others --
for example, on the shareholders of the firm. Dsifeed shareholders would be happy to take
this risk because the shareholders’ risk is reasgrdiversified due to the law of large
numbers: bad luck with one worker cancels againstiguck with another. However, there is a
problem. Acquiring skills requires effort on therpaf the worker, and this effort is not easily
observable by the firm (or by any other third partfthe worker obtains no monetary reward
for her skills, she has little incentive to spefidtas effort. We thus face a trade-off: if therfi
takes all of the risk, then the worker is perfeatiyured, but has no incentive to provide effort;
if the worker takes all of the risk, she has optimeentives to provide effort, but she is not
insured at all. Here, the optimum is indeed adaimpromise: the individual-specific risk
should be shared between the worker and anothgr pavhoever that may be. The worker
should face some incentives, the firm should odfane insurance. Offering insurance is
attractive to the firm because this reduces theetga wage bill: workers prefer a lower risk-
free payment above a risky bonus that dependseinabtual productivity. This is a so-called
principal-agent problem: if information about the effort of the risk-averagent is imperfect in
the presence of individual-specific risks, thertiggtthe incentives right in the relationship
between a principal (the firm or shareholders) amik-averse agent (the worker) yields some
loss of efficiency (see Holmstrom and Milgrom, 1987
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2.2

The idea that the firm should provide partial irssuwre against individual-specific risk is fine,
but then, how should this insurance be organisedamswer to this question requires that we
look somewhat deeper into the nature of individsgacific risk. Though most people consider
unemployment as the main source of individual-dpedsk, other factors are more important.
Unemployment spells usually last only a couple ohths, which is only a small time span
from a lifetime perspective. Changes in individwalges have a much larger and more
persistent effect on lifetime incomes (Low, Megdid Pistaferri, 2006). In fact, an upward or
downward shock in a worker’s productivitioday is likely to affect almost one-for-one her
productivity until the date of retirement (Abowdda@ard, 1989; Topel and Ward, 1992).
Individual wages thus follow (almost) a geometdadom walk.

This shape of an individual’'s productivity profi@s strong implications for the type of
insurance that a firm can provide. Since a negatineeck today affects a worker’s earning
capacity from today until the date of her retirempasome form insurance by the firm implies
that the firm must cover part of that lifetime cd®he likely form this insurance takes is that
productivity shocks are not fully transmitted it wage® Individuals with positive shocks
are therefore underpaid compared to their proditgfiwhile individuals with negative shocks
are overpaid.

This insurance policy would work fine if individusaWwould remain employed at the same
firm forever. However, workers switch between firrasd this raises a serious problem.
Workers who experienced positive productivity sheowlll find it easy to find a new job at an
equal or higher wage, since their productivity levere way above their current wages.
However, for workers with negative shocks, the regénolds. Hence, firms face an adverse-
selection problem: good workers quit, bad workéay.sWorkers, on their part, face a moral
hazard problem: by firing the bad workers, the fsaves the wage subsidy to this group of
workers. We return to this issue in Section 7.

Firm-specific risks

The second type of risk, firm-specific risk, isated to the evolution of the market for the
firm’s products, the market value of its R&D, et In a modern knowledge economy, the
increased importance of innovation, creative desitvn and international competition has
raised firm-specific risks. Just like individualesgfic risk, firm-specific risk is characterized by
a geometric random walk (see Jovanovic, 1982).

Firm-specific risk can be well diversified on thepital market. By holding equity of a large
number of different firms whose risks are uncoret shareholders can ensure that the bad

2 Empirically, we observe only the individual's wage, not her productivity, but it is likely that both series are similar in this
regard.

3 Another form this insurance could take is for the government to impose progressive income taxation. What mix of both
types of insurance is optimal depends on the information surplus of the firm relative to the government and on the
contractibility of firm-specific investment; see the discussion below.
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2.3

luck of one firm cancels against the good luckrmdther. In this way, firm-specific risk almost
‘disappears’. Traditionally, the scope for diveicsation has been limited by the stromgme

bias in the portfolios of investors. Investors tenchtild too large a share of their investments in
their home country, thereby foregoing part of tlaéng from diversification (see Feldstein and
Horioka, 1980 and Gordon and Bovenberg, 1996). Wewedhe most recent wave of
globalisation of capital markets has undone mosh®home bias in portfolios, improving the
scope for risk diversification (see Rajan, 2005).

Although capital markets are quite efficient in thieersification of firm-specific risk, this
diversification is not complete as far as the mamagnt of the firm is concerned. The reason
for this incompleteness is analogous toghacipal-agent problem between the management of
the firm and its workers, which we came across tgefthen discussing individual-specific risk.
The optimal contract was to assign some of theviddal-specific risk to workers, even though
they are risk averse. The same applies to thdopidtip between shareholders and managers.
Shareholders find it hard to monitor the efforinadinagers to maximize the value of their
property. Hence, managers receive part of theirgamaation in the form of a share in the
profits. Although managers are risk averse (andefoee prefer a fixed compensation above a
risky share in the profits), giving them part oé throfits is optimal because it gives these
managers proper incentives.

Since the firm-specific risk can be diversified@w cost in the capital market, it does not
make much sense to assign part of it to risk-avwers&ers. Providing single workers with a
claim on the firm’s profits does not improve indlvial incentives much. An individual’s reward
should instead be tied to indicators that betteaisuee individual performance (e.g. by
comparing individual performance with that of otleosrkers). Hence, wages of individual
workers should not vary too much with the firm’slieeing, except in small firms; in these
latter firms, the effort of each individual workieas a considerable impact on the performance
of the firm as a whole. One would like to apply #zame idea of diversification on the capital
market to individual-specific risks, but the nedsssf giving incentives limits the scope for

insurance of these risks.

But what about firm-specific human capital?

If the firm bears all of the firm-specific risk, ds not this imply that investments in firm-
specific human capital would be too low? This is mecessarily the case but depends on
whether the Hosios condition is met (see Hosio9@)P the cost of specific investment should
be shared between the worker and the firm in theegaroportion as the revenues. From the
perspective of optimal insurance, it is optimahassign the full returns to the firm, since the
firm is able to diversify the risk on that return oapital markets. Hence, the optimal contract
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2.5

allocates also the cost of investing in firm-spiediuman capital to the firrhThe same logic
applies to forms of firm-specific capital other thBuman capital. Accordingly, in the absence
of restrictions on shifting the cost of investimgsipecific capital to the firm, assigning the firm-
specific risk to the firm does not impede this istveent. Only if the firm cannot observe
whether or not the worker has made her contributotiis investment, is it difficult for the

firm to compensate the worker for the cost of thigestment. In that case, the firm may have to
reward the worker with a share in the risky retuBnt for the rest, the firm should bear as much
of the cost of the specific investment as possible.

Aggregate risks

The final type of risk, aggregate risk, affectsfaths in the same way. Hence, it cannot be
diversified; somebody has to bear it. A simple Soluwould be to let everybody share in the
aggregate risk in proportion to individual wealithis would imply that the wage rate of
workers varies in the same way as the stock mamkietx does. In practice, however, capital
takes a larger share of the risk than labour dessecially in the short run. We return to this

issue in the next section.

Conclusions

Let us summarize the discussion thus far. Indiviidpacific risk must be shared in some way
between the worker and some other party, eithefitimeor society as a whole. Although the
individual is risk averse, individual-specific risknnot be fully diversified to other parties due
to the necessity of providing incentives to thevidlal for providing effort. Since individual-
specific risks have a permanent effect on the iddiai’s wage, the current firm might be the
best party to absorb some of this risk. Firm-specisk should be fully assigned to the holders
of the firm’s equity, because they can diversifgithportfolio of equity holdings at low cost on
the capital market. By implication, firms shouldypghe largest possible share of firm-specific
capital. In this way, firm-specific risks ‘disapped his ‘disappearance’ of the firm-specific
component in society’s risk is an important conitibn to Utopia’s optimal insurance system.
Finally, aggregate risk cannot be diversified, siegeryone is hit in the same way. This risk
must therefore be distributed in some way betwdleagants in the economy.

“In fact, this conclusion is reminiscent of the old normative rule of Gary Becker in that the cost of general human capital
should be born by the worker while the cost of specific human capital should be born by the firm.
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3.1

3.2

Blockades on the way to Utopia

Would a decentralized society end up with an effitiassignment of the various components of
risk to workers and shareholders? Or are thereorea® suspect that some components end up
in the wrong hands?

Individual-specific risks

With respect to individual-specific risk, the firamd the worker have optimal incentives to
work out a proper contract. If the firm provides tmuch insurance to the worker, so that the
worker has too little incentive to provide effdtte firm’s productivity will be low resulting in
high costs per unit of output. The other way arquhtthe firm provides too little insurance, the
worker will demand a high wage as compensatiorttferisk she is forced to take. Productivity
is high, but wage costs are even higher, so thaihagpst per unit of output will be high. The
optimal contract strikes a balance between thesedand the worker and the firm have a joint

interest in ending up in that optimum.
Firm-specific risks

The problems arise with firm-specific risk. The ioml contract assigns both the full cost of
specific investment and the full return, and healt&rm-specific risk, to capital because the
holders of equity can easily diversify that risktte capital market. Shareholders are thus the
residual risk bearers. This contract, however, malt be easy to implement in practice for two
reasons. The first reason involves the abilityhaf worker and the firm to shift the costs of
specific investment at will from the worker to tfien. To the extent that the workers’ share in
these investments is not fully observable, and éelifficult to contract on, workers have to
bear part of the cost themselves. In that caseytiiker and the firm face a classic trade-off
between insurance and incentives, like inghacipal-agent problem: assigning a risky return
to workers implies that workers face optimal in¢ees for specific investments but are not
optimally insured.

The second reason why it is difficult to implemé#re optimal contract involves the ability
of workers to credibly commit to not claiming paftthe surplus in the future. To understand
the problem, we should explore what it means forkers to share in the firm-specific risk. In
particular, it implies that workers enjoy part betexcess profits if the firm performs better than
expected. If, in contrast, shareholders would ladlaisk, workers would not get anything of the
upside. In practice, however, this outcome is whliko materialize, regardless of what has
been negotiated in thex ante contract. Thele facto bargaining power of the incumbent
workforce is such that they can capture part ofiéinger profits. To prevent the claim of current
workers on the surplus, the firm could use theaho# hiring replacements for the incumbents.
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3.3

This threat, however, is hardly credible, for theumbents have to cooperate in teaching the
replacements the intricacies of the firm’s prodoictprocess (see Lindbeck and Snower, 1990).
Obviously, both problems are related: to the extieat the workers cannot commit to exploit
their bargaining power in the future, it is optinialassign a greater share of the cost of firm-
specific investments to workers today, as requingthe Hosios condition.

One might think that this commitment problem ales b downside: if the firm faces losses,
it can use its bargaining power to impose soméiese losses on workers by threatening them
with lay-offs in case they do not agree. In Utoiawever, this strategy of the firm will not
work, since firms bear the full cost of the spexifivestment and should therefore get the full
profit. If the firm would reduce wages following adverse shock, its workers would quit and
take a job in another firm. Hence, in Utopia, talationship between the worker and the firm is
asymmetric: the worker can try to claim a highegeén case of excess profits, but the firm
cannot try to shift part of the excess lossesstavitrkers, since they will simply execute their
option to quit. This asymmetry is the logical camsence of assigning all firm-specific risk to
the firm. It is at the heart of the stability prebi of Utopia: incumbent workers can only gain
and the firm can only lose from renegotiating tbetcact.

The Utopian outcome seems therefore to contraléctiriterest of workers. Even though the
firm-specific risk is a risky return, it is a pas# return. Not sharing in that return thus seems
just another way of relinquishing part of the remxation. Although this may indeed be texe
post (after a worker has been employed by the firmis itot trueex ante (before being hired).
Firms invest in new jobs to maximize profits. Thepected return on the investment in the
marginal job must be sufficient to offset the casftthe investment. Expected returns are a
weighted average of the return in good and baéstaitthe world. If workers are expected to
capture part of the profits in good states, theeeigd return on the investment will be lower so
that fewer jobs will be created. Since firms crefatger jobs, the demand for labour will be
lower, as will starting wages. In a global capiterket, where the supply of capital is almost
infinitely elastic, this adverse effect on startingges more than offsets the expected positive
effect on wages of capturing part of the profitaisteady-state equilibrium.

A more detailed analysis of insider power: the return to seniority

Most analyses of insider-outsider problems distisigwnly between employed insiders and
unemployed outsiders. However, in practice, insjamwrer varies significantly not only
between workers and the unemployed, but also betweekers with various degrees of
seniority. In particular, in an insider-outsideciy, senior workers obtain a far greater share
in the firm’s rents than do workers who have besgently hired. A simple model developed by
Kuhn (1988) and Kuhn and Roberts (1989) -- andnmtécelaborated on by Buhai al. (2007)

-- allows a better understanding of how incumbeats exploit their bargaining power to the

detriment of new hires.
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Figure 3.1

Union wage setting models and returns to seniority
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As a point of reference, Panel A of Figure 1 depibe standard model of a firm’s demand for
labour. The horizontal line represents the marlkagey while the downward-sloping line stands
for the firm’s labour-demand curve. The latter lcgrresponds to the firm’s marginal revenue
of hiring an additional worker, given the curremioyment level of the firm. Indeed, in a
competitive labour market, the market wage is etpu#he firm’s marginal cost of hiring an
additional worker. A profit-maximizing firm equatesarginal revenue and marginal cost, so
that employment is set at the level where labounated crosses the market wage. The firm’s
profit is then equal to the shaded triangle betwberlabour demand curve and the market
wage. Panel B shows what happens if a union martagasse all wages above the market
wage. Since the marginal cost of labour goes upl@ment and profits fall, which results in
involuntary unemployment. Hence, the union’s pofayours employed insiders by raising
their wage, at the expense of the firm’s profitd afunemployed outsiders.

Panel C shows a more elaborate scheme for labaapiure part of the profits, which
avoids the negative effects on employment that wisible in Panel B, where the union raised
market wages across the board. Workers impose thgofirm a sequence by which workers
must be laid off: the most senior workers with linegest tenure should be fired last of all, and
the worker hired most recently should be firedtf{tdFO: Last In, First Out). In Panel C,
workers are ordered according to their senioritighwhe most senior workers on the left. With
sufficient bargaining power, workers can require tinm to differentiate wages according to
workers’ seniority, paying higher wages to moreigeworkers. The wage policy line in Panel
C shows how wages vary between seniority levelgrofit-maximizing firm sets employment
at the point where the wage policy line interséleéslabour demand curve. Even though the
wages of the more senior workers exceed the mdrgioductivity of workers so that firing
these workers would raise profits, the firm canhotso. The reason is that the LIFO rule
requires the firm to fire the least senior, anddegrthe cheapest (and thus most profitable)
workers first. Hence, it does not fire any workeak. This policy allows workers to capture
part of the firm's profits (the shaded area betwd#enlabour demand curve and the wage policy
line), without hurting unemployed outsiders.

Although Panels A-C are useful for a basic undediteg of why excessive wage demands
of unions depress employment and how a LIFO sysiéows workers to capture rents without
depressing employment, these panels are not vépjuhen understanding the roles of both
firm-specific investment and firm-specific risk. i D shows the effect of these factors. Just
as in Panel A, workers get paid the market wage feemce, do not capture part of the profits.
Due to the risky demand for the firm’s product, thkour demand curve shifts up or down,
depending on the state of market. Consider the whsee the firm pays the full cost of firm-
specific capital. It hires additional workers omen today’s marginal revenue of an additional
worker is strictly above the market wage. The ausmf marginal revenue above the market
wage serves as a compensation for the cost oftingds specific capital. In the figure, the
firm starts hiring if the marginal revenue is a¢ thiring point. Let the vertical line be the firm's
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current employment level, so that the firm is ndwh& hiring point. Any upward shock leads to
additional hiring. A small downward shock, howewoges not affect employment. Only if
product market conditions depress labour demanubtie dotted curve, so that the marginal
revenue of a worker falls to the firing point, ddbs firm start to fire worker3In between the
hiring and the firing points the firm neither hirear fires workers. Why is this the case?

The surplus of marginal revenue above wage cogiamthat the firm captures quasi rents,
which provide compensation for the cost of the stireent in firm-specific capital. The firm
hopes for a future rise in demand, so that the margvorker today will become an infra-
marginal worker with higher quasi rents tomorrowttat case, the firm realizes the upside of
the return on its investment. However, the firmgtime risk of getting the downside, if demand
falls instead of rises. Hence, as in Utopia, the fiears the risk on the specific investment in
Panel D. The firm captures higher quasi rentsriraimarginal workers. These higher rents are
the upside on previous investments in specificteipiemand must have been lower when
these infra-marginal workers were hired becauseemarkers were hired from that moment
on. Hence, the total of quasi-rents, the shadealiarBanel D, corresponds to the current return
of the firm on its previous investments in the sfiecapital of its workforce.

Panel E shows what happens if workers impose time $¢aFO rule on the firm as in Panel
C, and the firm still has to pay for the full cadtfirm-specific capital. This seniority wage
profile shares the quasi rents for each workert (gahe difference between the market wage
and the demand curve at that employment level) datvthe worker and the firm. Compared to
Panel D, the quasi-rents are reduced substantiddigice, the firm obtains lower compensation
for its investments in firm-specific capital. THeni will respond to this fall in the return by
putting off hiring new workers. As a direct consequae, the distance between the hiring and
the firing points increasésOnce hired, workers are less likely to be fireénie, in a world
with seniority premiums, the average job tenura oforker increases. One would therefore
expect that in a world where the firm pays a gnesibare of the firm-specific capital than the
share of surplus that it receives, the distancesdet the hiring and firing points is larger, and
hence, the average tenure of workers will be longjece on average it will take a longer time
before the firm’s demand function falls from theig to the firing points. The greater distance
between the hiring and firing points implies tha twvorkers are less easily relocated to more
productive job opportunities. The conclusion sttt seniority wage profile does not affect
the firing policy of the firm, but it does reduaabj creation and worker relocation to more
productive jobs.

To the extent that the worker and the firm canetdfthis excess bargaining power by
shifting part of the cost of firm-specific investmeo the worker, this problem can be undone.
This implies, however, that workers bear part &f finm-specific risk. This effect cannot be

undone. Firms will invest in new jobs only if thexpected profits cover their share in the cost

® In this discussion, we leave aside the option value of hiring and firing; see Buhai et al. (2007) for a discussion.
® An alternative solution would be to let the worker pay a share of the specific investments.
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3.4

of specific investment. Hence, the introductiorthe LIFO profile must be offset by a fall in

the market wage. Hence, comparing both situatisee Panel F), more senior workers are
better-off with a seniority profile due to theirtwen on seniority, while the junior workers are
better-off without, due to the lower market wageaassult of less job creation. Just like the
simple union policy in Panel B, a world with seriipprofiles as in Panel E favours senior
insiders above junior outsiders. From a lifetimespective, a worker’s income is less risky
without (Panel D) than with a seniority profile (i E). In Panel D, workers always enjoy the
market wage. In Panel E, a worker’s lifetime incaslepends on whether the firm that hires you
will flourish in the future, so that it will hireew workers and you will be able to reach a senior
position, or that you remain a junior worker forever even worse, that you will be laid off,

and have to start all over again as a junior wogteanother firm.

In fact, a world without seniority profile correspas to Utopia from Section 2: workers are
not subject to firm-specific risks and always calltheir market wage. The strong position of
senior workers in a world with seniority profilesmerates resource transfers from junior
workers towards those senior workers. In other wpitdnvolves implicit pay-as-you-go
transfers from one group of workers to another.dkdingly, the key social conflict in a
modern economy is not between labour and capitélbétween incumbent workers, who
capture part of the surplus, and new entrants etathour market, who rely on investments by
capital in new jobs to become employed.

The Utopian outcome in which incumbent workers doexploit their strong bargaining
power is not easy to realize in an economy withedéalized bargaining on wage contracts.
The problem is the distinction betweenante andex post. Ex ante workers might be willing to
accept an agreement with a higher starting wage@pcomise not to take a share in the firm’s
future profits in good states; only by acceptinghsan agreement can workers induce firms to
invest in a new job. But how credible is such areamentex post, after the investment has
been made and the firm’s investment turns out thigkly profitable? After the firm has sunk
its investments, workers are likely to see no poirgiving the firm excess profits. This time-
inconsistent behaviour gives rise to what econatatl ahold-up problem. Workers cannot
credibly commitex ante not to capture part of the excess praoditgost. Decentralized
bargaining in a market economy is therefore likelyssign too much of the firm-specific risk
to the worker.

Aggregate risks

What about aggregate risk? There is an extengemlure on the rigidity of wages with respect
to aggregate shocks (see e.g. Layard, Nickell Jactman, 1991). Wages adjust to aggregate
shocks only after a lag, implying that capital seaost of the short-run impact of aggregate

shocks. Hence, workers are well insured againsetisbocks in the short run. Whereas capital
markets can diversify the firm-specific risk, thegnnot diversify aggregate risk because these
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risks affect all parties in the same way. Howethiig excess short-run non-diversifiable risk
imposed on capital is not the main problem. Mo@bpgmatic is rigidity of relative wages,
which limits the opportunities for differentiatiarf wages between new hires and incumbent
workers. If relative wages would be flexible, thages for new hires would adjust so as to
generate new jobs for this group. Wage rigidityyergs this from happening.

How long does it take for wages to adjust to agateeghocks? This differs from country to
country. The high unemployment rates in many Euaopsountries after the adverse aggregate
shocks of the oil crises of 1974 and 1979/1980aktlet this wage rigidity can be quite costly.
Since we have little to add to this longstandirgcdssion, we leave it aside in what follows.

23



24



Utopia versus the ‘real world’: the United States
Denmark and Portugal

We have identified some blockades on the way tdJtiogia in which capital pays the full cost
of firm-specific capital, receives the full surplared bears all the firm-specific risk. This section
explores how actual economies behave in this réspecworkers indeed capture part of the
excess profits, and if so, how do they do that?ékfdore these questions by comparing the
labour-market outcomes in three prototypical caestrthe United States, Denmark and
Portugal.

A simple and crude way to explore how different miies perform in this respect is to
estimate tenure profiles in wages: how much does wage go up if you have a longer tenure
(keeping other things equal)? Table 1 providesvamaew of the wage returns to tenure for our
three prototypical countries. Tenure profiles tout to be much steeper in Portugal and,
especially, the United States compared to Denntdokvever, this evidence on the returns to
tenure remains indicative at best. The models ihrK{1988) and Kuhn & Roberts (1989)
imply that wages go up with tenure (because thg waly to obtain seniority is to stay at the
same employer), but a higher tenure does not letmhatically to seniority. It also depends
also on how many more senior workers retire antt@mm many new workers are hired: that is,
whether or not your firm grows. Moreover, many aiegive theories predict a positive
relationship between wages and tenure, so thatevédiike to have more conclusive

evidence.

Table 4.1

Country

Returns to tenure in various countries

Higher wage compared to a new hire after
4 years of tenure 8 years of tenure

%

United States” 12 20

Denmarkb
Portugalb

2 3
10

a
C.N. Teulings and Hartog (1998).
Bubhai et al. (2007).

All coefficients are based on simple OLS regression, not using corrections for selectivity.

Fortunately, we can put these ideas to a moreggamintest when we have data on seniority of
the worker. Wages vary not so much with the temdtite worker, as they do with seniority of
the worker, that is, her tenure relative to theuterof other workers in the firm. It therefore
does not matter so much whether or not you havgdars of tenure, but whether or not the
other workers have more or less tenure than yohaBUtPortella, Van Vuuren and Teulings
(2007) tested precisely this idea for Denmark aodugal. When no worker quits and the

firm’s employment is increased by 10% (meaning $fmatr seniority goes up), then your wage
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increases by 0.1% in Denmark and 0.2% in PortiRgdirettably, we do not have data on the
United States for this issue. However, there istylef other evidence to suggest that wages
include a larger share of firm-specific (quasi)teeim countries such as the United States, the
United Kingdom and Portugal than in Scandinaviamntges and countries such as the
Netherlands (see Teulings and Hartog (1998) fanamview). First, wage differentials
between industries for workers with about equal Aoroapital are much larger for the first
group of countries than for the second, and thodestry differentials in wages are strongly
correlated to the (quasi) rents of that industithex due to its capital intensity, or to its marke
power. Likewise, fluctuations in the output prieesert a much larger effect on wages in the
first group than in the second. Furthermore, aersit/e literature explores the reasons why
large firms pay higher wages than small firms dble@st part of this firm-size wage premium
seems to be due to (quasi) rents. Again, the fimaswage effect is larger in the first group of
countries than in the second. All of this evidenogaoborates our claim that there are
substantial differences in the share of rents igesaacross countries, with the United States,
the United Kingdom, and Portugal having a largeesha

The model laid out in the previous sections impliest a higher seniority profile that is not
offset by a shift of the cost of firm-specific irstenent from the firm to the worker yields a
higher average job tenure. As shown in table 2frdo&tion of short tenures is rather high in the
United States and Denmark, and it is low in Portugance, the difference in the tenure
distribution between the three countries suggésts@enmark and the United States are closer
to the satisfying the Hosios condition than Portugj@dApparently, firms in the United States
are able to offset the large returns to tenureHifgisg back part of the cost of firm-specific
investments to workers, while firms in Portugal @ant been able to do so. We return to this
issue when discussing the role of Employment Ptioted egislation in the next section.

Table 4.2 Tenure distribution in various countries, 2006

Tenure in years 0-1 1-3 3-5 5-10 10 or more
United States® 24 12 17 21 26
Denmark” 24 15 13 19 29
Portugal” 12 11 11 22 44

a .
b Bureau of Labour Statistics.
OECD.
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This empirical evidence suggests two things. Fusbpia is hard to reach. In all countries,
workers assume some share of the firm-specific’riBkis risk-taking benefits them in the short
run, since getting part of the profits is bettarthgetting none. It hurts them in the long run,
however: lower profits for the firm imply lower jotreation, so that the higher wages in good
states of the world are more than offset by theelostarting wage. Second, there are substantial
differences in how far various countries are away Utopia. Denmark is closer than Portugal
and the United States. Some countries thus seelm better in addressing theld-up problem.

In particular, the position of the United Statesadweavily decentralized economy is
remarkable. Usually, its market orientation fostéwes efficient operation of markets. In this
case, however, Denmark seems to countehateup problem more effectively. The
whereabouts of our Utopia is surprising. Utopidosated not in New York or L.A., or in the
endless wheat fields of lowa, but somewhere ar@@opkenhagen and the green countryside of
Jutland.

 With non-contractible firm-specific investments, workers must bear some firm-specific risks. The tenure profiles can then
be seen as a compensation for the firm-specific risks.
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The role of politics: coordinated wage setting or
employment protection?

Apparently, there are substantial institutionafet#nces between countries that affect the way
in which workers and firms bargain. What causesdhdifferences? Almost by necessity, it
must be related to some form of collective actidnd when we talk about collective action, it
is natural to wonder about the role of politicseTdutcome of bargaining processes is highly
unpredictable. Small details of the bargaining pss; such as who is the first to make an offer,
can have a large impact on the final outcome. Mdeace in Teulings and Hartog (1998)
suggests that collective wage bargaining reduceétpact of firm-specific risk on wages.
Collective wage contracts do not specify the wade for each individual worker, but they do
provide a norm for wage negotiations at the indraildevel. To the extent that this norm is
common to all firms, it restricts the impact offirspecific factors. In this way, coordination
and collective action can help to move us closéJstapia.
Most collective action requires some form of polidisupport, but political intervention can
also easily bring us further off track. The reagmmthis involves théold-up problem and the
limited capacity of politicians to commit to futupelicies. The ability to commit to future
policies is a crucial condition for resolving halg-problems. In particular, workers have to be
forward-looking and aware of the gains of keepimgjit promises today in terms of better future
employment prospects for themselves and for fujererations. Almost by definition,
politicians exhibit only a short time horizon. Aleetion is to a politician what market
competition is to an entrepreneur: it counterabtsse of power -- monopoly power for the
entrepreneur and political power for the politici&t the same time, however, regular elections
undermine the ability of politicians to commit toligies that yield long-term gains. If voters
would be forward-looking and well informed aboug tluture consequences of current actions,
they would be more inclined to accept short-ruséasin favour of the long-term benefits of
abundant job creation. However, even then, childmshfuture generations are not able to vote.
Hence, politicians still face a strong incentiveptomote policies that yield only short-term
gains, and to ignore the long-run costs for fugggaerations who are not included in today’s
electorate. If politicians support the claim ofumebent workers on the excess profits of the
firm, then incumbent workers will see their payum while the costs of reduced future
employment prospects and lower wages for margimakers hired tomorrow are ignored.
While politics can play useful role in coordinatitige action to bring us closer to Utopia, the
incentives of politicians are such that their fiestptation is to carry us further away.
Employment Protection Legislation (EPL) is a periample of policy that caters to this
temptation. It protects insiders, while it doetdito help outsiders to find a job. In terms of th
model laid out in Section 3, the effect of EPL t@nundone by shifting part of the cost of firm-
specific investment from the firm to the worker.ert) EPL is a form ofx post compensation
by the firm of the cost of investment borne by werker at the start of the employment
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relation. From this perspective, the critical qimsis whether the amount of EPL does not
stretch too far the ability of shifting the costinfestment from the firm to the worker, and does
not imply that the worker bears an excessive amofifitm-specific risk. Many countries have
introduced some form of EPL. The form and degreERf differs between countries and over
time. Lay-offs may require costly legal proceduwesdvance-notice periods; sometimes, laid-
off workers are entitled to financial compensatiahjch usually varies according to age and
tenure. Of the three prototypical countries, Derkvaard the United States feature almost no
EPL, while Portugal has quite a lot (see Deelengdno and Visser, 2006, for an overview).

Although we were quick to claim that EPL is meratyinstrument in the hands of
politicians to transfer surplus from outsidersneidlers (just as the introduction of seniority
profiles in wages), we must also ask whether ERiLpday a role in insuring firm-specific risks.
In Utopia, the answer to this question is negatWerkers are paid the market wage and firms
bear all the risks on firm-specific investmentsnkle, losing one’s job is not much of a loss,
since you will easily find another job at the samarket wage. Accordingly, EPL is not needed
in our Utopia. This is, in fact, close to the sttaa in Denmark.

We now turn to Portugal, which exhibits a steefday profile, with a 0.2% wage increase
for every 10% increase in seniority. A senior warkaus has a lot to lose if she would be laid
off. Hence, from the perspective of the insuranfcexpected life time labour income, EPL as
financial compensation for being laid off seemsgidal policy instrument indeed. Usually, this
financial compensation is related to the last-edimmage of the worker. This system reduces
downward flexibility in wages because the workeregi up part of her EPL entitlement if she
accepts a wage cut. Moreover, EPL strengthensatgaming position of workers; if the
bargaining process breaks down and the workeidoff, she can collect EPL at the expense
of the firm. This raises the wages of incumbentkeeos. The only way to counteract the upward
pressure on wages is a high unemployment rateiegetbwnward pressure on wages (see
Blanchard and Portugal, 2001). Indeed, those waaaemployed are likely to remain so for a
long period of time in view of slow job creationPE may thus in an indirect way raise
individual-specific risks facing younger generason

The United States is a remarkable case. It feaser®rity profiles, but has almost no EPL.
Seniority profiles expose workers to more firm-dfiecisks: when they are laid off because
their firm is bankrupt, they usually do not receiech financial compensation. Senior workers
who are laid off lose a lot of their lifetime inc@mTopel (1992) shows that more senior
workers lose on average 25% of their pre-displacgrearnings in the first couple of years after
displacement. The explanation for this paradoikely to be the strong countervailing powers
in the American political system (see Persson, Rblnd Tabellini, 2000). This greatly
restrains the power of politicians both to impo$#_Eand to facilitate central coordination in
wage bargaining, which protects workers againghtapkirm-specific risks.

The great accomplishment of Denmark is to have ladémto sail between Scylla and

Charibdis. On the one hand, it has generated encaltgttive action for setting up institutions
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providing collective norms for wage bargaining sticht workers do not capture much of
firm’s excess profits. On the other hand, it hasceeded in restraining politicians from
introducing EPL. Just as the theory related to PAr# Figure 1 predicts, this outcome yields
a low unemployment rate and flat seniority profilesvages, which takes away a major
argument for introducing EPL in the first place.dtier words, strong collective norms
eliminate the temptation to introduce EPL, whiclikely to be counterproductive by
worsening the hold-up problem and further steepggreniority profiles.

EPL thus give rise to a paradox. EPL is meant t@aasocial insurance for income loss. At
the same time, however, it generates its demarmadding a mechanism that raises the
demand for insurance by pushing up the return miosigy. The net effect is an increase in
uncertainty in that workers bear more firm-specifgk via their return to seniority and, when
they get unemployed, also more individual-specifi&, since the lower rate of job creation
reduces their chances to find a hew job. Those mwanage to rise in the seniority hierarchy do
well. Those who do not, in contrast, end up bumfiagk and forth between unemployment
and the lower strata of the seniority hierarch#&s] with some bad luck, never get out of bad
jobs. Indeed, Clark and Postel-Vinay (2006) shoat ttorkers feel most insecure about their
job in those countries with the most extensive EFie paradox of EPL is that it creates
exactly the sentiment of job insecurity that itmeant to cure. Indeed, the ease with which it is
possible to find a new job, rather than the difigwf being laid off from the current job,
appears to determine the sentiment of securityllUstrate, the flexible Danish system, in
which you are easily laid off but where finding @wjob is as easy, provides more security
than the Portuguese system, with steep senioritfjigs and strong EPL.

EPL also harms labour mobility across firms, justaseniority profiles do (see Section 3).
Firms offset the cost of EPL and greater bargaipioger for workers it implies by shifting the
hiring point upward. This reduces worker relocatiormore productive job opportunities.
Hence, EPL can be expected to harm labour prodtyGtespecially the productivity of elderly
workers who are locked into their jobs because golchains tie them to their employeBy
using differences in EPL across US states, Autery ldnd Kugler (2007) find evidence for the
negative effect of EPL on productivity.

8 This is especially important in the presence of so-called match-specific risk. In that case, considerations of comparative
advantage make it more efficient if workers move between various firms to find the best match.
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The role of politics: Rhineland’s stakeholders or Anglo
Saxon shareholders?

The rapid internationalisation of capital marketsl she emergence of hedge funds and private
equity have shifted the market for corporate cdrdramatically during the past decades.
Particularly in Europe, where management’s corpocaintrol has rarely been contested, the
voice of shareholders has come as an undesiraigesa Traditionally, the balanced
weighting of the interest of all stakeholders is farmal objective function of managers under
the Rhineland regime, as laid down in Corporategbaance Legislation (CGL). The
revolution was that financial markets demandeddttjective function to be narrowed down to
shareholder value. In principle, the discussionualtiee proper objective function affects every
management decision, but the discussion becomésytarly relevant when there is a takeover
threat. The interests of shareholders and manageamaally clash at that moment. A takeover
allows shareholders to realize the option-valuthefr control rights -- the same control rights
that the management is actually going to lose.

The argument put forward this paper suggests tiatesolder value is the best solution.
Since the firm is the best party to bear the fipmesdfic risk so that workers should not share in
the firm’s quasi rents, the only goal that managarhas to pursue is the creation of
shareholder value, leaving all other stakeholdetis thieir outside option only. However, the
results discussed in Section 4 suggest that incnis that embrace the principle of
shareholder value most wholeheartedly this outcmet realized as easily as one would
expect. Denmark seems to be closer to this outdbarethe United States is. Apparently, the
legal framework for corporate governance is notdhly thing that matters. How can this
paradox be explained?

The relationships between the firm’s managementi@ndorkers involve an extremely
incompletely specified contract. What type of effeorkers should delivered is hard to
determinesx ante, and if it could be determined, it would be hasdspecify in a legally
enforceable contract. The incompleteness of thisraot demands that the management builds
up a reputation of reliabilityis a vis its workers. Only the management’s reputation can
provide the workers a guarantee that the managewibistand up to its promises. This is also
one of the most important roles of the firm: ibisexus of implicit contracts held together by
the reputation of management. Reputations reqairg time horizons. In many cases, a
takeover is just a means to get rid of some ofithes’ obligationsvis a vis its workforce. The
replacement of management implies that the comnnitsrend promises of the previous
management are eliminated, giving a new managetherdpportunity to conclude new deals.
Sheifer and Summers (1988) claim that a large stiafge gain in stock market value when a
firm is taken over are (quasi) rents extracted fiather stakeholders. A typical example is the
airline industry, where a takeover was a meanshi@mirline to get rid of incompletely
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specified defined-benefit pension obligation toveattae airline’s retired workers. Similarly,
takeovers are often used to reduce wages.

The takeover mechanism makes it more difficultrf@magement to commit to implicit
contracts with workers and other stakeholders.dmigular, the threat of a future takeover,
followed by a replacement of the current managemerdermines the management’s ability to
come to an agreement on an implicit contract wihwiorkers because workers realize that
management can be replaced at any future dateelghtireholders. This mechanism might
explain why there is no unequivocal road from legfalicture of corporate governance to the
ability of management to come to an agreement itgttvorkers to leave most of the (quasi)
rent in the hands of shareholders and to pay messiments in firm-specific capital. Without
such a commitment mechanism, the various stakefsotday pursue short-run goals at the cost
of pursuing the joint interest of maximizing the¢prun value of the firm.

Since Thatcher, the United Kingdom has legislatiat gives shareholders the strongest
formal power, including the right to appoint boangémbers, and also the right to fire them. In
the United States, shareholders have fewer medire fooard members, but the law provides
the board with a single and transparent goal: medérshareholder value. Shareholders can go
to court and put liability claims against managet® fail to do so. This might be an effective
combination: the single goal makes managers acablmtwhile the protection of management
against intervention by shareholders provides theercredibility to negotiate implicit contracts
with the workers. More delegation of power to maeragnt is efficient if managers can be held
accountable with respect to a clear objective: ngntiege long-term value of the firm.

Some managers applaud the Rhineland model’s balareament of the interest of all
stakeholders. This may, however, be a pretextditting their own interests above those of
shareholders. The lack of mission clarity assodiatih the Rhineland model makes it harder
for shareholders to delegate decisions to manageaneinkeep them accountable (see Tirole,
1999). The Rhineland principle of equal treatmdrihe interests of all stakeholders is a clear
example of an incomplete contract -- or betteinobmplete legislation. This principle
strengthens the moral legitimacy of the claims ofkers on the surplus of a firm. Bertrand and
Mullanaithan (2003) show that in US firms that pretected from takeover by all kinds of legal
protection, workers enjoy a greater share in thiplas, superfluous workers are less easily laid
off, and new activities are set up at a lower th#n in other firms. This corresponds exactly to
the model laid out in Section 3. A greater sharthefworkers in the (quasi) rents increases the
distance between the hiring and the firing poiltereover, it hurts job creation and
reallocation of labour to more productive job oppaities. Hence, the Rhineland idea of
firewalls against takeovers gives workers a gresitare in any firm-specific surpldshe

® In addition, one might wonder why stakeholders who are protected by separate legislation (such as EPL for workers, and
Anti-trust and Competition Legislation for customers and suppliers against the abuse of market power) should receive
additional protection during take-overs. These laws provide a more complete formulation of stakeholder rights than CGL
does.
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problem with CGL is that it may give moral legitimato the claim of insiders on the surplus of
the firm, thereby exposing workers to firm-speciiigks and worsening the hold-up problem.

Although giving up the moral claim on the surpldshe firm is in the long-run interests of
workers, it gives rise to difficult transitionakiges. Currently older workers with high seniority
benefit from the system and need to be compengateely lose the claims on the firm’s
surplus. Indeed, the road from Rhineland to Utepsembles the transition path from a pay-as-
you-go pension system to a funded pension systemhiich the transition generation has to pay
twice, while all future generations benefit. Incuanbworkers in Rhineland are understandably
concerned about the increased activity of hedgdsamd private equity. If firms are taken
over, workers may lose some of their claims onstinplus when the firm is reorganized and
workers are laid off. In other words, increase@inational trade in corporate control may
further increase the firm-specific risks for workeén Rhineland. Indeed, the vague Rhineland
principles no longer offer very much protectionnorkers. The incomplete contract gives rise
to ambiguous property rights. Then, financial ination allowing shareholders to capture a
larger part of the surplus lead to distributiontaliggles. In this way, workers are saddled with
even more firm-specific risk. This is an additionahson for moving to a model with
unambiguous property rights in which workers do detive their security from the financial
stability of the firm for which they work but frothe value of their own human capital. In such
a world, free international trade in corporate cohis more legitimate. The transitional issue,
however, remains: senior workers should be comgeddar their implicit claims on the firm's
surplus.

One way to address the transitional issue woultblveplace the implicit transfers from
young, marginal workers to older, incumbent workeygdemporary, explicit transfers to older
workers. For example, the reduction of senioritgrpiums and EPL for older workers could be
replaced by temporary in-work tax benefits. Thegdieit transfers from younger to older
workers should be gradually reduced, as youngeortslcould anticipate a less steep seniority
premium by saving more and by investing in theindwiman capital in order to maintain their
value on the open labour market. However, the isigaf such explicit transfers is that they
will overcompensate the elderly and that they ndt be of a temporary nature, thereby
aggravating what they were meant to solve.

In any case, the political rhetoric and ideologgdd not give legitimacy to new claims of
workers on the surplus of the firm. These impli&ims should gradually be phased out. The
flattening of seniority wage profiles is a cultucilange involving collective norms and political
rhetoric. It will thus take some time. Indeed, thiscess of reducing the claims of workers on
the surplus of the firm can be seen as the neptistthe emancipation of workers. The next
phase in the emancipation of the worker is to befiteersify human and financial capital by
bringing financial capital outside the firm (e.grdugh pension saving), enhancing social
insurance and maintaining the value of their emgliility on the external labour market.
Workers derive their security not from the firm tieemploys them but from the value of their
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own general human capital. Workers thus increagihgtome responsible for maintaining the
value of their general human capital.
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Some further issues

The previous analysis has abstracted from a nuwoitissues that might nevertheless be
relevant when discussing the goals that a firm'sagement should pursue. First, putting the
maximization of shareholder value in the drivingtseiises the standard issue of the long-run
interest of the firm versus the short-run oriemtatof shareholders. In and of itself, holding
equity in a firm gives an investor a clear intetiesthe long-run prospects of the firm, since the
value of that equity is just equal to the net distted future cash flow of the firm. However, the
great liquidity of the stock market allows sharetesk to execute their exit option without
noticeable delay. This liquidity implies that sHaolers can benefit from short-run variations
in the value of their equity. In particular, managmt that is under pressure by a hostile
takeover may be tempted to postpone long-run invests with hard-to-verify returns and
instead pursue policies that generate immediaten. In addition to the importance of
protecting the reputation of management to keep-tam promises to stakeholders (such as
workers and suppliers), this might be another reagioy substantial powers of shareholders to
replace management may give rise to a short-teamibidecision making.

A second issue that pops up in many debates om@ggovernance is the tendency of
raiders to load a company with debt immediatelgrathkeover. There are three aspects to this
phenomenon. First, loading a company with subsibdébt is an effective means to put
pressure on its management to combat moral hazhedobligation to service the debt is
equivalent to setting a minimum performance stashdidthe management fails to achieve this
standard, the firm goes bankrupt and the managelose its job. This is just a variation on
the standargrincipal-agent model: it is likely to be an efficient contractual arramgent, even
though the firm’s management probably will not ltke additional pressure and risk that these
debt obligations impose on them.

The second aspect of more debt financing is mavblpmatic. Shareholders’ limited
liability gives them an incentive for excessivekriaking. They enjoy the upside but their
limited liability protects shareholders againsgudownsides. This downside risk is shifted to
the other stakeholders, in general, and to delatdns] in particular. Writing more complete debt
contracts is the remedy for this problem.

The third aspect of more debt financing is alsosuatially efficient. Most tax systems give
debt a favourable tax treatment compared to egBigfyioading a company with debt, raiders
impose a negative externality on society in terfigwer tax collections. Reforming the tax
system by reducing the non-neutralities between det equity financing addresses this issue.

Section 5 explained how EPL may burden individwéts more firm-specific risks if
workers take advantage of the additional bargaipioger provided by EPL. EPL, however,
may have some desirable properties in that it plewvinsurance against individual-specific risk.
Section 3 discussed how the firm may want to ingulévidual-specific risk by paying workers
suffering from adverse productivity shocks a waug £xceeds the marginal productivity of
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these workers. EPL can enforce this contract. Hiqudar, if the firm tries to escape paying its
insurance benefit by firing the worker, EPL givls worker a claim on the firm. This also
explains why EPL tends to provide more generousnglavhen an individual worker is fired
than in case of a mass lay-off, even though iffahmer case “the worker may be to blame” by
featuring a low productivity level (or even outrighisconduct), while in the latter case “the
firm is to blame”. In the former case, by firingetivorker, the firm reveals its information on
the worker's productivity to other firms. Henceesie other firms will be prepared to pay only a
low wage. By firing a whole group of workers astpafra mass lay-off, in contrast, the firm
signals to other firms that it is not the workefemllt that they are fire’ Hence, these workers
will more easily find another job for a reasonabkege. Gibbons and Katz (1991) provide clear
evidence for this mechanism.

The insurance of individual-specific risk provideg EPL may come at the expense of
greater exposure to firm-specific risk because ERksens the hold-up problem by
strengthening the bargaining position of incumbeotkers. EPL as an instrument to insure
individual-specific risk should thus be complemehy strong moral norms that discourage
incumbents from using their increased bargaininggro Only in that way will workers be
prevented from capturing part of the rents of tiag, thereby exposing themselves to firm-
specific risk. Hence, EPL protects workers agaimdividual-specific risk without exposing
them to more firm-specific risk. EPL should proteairkers against selection by the firm,
where the firm lays off those workers whose proulitgtis less than expected due to
individual-specific factors. EPL should not be astiument for a firm’s workforce to capture
part of the firm-specific surplus.

As a way to insure individual-specific risks, EPlayrgive rise to other costs as well. First
of all, EPL can result in more selection of emplsyen the basis of observable features.
Whereas EPL can enhance insurance of non-obsempeddectivity levels, it can hurt job-
market opportunities for those with observabledesd that are negatively correlated with
productivity, thereby harming social cohesion. Aated problem is that individuals are often
not responsible for their observable features (sashkin colour, sex, age), whereas they can
affect the features that are more difficult to alvegsuch as productivity levels). Indeed, EPL
can create moral hazard in that workers face femegamtives to maintain their human capital.
This drawback becomes more important if non-cotitseceffort of workers becomes more
important in the production of human capital. Cagjaes may become demoralized when they
observe that older workers are rewarded even thtlugjhdo not perform well. If the costs of
EPL grow, the government might have to play a largke in insuring individual-specific risks

% This is especially the case if LIFO (last in, first out) rules prevent employers from selecting the people who are laid off on
the basis of their productivity levels.
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-- for example, through a progressive income tasteay. Since the government faces serious
moral-hazard problems in doing so, however, lessrance may be optimal.

Our analysis gives rise to a research agenda. ¢fiedt, we should estimate the returns to
seniority in various countries and investigate hbey are related to labour-market and
corporate-governance institutions. Another key aese issue is the relationship between EPL
and wage setting. Can labour-market institutiorevent EPL from raising the returns to
seniority? Finally, how important are firm-specifitvestments in human capital, and to what
extent is the cost of these investments contra®iBloes the non-contractibility of investments
in firm-specific capital give rise to a substansehiority premium in order to provide workers
with sufficient incentives for these investmentdisat these workers bear substantial firm-
specific risks, as is the case in the United Statesan the Danish outcome of limited seniority
premiums be reproduced in other countries?
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Conclusion

Risk is an unavoidable feature of modern econoifécdand we have distinguished three types
of risk: individual-specific, firm-specific, and ggegate risk. In our Utopia, workers would not
bear any firm-specific risk, since this risk canvibe| diversified on capital markets. Whereas
globalisation has increased firm-specific risk biensifying competition, globalisation of
capital markets has also greatly increased theesfmydiversification of this firm-specific risk.
Diversification of this risk on the capital marketan efficient form of social insurance. With
shareholders bearing firm-specific risks, theseeataders are the residual claimants on the full
surplus of the firm; the ultimate goal of the fiimthus to maximize shareholder value. The
other stakeholders collect only their outside aptmd are thus not exposed to firm-specific
risks. The better diversification of firm-specifisks reduces the costs of international
competition and creative destruction that is asgedi with innovation and productivity growth.
The principle of maximization of shareholder vaheing the ultimate goal of the firm is at
odds with the Rhineland philosophy of a balancedttnent of the interests of all stakeholders.

We have uncovered three paradoxes. First, workelis’quishing all claims on the surplus
of the firm does not conflict with the interestsvadrkers as a whole. This is because capturing
part of the firm’s surplus raises the cost of cafibr investment in new jobs. For workers as a
group, the adverse effect of less job creation agas more than outweighs the positive effect
of capturing part of the firm’s profits. Workersuthface a commitment problem. When entering
the labour market as an outsider, they would likpromise that they are giving up future
claims on the firm's surplus. After having secuthdir position as a senior insider, however,
their interest is to claim the surplus after aleTinterests of insiders thus diverge from the
interests of outsiders. In open economies facinglastic supply of capital, the associated
conflict between outsiders and insiders is mor@serthan the traditional conflict between
capital and labour.

The second paradox is that Anglo Saxon countriesthie United States are not the closest
approximation of the Utopian world of complete dsiéication of firm-specific risk in the
capital market. A wealth of empirical evidence sestg that decentralized bargaining over
wages allows workers to capture a substantialgfatie firm’s surplus. Of the three countries
discussed in this paper, Denmark seems to be miasérdao Utopia than is the United States.
Some shared norms on what is proper compensatis@ne minimal forms of coordination in
wage bargaining help to sustain the Utopian outcanteseem to be more important than
corporate governance legislation. Since institigisach as coordination in wage bargaining and
norms play an important role in getting to Utopallective action has an important role to
play. By actively supporting the rights of outsisl@nd by denying insiders a share in the firm’s
surplus, a country can get close to Utopia, as ekrshows. Politicians, however, face the
temptation to please voters and incumbent workétts short-run gains at the expense of the
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surplus of future workers. Hence, while politicsfza important role to play, it can be a mixed
blessing.

The third paradox is that, while globalisation apital markets has greatly increased the
scope for diversification of firm-specific risk, hias also eroded the incentives for politicians to
play their role properly. Globalisation has redutieel political support for protecting the claims
of shareholders on the firm’s surplus, since thgonity of shareholders are foreigners. Hence,
politicians may find it more difficult to convinosters that the claims of shareholders should
be protected. However, the increased mobility @ited may help in this respect -- in that high
wage claims may convince corporations at an eastage to move their factories abroad. In
this way, the short-run labour-demand elasticity et closer to the corresponding long-run
elasticity. In any case, a more equal distributbnapital income (through e.g. pension saving
of the middle class) may help to legitimise waggrant of incumbent workers.

Finally, the transition from where we are now tapit is fraught with difficulties. Indeed,
the problem is analogous to the transition fronag-gs-you-go to a funded pension system:
one generation will have to pay twice. While sogietaps long-run gains in efficiency, in the
short run a generation of insiders will have toegiyp their rights without benefiting from
increased job creation and higher starting wageisigoinsiders, they already have a job while
having paid their dues in the past in terms ofva $tarting wage. Whereas the claims of older
workers on the surplus of a firm may thus have stag&imacy, younger cohorts should be
denied such moral claims. These problems requitree political skill to solve. In particular,
they may require some grandfathering provisionexgiicit transfers from younger to older
generations (e.g. by giving elderly workers tempypfecal privileges). In any case,
policymakers should avoid any step that brings tfieminer away from Utopia. The way back

is painful.
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