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ABSTRACT

Corporations smultaneoudy claim that human capitd isincreasingly important to their
success and that they seek to maximize shareholder vaue. This paper Sudiesthe
relaionship between these two developments. We show that the pursuit of shareholder
interests may require ceding arolein corporate governance to employeesin order to
motivate their investing in firm-specific human capita. Doing so becomes more attractive
as these investments increase in importance. This result o bears on the debate about
reforming European and Japanese governance sysemsin the direction of the American
system, reducing employees’ influence. In this context, we present amodd on the
optima choice of governance systems, aong ideas suggested by Holmstrom.

1 Many of the ideas developed here emerged in discussions with Jonathan Day and Bengt Holmstrém. We
are indebted to them and to the participantsin the First Humbol dt University Forum on Economics and
Management and in seminars at the Stanford GSB, the London School of Economics, the University of
Toulouse, and Cambridge University. Roberts was avisitor at Nuffield College, Oxford, and McKinsey &
Company while working on this paper, and he thanks both institutions for their hospitality. Van den Steen
gratefully acknowledges financial support from ICM/CIM.



“People and the knowledge they create are our company’s most important assets.”
“Our primary corporate god isthe maximization of shareholder vaue.”

Statements akin to each of these seem to feature in every public pronouncement from a
major corporation these days, at least in the Anglo- American economies. But how do
these fit together? What are the implications of an increasing importance to firm-specific
human capitd for corporate governance? Does pursuit of shareholder vaue mean that
governance should be solely in the hands of the loyd and diligent representatives of the
shareholders? Or, perhaps, if employees are so important, should shareholders be willing
to grant them an explicit role in governance? If so, what are the implications for the
current internationa debate about the desirability of increasing the focus on shareholder
vaue in European and Japanese governance systems? These questions are the subject of

this paper.

1. INTRODUCTION

Whose interests should count in deciding how the corporation will be run? A remarkably
widely espoused consensus has emerged on thisissue in the United States in the last
decade: Shareholders' interests are paramount. Two decades ago few corporation
executives would have said that their primary responsibility was to increase shareholder
vaue. Now they areloathto say anything else. Further, the mechanisms of corporate
governance are now largely aigned to ensure that shareholders' interests actually do get
primacy. The mgority of the members of corporate boards are now “independent,” and
these non-executive directors dominate boards nomination, audit and compensation
committees. Activist investors such as CaPERS have access to and influence over boards
and executives. Increased transparency in reporting has facilitated monitoring by
investors both large and smdl. Most notably, executive compensation has become highly
respongive to share price performance.

While perhaps most developed and best accepted in the US, shareholder capitalism isaso
well established in the other magor English-speaking economies. Moreover, it seemsit
may now be spreading to other advanced economies, including ones that have
traditionally adopted very different models of corporate governance. Germany and Japan
are the most notable examples. In both countries, leading executives are cdling for
adoption of more Americanstyle corporate systems, arguing thet thisis necessary if they
are to competein increasingly globd capita markets. Moreover, the market for corporate
control, which provided the initid mechanism for US shareholders to assert dominance,
finaly seemsto be beginning to emerge in these countries as well.

At the sametime, it iswiddy percaived that human capitd is becoming more important
in production. It seems every firm clamsthat “people are our most important asset.”
Leading CEOs report that they spend very large fractions of their time on human resource



management and consider it to be among their most important responsibilities?
Knowledge, dl of which is created by humans and much of which is embedded in
peoples heads, is meanwhile asserted to be the key to comptitive advantage and
business success (see, e.g., Stewart, 1997).

How do these gpparent trends fit together? Does the pursuit of shareholder interest mean
that other potential claimants on the corporation - maost notably employees - should have
no rolein governance? Or, instead, does the increasing importance of human cepita

imply an increasing need to account for and protect employees’ interests? If o, does this
mean that employees ought to have arole in governance? Should shareholders be willing
to grant them thisrole?

On the basis of a series of comparative statics exercises on smple models, we conclude
that shareholder interests may well be promoted by giving employeesarolein
governance. Further, the attractiveness of doing so isincreased as people and knowledge
become more important.

Our modeling of people and knowledge isin terms of specific human capitd. Generd
human capita may aso be important, of course, but motivating its provison ought not to
be problematic because markets will provide the needed protection. Further, capitd that
is vaduable anywhere and for which each firm must pay the market vaue could not be a
source of competitive advantage to any single firm. The idea that human capitd is
becoming more important is then modded by shiftsin the production function.

We take corporate governance to be the entire set of rules, procedures and ingtitutiond
arrangements that shape decis on-making within the firm and the didribution of the
returns generated by implementing these decisons. Some of these features are set by law
or stock exchange regulations, others by corporate charter and bylaws. Corporate
governance arrangements give “voice’ to empowered parties - the right and ability to
affect decisons and distributions and thereby the meansto protect their interests. Such
protection then may provide incentives for investment. Other methods are, of course,
available to protect these interests, including enforceable contracts, the option of exit, and
reputation mechanisms. When these other mechanisms give inadequate protection,
however, voice must be used.

Our andlyssisin two parts. Inthefirst, we focus on employees decisontoinvest in
specific human capitd, the returns to which initidly accrue to the firm. We assume that
the costs of human capital investments must be borne by the employees, and their
willingness to undertake these investments depends on the returns they anticipate. If
enforcesble contracts of various sorts are possible, then motivating these investmentsis
not problematic. However, our main focus is on Stuations where investments cannot be
verified by third parties, dthough insders may observe them. In this context, enforcesble
contracts that would provide investment incentives cannot be written. Similarly, the lack
of verifiability undercuts the potentia for reputation concerns to motivate rewarding the

2 Examplesinclude John Reed, co-CEO of Citigroup, and Jorma Ollila, CEO of Nokia, which, although
based in Finland, operates largely on the US governance model.



investments.® The third option, exit, provides negligible protection because the
investments are not vauable to other employers. Thus, if employees are to be motivated
to invest in firm specific human capitd, they must have some role in governance.

We assume that the firm is owned by the providers of financid capitd. Only they have
voice in the firg ingance, and they can ensure that any decisonstaken by thefirm arein
their interest. Together these assumptions mean that the returns belong and accrue to the
financid investors and that profits are maximized. Thus we presume that full-blown
shareholder capitalism obtains. Further, we are assuming away any conflicts between
executives and shareholders, athough this area has been the focus of most of the recent
research and popular writing on governance.

Theissueiswhether it isin the enlightened sdif-interest of the investorsto cede arolein
governance to employees and, in particular, whether it is more attractive to do so as
human capita becomes more important. Does shareholder capitalism mean employees
are excluded from governance? Or does the intelligent pursuit of shareholder vaue in fact
lead shareholders to share power and influence within the firm?

All partiesin our analyss are risk neutral. Thus, if transfers are possible, total weslth
maximization corresponds to Pareto efficiency. It is clear that protecting employees
investments, thereby motivating their provision of human capitd, might enhance tota
wedth. Smilarly, it is clear that if the owners of the firm could be compensated directly
for providing this protection, they would gain. However, we will show that even if the
employees cannot directly compensate investors, it can gill beintheinvestors' interest to
take measures to protect the employees’ interests.

We modd three different ways of protecting employees invesments. Oneis by giving
employees adam on the firm’s profits. This might come smply through contractsiif the
returns are verifigble. Whether this contractual solution should be considered as a
governance measure is perhaps debatable. A second approach is to empower employees
to bargain ex post for some of the returns from investments in the firm. This could be
achieved by giving them board representation and adopting rules requiring board
agreement on the divison of the returns. The third is by committing to give employees
interests weight in the firm’s strategic decisions, which might aso be achieved through
board representation. These latter two definitely can be considered governance solutions
to the problem of mativating investment.

All three gpproaches can be codtly for the origina owners, who are giving up some of
their returns. Moreover, giving away a share of profits or of decison power typicaly may
weaken the origind investors incentives to acquire physical capital. But asthe
importance of human capita relaive to physica capita increases, the net atractiveness
of induding human capitdigts in governance increases.

3 Reputational mechanisms necessarily involve dynamic considerations. Note that multiperiod settings also
allow for complex contractual arrangements that might be potential solutionsto the incentive problem, even
if the investments themselves are not contractible. Although we illustrate this point later, for simplicity our
models throughout the paper are static, single period ones.



In the limit, if dl that mattersis human capitd, then, from awedth- maximization
perspective, the human capitalists should contral the firm and receive dl the returns. If
the firm were Sarted up from scratch, it would optimaly be employee owned. Even if
investors contral the firm, they will find it optima to cede alarge role to employees.

This concluson is consgstent with one of the striking stylized facts of corporate
governance. In professond service firms, where arguably only human capitd matters,
ownership and control istypicaly vested solely in the human capitdists Thesefirmsare
overwhemingly organized aong partnership lines (athough many of them are limited
ligbility professond corporations or other legd forms of asmilar nature). Aswell,
employee stock ownership is a sgnificant matter in large numbers of knowledge-
intengve and human capitd-intengve firms, such as software companies. For example,
roughly half of Microsoft’s shares are held by employees, and more than hdf of Merrill
Lynch's stock is used for employee option schemes.

The force of these conclusionsis that the implementation of shareholder governance
should be accompanied by various measures to protect employees’ interedts. Y et these
are exactly the sort of measures that are under attack in Germany and Japan. Thisraises
the issue of when sharehol der-dominated governance is appropriate.

The second part of our andyss builds on ideas due to Bengt Holmstrom to offer a model
whose comparative statics properties speak to this question. The driving force in this
mode is the opportunity for the firm to respond to changing strategic opportunities.
Shareholder domination facilitates this, but it has the disadvantage that employees have
to resort to costly conflict (eg. strikes) to influence decisons. Conflict and the attendant
costs can be avoided by ceding some influence over Strategic decisonsto employeesin
the norma course of events. The results of this model suggest that the differing
approaches to governance that have characterized the Anglo- American economies and
those of continental Europe and Japan may reflect differing economic environments. In
particular, international differencesin labor market conditions and in employees
bargaining power in grikes line up with the choice of governance sysems in the way the
model predicts. The model aso suggests, in line with Holmstrom' s arguments, that when
the desired changes are expected to be greater, shareholder control is favored. If we take
the current period to be one where technological change and globalization are generating
grester need for firms to change drategies radically, then this result would fit the moves
towards shareholder governance.

At the same time, bringing the increasing importance of human capitd into this modd
points, as before, to the increasing vaue of involving employees in governance.
2. MOTIVATING HUMAN CAPITAL INVESTMENT

The driving dement in the modelsin this section is the problem of motivating workers to
acquire firm-specific human capita, denoted h. We take h to be completdly firm specific,



S0 that it is of no vaue outside the firm. As aresult, once it has been crested, the workers
need not be paid for ther invesment in order to keep them in the face of [abor market
competition. We focus on the incentives to acquire h, how these may be provided by
giving theinvestorsin h arole in governance and on how the value of providing such
incentives depends on the importance of human capital.

We assumethat h is chosen asif by a sngle maximizing worker. This amounts to
assuming tha any coordination and incentive problems among workers can be fully
solved. We are dso assuming that there is only one sort of human capitdl, so that issues
of mativating different sorts of investments in human capita do not arise in the models.
The relaxation of both these heroic smplifications would be useful objectives for further
research.

We need to capture formaly the ideathat the importance of human capitd isincreasing.
Unfortunately, the discussions of thisidea are as vague and imprecise asthey are
numerous, so the appropriate formalization is not completely obvious. The approach we
actually adopt isto consider a parameterized production function linking the use of
physicd capitd k and human capitd h to output (or, equivaently, operating profits), y:

y =f(k,h,b).

Theideaisthat higher values of b will correspond to grester “importance” for h, while
for fixed vaues of b, we smply have a sandard production function. Thus b proxies for
whatever technological, strategic or organizationd forces are affecting the importance of
human capitdl.

We then have to specify how increasesin b shift the production function, thet is, what it
means for human capital to become more important. Perhaps the most naturd isthat the
isoquants should become steeper with respect to the h axisas b increases. A sufficient
condition for this Sngle-crossing property isthat the margind product of h beincressing
inb while the margind product of k isnortincreasing. This stronger condition ismet in
the examples on which we focus.

The modesin this section dl treet a Stuation in which workers done can invest in h and
the providers of financid capitd pay for k. We take the unit cost of physical capitd to be
one, whilethe cogt of h isgiven by c(h), which is non-decreasing and convex with c(0) =
0 (one obvious caseis ¢c(h) = h). In particular, we do not require that cis gtrictly
increasing, so that obtaining some human capita may be cogtless. We assume thet all
parties are risk neutral.*

Our basic concern is whether, beginning from a Situation where exigting corporations are
controlled by financid capitdigts, an increase in the importance of human capitd favors

* We thus assume away one of the possible issues in the allocation of ownership, namely the efficient
allocation of risk. Efficient risk sharing was central to Frank Knight's theory of the firm and has figured
prominently in much recent literature on contracting. Zingales (1998) notesits potential importancein
governance.



giving employees a gregter role in governance in order to help motivate them to acquire
human capital. We thus suppose throughout that the firm isinitidly controlled by the
providersof k. By thiswe mean first that they are entitled to monopolize the production
function f. In this regard, we might think that they hold a patent on the use of the
technology embodied in f or on the product that it yields. Further, the providersof k are
entitled to collect the operating profits. In this sense, they “own” the firm.> We also
suppose that any interna agency issues between the investors and hired managers can be
resolved o that the firm will be runin the owners interests, which means maximizing
their returns net of their investment costs. Thus, full-blown shareholder capitalism

obtains.

Contractual Solutions

Contracts are the most obvious device for inducing investment in human capitd. The
amplest caseiswhen h can be made subject to enforceable contract. Then thereisno red
problem: The providers of k amply contract to reimburse the employees for making the
desired investmentsin humean capital, and the courts can and will enforce this contract on
both parties. Thiswill actudly achieve the firs-best, total-wed th-maximizing result. If h
becomes more important, the contracts can be adjusted and the first-best again achieved,
al with the firm being run solely in the interests of the investorsin k and without any
involvement of the human capitdists in governance.

If enforceable contracts cannot be written on h, then there will be potentia problems
motivating human capitd invetments. Promises to pay for the investments are empty.
The owners of thefirm can Smply refuse to pay for the human capita after the
invesment costs have been incurred, and there is no recourse possible to the courts to
enforce the promise. The threat of hold-up will then deter investment. Paying the human
capitaists in advance to make the desired investments will not work ether. Because the
courts cannot determine if the human capitalists have made the investiments, once they
have been paid they would have no incentive to incur the codts of investing.

Despite this, a contractua solution would gtill be possibleif k were contractible and the
title to the production function f could be transferred. Before the investments are made,
let the origina owners sl the firm to the workers, giving them the right to monopolize f
and collect the returns generated in production. The workers could then contract with the
providers of capital to make the investment in k, compensating them for thisdirectly
through an enforceable contract. Again the first-best levels of investment are achievable.
Moreover, if the workers are initidly wealth-congtrained, the origind owners can finance
the sdle for the workers through a debt contract obliging the workers to pay afixed
amount out of the redlized operating profits. Since this payment is fixed, it does not
digtort the choice of investments. Note thet if motivating investment in h isincreasingly

® Note that this may not be the total-value-maximizing allocation of ownership. Although the efficient
allocation of ownership has been a central focus of much recent work (e.g. Hart and Moore, 1998, Bolton
and Xu, 1999), it is not our primary concern here.



important, the gainsinvolved in this governance-atering transaction ought to be
incressing.

We thus assume that neither k nor h can be made the subject of enforceable contracts. We
aso assume that the shifting of ownership of the production function f is not possible.

Even in these circumstances, however, there may be a contractua partial solution to the
incentive problem if operating profits, y, can be shared contractualy.

That it coud be worthwhile to sell workers aclaim on operating profitsis obvious. With
such aclaim, they get ashare of the returns generated by their investments and so are
moativated to invest in alevd of h above the zero-cost amount (say zero). Meanwhile, the
margind returnsto investorsin k are lowered, lowering the choice of k. But if the returns
to h at h = 0 are aufficiently large relative to the margind cost of investing, the total value
created will increase. Since the owners are compensated, they are surely better off.

More interesting is the possibility thet it may be worthwhile for the ownersto givethe
workers a clam on operating profits, even if thereis no direct compensation, and that this
ismore atractive as b increases. The costs to the k-capitaists of granting afree dlam on
y to the human capitdigs are of two sorts. Fird, they are giving avay some of the returns.
Second, they are worsening their own investment incentives, since they will compare

only afraction of the margind product of k to the full margind cost of theinvestment in

k. The gains, however, are that the human capitalists now see some assured return to their
invesments and will be motivated to inves.

Clearly, if the production function has f(k,0,b) = 0, as with the Cobb-Douglas or Leontief
technologies, it isworthwhile to give away a share of profits to induce human capitd
investment. To see that such unreimbursed profit sharing could be attractive more

broadly, consider the separable example f(h,k,b) = (1-b)k*2 + bh'2 and let c(h) = h. Let
the share of operating profits going to human capital be a . Suppose the owners give the
share a to the workers, then each sde invests, after which operating profits are redized
and shared.® In making the investment choices, each side bears the cost of its choice but
recognizesit will receive a share of the operating profits generated by both investments.

The choice of h will then satisfy

h=a %b %4
and, amilarly, the choice of k will be
k = (1-a)?(1-b)?/4.

Net of theinvestment cost of k, which must be borne by the k-investors, the total profit
that accruesto themis

(1-a){ (1-b)*(1-a)/2 + b %a/2}— (1-a)*(1-b)%/4.

® With the separable production function, whether the investments are simultaneous or, instead, that ink is
made first (perhaps before a is announced) isimmaterial.



Thisis maximized by
a = (1-2b)/(1-2b —b ?),

which yidds a strictly positive vdueof a for dl b > % It isworthwhile for afirm run
soldy intheinterests of its capitaist shareholders to give away aclam on operaing
profit to employees, even when human capitd is not essentia for production. Further, as
b tendsto one, the share that the owners will want to give to workers increases
monatonicaly to one-haf. As human capital becomes more important, the attractiveness
of giving away acdam incresses

Note that the share that maximizestotal value (subject to the lack of contractibility of h
and k) isgiven by a = b %/(1-2b + 2b 2). Thisamount, which is strictly positivefor dl b >
0 and tendsto one as b tendsto unity, is the share that would be sold to workersif such a
transaction were feasible. It represents the Size of the role that workers should have in
governance from a pure efficiency point of view, and it too isincreasing in the

importance of human capitd. It is everywhere gregter than the share the ownerswill give
away for free in order to influence the invesment decisonin h. Still, the point is that
employerswill find it in their interest to give workers asharein the firm if human capitd

is aufficiently importart.

The monatonicity in b in thisexampleis, however, not fully generd. The property does
extend, for example, to the case where f(k,h,b) = (1-b)k °+ bh'for s+t £ 1 and to the
Cobb-Douglas case, f(k,h,b) = k¥™PhP, when we take c(h) = h%/2. In thefirst of these
cases, the profits of the investors net of their investiment costs have a positive cross-

patid ina and b whena £ t. Since the optimum choice of a aways satidfiesthis latter
inequdity, the optima amount of sharing increasesin the importance of human capitdl.

In the Cobb-Douglas case, the optimum from the point of view of investorsisa = b/2,
and thisis dearly increasing in the importance of human capitad. More generdly, aslong
asfy(k,0,b) issufficently large rdaive to f(k,0, b) at fi(k,0,b) = 1, an envelope theorem
argument shows it will be worthwhile to give some share of operating profits to
employees. Further, the conditions for wanting to give a share to workers will be met for
large enough b if f, goesto infinity while fy goes to zero in aneighborhood of (k,h) =
(0,0) asb rises, so that fi, / fx goes to infinity. However, whether the optimal share to give
generdly increasesin b isless clear. Evenfor concave, separable functions parameterized
with respect to b as K(k) + bH(h), monotonicity of the optima sharefor dl b depends on
the 9gn and magnitude of the third derivative of H.

We should note that amultiperiod analysis might alow other contractua gpproaches to
the problem of mativating investments. For example, if employment is verifiable, the
firm might contract to pay current employees an extra amount above market wages if it
renews their employment into the next period. Continuing to employ the workersthen is
worthwhile if and only if they have developed enough human capital. Thiswould
motivate the workers to acquire just enough h to avoid being fired. Note, however, that
this contract is not renegotiation proof: The firm in the second period is indifferent
between continuing employment and not, while the workers earn substantial quasirents



on their sunk investments. This leads to complications that are avoided in the one-period
context.

Sharing Returns by Sharing Governance

Given the preceding results, we now assume that none of h, k, or y is contractible and that
the sde of f isnot contractudly feasible ether. So contractua solutions to the problem of
motivating investment are no longer available and some other methods must be found. In
essence, these must operate ex post, after the investments have been made, and they must
function to give the employees an assured return on their investments. We study two
gpproaches to modeling employees having arole in governance. The onein this
subsection dlows for ex post bargaining over the distribution of the operating profit. The
other, treated in the next subsection, involves committing to respect employees’ interests
in making decisons about the operations of the firm.

Bargaining has, of course, featured centrally in many recent trestments of the economics
of thefirm, including especidly those in the property-rights line beginning with
GrossmanHart (1986) and Hart-Moore (1990). Zingaes (1998) actudly defines
governance asincluding anything thet affects the ex post bargaining over the value
created in the firm. Our approach hereisin thisline, with governance provisions being
the mechaniams that determine the course of the bargaining and thus its outcomes.

We will examine two dternative models of bargaining shaped by governance
procedures’: It will then be obvious how other such models could be constructed. The
generd shape of the modd s will be familiar from the literature on non-cooperative
bargaining. In both, we think of the employees as having afraction q of the seets on the
board of directors, which must agree on the division of the operating profitsin order for
them to be fully redized. In the bargaining over the divison, offers are made by board
members representing one side or the other until agreement is reached. We presume that
the board representatives of each type of capital will al act together to accept or rglect an
offer from the other side. We dso assume that any board member is equaly likely to be
the next one to make an offer after one has been rgjected. Thus, the probability that any
offer is made by the representatives of employeesisq.

The two trestments differ in the motive for speedy agreement and in the options of the k-
investors. In the firgt, the mativation is time preference combined with the fact that, as
long as no agreement is reached, the operating profits are only afraction e < 1 of what
they would be otherwise. Until an agreement is reached, these returns accrue to the k-
investors as owners of the firm, with the employees getting zero. In the second modd,
settlement is motivated by the possihility that the bargaining can break down irrevocably
if an offer isrgected, leaving no further possibility of agreement. If breakdown occurs,
the k-investors will be able to produce using the technology that they control and their
investment in k, but will not have access to any investment in human capita. Meanwhile,
the employees will again get zero, because their capita is usdess outsde this firm.

" For aanalysis of voting behavior by employee-ownersin function of their characteristics, see Lazear and
Freeman (1996)
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For the firs modd, et there be afixed period of time that must € apse between
successive wage offers and let the discount factors applied to the period be d " for the
employees and d * for the k-investors. Once an agreement is reached, the k-investorswill
get f(k,h,b) and pay w to the employees, each period forever after. Aslong asno
agreement is reached, the k-investors get only afraction e of these operating profits, but
do not make any payment to the workers. In the extreme, with e = 0, there can be no
revenue generation absent an agreement, even though the investmentsin h and k have
been sunk. We may think of the ability of employee representatives to limit vdue

cregtion (to ensuree < 1) asbeing exogenoudy given. Alternatively, we might take it as
being effected through provisionsin the corporate charter and bylaws.

Following standard methods, we look for a stationary subgame- perfect equilibrium of the
bargaining game. In such equilibrium, agreement must dway's be reached in the first
period. It thus follows that whichever sde makes the firgt offer, that offer must make the
other agent indifferent between two options: (1) accepting the current offer immediatey
and (2) rgecting the offer and waiting for the next round. This meansthat if k makesthe
first offer of awagewX, it must satisfy

Wt =0+d"[qw" +(1- q)w],

wherew" is the wage that the human capitdists will demand in equilibrium if they get to
make the proposal and q is the probability that they get to make the next offer.

Deve oping the corresponding condition when h makes the first offer requires looking a
the utility of the financid capitdigts. In order for a discounted utility representation of
intertempora preferencesto be vdid here, it must be the case that the utility of the
returns that accrue to them until agreement is reached is zero (Binmore, Rubingtein and
Wolinsky, 1986), i.e., the utility must be normalized so that

Ut(x) = x-e f(k,h,b).
The condition then is

f- w'-ef =0+d*[q(f- W"- ef) +(1- q)(f- wW* - ef)]

where we have suppressed the arguments of the f function.

Solving these two equations yields

8 Thus the interpretation of f is somewhat different in this model than elsewhere in the paper. For
consistency it might be better to write the per-period payoffsin terms of streams whose present valueisf
and w, but in the interests of notational simplicity we do not bother doing so.
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_(2-d9)(A- @- q)d")d- ef
(1- (- g)d"- qd")
W = (1- d*)qd"(1- e)f
(- (1- g)d"- qd)
as the unique subgame- perfect initid offers. In equilibrium, whichever offer is made at

the first round is accepted immediatdly. Thus the expected equilibrium payment to the
employeesis gqw” + (1-g)w* or

__q(-d9)Q1-e)
(1- (1- g)d" - qd")

f(k,h,b).

Thisis, of course, smply apayment of the form w = af, just as under profit sharing:
human capitaists get a f(k,h,b) and the financid capitdiss get (1-a )f. Thusthe results
obtained earlier gpply. In particular, in thisinterpretation of employee bargaining power,
the owners of the firm can determine the share of profits accruing to employees by the
choice of thefraction q of board seats to give to employees (and perhaps by the choice of
e). This then determines the human capitdids invesment incentives.

Asargued earlier, increasesin b, the importance of human capita, then tend to favor
gving alarger share to human capitdigts. In this context, thisis most naturally done by
increasing their board representation. However, it may aso be worthwhile to increase
employees ahility to prevent financia capital from enjoying returns in the absence of
agreement, e.g. by giving them aveto on, or the power to delay, certain decisons and
investments. In particular, when e islarge and the employees are much more impatient
than the financid capitaidts, it may be the case that employees cannot be gven as srong
incentives as might be desirable soldy through board representation.

In various specid casesit is Sraightforward to compute the required levels of g and e
needed to yidld agiven share a to employees. For example, when the two parties are
equaly impatient, the solution isw = q(1-e)f, and so g = a/(1-€e) does the trick. Note that
the two sources of employees power are subgtitutes: If their ability to reduce the return

to financid capital increases, their required board representation falls. Somewhat more
generaly, supposed " =t H and d *= t ¥ for some values of H and K. Let t go to unity to
reflect the idea that the period between offers becomes arbitrarily small. We then get (via
I"Hopitd’ srule)

gK(1- e)
K +(1- g)H

Letting a = [gK/(gK+(1-g)H)](1-€e), we again see how the role of employeesin
governance can be adjusted to induce human capital investmen.

limg,w=



Given that thismodd of bargaining leads to the same results as profit sharing, we will
henceforth smply refer to the “profit-sharing modd” but understand the term to
encompass both that model and the preceding model of bargaining.

The second bargaining mode yieds smilar results but even smpler formulae. In this
modd, if the current wage offer is accepted, the firm gets a one-time payoff® f(k,h,b) and
pay the employees a one-timewage w. If it is not accepted, thereis an exogenous
probability p that bargaining breaks down, in which case the parties get their outside
options. Assuming that the invesmentsin k are sunk, these outsde options are f(k,0,b) ©
f O for the k-investors and zero for the employees. This pecification reflects the
assumptions that the financia capitaists own the production function f and thet the
employees human capitd is completely firm specific. If there is no breakdown, the
bargaining moves to the next round. Payoffs accrue only once agreement is reached or a
breakdown occurs.

The equations characterizing the unique stationary perfect equilibrium are
f- w"=pf+(1- p)a(f- w") +(1- o) (f- w)]
and
W = p>x0+(1- p)lgw’ +(1- w].
Some tedious algebra on these yields

w'=(1- (1- p)(L- @))(f- °)

we=(1- p)a(f- £°).
The expected payment to employessis then smply w = g(f-f ©).

The bargaining thus gives each sde the vaue of its outsde option plus afraction (equa

to itsfraction of board seats) of the vaue created by agreement. The human capitaists get

0 + q[f(k,h,b) —f(k,0,b)] = q[f(k,h,b) —f(k,0,b)] and the financid capitdists get f(k,0,b) +
(1- g)[f(k,h,b) —f(k,0,b)] = (1- q)f(k,h,b) + gf(k,0,b). These give the benefits to each
party of investing, which then are compared with the cogis to establish the chosen levels

of h and k.

Note that the incentives for the human capitdists are the same as under profit sharing (or
the other bargaining modd ). In choosing h they are effectively looking at a f(k,h,b) —
c(h), wherea =q.If a ispogtive- that is, if workers have representation on the board -
there is now some incertive to them to invest. Consequently, apositive level of h can be

° We could also formulate this model in terms of income streams, but thiswould just multiply all income
with a constant factor and thus clutter the equations.
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expected to result so long asthe margind product of h at zero is sufficiently large. Note,
however, that incentives are wesker and investment in h islower than the firg-best if a <
1.

The incentives facing the owners are more complex, involving a convex combination of
the returns to capita when al the capital of both sorts is used and the returns that can be
earned without h. If the two inputs are strongly complementary - in the sense that f(k,0,
b) =1(0,0, b), as with the Leontieff and Cobb-Douglas functions- then the payoff to the
investorsis dso asin the profit-sharing case. In the separable case, in contrast, the
margina product of k isindependent of theleve of h, so (1-g)fk(k,h,b) + gfi(k,0,b) =
fk(k,h,b). Thus, the choice of k isin fact driven by the full returnsto k and so is efficient.
If h and k are complements, then fi(k,h,b) 3 fi(k,0,b), and there is atendency toward
under-invesment in k, while the reverse is true with subgtitutes.

In the separable example considered earlier, the chosen leve of hish = (ab)?/4 and the
chosen leve of k isk = (1-b)?/4. Thus, the total net profits are

(1-b)?/2 + ab ?/2— (1-b)*4— (ab)?/4 = (1-b)*/4 + a(2-a)b %/2
while the returns accruing in the bargaining to the owners of the firm are
(1-b)?/2 + a(1-a)b %12 — (1-b)%/4 = (1-b)?/4 + a(1-a)b %/2.

To maximize tota value cregtion, a should be set at unity, so thet al the ex post
bargaining power goes to the workers, because then both sorts of investors face the first-
best incentives. Maximizing the returns to the owners, however, given that they will not
be compensated for the change, leadsto a = Y2 Agan the owners of the firm will find it
worthwhile to dlow human capita to have some bargaining power in order to motivate
them, but less than the wealth-maximizing amount. Note thet in this context, the optimd
and the chosen levels of a arenot drictly increasing in b, but that they are positive for dl
b > 0. Thisresult s;emsto be an artifact of the separability assumption, which means that
theinvestorsin k do not face distorted incentives.

Quite generdly, however, whenever the two sorts of capital are complementary in
production (frk 2 0), ex post bargaining with an outside option of f(k,0,b) for the k-
investors will yied higher levels of both h and k than result from profit sharing (assuming
the same vdue for human capitd’ s share, a, in each circumstance). To seethis, let x be
an indicator variable thet is O under profit sharing and 1 under bargaining, and denote the
outside option for human capita (taken to be zero above) by H(h). Then the payoffsto
the human capitdists can be written as

a f(k,h,b) + x(1-a) H(h) — x(1-a)f(k,0,b) — c(h)

and that to the financid capitdists as
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(1-a) f(k,h,b) —xa H(h) + xa f(k,0,b) —k.

When X is zero, these are the payoffs under profit sharing; when x isequd to 1, they give
the payoffs under bargaining. So long asH is nondecreasing in h,° the first expression
has nondecreasing differencesin h and x, while the second has nondecreasing differences
ink and x. Then, with h and k being complementsin production, we can regard the two
payoff functions as defining a supermodular game parameterized by x. As a consequence
(Milgrom and Roberts, 1990, Theorem 6), the highest and lowest solutions to this pair of
problems are nondecreasing in x: Thereis a least as much capitd invested under ex post
bargaining as under profit sharing.

The greater levels of investment mean that the ex post bargaining solution with outsde
options yields a outcome thet is preferred to the profit-sharing one. Thus, even if profit
sharing isfeadble, it should not be employed. Ingteed, the investors should give the
workers a chance to bargain, for example by giving them arole on the board of the
company. Further, the rules for bargaining should be sat as in the outside option mode!.

Thiscondusion that bargaining is better is, however, very heavily dependent on the
assumption thet the bargaining is costless. No resources are expended in bargaining, in
improving outside options (which, because they will never actually be taken, serve only
to shift the threat points) or in establishing bargaining power, and there is no possibility
thet the bargaining outcome will be inefficient. All these are very difficult assumptionsto
accept as descriptive. One disadvantage of the profit-sharing solution — et leest if itis
achieved by giving shares— isthat shares are daims on the full future flow of returns, not
just those that are affected by current investmentsin h. In principle this might be solved
by acomplicated system of option grants, but the realism of such a solution must dso be
guestioned.

Respecting Human Capitalists' Interests

The foregoing modes have solely been concerned with the divison of the profits among
the parties cregting them. However, it isaso possible to give incentives by adopting
governance processes that alow the firm to commit to respecting human capitaists
interests in Stuations where the vaue of their capita isat risk.

Toillugrate this posshility, suppose thet, after the investments have been made, anew
technology may arise that renders the human capita worthless but that would be
profitable ex post for the k-controlled firm to adopt. We will show that committing not to
adopt the technology can be valuable. The formd argument is largely the same whether
we assume that profit sharing is used to induce human capital investments™ or that ex
post bargaining with outsde optionsis employed. However, the expressions and
cdculationsin the latter case are smpler, and we focus on it.

10 That H is nondecreasing essentially means that the investment in firm specific human capital does not,
for example, make it harder to acquire general purpose human capital.

1 Assuming that if the employees are laid off, they no longer eligible to collect any profits that might have
been promised.

15



If the firm adopts the new technology, the human capitdists can no longer gain ashare of
the operating profit through bargaining, because their capita now adds no vaue. This
possibility worsens their incentives to invedt. In this case, the owners may find it
worthwhile to commit ex ante not to adopt the innovation, which maintains the incentives
to invest. Weinterpret this commitment as taking account of the human capitaists
interests, even a the direct expense of serving the (ex post) interests of the financid
capitdigs. This might be achieved through governance provisons. For example,
employees (or their board representatives) might be given a veto over layoffs or mgor
changesin work rules.

More specifically, consider again the separable example f(k,h,b) = (1-b)k¥? + bh'2 and
suppose that with probability p, the option arises to produce using the production function
ok,h,b) = (1-b)kY2 + d.

Assume that the human capitdists have chosen aleve of h that makes adoption of the
new technology attractive ex post and thet the firm has not committed to abjure the new
technology. Then the human capitaistis will be able to bargain to get areturn on their
investment only with probability (1—). In this case the firs-order condition on their
investment choice will yield h¥? = a b (1-p)/2. Alternatively, they could instead invest
enough that adopting the new technology would not be attractive. We will put asde this
possibility for now, assuming then that h'? = a b (1—p)/2 if the firm has not committed to
avoid adoption. Of course, we will need to check later that the option of investing more to
deter adoption is not worthwhile for the workers.

Theinvestorsin k will, as before, slect kY2 = (1-b)/2. This aso determines their outside
option in the bargaining, should it occur. Thus, if they opt for the new technology
wherever it isavailable, their returns are

pak,h,b) + (1) {f(k,0,b) + (1-a)[f(k,h,b) —f(k,0,b)]} —k

= p[(1-b)22+d ] + (1-p} (1-b)*2
+ (1-a)[(1-b)%/2 + ab 2(1p)/2 - (1-b)*/2]} — (1-b)%/4

= pd + (1-b)%4 + (1-a)ab 4(1-p)?/2.

If they commit not to adopt the new technology (so that hY2 = ab/2), then from our
ealier caculaionsthey get

(1-b)%/4 + (1-a)ab /2.
Thus, if committing to protecting the vaue of the human capitd isto be worthwhile, we
must have
pd + (1-a)ab ?(1-p)?/2 < (1-a)ab %/2,

or
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d < (1-a)ab 3(2—p)/2.
Next, for consistency, we need that the capital owners actualy prefer to switch to the new
technology when it is available. Thisrequiresthat d > (1-a)bh¥?. Under our assumption
on the human capitdists investment behavior, this becomes

d >a(l-a)b %(1-p)/2.
Letingg=a(1-a)b 23 0, these two conditions combine to yield

- p)
2

(2- p)
2

g <d<g

Findly, employees should not be willing to make the extrainvestment that would render
the technology switch ex post unéttractive even though the firm has not committed. To
deter adoption, they would have to set h = [d/(1-a)b]?° h*. Thisis greater than the
choice given by ther firs-order conditionif d > (1- p)g/2, which we have aready
assumed, so adoption is not deterred by the first-order-condition choice. Thusthe
consgtency condition isthat their payoff a investment level h* should be less that what
they get from the investment given by the firg-order condition. If they invest & level h*
to deter adoption, their payoff isd[a (1-a )b 2-d]/(1-a )b 2, and this should be lessthan
what they get from the regular investment, (1-p)®a 2b %/4. Some calculation shows that

this requires that we need ether
g
d <E(1_ A\2p- p?)

9 — 2
d> 2(1+1/2p p-).

Comhbining thiswith the erlier inequditiesit follows that committing to not switch
technology is worthwhile to the financid capitdists when

%(1+4/2p- p*)<d <%(2- p) .

Aslongasp < (+/2 - 1) /4/2) » 0.29, thisregion is non-empty and itslength decreasesin
p and increasesin g. More importantly, the size of the region aso increasesin b. As
human capital becomes more important, there are more instances where such
commitment isvaduable. Thisisin line with the suggested intuition: when human capita
becomes more important, it becomes more vauable for financid investorsto explicitly
account for employees concerns with the value of their human capitd, even a the
expense of theinvestors direct returns.

or

These various modds formaize various ways in which it could be vauable to give
human capital arole in governance thet lets it recalve some of the returns needed to
induce this investment. They further show theat the role given to human capitd should be
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increased as the importance of thisinvestment increases. In the next section we consider
these conclusionsin light of the current debates on corporate governance.

3. THE INTERNATIONAL GOVERNANCE DEBATE

In recent years, corporate governance has become the subject both of increasing popular
debate and increasing academic research. Y et there is a divide between the two. Much of
the research on corporate governance, especidly that by American academics (who
initidly led the development of the topic), takes anarrow view of the subject:

Governance is smply about ensuring that managers diligently pursue the interests of
shareholders.*? Thisisin line with the wide acceptance in the US of the primacy of
shareholders interests. Meanwhile, the popular debate — especidly outsde the Englisht
gpeaking economies — does not automaticaly accept that the firm should be run in soldy
the interests of shareholders. Indeed, the point of debate is precisaly about whose
interests should be protected through governance.

Some part of the academic literature does address this more fundamentd issue. In
particular, Henry Hansmann (1996) argues thet voice in the firm - arole in governance -
is given to those whose interests are not well protected by contract or exit options and
who are likely to make effective use of the power that comes from voice. Hansmann
argues that, a least in the US context, the providers of equity capital to the firm are
particularly poorly protected. Thereislittle that contracting can do to ensure their money
will be used in ways they would want, and collectively they cannot withdraw their funds
(athough any one of them might be able to do so by sdling the shares he holds). In
contrast, other possible claimants - suppliers, employees, lenders, customers- are
arguably better protected by exit or contract. Further, Hansmann argues, equity investors
arerddively efficient users of voice, because they have very homogeneous interests and
s0 avoid the inefficiencies that tend to mark decision making by heterogeneous groups.
Thus, shareholder capitaliam has a centrd efficiency logic supporting it.

Y et other economies have adopted very different systems of governance from the Anglo-
American modd. The two most prominent examples are Germany and Japan.

In German corporations, the mandated system of codetermination has given workers
representatives haf the seats on the supervisory boards that oversee senior management.
Workers councils and strong industria unions have supplemented the influence that
employees enjoy from codetermination. Other factors have Smultaneoudy made it
difficult for shareholdersto exert influence and push for their interests. Banks supply

most of the corporate finance, both through loans and through holding equity. The hired
managers of the banks have had little reason to push their counterparts in the corporations
to pursue stockholders' interests diligently and energetically. This effect is magnified by
the prevailing arrangements for these banks to vote the shares owned by small
shareholders, which has helped prevent the emergence of an active market for corporate

12 See, for example, Shieifer and Vishny (1997).
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control. Findly, the limited transparency mandated under German reporting requirements
has further regtricted the ability of shareholders to monitor performance.

In Japan, corporate management has felt even less pressure from shareholders. A number
of factors have contributed to this. One is the complete dominance of corporate boards by
directors who are lifetime employees of the organization. The system of cross-
shareholdings by related firms has dso contributed by ensuring the mgority of shares are
in friendly hands. The generd socid acceptance of the primacy of corporate surviva and
growth and of permanency of employment over profitability has shaped the environment
and st expectations. Findly, the lack of trangparency in reporting, restrictive rules
governing shareholder suits and other lega provisions affecting shareholder rights and
powers have contributed too. The net effect has been that the corporations have been run
essentidly in the interests of their permanent employees, with shareholders' returns
needing only be kept above some minimd levd.*®

These systems are now under atack. Leading German CEOs are increasingly arguing that
to compete in the increasingly globa capitd markets, their country must move toward
Anglo- American shareholder capitalism. Juergen Schrempp of DamlerChryder isonly
the most prominent example. Moreover, change is occurring. Severd firms have actudly
taken movesin this direction, such as adopted US GAAP, ligting their sharesin the US
and adopting more American style executive compensation schemes. Additiondly, the
recent acquisition of Mannesmann by Vodaphone- Airtouch in aded that began asa
hodtile raid sgnas the emergence of an active market for corporate control. The
increasing share of sock held by American and British inditutiond investorsis playing a
ggnificant role, both in supporting the market for corporate control and in placing direct
pressure on companiesto pay attention to shareholders. Similarly, in Jgpan both the
Minigtry of Internationa Trade and Industry and the leading association of executivesin
Japan (the Keisai Doyukai) have cdled for fundamenta reforms of the Japanese system
to bring it closer to the Anglo-American modd and, in particular, for giving much more
attention to shareholder interests.

At least part of the reason for this challenge to traditiond governance systemsliesin the
recent success of the American economy, especialy in comparison to the economies of
the mgor continental European countries and Japan. The unprecedented performance of
the US economy in the 1990s has led to suggestions that there is an inherent superiority
to the “Anglo-Saxon,” shareholder-dominated model of governance. For society’ s good,
shareholder value should be the overriding objective, and the governance system should
ensurethat it is rdentlesdy pursued.

Yet it isgood to remember thet, only a very short time ago, fashion was very different.
Through the 1980s, the German and Japanese economies seemed to be doing brilliantly,
and their systems of “patient capital” were held up as superior models for the US to
emulaie* Germany’ s system of codetermination and bank-dominated finance was
credited with bringing labor peace, minima unemployment and robust economic growth.

13 See Milgrom and Roberts (1994) for an extended analysis of the Japanese system in these terms.
14 See, for example, Michael Porter (1996).
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Japan’ s corporations, with their cross-shareholdings and insider-dominated boards, had
amilarly produced high, stable levels of employment, immense growth and, until the
asset-price bubble burst a decade ago, spectacular stock market returns. American
capitalism, meanwhile, was identified with short-termism, layoffs and downsizing.

How then to think about the choice of governance syssems? Which is best?

Holmstrom (1999) has persuasively argued that what system of governance works best
depends on the underlying economic environment. He then argues that the rapid pace of
globdization and technologica change means that there is a great need today for
transferring resources to radically different uses from those where they have been
employed. Shareholder-dominated governance is an especidly effective modd in this
context. Shareholderswill fredy and “unemotionaly” move the resources they control to
higher-vaued uses. Other claimants, and in particular employees and managers, are less
eadly motivated to make such shifts, which are personally and perhaps professondly
disruptive. So, if the resources need to be moved, giving primacy to shareholder interests
ismore likely to ensure it will happen.

Thereisadanger in shareholder domination — that shareholders will transfer their capital
in pursuit of higher returns for themsdves even though the lossesincurred by others are
large enough to be more than offsatting. These welfare losses are minimized by having
active, flexible labor markets that facilitate the movement of labor and the embodied
human capital to new uses. Thesein turn are supported by the willingness and ability of
the population to move physcaly to new locales and by reatively ungenerous
unemployment compensation, which encourages those who ought to move to new
employment to do so quickly. A second problem with shareholder control isthat if
employees do not have voice through the governance process, their only means to protect
thar interestsis through strikes and other costly conflicts. Equally, of course, thereisa
danger that if employees are empowered by having arole in governance they will block
redllocations that increase efficiency but reduce the returns to them and the vaue of their
human capital.

A smple model captures some of these ideas. Suppose that strategy can be represented
by ared variable t. Workers unambiguoudy prefer the current strategy, normaizedtot =
0, perhaps because change requires extra effort and uncertainty or because they have
made personal choices (housing location, development of personal networks) that are
geared to the status quo. In contrast, the preferred strategy of capitdistswill be T, which
isinitidly uniformly digtributed on [0,T*]. If financid capital aone makesthe decision

on grategy, then it will implement the new Srategy t = T. If workers are given weight m
in governance, then the decison will bet = m@ + (1-mT = (1-m)T. Giving workers such
arole hasadirect cost to the investors of gm™*. The motivation for thisformulaion is
that workers' representatives need educating if they are to play arolein governance, and
thelr involvement might dow down the process. The cost of these is plausibly increasing
in the 9ze of the role they will play (m) and the range of issues they must be prepared to
face (T*). The bilinear form capturesthisin asmple way.
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Given T and m workers have three options. accept the new strategy and stay with the
firm, exit the firm (leaving the decision to the owners), or stay on but go into open
conflict (e.g., astrike) to change the decision to one more favorable to them. Acceptance
resultsin the srategy (1- M)T. If workers leave, the decison becomest = T but thefirm
incurs acost c to replace the workers. If open conflict ensues, the decison becomest =
(2-n)T, where n isameasure of labor’s bargaining power in disputes. However, open
conflict carries acost s¢ for employeesand s for investors.

Employees utility with decison t if they gay in the firm isthen taken to be 1- t —Xs¢,
where x isan indicator for whether open conflict occurs. If they leave, thair utility isw<1.
Investor utility is1 +t —T —xs - yc, wherey is another indicator variable which is one
when workers quit, in which case the firm incurs the cost ¢. Notice that we aways have O
<t £ T, sothat the utilities can be interpreted in terms of the distance between the chosen
t and what each party would prefer. In the current context, the employees outside option
w reflect the flexibility of the labor market and the ease of finding anew job, aswell as
the qudity of the job.

The payoffs to workers from accepting the shareholders  choice of strategy, exiting and
griking are, respectively, 1(1-mT, w and 1-1-n)T- s=. Thus, the condition for a drike
to occur is

£ - "t
h-m (1- n)

Strikes occur when the desired change in dtrategy is large enough that changing it is
worth the cogts of conflict but not so large that even if the stike is called, the resulting
compromise is till worse for workers than exiting the firm.

Thus, shareholders can guaranty that (with probability one) there will be no drikesif they
sdect m3 nmy © (n(1-w)—se)/(1-w—se), SO that the region yidding adrikeisempty. Thisis
then the highest level of mthat could ever be optima because thereisno gain to
shareholders from yielding even more influence to workers.

The payoff to shareholdersin the event of no strike is 1-nl, their payoff under adrikeis
1-nT —s: and if workers leave then the payoff is 1-¢.'® Then the expected
utility of the shareholdersis

15 The following calcul ation assumes that the firm has to announce itstrue preferred strategy, T. Yet when
Tfalsintheregion yielding astrike, shareholders might receive higher payoffs by moderating their
demands so as not to induce a strike. Whether allowing such a possibility seems appropriate depends on
what we think about the firm’ s ability to commit to its position before either side incurs the costs of
preparing for conflict. Our belief isthat it is sensible to assumethat if preferences are too divergent,
conflict is probably unavoidable. We have, nevertheless, developed a more complex model that generates
similar results to the present one and in which thisissue does not arise. However, the methodol ogical gain
did not seem to justify the cost in added complexity, so we simply assume that the firm must “announce’
the actual T. Note, however, that in avariant devel oped below we do allow alimited option for moderation.
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By smple cdculation, this expression is seen to have a positive second derivative with
respect to the choice variable m while the Sgn of the fird derivative & m= 0 may be
ether postive or negative. Thus, the optima choice of misadways either m =0,
corresponding to complete shareholder control (and the possibility of open conflict
between shareholders and workers when a significant change in strategy is desired) or
elsetheleve my calculated above that guarantees no strikes.

By cdculaing the partid derivatives of TE(u,)/ffmwith respect to 5, g and T* we see that
the firg of these is pogtive while the latter two are negetive. Thus, giving the workers a
role in governance gets more attractive as the cost of strikesto the firm increases and less
S0 as the possible strategic changes and the direct costs of involving workersin
governance increase. Further, by examining the difference E(u;(my)) - E(ui(0)) we see
that, if T* isnot too large, the reative attractiveness of the my solution is decreasing in the
employees outsde option w and incressing in n, their bargaining power in open conflict.
Findly, from the formulafor m, it followsthat if employees are given arolein
governance, then the Sze of thisrole isincreasing in their bargaining power and
decreasing in the attractiveness of ther exit option and the cost to them of Strikes.

We can bring the assumed increasing importance of human capita into the modd in a
smple but perhaps ussful way. Assume now that the firm can choose initialy whether to
have workers focus on building skills that are particularly vauable under the status quo
drategy. These investments carry a cost to the firm of d. Aswdl, making the invesments
may worsen the employees’ outside option, w, perhaps because they have not developed
as much generd human capitdl. If the Srategy- Soecific investments are made, the payoff
to the firm isincreased by an amount b so long as the Strategy is unchanged from the
status quo. Otherwise, the firm’ s payoffs are as above. Thus, the payoffsto the firm are
1+b- Tif it dickswitht = 0 and 1+t- T—Xsg - yc otherwise. Increasesin the magnitude of b
will again mode increasing importance of firm-specific (and strategy- pecific) human
capita.

We dlow the firm to decide not to try to inditute a new srategy if doing so would result
in lower payoffs than sicking with the status quo of t = 0. Taking this option means that
the firm that has chosen the specific investments will display inertia, sicking witht = 0
over arange of strategy options T that it would otherwise pursue. For b sufficently
amdl,*® the range over which inertiaholds is [0, b/(1- m)], which liesin the accept region
for the workers. For larger T, the firm will seek to change the strategy, even though it
loses the benfit of the strategy-specific investment.

The expected payoffs to the firm are now

16 precisely, b £ ((1-n)se- ns))/n, which we henceforth assume to hold.
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where zisan indicator thet is oneif the srategy- pecific skills have been chosen and zero
otherwise and where we alow that w may depend on whether these have been chosen.

Given z, the expected payoff is again a convex function of mwhose derivative at zero can
be negative or positive, depending on the magnitudes of the parameters. Consequently,
there are again two regimes, m= 0, corresponding to complete shareholder control but the
possihility of grikes, and m= my, with employees having asufficiently largerolein
governance that open conflict is avoided. The comparative statics on the various
parameters that gppeared in the earlier version of the modd are dso as before.

The first new feature of the comparative Saicsisthat, asb increases, the attractiveness
of the m= ny regime increases, because the cross partia of the expected payoff with
respect to mand b is positive. Further, because the payoff function is aso supermodular
inb and z, increasesin b make investing in the srategy- pecific skills more attractive,
and this then favors involving workers in governance. Aswell, inducing the Strategy-
specific investments is more atractive if the firm is committed to m=ny than if it has
chosen m= 0. The convexity of payoffsin maso impliesthat congraining mto be strictly
positive (as, for example, in German codetermination) favors the my solution and the
associated investment choice. Findly, if w does not depend on b, then (because the cross
partia between zand T* is negative), larger potential strategy changes T* discourage the
adoption of the specific investments.

Thus we should see clugtering. One clugter involves shareholder dominance, low
investments in specific human capitad and relatively large changesin drategy. It should
be seen when rdatively large changesin strategy need to be considered, when workers
outside opportunities are good, when their bargaining power in strikesis weak and when
the cogts to the firm of a dtrike are low. The other cluster involves shared governance,
labor peace, higher investments in firm-gpecific human capitd, inertiain the face of some
opportunities for strategic change and then moderated changesin strategy when they do
occur.

On baance, the conditions in the Anglo- American economiesin recent years arguably
have favored getting the redll ocation decisons made quickly and cleanly, even if not with
perfect interndization of dl costs and benefits, via a system of shareholder-dominated
governance. The American and post- Thatcher British labor markets have been very
flexible, at least in comparison to continental European and Japanese ones. The new
drategies have often been sgnificantly different from what has come before. And, after
the Reagan Revolution, employees bargaining power has fdlen with the declinein legd
and public support of unions.
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A number of observers, including Holmstrém, in fact ascribe a goodly part of the success
of the American economy in the 1990s to its corporate governance having become
shareholder focused in the preceding decade and thus to the US s having made much
more progress than Europe in shifting resources to new uses.

Whether thisimplies Europe and Japan should adopt shareholder-oriented governance is
less clear. To the extent that resources need to be moved along way in strategic terms, a
shift isindicated. However, there are points on the other dde. First, despite the steady
eroson of legd and regulatory mohility barriersin Europe, very red onesexist
internationally, most notably language and educationd systems. Moreover, Europeans
and Japanese gppear to show much less willingness to relocate even intra-nationdly in
pursuit of better jobs than do Americans (the rdative levels of benefits for the
unemployed are only a part of the explanation for this). On top of this, the rates of new
job creation in Europe and Japan seem quite low compared to the US. Thisinturnis
arguably linked both to the socid attitudes towards entrepreneurid failure and the high
economic and status costs of layoffs and plant-closings, as well asto the underlying
systemsfor financing business invetments. Y et these are, in part, afunction of the
governance systems that have been in place.

Thislast point brings home the fact that different gpproaches to governance have to be
interpreted in the context of the broader economic and socid systems of which they area
part. Different governance processes and procedures fit with different economic contexts,
and performanceis determined systemically, not just by the individua componentsin
isolation. Shareholder-dominated governance fits with active labor markets, ahigh
propengity to relocate and easy job creation and destruction. One by-product islow
investments in firm-specific human capitd. Systems where |abor’ sinterests are well
represented in corporate decision making make more sense where high levels of
investment in firm-specific human capital are desired and where workers are ill-protected
by the exit options afforded by labor markets. Clearly, in such a context, disenfranchisng
labor from governance and grafting in shareholder capitalism can yidd radicaly different
performance than is achieved in the American system, where shareholder capitdism is
supported by other ingtitutiona features.

Thisis not to argue that Europe or Japan can or should ignore the pressures from
globdization and technologica change to shift resourcesin mgor ways. Nor should they
underestimate the value of shareholder-oriented governance in achieving such
redllocations. But there are costs to these redll ocations and to this governance system, and
the European and Japanese contexts make these costs higher than they are el sawhere.
This means that the gppropriate response is not an isolated change in governance, but
rather fundamenta systemic reform involving both governance and labor market
inditutions.

A fina point. No matter what governance processes are in place in a corporation, most
decisonswill in fact be taken by executives, not by the board or the empowered
clamants. Thereisared danger then that telling the executives to consder the interests
of multiple sakeholderswill give them little or no guidance for decisons. It in fact may
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smply alow them to rationaize any course of action they might fancy. In contragt, a
angle-minded focus on the interests of one group, especidly when those interests are
relatively easy to discern, gives executives a clear direction and provides areatively
unambiguous performance measurement. This seemsto us a strong argument for
shareholder governance.
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