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Preface

Corporate governance has long been a subject of considerable interest
and controversy, but debates on this topic have become much more
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prominent in advanced industrial economies over the last ten years.
Primarily, these debates have concerned relationships between share-
holders, corporate boards, and managers. For the most part and in
most countries, the role of labour m corporate governance has been less
of a focus of interest. However, at the present time, with pressures and
changes in both corporate governance and in employment and labour
relations systems, there is a growing need to bring the two together,
both theoretically and empirically, and to understand their interaction in
historical perspective. The Political Economy and Industrial Relations
literatures are beginning to do this, and this book contributes to this
important development.

One of the main factors in recent years driving changes in
corporate governance and labour systems has been the opening up
and liberalization of product, financial, and labour markets. These
trends have accelerated recently, especially in continental Europe and
Japan. As a result, national socio-economic systems have become more
exposed to market pressures emanating from: outside national boundaries.
On top of these developments, privatization programmes and social
welfare reforms are shifting the boundaries between markets, states, and
business corporations. Together these trends have affected the
ownership of firms and the relations between owners, managers, and
employees.

These developments have put pressures on companies and sectors
which in the past have acted as leaders in providing extensive social
benefits. They have also raised serious questions about labour inclus-
iveness and participation in governance. A deeper issue still concerns the
extent to which distinctive national patterns of economic and social
organization can be sustained. For example, in a context of growing
liberalization and marketization, can Germany sustain its system of
'Rhineland' capitalism? Can Japan maintain those aspects of its system
that have long prized employment security and seniority within the
enterprise community? Or will the so-called `Anglo-Saxon' marketized
systems of governance and employment, with their reduced voice for
labour, prevail?
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Answers to these questions are by no means straightforward. The
national case studies in the book show that there are countervailing
forces which make for complex outcomes. Thus, there are strong path
dependencies and national inheritances which influence and nuance
the way in which market pressures impact on social and economic
institutions. Resistance to changes among social actors are strong,
especially in the industrial relations area. In Germany, for example,
there is the strongly instituationalized position of labour within the
firm and in the national political economy. In Japan. prevailing social
norms and political traditions mean that popular support for changes in
the way that business corporations function is constrained. In Italy,
France. and Spain, there are both political and social obstacles to
change.

In addition. of course, economic and social systems are immensely
creative. The form which corporate governance takes is subject to
negotiation and accommodation among key actors, including owners,
managers, labour, and governments. Outcomes cannot be simply
predicted from observing the objectives and instruments of
shareholders and global financiers. The most likely result is that greater
exposure of national 'varieties of capitalism' to financial market
pressures will generate complex and contradictory effects on labour
management. This very complexity, however, will embody profound
changes in the way that labour is organized and managed. Employment
practices may become more varied within national economies.
Employment protection, good social benefits, and voice in corporate
affairs may come to be increasingly restricted to a core of workers in
large firms who will constitute islands in a more liberalized sea. In
turn, this will mean that it is more difficult for labour to mobilize on the
basis of class or across firm and sectoral boundaries.

This book had its origins in a series of seminars, supported by the
European Science Foundation, and held in Manchester and Cologne_
It provides an overview of the debates about corporate governance
and labour management in a number of countries and seeks to make
linkages between the three main actors involved in these complex
interactions. For those interested in the relations between corporate
governance and labour management, it provides a useful and stimu-
lating analysis.

Wolfgang Streeck
Max-Planck-Institut fiir Gesellschaftsforschung. Cologne

January 2004
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1
Corporate Governance and Labour

Management: An International
Comparison

H O W A R D G O S P E L A N D A N D R E W P E N D L E T O N

1.1. Introduction
How firms are governed and how labour is managed are central issues for
all industrial societies. Both have implications for economic wealth and
for the broader welfare of nations. Yet, systems of corporate governance
and labour management are often considered quite separately of one
another. The aim of this book is to explore these two important issues,
the governance of the firm and the management of labour, over time and
in different national contexts. The further aim is then to go beyond this
and to consider how corporate governance and labour management
have interacted with one another and how this interaction has shaped
distinctive national patterns of political economy.

The book relates to a number of topical debates. At the present time,
there is a growing public concern about the nature of the cor-
poration—whether it exists exclusively or even primarily to promote
the interests of shareholders, whether the maximization of returns for
shareholders leads to losses for other stakeholders, and whether
recent trends have increasingly created unfair remuneration for
senior executives. This has coincided with a number of major scandals
and business failures which have given rise to concerns about
managerial practices and the regulation of firms. In the popular
Management literature, there have been a number of forceful critiques
of shareholder value-orientated business and its possible negative
effects (Hutton 1996; Porter 1997). As a result of all this, debates about
corporate governance have taken place in business and political
circles in many countries—such as the United States. the United Kingdom,
France, Germany, Italy, the Netherlands, and Japan—over



the last 10 years, and most have embarked on programmes to reform
aspects of corporate governance. However, too often these debates
and policies have focused on relatively narrow issues, such as the
composition and responsibilities of company boards, with the result that
broader questions about corporate objectives and practices have not
been fully addressed. A further debate m both business and academic
circles has considered the extent to which national corporate governance
systems are converging towards a single model often seen as likely to
partake of the Anglo-Saxon form (Kitschelt et al. 1999; Hansmann and
Kraakmann 2000).

At the same time, there have also been debates about changes in
employment and industrial relations systems. In some countries, such
as the United States and the United Kingdom, comment has focused on
the apparent increase in job insecurity, growing pay inequality, and the
erosion of benefits such as final salary pensions. Some commentators
have attributed these in part to the decline in employee voice at work and
the assertion of managerial prerogatives (Hutton 1996; Kommission
Mitbestimmung 1998; Cappelli 1999; Blair and Kochan 2000; Millward,
Bryson, and Forth 2000; Dickens, Wadsworth, and Gregg 2001). In
countries such as Geintany and Japan, at the present time, there is
considerable discussion as to the viability of their employment systems.
Thus. in Germany, debate centres around whether a system of employee
voice through works councils at the workplace and collective
bargaining at the industry level can continue to exist in a context where
financial pressures on firms have intensified and where some argue a
need for major changes in corporate governance (Kommision
Mitbestimmung 1998; Streeck 2001; Lane 2003). In Japan, the system of
lifetime employment is said to be under threat, pay is being driven more
by market forces, and effective employee voice mechanisms are
weakening (Sao and Sato 1997; Inagami 2000). In this context, an
appreciation is growing that these various phenomena, the financing
and governance of the firm and the management of labour, may be
interconnected.

This book seeks to bridge a gap between several different academic
literatures. Various perspectives have recently started to consider the
possibility that financial structure and corporate governance may influ-
ence the management of labour. The comparative Political Economy

and 'business systems-- literatures have examined relationships
between national patterns of business organization. including finance and
governance, and systems of employment (Lane 1995; Whitley 1999;
Dore 2000a, c; Hall and Soskice 2001a, b). Recently, a strand of

literature, based in part in Comparative Law, has considered the extent to
which national governance systems of corporate governance are
converging and whether this entails that labour management practices
will also converge (Cioffi 2000; Hansmann and Kraakman 2000).
Within Financial Economics, a recent strand of enquiry has focused on
the impact of capital structures on employment, wages, and employee
representation (Bronars and Deere 1991; Perotti and Spier 1993; Sharpe
1994; Hanka 1997). In turn, these literatures are beginning to influence
Industrial Relations and Human Resource Management (FIRM) ana-
lysis (Cappelli et al. 1997; Blair and Kochan 2000; Gospel and Pendleton
2003). Some others have argued that, though the power of labour may
have been reduced in many countries, both its strength and its weakness
are important for shaping and facilitating corporate governance
arrangements (Roe 2003).

1.2. Governance, Finance, and Labour

Throughout the book, corporate governance and labour management are
broadly defined. This is so that the breadth of interconnectedness
between these different aspects of corporate behaviour can be fully
identified.

Corporate governance is about the relationship between three sets
of actors or stakeholders—capital, management, and labour. It is con-
cerned with who owns and controls the firm, in whose interest the
firm is governed, and the various ways (direct and indirect) whereby
control is exercised. These three sets of actors may work with one
another, form alliances, or oppose each other (See Chapter 11, this
volume). Their relative roles and power vary considerably between
countries and have important consequences for a whole set of man-
agement decisions. The justification for identifying these three actors is
that all make investments (financial or human capital) in the firm. At
the same time, however, it should be added that others argue that an
even wider group of stakeholders have an interest in the governance
of the firm, such as suppliers and local communities. Those interested in
'corporate social responsibility' especially emphasize a wide group of
stakeholders.

Our perspective on governance can be contrasted with the focus in
much of the business management and public policy debate about
corporate governance which focuses on issues such as the composition
of boards of directors and the pay of top managers. These are



6Howard Gospel and Andrew PendletonAn International Comparison 7

4 Howard Gospel and Andrew Pendleton

important matters, but must be set in a broader context. Our perspective,
focusing on the broad set of relationships between key stakeholders,
also goes beyond the conventional model in Financial Economics.
Here, the approach has tended to view the firm as a 'nexus of contracts'
and views governance as about how shareholders control managerial
opportunism through the alignment of incentives (Shleifer and Vishay
1997: 740-8). We diverge from this so-called 'principal–agent' view on
several grounds: it involves a reductionism which excludes one key
actor (labour); it abstracts investor–management relationships from
their institutional context; and it fails fully to engage with the
diversity of interests among investors, managers, and employees
(Blair 1995; Aguilera and Jackson 2003: 6).

The management of labour is defined broadly to cover a set of major
decisions and resulting outcomes. These are taken to cover three main
areas—work relations, employment relations, and industrial relations
(Gospel 1992). Employment relations deal with the arrangements
governing such aspects of employment as recruitment, training, job
tenure, and reward systems. Work relations concern the way work is
organized and the deployment of workers around technologies and
production processes. Industrial relations is defined to cover the voice
aspirations of employees and resulting institutional arrangements, such
as joint consultation, works councils, and collective bargaining.
Throughout the book, the emphasis will be on major strategic patterns in
these three areas as they have developed, especially in large private
sector firms, over a long period of time. Wherever possible, an attempt is
made to deal with all these three aspects of labour management.

As already stated, corporate governance derives in part from, and
is closely related, to finance. Here, there are a number of key features
of finance which may be identified and which emerge in the various
chapters: the sources and types of finance: the objectives of finance
providers; and the intervention rights and practices associated with
different forms of finance. These provide a set of constraints and
opportunities which influence managerial choices, including in the
labour area.

Sources of finance are essentially threefold—internally generated
funds, debt, and share equity. Once established, most firms rely
mainly on internally generated funds and these can give managers
significant discretion over how resources are used. However, the
exposure of firms to pressures from other financiers and claimants can
have a powerful influence on the allocation and sought-for returns

from these internal funds. From time to time, firms have to

An International Coinparison 5

raise capital from outside. Debt can be a considerable constraint on
firms and is viewed in the theoretical literature as underpinning
strong governance (Stiglitz 1985; Hart 1995); but, where large and
long-term, debt may draw lenders into a close relationship with man-
agement. Share equity can also be a considerable constraint. Where
shareholders are many and small, investors may compensate for
weaknesses in their relationship with managers by exerting pressure
via market trading; where ownership is concentrated, equity owners
may intervene more directly with management. An important dimen-
sion of finance refers to the means by which finance providers exert
influence on managers. Here, it is possible to see a continuum from
indirect involvement to direct intervention in governance. At one
extreme, holders of tradable bonds or share equity may eschew any
direct involvement and instead exert influence via market mechan-
isms (e.g. by the threat of selling or the actual sale of their investment).
At the other extreme, those with financial claims may play a very direct
role by occupying seats on the corporate board. Similarly, the objectives
of those holding financial claims against the firm are important. Some
may be speculative, others may have longer-term, more patient time
horizons, and this in turn impacts on management and consequently has
implications for labour (Marine 1965; Stiglitz 1985; Hart 1995).

The approach of the chapters in this book is based on a multi-stage
perspective. First, the chapters consider the role; of capital, the structure
of corporate ownership, and patterns of business financing. Second,
they examine the key role of top management and the strategic choices
that they make, subject to constraints imposed on them by capital. Third,
they then examine the influence which capital and management have on
labour and the systems of labour management which are put into place.
At the same time, however, the chapters point out that in certain
circumstances labour itself can shape capital and management. Thus,
there is a circularity in the perspective and the different chapters begin
their analysis at different stages.

1.3. National Systems of Corporate Governance and
Labour Management

As a further starting point, to guide the analysis, we suggest that there
are a number of bodies of literature and broad typologies of national



systems of corporate governance and labour management.
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The authors of the following chapters draw on and develop these.
However, simultaneously, the chapters seek to go beyond the tradi-
tional typologies and in addition cover countries which fit less easily
into some of the literatures and typologies.

One approach is to view corporate governance in a historical per-
spective. Thus, there are a number of stages in the development of
finance and governance. The first might be seen as the period of 'personal
capitalism' during which period financing was often a personal or
family or small group partnership matter and when ownership and
control were closely interrelated. Later, from the early twentieth century
onwards, 'managerial capitalism' emerged, at first in the United States
and the United Kingdom. During this period, more active equity
markets start to develop, share ownership becomes more dispersed, and
control begins to be separated from ownership, with managers having
considerable discretion to manage corporations in the interests of
themselves and other insiders, including employees (Berle and Means
1932; Chandler 1962; Galbraith 1969). By contrast, in other countries,
such as Germany and elsewhere in continental Europe, there was the
development of a form of 'cooperative capitalism' in which outside
finance comes significantly from large banks or from other firms or
from the state and, as a result, where ownership and control are less
dispersed (Chandler 1990: 587-92). This is the form, it is claimed. also
taken in post-Second World War Japan. Later still, around the 1960s.
there was in the United States and the United Kingdom a tendency
towards 'conglomerate capitalism', under which managers used their
autonomy and the ability to acquire other companies through the market in
order to build up highly diverse enterprises. This then came under pressure
in the 1980s, when it was felt that such companies were worth more in
their parts than in their whole and when the beginnings of a
re-concentration of equity ownership shifted power back to investors,
including increasingly institutional investors, such as trust, insurance, and
pension funds. This sees the growth of the 'shareholder value' concept,
defined as the promotion of returns to shareholders, as the prime or
exclusive objective of the firm (Lazonick and O'Sullivan 2000). According
to some. the latest development is the spread of this 'shareholder capitalism.

model to countries which have hitherto retained the more cooperative form
of capitalism. This can be ascribed to the rise of foreign (mainly US)
ownership, the growth of equity markets, and the development of more
active markets for corporate control in many countries (Lazonick and
O'Sullivan 1997b; Jiirgens. Naumann, and Rupp 2000; Morin 2000;
O'Sullivan 2000b).

Another typology for understanding finance and governance
systems comes from the Financial Economics literature. Here, a useful
distinction has been made between 'market/outsider' and 'relational/
insider' systems (Mayer 1990; Franks and Mayer 1997a; Allen and Gale
2000). Market forms of financing are ones where emphasis is placed on
finance via public equities and market-based debt. In these systems,
equity markets are extensive and there is usually a high turnover of
shares and corporate bonds. Investors have diversified portfolios and
may easily sell their investments. Under such arrangements, there
exists an outsider form of governance based on relatively strong legal
rights for investors and on an active market in corporate control (mergers
and acquisitions, especially hostile takeovers). This contrasts with
relational forms of finance where more reliance is placed on bank and
other loans, where securities markets are weak, and where investors
are more likely to be long term. This is said to create a form of insider
governance, where large owners have a more stable and direct
relationship with the management of the firm, but where smaller
investors and the market for corporate control exerts less discipline. The
United States and the United Kingdom are said to have market/outsider
systems. Germany and Japan to have relational/ insider systems
(Mayer 1990; Franks and Mayer 1997a).

This insider /outsider perspective offers useful insights and will
inform some of the analysis in the following chapters. However, it
may be criticized as too broad a bipolar typology which fails to capture
both differences and similarities between systems. Thus. the United
Kingdom now has growing concentration of ownership which allows
for a few large investors to play a quasi-insider role and for these
investors to reduce the emphasis on short-term returns (Armour,
Deakin. and Konzelmann 2003; Chapter 3, this volume). Equally, in
Japan, as well as powerful banks with influence within firms, there
exists a highly developed and widely-held equity market (see Chapter
10, this volume). Furthermore, the insider /outsider distinction does not
really incorporate the distinctive characteristics of Southern European
regimes. where the state has traditionally played an important role.
directly or indirectly, in corporate ownership and governance (see
Chapters 7-9. this volume). For the most part, also, as utilized in the
Financial Economics literature, this perspective assumes that labour
has no role in corporate governance and it fails to say much about
consequences for labour management.

In another approach. La Porta et al. (1997, 1998. 1999, 2000) have
argued that national legal systems shape finance and governance.
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Commercial legal systems have derived from four major legal
'families', respectively the English common law, French, German, and
Scandinavian civil law traditions. These families have provided con-
trasting support for shareholders and credit-holders. In countries
where such investors have more protection (the common law countries),
there have developed larger and broader equity and debt markets and
share ownership is more dispersed. This has not been the case m the civil
law countries, though with the exception that German civil law countries
afford strong protection to secured creditors. The legal systems approach
has the advantage that it examines a large number of countries and
provides us with measures for various aspects of governance, especially
measures of shareholder and creditor protection. In essence, the
approach turns on whether legal systems create relatively stronger
financiers–investors or stronger entrepreneurs–managers and the
consequences of this. This perspective may have implications for labour
and inter alia it prompts the question as to whether investor protection is
correlated with labour protection or whether, under investor
protection. economic risks are shifted to labour. However, again. to
date, this literature has had little to say about labour outcomes.

In the Political Economy tradition, the 'varieties of capitalism', and
`business systems' literatures have also placed considerable emphasis
on forms of finance and corporate governance as key elements of national
economic systems and important determinants of corporate behaviour
(Lane 1995; Whitley 1999; Dore 2000a. c; Hall and Soskice 2001).
Finance and governance arrangements are said to influence relationships
between owners and managers, the nature of business strategies, and the
extent of cooperation between firms. Again, some of these authors (Hall
and Soskice 2001) discern two major varieties of capitalism: the 'liberal
market' economies, typically the United States and the United Kingdom,
and the 'coordinated market' economies, typically Germany and Japan.
The 'varieties of capitalism; approach has the advantage that labour
market institutions and outcomes are central to the thesis. Thus, in
liberal market economies, dispersed ownership and financial constraints
are said to exert strong pressure on employment systems and job tenure.
By contrast, in coordinated market economies, different governance
arrangements, including the involvement of labour, mean that financial
pressures are more likely to be absorbed by shareholders and less likely to
impact negatively on labour. Other institutional complementarities are
also seen to follow in areas such as training, wage systems. and forms of
employee representation.
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The 'varieties of capitalism' approach has much to commend it and
is drawn on by the authors below. However, it can be criticized in that
much of the literature has again used a few national ideal types (typically
the United States and the United Kingdom versus Germany and Japan).
It is also based on the suggestive, but somewhat problematic, notion of
coinplementarity, defined as the interaction of two institutions in a way
which raises the returns from each. This implies that complementarity
takes an almost evolutionary or Darwinian form, that is, 'deviant'
institutions will eventually be forced out by the combined weight of
complementary institutions. Thus, stable systems composed of mutually
reinforcing elements will be created. Since the emphasis is on systemic
cohesion, this approach tends not to consider which institutions have the
most powerful effects. The chapters in this book try to deal with such
issues and to go beyond the ideal types.

In the area of labour management, there are again some broad
literatures and typologies which may be cited as signposts in later
discussion. We outline these, suggesting some linkages with corporate
governance.

The first body of literature to which we refer is again historically based
and identifies a number of stages in the development of labour
management. The argument here is that, by the beginning of the
twentieth century and superseding earlier small-scale and craft-based
production regimes, there had emerged a system in large firms which
was based on mass production and bureaucratized employment rela-
tions. The latter eventually provided for internal labour markets.,
based on the possibility of long-term jobs, pay partially related to
seniority, and welfare benefits such as pensions. In brief. this was the
system which Jacoby refers to in the US chapter as 'welfare capitalism'.
This system developed early in the United States, but gradually
spread to Europe and Japan. In the post-Second World War years, it came
to be supported by a system of collective bargaining between employers
and unions that took wages out of competition in many cases and
further embedded these arrangements. Some have referred to this as a
'Fordist' stage in labour management, typifying large-scale manufacturing
enterprise. In general terms, it coincided with the era of managerial or
cooperative capitalism m different countries, as outlined above
(Jacoby 1985, 1997; Boyer 1990; Gospel 1992).

According to this historical perspective, more recently and gradually,
over the last quarter century or so, this system has come under pressure
and a new pattern has emerged. Mass production has given way to
more flexible production arrangements (sometimes referred to as
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Post-Fordist production systems). Along with this, internal labour
market arrangements have begun to dissolve, with less secure jobs,
more 'atypical' employment, new contingent pay systems, and the
decline of company benefits. Subsequently, there have developed
pressures on industrial relations: trade union density has declined, col-
lective bargaining has become increasingly decentralized or has dis-
appeared altogether, and it has been replaced by other voice
arrangements based on direct participation or joint consultation. There has,
thus, developed more firm-specific FIRM, sometimes highly
sophisticated and benign (the so-called 'high road'), sometimes-harder
and more malign (the 'low road'). Again, one variant of the history suggests
that moves in this direction began in the United States and the United
Kingdom, but pressures are now such that similar developments have
taken place in countries where previously the practice of 'welfare
capitalism' or 'stakeholder capitalism' had been predominant or persisted
longer (Fiore and Sabel 1984; Jacoby 1985, 1997; Boyer 1990; Gospel 1992;
Hazama 1997). Various factors lie behind these transformations
(technological change, increased product market competition, sectoral
shifts from manufacturing to services, and more diversified labour
markets). However. it is now also increasingly suggested that changes in
finance and governance (e.g. shorter-term, shareholder value forces,
and the market for corporate control) may also lie behind such
developments (see Gospel and Pendleton 2003 for a review).

Other typologies of labour management are more contemporan-
eously focused and overlap with the notions of employment relations,
work relations, and industrial relations as outlined above.

Some of these literatures revolve around notion of systems which are
more or less market-orientated. Thus, some countries have labour
management systems which are essentially based on market signals:
firms adjust recruitment and lay-offs according to the state of the market;
labour turnover is relatively high and average job tenures low; employers
hope to acquire skills, in which individuals have invested, in the
external labour market; and pay often has a high contingent element,
based on individual or firm performance. Such systems are said to exist
in Anglo-Saxon countries, such as the United States and the United
Kingdom. Other systems are less subject to market pressures: labour
turnover is lower and jobs are longer term; firms are more likely to invest
in skills within the firm; and pay is based on seniority or job grade and
less subject to external market forces. Such a system exists in Japan and
to some extent in Germany and some other continental European
countries. This notion of "marketization' or 'commodification'
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clearly relates to liberal market versus coordinated market systems
and has certain similarities with the 'varieties of capitalism' approach
referred to above (Hall and Soskice 2001).

A variant on this approach typifies countries according to their
production systems and work relations. Thus, some countries are said
to have production systems which favour incremental improvements in
processes and products. These are countries where the so-called
numerical flexibility (the ability to hire and fire) is low and where func-
tional flexibility (the ability to deploy labour with ease within the firm) is
high. In such countries, labour tends to cooperate with management and
restrictive labour practices are few. Again, at extremes, this would include
Germany and Japan with their so-called 'flexible quality' and 'lean
production' regimes (Streeck 1992n; Aoki 1994; Wada 1995). These
countries then tend towards a 'productionist' orientation, emphasizing
improvements in existing processes and products and the acquisition
of market share. By contrast, in other countries, production systems
have tended towards the mass production end of the spectrum, in part
because there is less functional flexibility, less training in broad skills at
the intermediate level, and less employee cooperation in production. In
such countries, labour is less cooperative and, if able, may be more likely
to engage in 'hold-up' activities. However, such countries may be better at
non-incremental product innovation, because their more active labour
and capital markets allow firms to move quickly into new areas. The
United States is usually cited as a good example of this kind of work
relations (Soskice 1999; Gospel and Pendleton 2003). Countries such as the
United States and the United Kingdom tend towards a less 'productionise
orientation and are more driven by the "rharketi.zation' or
'financialization' of their economies.

Somewhat similar notions underlie a broad typology of industrial
relations systems. On the one hand, it might be argued that there are
countries where employees have little or no formal voice in corporate
governance. Voice in workplace matters may be via direct employee
involvement (quality- circles, team briefing), by voluntary joint con-
sultation. or (as a last resort for employers) via trade union collective
bargaining. Where unions are recognized, management prefers to
deal with them on a decentralized firm by firm basis, negotiating
terms and conditions to suit particular market and firm contexts,
often in a distributive and adversarial manner. This has come to be the
model in the United States and the United Kingdom. However,
increasingly in those countries, managements have also preferred to
move away from union-based voice systems to arrangements based
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on direct employee involvement or consultative committees and on
profit-sharing or share-ownership schemes. By contrast, there are
countries where the basis of national systems is that labour has some
voice in corporate governance which in turn encourages a notion of
`social partnership', This might be legally based as in Germany and
some other countries in continental Europe or based on voluntary
practices as in Japan. In such countries, also, management has tended
to deal with trade unions in a coordinated manner through
multi-employer bargaining at industry level. Such a system exists in
Germany and some other continental European countries and to
some-extent in Japan via coordination by employers' organizations. In
addition, in these countries, more elaborate consultation systems have
existed within the workplace based either on law (Germany) or on
custom and practice (Japan) (see Chapters 4 and 10, this volume).

One variant of this perspective allows that some countries fall in
between the bipolar types—they may have statutory voice mechanisms
in the workplace, but also trade unions and collective bargaining
operating at a number of levels and in such a way that the system is
less clearly either centralized or decentralized and is less articulated.
They also lack well-embedded notions of social partnership and have
more adversarial labour relations. These countries, such as France
and Italy, tend not to get the best, but rather the worst of all worlds
(Calmfors and Driffill 1988; Hall and Gingerich 2001). Hence, they
have a big incentive, under growing financial and product market
pressures, to move in one direction or the other (see Chapters 7-9 on
France, Spain. and Italy below).

This prompts a final consideration concerning clusters of countries. Of
course, we have already used the notion of an Anglo-Saxon duster
with distinctive corporate governance and labour management
practices. There is then the obvious contrast with the so-called co-
ordinated market economies of Germany and Japan, with certain
purported common characteristics. However, this prompts the question
as to where other countries are to be located. Thus, where does the
Netherlands fit, with its interesting combination of both Anglo-Saxon
and Gelman characteristics? Or where does one locate the three
'Latin' countries, France. Italy, and Spain, which have some similarities
with, but also differences from, both of the aforementioned
models?

These latter three countries have traditionally had systems of
governance based on state-led bank credit and strong
cross-shareholdings (with, especially in Italy, pyramidal holding
companies).
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The state has played a key role in both ownership and control of a sig-
nificant group of large firms. For its part, labour has not been directly

involved in corporate governance and, moreover, trade union move-
ments have often been opposed to any such involvement. In the case of

these countries, there is certainly a challenge as to how to make the links
between corporate governance and labour management. Briefly, in
some countries, it would seem that there have been pressures, in part
coming from financial markets and corporate governance, which have
led to more marketized arrangements, an increase in contingent working,
and variable pay systems. In the area of industrial relations, these factors
may also be contributing to some shift away from multi-employer
bargaining and indeed from collective bargaining altogether. However, for
its part, labour has often been more likely to try to block developments
than in either the Anglo-Saxon or coordinated market
countries.

The authors of the following chapters draw on and develop these
typologies. At the same time, however, it is hoped that the chapters
go beyond the traditional typologies and offer the advantage that
they cover countries which are less often considered in the literature.
Furthermore, the detailed explorations of the characteristics of individual
countries suggest that national systems are unique and more complex
than simple typologies tend to allow. A strong theme which emerges in
several of the chapters is the path-dependent nature of corporate
governance and labour management regimes. and how these unique
systems can never either be slotted simply into existing comparative
classifications or be held to be converging neatly on one
or other model.

1.4. Mechanisms Linking Corporate Governance
and Labour Management

We turn now to the mechanisms whereby corporate governance and
labour management may interact. This involves us taking one step
back and asking the following questions. Why should corporate gov-
ernance and labour management be related? How actually are links to
be explained? How does one influence the other?

It should be recalled that the interaction is essentially between
capital, management, and labour (Aguilera and Jackson 2003). In
some cases, such as Germany, interaction is clearly visible at the level of
employee involvement in the company through the mechanisms of
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board representation and the works council. Where labour has legal or
customary rights of this type, it may impact directly on corporate
governance: hence the presence of codetermination rights may in part
be responsible for the comparatively small scale of the equity market
and the absence of hostile takeovers in Germany. Notwithstanding this,
the primary focus in the book is more on one particular set of
relationships: the broader and more indirect impact of financiers' and
owners' objectives and intervention rights on management
decision-making in general and labour management in particular. Yet.
straightaway it must be conceded that this reflects an Anglo-Saxon
perspective on the question, and it is apparent from the discussion of
other European countries in the book that labour in turn may influ-
ence corporate governance directly and indirectly by involvement in
codeterrnination arrangements or by forming alliances with manage-
ment or, more rarely, shareholders. In addition, of course, more
broadly, labour movements influence the socio-economic and political
context in which companies operate and corporate governance takes
place (Roe 1999, 2003: Godard 2002).

Here, we focus on the way that finance and governance impact on
management's approach to managing labour. For ease of exposition we
use a two systems approach akin to the market/outsider versus
relational/insider model to illustrate the argument, though we are
mindful that this oversimplifies the array of governance regimes
discussed later.

First, finance and governance create constraints on management
and influence the balance of interests managers promote. Thus, in
recent years, especially in market/outsider systems, equity owners
have promulgated the notion that managers' primary responsibility is
to them and that enhancement of shareholder value is the most important
objective for firms. The threat of exit and consequent changes in control
are powerful disciplinary devices to achieve these ends (Prowse 1995;
Lazonick and O'Sullivan 2000). It has been argued that, in countries such
as the United States and the United Kingdom, firms attempts to enhance
shareholder value have a negative effect on labour because the capacity of
firms to achieve real increases in returns is limited. In other words,
shareholder value shifts the distribution of claims against the firm but
does not increase the surplus generated by firms. Hence, moves to
enhance shareholder value will often be accompanied by measures to
reduce workforces (though workers who remain may benefit from pay
increases) (Froud et al. 2000). Similarly, Hall and Soskice (2001: 16)
suggest that intensified pressure from investors has
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shifted the balance in managerial decision-making against labour
because weaker statutory protection for labour m these economies
allows this. By contrast, in Germany, direct representation of both
financiers and labour in management provides a more even balance
between the two interests; in japan, prevailing norms require that
managers are not seen to act against the interests of labour. In this way,
the involvement of financiers in long-term governance relationships
with firms in coordinated market economies may facilitate a greater
awareness of labour's interests and the value of human capital
among financiers. By contrast, the nature of finance and governance
in Anglo-Saxon systems pressurises managers to place shareholder
interests above those of labour.

The second way in which pressures on labour management are
exerted revolves around time horizons. In more marketized systems, it is
often argued the structure of governance and incentives encourage
short-termism (Hutton 1996; Porter 1997). For instance, the managers
of large funds, such as mutual or pension funds, are assessed on
short-term performance, and this feeds through to pressure on
managers, via market signals, to maximize short-term returns. The
potential to exit and sell reinforces short-termism. By contrast, in
relational-type economies, the closer integration of financiers into the
firm, via equity ownership or long-term debt, facilitates a longer-term
perspective by firms. These arrangements then feed through to
managerial policies. In pracnce; the typical required pay-back periods
for investment M outsider systems is much shorter than in insider
systems. In dim, shorter pay-back periods imply a higher cost of
capital. Together, shorter pay-back periods and higher capital costs mean
that firms are less willing to invest in longer-term, intangible activities
such as training and related forms of human resource development
(Porter 1997: 7; Carr and Tomkins 1998:
221-3).

Third, as suggested above, it might be argued that variations in finance
and governance affect business strategies, such as the pursuit of
product market share as opposed to the pursuit of financial maximization.
Thus, it might be argued, German manufacturing firms have sought to
secure competitive advantage by producing relatively complex products
involving complex production processes. Competitive advantage is
maintained via incremental process innovation in production (Porter
1990: 356; Streeck 1992a; Soskice 1999:113). Together these have allowed
German firms to pursue market share in particular manufacturing
sectors. By contrast, in outsider more marketized
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systems, the importance of financial returns (coupled with the cost of
capital) tends to discourage investments in incremental product
improvement and quality production. The pursuit of long-teim market
share is less emphasized. However, as suggested above, the more
liquid equity markets and more active labour markets in the Anglo-Saxon
economies may be conducive to radical product innovation by facili-
tating flotations and spin-offs of high-growth firms, as in the informa-
tion technology and biomedical industries (Owen 1999: 403; Teece 2000:
57-9). Inn turn, then, these differences in product market strategies have
implications for management decision-making in relation to employment
patterns and workforce training.

Fourth, the market-based measures of performance and mechanisms
of governance which are especially important in Anglo-Saxon
economies tend to promote internal measures of firm performance
which are primarily financial in nature. The emphasis on financial
returns from equity markets percolates down through firms to influence
many aspects of managerial behaviour (Carr and Tomkins 1998: 224).
For instance, Porter (1997: 10-11) has argued that the decentralized
strategic business unit model tends to be favoured by large firms in
liberal market economies because it facilitates the use of financial
measures in internal capital allocations. This has the twin effects of
cascading financial imperatives down to lower levels of the firm,
while at the same time divorcing top managers from the realities of
organizing production and services. Thus, strategic decisions are
made with little appreciation of their full consequences for lower
reaches of the firm. A failure by managers to appreciate the import-
ance of firm-specific human capital in production and service delivery
may be a consequence. Related to this, managerial decision-making tends
to discount the value of such intangible assets as human capital. In
turn, this discourages investments in training and instead leads to a
reliance on external labour markets for labour
supply.

Fifth, in liberal outsider systems, the dominance of market-based
transactions encourages the use of market-type devices to secure
commitment and discourages employee institutions which may confuse
such commitments and disturb the balance of interests mentioned
earlier. In the absence of close relationships between owners and
managers, there is a danger (stressed in principal–agent theories) that
managers will pursue divergent interests from those of owners.
Variable pay and stock options tend to be used in an attempt to deal
with this agency or commitment problem (Pendleton et a!. 2002).
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Such payment systems seek to align managerial interests with
shareholder value and shift downside risk to the recipients. Equally, at
lower levels of the firm, managers may find it difficult to develop
employee commitment via institutions of employee voice because
they may restrict management's freedom to manoeuvre to meet
imperatives emanating from shareholders. Once again, alternative
market-based methods of securing employee commitment, such as
variable pay and share ownership, may be sought. Simultaneously,
these also shift risk from capital to labour. The converse arguments
would apply to less marketized and more relational systems.

Finally, there is an argument that interlocking ownership in
cooperative market economies, coupled with direct involvement in
governance, may facilitate more coordination among firms (Soskice
1999: 116; Hall and Gingerich 2001). A good example of this is the
vocational training system in Germany, where employers cooperate to
develop general and occupational skills (Backes-Geller 1996). Similarly,
ownership coordination alSo appears to be consistent with
multi-employer collective bargaining, where firms are prepared to
cooperate in the fixing of aspects of wages and conditions, while mar-
ket-based systems seem consistent with company or plant bargaining,
where firms try to relate wages and conditions to the performance of
business units (Ulman 1974: 101-7).

In conclusion, there are various ways in which governance systems
may influence management behaviour and decision-making. These
contribute to several important labour management 'outcomes',
including job tenure, training and skill formation, remuneration
systems, work organization, and pay determination arrangements
(Gospel and Pendleton 2003). For instance, internal labour markets
have been especially well developed and quite persistent in countries
like Japan (Aoki 1988: chapter 4; Koike 1988: 114-79), whereas they
have been under pressure in countries such as the United States and the
United Kingdom as shareholder value has taken root (Cappelli et al. 1997:
37-8; Lazonick and O'Sullivan 2000: 18-21). Similarly, countries in
which shareholders have exerted influence via market means have
tended to make greater use of contingent remuneration systems,
especially for top managers, and these have more frequently taken a
stock-based form. The use of company stock has provided an alternative
instrument for securing cominitnent to the employee voice mechanisms
(codeterrnination, legally mandated works councils, etc.) which are
found in systems where governance takes a more relational form
(Pendleton et al. 2002).
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1.5. Some Caveats and Further Considerations

When work commenced on this volume, some of the authors (perhaps
especially the editors) were attracted to the idea that finance and gov-
ernance were major factors shaping labour management and employ-
ment outcomes. Indeed, this remains the key focus of the book.
However, it soon became clear, especially outside of the Anglo-Saxon
countries, that the causal link could run the other way. In other words,
labour can shape governance and finance. This is clearly seen in
Germany where, through board representation and works councils,
labour is constitutionally a participant in corporate governance and
can influence such decisions as the choice of finance, business unit
disposals, and mergers and acquisitions. It is also seen in Japan where,
though not legally based and less constitutionalized within the firm,
labour has both direct and indirect voice which can influence deci-
sions about finance and ownership. There is also a broader argument that
organized labour can influence the general approach of governments
to corporate regulation and wealth distribution, and that this can
shape the business environment in which ownership and corporate
governance have developed (Godard 2002; Roe 2003). This is most
clearly seen in continental European countries, where labour and
governments engaged in a social–democratic 'compromise' after the
Second World War or where unions focused on political action (in some
cases in lieu of activity within companies). These processes may be
observed even in the Anglo-Saxon countries and it is arguable that at
certain points in time, when labour has been strong, it has influenced
the structure of ownership and governance via political action. Thus, Roe
(1994, 2003) has argued that, in the United States, labour problems in
the late nineteenth century were important factors leading to
legislation which constrained big finance and favoured small
shareholders. Arguably, at the present time in the Anglo-Saxon countries,
a new influence of labour on governance takes the form of pension fund
activism by trade unions (Ghilarducci, Hawley, and Williams 1997).

A second caveat which we would like to stress is that, though the
aim of the volume is to explore the links between corporate governance
and labour management, this is not to deny that other factors are
important in shaping governance and labour. Thus, the state of product
markets is also very important, with market extension and the
intensification of competition ('globalization' in short) shaping
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corporate strategies and structures and also directly pressuring
national employment and industrial relations ,systems. Changes in
labour markets, not least the growing diversification of types and
interests of labour market participants, are also reshaping traditional
patterns of employment and industrial relations. Throughout the
chapters it is abundantly clear that government intervention and
non-intervention also have a profound effect on corporate govern-
ance and employment relations (this is particularly stressed in the
French, Spanish, and Italian Chapters 7-9). Finally, as stated above,
labour itself is not just some sort of dependent variable at the mercy
of financial pressures and corporate governance: rather it can have an
important autonomous effect on finance and governance.

As a final caveat, it must be pointed out that there is diversity within
national systems. Though each of the chapters tries to give a broad
overview of each country's system and linkages between their different
components, they also show that there is variation within countries.
Thus, not all Anglo-Saxon firms seem to act in a shareholder value
orientated sort of way. So, for example, large pharmaceutical companies,
such as Pfizer or GlaxoSmithKline, can take a long-term view of
human capital development (Vitols et al. 1997); the same could be said
for some high tech engineering companies such as Boeing and Rolls
Royce (Lazonick and Prencipe 2002). Equally, some German firms, such
as DaimlerChrysler and Hoechst, have moved towards a shareholder
value orientation and (though at a slower rate) are adopting
Anglo-American labour management practices, such as stock options
(Jargens, Naumaun, and Rupp 2000; Jurgens, Rupp, and Vitols 2000;
HOpner 2001). These differences may in part reflect sector, technology,
and size. However, they may also reflect the fact that shareholder
portfolios are different. For example, the balance between small and
large investors and between private investors and institutional investors
of different kinds may provide more or less discretion and constitute
more or fewer benign influences. It may also reflect the fact that
managers have different relations with financiers, some developing
long-term, more 'relational' type links which in turn facilitate certain
kinds of labour practices (Deakin et al. 2002; Armour, Deakin, and
Konzelmann 2003). Finally, of course, it must not be forgotten that it is
managers, and not financiers, who manage labour and, albeit within
constraints, the latter will let managers manage labour. This
recognition of managerial choice allows within-system variation to be
incorporated alongside between-system differences.
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1.6. Outline of the Book

The main issues which the book addresses are the differences in finance
and corporate governance between countries, how they affect labour
management, and how in turn they are affected by labour. As Wolfgang
Steed( suggests in the Preface this is to be seen in a context of growing
liberalization of markets and growing privatization of state activities,
including both physical assets and welfare systems. He therefore poses
another major theme of the chapters, namely the extent to which
national systems will converge, and suggests that this will always be
constrained by path dependencies and national contingencies.

The chapters are presented in the following order. First, there are two
Anglo-Saxon countries—the United States and the United Kingdom.
These reveal certain well-known similarities, but also important
differences, suggesting some questioning of the broad notion of an
Anglo-Saxon variety. These are followed by two countries with
Northern European-type systems. namely Germany and the
Netherlands. The latter is notable for having some similiarities, but
also important differences, with the Rhineland archetype. The next
grouping provides examinations of France, Spain, and Italy. These
countries provide interesting challenges for broad typologies of
market-based versus relationship-based regimes. The final country
chapter is Japan, with the author outlining both recent changes and
the extent of continuity in that country. The book then concludes with a
chapter which reverts to the broad literatures, typologies, and rela-
tionships considered in this introduction.

In Chapter 2. Sanford Jacoby examines the evolution of the US
corporate governance system and its implications for labour over the
last 50 years. He argues that, up until the 1970s, the prevailing model of
large US business was 'managerial capitalism' with managers sub-
scribing to a philosophy of 'welfare capitalism'. Thus, they perceived
the corporation as a social institution with responsibilities to a variety of
stakeholders. Managers saw their own role as balancing these multiple
interests. In this system, managerial and shareholder interests were
loosely aligned. The labour management implications of the model
included long-term employment relationships, supplemented by an
extensive package of employee wages and benefits, sometimes
negotiated with trade unions. From the 1970s onwards, a shift in
power has occurred inside the US corporation away from managers and
employees and towards shareholders. This shift emanates from the
growth of institutional investment, a growing assertiveness of
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investors, the development of new financial instruments (such as
highly leveraged debt), and a lowering of the costs of entry and exit for
personal shareholders. Together these developments have
increased volatility and speculation in equity markets, heightened
the power of investors vis-à-vis managers, and encouraged a short-
termist orientation. Managers have found themselves exposed to
greater risk and constrained to produce higher returns for shareholders;
in turn, they have passed risks onto employees and sought to reduce
the power of organized labour.

The result is that alongside the emergence of shareholder capitalism
have come changes in the pattern of labour management. There has been
a shift of pay and employment risk from the corporation and its
shareholders to employees. Employment, especially for middle man-
agers, has become more precarious. Although top managers have
become increasingly subject to shareholder pressures, they have also
been able to exploit the alignment devices—especially stock
options—used by shareholders to guide managerial behaviour. As a
result, pay differentials between top managers and ordinary workers
have risen. In industrial relations, there has been a rise in unfair labour
practices by employers and tougher anti-union activity, contributing to a
longterm weakening of unions. Jacoby criticizes this set of
developments on the grounds that employees are residual and
undiversified claimants—they invest their human capital in the
corporation and any stock holdings in the company typically
constitute a significant part of their own wealth. Moreover, he claims,
what is not recognized by managers is that, for both informational and
incentive reasons, employees are also very well placed to monitor
corporate practices and to contribute to performance.

It is true Jacoby sees some counter-trends. Some firms are adopting
resource-based business policies, drawing on the strengths of their
internal resources, including ordinary employees. Such approaches
are associated with greater use of 'high performance work practices'
and greater investments in workforce development. There has also
been some modest growth in employee voice, especially in firms with
employee share ownership. In addition, the chapter discusses recent
legal and corporate governance reforms introduced in the wake of
major business scandals. However, Jacoby argues, barriers to the further
development of this model are many, especially the forces referred to
above.

In Chapter 3, Andrew Pendleton and Howard Gospel then consider the
United Kingdom, usually taken as the other main exemplar of the
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Anglo-Saxon Model. The chapter begins by highlighting distinctive
features of the UK system, such as the large number of listed firms and
the dominance of institutional investors. The structure and nature of
institutional investment reinforces tendencies towards market-based
forms of monitoring and discipline. The evidence suggests that this
leads to distinct patterns of management decision-making, including a
greater emphasis on shareholder value than m other European systems
and a shorter-term orientation towards investment. This appears to
have distinct effects on labour management. At the same time as investor
power has increased, the share of national and corporate income accruing
to labour has fallen. Similarly, the market for corporate control has
negative effects on employment security and has contributed to a
growth in contingent employment. In addition. the UK ownership and
governance system appears likely to contribute to a relatively wide pay
gap between top managers and ordinary
workers.

The chapter then proceeds to show how the UK finance and governance
system is evolving. Significant developments are a growing concentration
of ownership and reduced liquidity of investments. It is also noted
that the disciplinary effects of takeovers may be less clear than was often
assumed. Taken together, these developments are encouraging
alternatives to market-based forms of monitoring and discipline. These
include the emergence of relationship-based monitoring and of
shareholder activism. Particular attention is given to the former, which
takes the form of informal and private contacts between top managers
and investors. 'Trust' is an aspect of this relationship. It is argued that
these developments have contradictory effects on labour
management. On the one hand, the development of relationships
provides opportunities for managers to mould shareholder
expectations. As a result, they may win investors over to resource-based
strategies involving substantial investments in human capi al. On the
other hand, 'behind the scenes' activity facilitates powerful and speedy
mobilization of influence by investors when companies hit hard times,
with managers forced to make immediate and substantial changes to
labour arrangements and employment relationships such as
redundancies. Thus, finance and governance have an effect on labour
management, especially during critical times. However, the impact is
more complex than is suggested in some of the stakeholder capitalism
and varieties of capitalism literatures.
The next two chapters consider various aspects of the German

system of corporate governance and labour relations. Germany is
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given such prominence because of the unique role which labour has
played in the system and its importance as a test case as to whether
this role can continue under ever greater shareholder value pressures.

In Chapter 4, Gregory Jackson, Martin HOpner, and Antje
Kurdelbusch provide a sociological and institutionalist analysis of cor-
porate governance and labour management in Germany, teasing out
complementarities, changing linkages, and growing tensions. They
outline the main features of the German system of corporate govern-
ance and labour management as they have existed through most of
the post-war years. Thus, the system of governance has been charac-
terized by the importance of banks in external finance, high ownership
concentration, patient long-term investment, and stable and dense cor-
porate networks. This complemented a system of labour Management,
the main hallmarks of which have been relatively stable long-teint
employment, investment in worker training, flexible quality production,
low variability and dispersion in pay, and strong employee voice allied
with cooperative industrial relations. The authors argue that the corporate
governance and labour management systems have been complementary,
not in a mechanistic but in a complex manner related to economic
circumstances, processes of negotiation, and shifting patterns of
coalitions. These arrangements are now under pressure. Since the
mid-1990s, there have been major changes in the corporate governance
system—a decline in the role of banks, the unwinding of corporate
networks, the rise of foreign and institutional investors, the emergence of a
market for corporate control, and the growing financial orientation of top
managers. Along with greater product market pressures and a growing
political belief in the need to reform the welfare state and other
institutions, these are putting considerable pressure on the labour
management system. Drawing on recent research, the authors show that
changes in corporate governance can be directly related to the shrinking
of stable core employment and the growth of variable pay. However, the
development of shareholder orientation has not undermined employee
codetermiriation and collective bargaining, though it may have shifted the
balance between what is done by the works council and the trade union.
Both of these institutions are seen as more resilient to erosion and as
playing a mediating role in the introduction of changes in employment
relations. According to the authors, the key test for the future is whether
German corporate governance and labour management will both move
overwhelmingly in a more shareholder and market direction or whether
they will develop and maintain a more 'hybrid' system. The authors
predict the latter.
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In Chapter 5, Bernd Frick and Erik Lehmann provide a
meta-analysis of work on German corporate governance and labour
management from a more Economics perspective. They set the context
by demonstrating the importance of ownership concentration and
the role of family, inter-firm, and bank ownership. However, their
review of the literature suggests that the relationship between such
governance characteristics and company performance is indeterminate
and that any positive effects may be reducing over time as international
competitive pressures increase. They then focus on those labour-related
aspects of corporate governance unique to the German -system and
examine research on the legally mandated system of employee repre-
sentation via board membership and works councils. Overall, they
conclude board level codetermmation seems to have had little effect on
firm performance. However, works councils have a number of
significant economic effects. This form of employee voice seems to
reduce labour turnover, constrain the proportion of atypical employees,
and increase the proportion of disabled employees (though not the
recruitment of disabled newcomers). Firms with effective works councils
tend to have higher wages and lower wage differentials. They also
have greater functional flexibility in deploying labour and arranging
working time, though they discourage the so-called 'high performance'
work systems. The downside of all this is that a number of studies
suggest a negative effect on profitability, though no effect on investment
or innovation. Overall, the conclusion is that employee voice in
Getman corporate governance has a positive effect on labour
productivity and on economic performance. The authors conclude
that recent changes in the legal framework will give even greater support
for the works councils in medium and small companies.

In Chapter 6, Erik Poutsma and Geert Braam argue that the
Netherlands combines elements of both Germanic and Anglo-Saxon
governance and labour systems. The traditional mode of company
finance and governance includes concentrated ownership and stable
long-term relationships between shareholders and managers.
Financial institutions provide a range of services to companies and
this constitutes the basis for close, insider-style monitoring of corporate
performance. However, there are signs that the system is moving in an
Anglo-Saxon direction. Thus, foreign ownership has increased and the
pattern of institutional investment is now similar to that found in
Anglo-Saxon countries. Moreover, the Dutch stock market is dominated
by a small number of major multinationals such as Shell. Unilever, and
Philips. These are strongly exposed to influences from
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outside the Dutch system (especially Anglo-Saxon practices), though
in some important respects they adhere to the Dutch model of governance.
One of these is a German-style two-tier board system. Though there has
been growing debate over the merits and demerits of this structure, on
the whole government reforms appear to strengthen the role of labour,
as well as capital, on boards.

The Netherlands has a system of works councils which have nomination
rights to the upper board of the company. However, in most companies,
the influence of such councils on governance appears to be limited. In
terms of industrial relations, the chapter stresses the importance of
centralized wage bargaining. Again, recently there has been debate about
the need for decentralization, with works councils being given the right to
sign company level agreements. However, in practice, there has been little
change in the importance of sector level agreements, and many employers
continue to value centralized arrangements. At the same time, there is
some evidence of labour management evolving in ways which are typical
of the Anglo-Saxon model: these developments indude a trend towards
rewarding top managers with share options, employee financial
participation further down the organization, more use of
performance-related pay, and an increase in flexible forms of
employment. This has tended to occur in 'spaces' not strongly constrained
by the centralized system. A continuing feature of the Dutch system,
however, is employment protection: there are strong legal prohibitions on
a 'hire and fire' regime. Thus, although there is a growing movement in
favour of shareholder value approaches, these institutional features
limit the opportunities available to firms to pursue labour strategies in
line with these. The Netherlands is, therefore, an interesting hybrid
with marketized capital but not too marketized labour.

There then follow three chapters on countries which may be seen as
exemplifying a Latin or Southern European model, France, Spain, and
Italy. All three have traditionally had concentrated ownership of large
firms and state intervention, coupled with weak employee voice within
the firm and a rather stronger role in centralized collective
bargaining.

In Chapter 7, Michel Goyer and Bob Hancke consider 'Labour in
French. Corporate Governance: The Missing Link', They argue that,
despite attempts by governments to give labour a positive role in the firm,
employees have traditionally been excluded from corporate governance,
with trade unions playing at most a blocking role in the firm. The
non-involvement of labour has allowed French firms to
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push through changes over the last 20 years which have made them
approximate more to Anglo-Saxon companies in important respects.
Thus, an older system of finance and governance, based on state-led,
bank-based credit and on a close network of cross-shareholdings, has
been greatly modified. The following major changes are
stressed—major privatizations, the dismantling of conglomerate
structures, the sale of cross-shareholdings, the rapid growth of foreign
ownership, and the development of something more like a market for
corporate control. In this context, senior managers have come to act
more like their Anglo-Saxon counterparts, as seen not least in the
introduction of stock options and other forms of variable pay for
themselves and for others lower down the organization. Firms have
chosen further to marginalize unions and to encourage weaker forms
of employee voice. They have also, largely unilaterally, promoted flexible
forms of working, based on management-sponsored teams and direct
participation. To support this, they have fostered general rather than
deep firm or occupation-specific skills, more in line with an external
labour market orientation. Where they have had to bargain with
trade unions, they have increasingly preferred to do so at company or
plant level. In total, they have introduced policies and practices designed
to promote the interests of shareholders, without having to take
account of employee views or to negotiate these change.

In Chapter 8, Ruth V. Aguilera describes a system where there has
been movement from what she suggests was a 'state-led' to a
'state-enhanced' corporate governance and labour relations system.
She describes a system which was traditionally characterized by
relatively high state ownership, strong state intervention, and an
important role for banks, with labour excluded from corporate
governance. From these origins, Spain has followed its own particular
path to a new governance model shaped by its own traditions. It has
moved towards a hybrid system, adopting practices from different
countries, but in particular from the Anglo-Saxon model. As a result,
there exists a tension between the new role of the state as a strong
regulator, the uncommitted role of foreign capital, and the weak
participation of labour within the firm alongside its stronger power
in shaping macro-employment systems. The current Spanish
corporate governance scene is characterized by a new role for the state
as a relatively strong regulator, newly privatized firms in the hands of
core investors (many of them foreign), a higher free float of capital on
the stock market. but, still, a weak market for corporate control and the
somewhat piecemeal introduction of Anglo-Saxon practices, such as
increased
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transparency, accountability, and potentially more efficient boards.
Anglo-Saxon-style codes of corporate governance practice and stock
options have also appeared on the Spanish scene.

In terms of the labour management system in Spain.. there is a
tension between these changes and the power of labour in shaping
broad national aspects of employment systems but in its weak partic-
ipation in the firm. In Spain, there has developed a dual labour market
system. where insiders enjoy employment protection and good benefits
but alongside a significant precarious labour market of temporary labour.
Recent legal changes have made it easier for managers to make
employees redundant. Training arrangements are relatively
underdeveloped. Firms, including the growing number of foreign
multinationals, have tended to opt for labour-intensive production
methods. Flexible forms of working are limited both by these pro-
duction systems and by legal and institutional constraints. The strong
bargaining power of unions at multi-employer level means they play
an important role in shaping employment systems. Thus, as in the
other Latin countries, major tensions exist between evolving corpor-
ate governance and labour management systems.

In Chapter 9. Sandro Trento argues that the Italian system cannot be
classified as either market-outsider or relational-insider. Nevertheless,
there are specific complementarities which arise from path-dependent
patterns of historical evolution. On the one hand, the stock market has
been underdeveloped, firms have relied on bank credit for investment,
and ownership of large firms has been concentrated. Complex, pyr-
amidal ownership structures, often involving family groups, have
been a key feature of business organization. On the other hand, the
bank-firm relationship does not exhibit the long-term character asso-
ciated with relationship-based finance/governance systems. In sup-
port of the path-dependent development view. the chapter sketches the
development of Italian capitalism over the course of the twentieth century.
A key feature since the Second World War has been the extensive role of
the state in economic activity. Although bankS have been important
suppliers of capital to industry, they have had little role in the
ownership of industrial firms (unlike Germany) and do not actively
monitor the firms to which they supply credit. Instead, the state has
played an active monitoring role. As for the labohr relations system, this
differs from those found in both Anglo-Saxon and relational-based
systems. Although there have been pressures towards greater labour
flexibility in recent years, national/sector level bargaining continues to
be very important. However, in contrast to
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relationship-based systems, there is a lack of employee voice within the
firm. Historically, this derives in part from the particular organizing
strategies and ideological perspectives adopted by the Communist trade
union confederation.

By the early 1990s, it was increasingly felt that there were real
weaknesses of the Italian model of governance: the stickiness of the
family mode of control, collusion between top industrialists and
government, and barriers to entry to new entrepreneurs. These were
mirrored by a lack of flexibility M. the industrial relations system. The last
10 years have seen some attempts to bring about change in corporate
governance and labour management. Thus, there has been an extensive
privatization programme, which in turn has contributed to the
development of the stock market. However, the extent to which
flexibility has been achieved in labour relations is limited. This is causing
difficulties for firms which are coming under increasing pressures from
globalization and investor pressures.

In the penultimate chapter, Takashi Araki describes the main
aspects of the traditional Japanese corporate governance model in
terms of strong cross-shareholdings, stable share ownership, and the
absence of a market for corporate control. He also stresses control
through directors mainly promoted from within the organisation and
the existence of an insider monitoring system. These arrangements, he
argues, support certain key aspects of Japanese employment practices
and labour relations. They have underpinned long-term or
so-called 'lifetime employment', wages and benefits which tend to
rise with seniority and which result in low pay dispersion, a system of
in-house training, and functional work flexibility. Though there is no
legal basis supporting employee voice within the firm, Araki argues
that enterprise unionism, management–labour joint consultation, and the
relative proximity of top managers to ordinary workers means that
employee voice is heard in corporate governance. However, at the
present time, there are significant changes in the Japanese governance
system. Long-term, stable share ownership is declining, there is a growth
in foreign share ownership, and some leading firms are introducing
Anglo-Saxon type boards with outside directors. Araki argues that in
this context there is a greater emphasis on shareholder value type ideas.
In turn, these may then be feeding into changes on the labour side. At
the same time, other factors are also at work here, such as rising
unemployment, greater workforce diversity, and declining union
membership. The main changes in the employment system stressed by
Araki are the growing number of
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atypical or non-regular workers and pressures on lifetime employment
for many core employees. There is also some questioning of the tra-
ditional system of employee representation and, as a consequence,
some commentators are coining to argue for statute-based voice
arrangements on European lines so as to give labour a constitutional
voice in corporate governance. However, though law has been important
both in giving workers rights and in providing for new employer
strategies, he argues that the Japanese system of corporate governance and
labour management are practice-dependent rather than legally
underwritten. This means that they can be more easily changed than, say,
the German system. But, though he sees some of these changes continuing,
on the whole he believes that there are sufficient counter-pressures and
continuities to maintain most of the key aspects of the Japanese
governance and labour system.

In the final chapter, Gregory Jackson reverts to a more explicitly
comparative analysis and draws out broader conclusions raised by the
country case studies. He recommends the need to disaggregate the
broad types found in the literature and understand links in a more
configurational manner_ However, he does see one fairly homogeneous
clustering, namely the Anglo-Saxon group of countries, with their
marketized governance and employment systems. On the other hand,
the relational/insider or stakeholder / coordi- , nated group of
countries shows greater diversity, with rather more marketized
elements than might often be thought and with consid-
erable change at the present time.

The chapter identifies a number of major developments across
countries. In terms of corporate governance, he suggests there is a shift
towards stronger shareholder rights and more capital market orientation;
firms are divesting from non-core and less profitable businesses; and
differences in the area of financing, ownership patterns, corporate law
and regulations, and executive compensation systems are narrowing.
In terms of labour management, there is also a move towards more
marketized systems. This is shown by the following: an increase in
contingent pay of various kinds; the shrinking of employment security
to a smaller core; the challenge to employee participation posed by new
decision-making structures; and the decentralization of collective
bargaining.

Jackson suggests some broad linkages between governance and
labour management on the following lines. Though no one limited
set of governance arrangements is a necessary or sufficient condition,
some combinations are sufficient to produce labour outcomes.
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In practice, very few counties have strong legal rights for both share-
holders and employees; less marketized countries have more stable
employment; few countries with predominantly market governance
regimes have relational employment and industrial relations institu-
tions. But, still, the linkages between governance and labour seem to
be strongest at the extreme ends of the spectrum. Moreover, he cautions
that it is difficult to differentiate between direct links between corporate
governance and labour management and more indirect links which
work through broader regulatory regimes and industrial relations
institutions.

On the basis of this analysis, Jackson speculates that differences in
both corporate governance and labour management will narrow, but not
disappear. Patterns of change will continue to be complex, with different
starting points, different degrees and mixes of marketization, and
often piecemeal adaptation. In future, differences may be more ones of
degree than of kind.

1.7. Conclusions
Collectively, the chapters have important implications for debates
about the future of corporate governance and labour management.
Here, we conclude with a number of points which derive from the
country chapters and which are returned to in the concluding chapter.
First, corporate governance and labour management are both defining

sets of features in national political economies. The chapters also show
that they are closely interlinked. In general, the more marketized is the
position of capital, the more marketized is the system of labour
management. However, the tightness of linkages varies. It varies
between countries. So, for example, the link may be clearer at the two
ends of the spectritm of countries: in other words, there are closer linkages
in the more liberal Anglo-Saxon economies and also in the more regulated
cases of Germany and Japan. It varies also with the issues; so, for
example. tighter links may be found between the marketization of
capital and employment tenures and pay systems than with aspects of
vocational training and industrial relations. Another way of putting this is
that certain issues (such as employment and pay) are 'domestic' issues
which are mainly internal to the firm (though obviously shaped by legal
parameters). Here, finance and governance can more directly shape
choices. Other issues are more external in that they involve more
outside parties and legal norms. These include issues such as
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vocational training and employee representation, where government
and legal factors mediate and moderate governance pressures on
labour. However, in the area of industrial relations, there are new pres-
sures on national collective bargaining systems, making for greater
decentralization and more flexibility.

Second, there is the question of the direction of causal linkages. If
there is a link which flows from corporate governance to labour and its
management, there is also one which flows from labour to corporate
governance. This again varies. It may vary over time, with labour being
more significant in shaping systems under crisis, such as m the aftermath
of two world wars. It also undoubtedly varies between countries. In
Germany and Japan, albeit in very different ways, labour has shaped
governance systems and is playing a continuing role in negotiating new
accommodations. In France, Italy, and Spain, labour has been more of a
bystander, playing at most a blocking role as far as it can. However, the
political orientation of labour movements has had a significant influence
on government regulation of the economy, and has thus indirectly
shaped the context m which governance and labour management take
place. In the Anglo-Saxon countries, labour has probably traditionally
played and has certainly come to play the smallest role. In sum, this is
another way of saying that the effect of labour on corporate governance
varies with the strength of labour: where labour has real power
resources and can mobilize these, it will have more influence on
corporate governance and'be less buffeted by financial and governance
pressures.

Third, the chapters suggest that at the present time there may be an
accelerated change in both corporate governance and labour management
systems. Again, however, the chapters show that it is not possible to
read off change in a 'one for one sort of way. Moreover, the chapters
show that there are also accelerating changes in other factors, for
example, greater product market competition, growing workforce
differentiation, and the changing priorities of governments as they
look to maintain national competitiveness. Streeck in his Preface nicely
brings these factors together in what he refers to as liberalization and
privatization of many aspects of economic and social life.

Finally, there are trends making for some convergence between
national systems. Thus, in countries such as France. Germany, and Japan,
changes in corporate governance in a more Anglo-Saxon direction are
occurring and may be contributing to some systemic changes in labour
management systems. As the US and UK chapters show, there are
also important changes in the Anglo-Saxon countries, for
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example, growing re-concentration of ownership and increasing large
shareholder involvement in corporate governance. This opens the
possibility for two-way convergence on some sort of hybrid model,
perhaps of an 'enlightened shareholder value' kind. However, change
is mediated by different national starting points and by different con-
figurations of relations between the various actors, with the result
that national diversities will be maintained both between countries
and within countries (Katz and Darbishire 1999; Whitley 1999).

The governance of firms and the management of labour are central
issues for all industrial societies. Both have implications for economic
wealth and for the broader welfare of nations. It is becoming increasingly
necessary to understand the interaction between the two.

2

Corporate Governance and

Employees in the United States
SANFORD M. JACO BY

2.1. Introduction

Corporate governance comprises the rules, practices, and procedures
by which managers are held accountable to those who have a legitimate
stake in the enterprise. Major issues of corporate governance include the
duties of directors, methods of financing the corporation, managerial
compensation, acquisitions and divestments, and the monitoring of
decision-making at the strategic and operating levels. These issues are
of enormous importance, not only to corporations themselves, but to
millions of people—shareholders, employees, customers, suppliers,

and communities--who are affected by management decisions.
Although we live in an era of so-called globalization, systems of cor-

porate governance remain stamped with distinctive national
characteristics. This diversity is particularly evident when it comes to
questions such as which groups have a legitimate stake in corporate
governance, whether employees are one of those groups, and, if so, what
should be the employees' role. Every nation has struggled with these
questions and developed answers based on its legal and political
traditions and its historical trajectory of labour relations. The Untied
States, like every other country in this volume, has a distinctive pattern of
corporate governance and a unique set of relationships between
corporate governance and labour management.

Giving employees a voice in corporate goVernance is not coterminous
with trade union collective bargaining. In countries with statutory
provision for works councils or employee representation on company
boards, representation typically occurs separately from collective
bargaining procedures (though representatives are often linked to

This is a revised and updated version of an earlier paper (Jacoby 2001). The author is
c, 0i:if-lint-, his entry into this subiect.
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unions). On the other hand, unionized employees may eschew
involvement with management decision-making because they prefer to
keep labour and management roles separate. This has been the traditional
practice in the United States.

Yet, as US union density has declined in recent years (now less than 9
per cent of the private-sector workforce), unions have become more
involved in corporate affairs: through participation in corporate
boards, through management of pension funds, and through
employee involvement programmes that heighten employee influence
at the operating (enterprise and workplace) levels. However, the right of
employees to influence or monitor management inevitably comes up
against the rights of other parties, especially shareholders. In the United
States, there is a presumption that shareholders are the sole group with
legitimate authority to monitor management decision-making. The
link between shareholders and management occurs through corporate
boards, which are legally required to represent shareholder interests, and
through economic devices to align management decisions with those
interests, such as stock options.

This suggests that efforts to expand employee 'voice in the United
States will have to contend not only with defects in labour law
(addressed by the Dunlop Commission in the 1990s), but will also
have to consider whether corporate law and regulation are barriers to
greater employee voice in the enterprise (Weiler 1990; Jacoby 1995).
The recent corporate scandals in the United States have focused attention
as never before on issues of corporate governance. Reforms have been
enacted by Congress. the Securities and Exchange Commission. and the
private stock exchanges. Yet, few have considered the underlying
assumptions of the US governance system or the perhaps heretical
notion that some kind of employee representation at the corporate level
might make a company less prone to
malfeasance.

This chapter examines the evolution of US corporate governance
and its implications for labour. It first analyses the development of the
present US model of corporate governance over the last 40 years or so.
Next, it analyses the costs and benefits of the US system. In recent
years, in an effort to reduce costs, there has been substantial borrowing
by US employers of practices from other countries, just as others
have borrowed from the United States. To propel further changes in
the US system, policy recommendations are advanced that would
simultaneously reform corporate governance practices while creating a
more favourable climate for employee representation.

Employees in US

2.2. The US Corporate Governance Model

The last 20 years have seen a shift of power inside the
American corporation away from managers and other employees
towards shareholders. One important development has been the
capacity of shareholders and others to displace incumbent managers
through hostile takeovers, often using new financial instruments such
as junk bonds. The growth in institutional investment has been an
important factor behind this. Institutional ownership of US corporate
equities rose from 29 per cent in 1970 to 45 per cent in 1.990 (Blair 1995:
45-46). The greater concentration of ownership associated with this
made it easier for 'corporate raiders to assemble majority coalitions to
bring about changes in control (Donaldson 1994). Coupled with this
has been a growing assertiveness of institutional investors—mutual
funds and pension funds—arising partly from changes in securities
law requiring them to disclose financial results, and thus to seek
higher returns. Institutional investors, lacking inside information
about the companies they invest in and having only a small capacity
to influence management behaviour directly, base their buying and
selling decisions on short-term movements in stock price. Either
exempt from capital gains taxes (pension funds) or somewhat indifferent
to them (mutual funds), these Investors have high rates of portfolio
turnover, and these increased from the 1980s onwards. In recent years,
there also has been a move toward more speculative investments. In the
1980s, pension and mutual funds became major buyers of the junk
bonds which financed takeovers.

Other factors leading managers to pay more attention to share-
holders are the recent innovations which have induced individual
investors to enter the market, to trade rapidly and cheaply, and to
speculate on short-term price movements. These innovations include
the rise of discount brokerages, the ability to trade on the Internet, and
the spread of defined-contribution pension plans controlled by
individuals (e.g. the so-called 401(k) plans which started in the early
1980s). Together. these changes have reduced the average amount of
time a share is held and the turnover rate of individual portfolios.
Again, the result is greater pressure on managements to produce
short-term results and a quasi-speculative atmosphere in equity
markets (Odean 1999; Shill er 2000: 39).1

A vast literature in Economics seeks to explain why principals and
agents—owners and managers—have divergent interests and how
they can be aligned. As compared to major investors, managers are

35



27 Sanford M. JacobyEmployees in US 49

relatively risk-averse. This is because investors have large, diversified
portfolios, whereas managers' assets tend to be concentrated in
firm-specific human capital and in their employer's stock. These concen-
trated investments incline managers to pursue long-term growth
policies which minimize risk by providing them with career oppor-
tunities should one of the company's units encounter problems. As
power shifted in the 1980s, managers found themselves exposed to
greater risk and were forced to produce higher returns to satisfy investors
and avoid takeovers (Coffee 1988; Useem 1996). In response, some senior
managers took their firms private by mounting leveraged buyouts (LBOs);
other, typically mid-level, managers have been major losers in terms of
job security Indeed, middle managers discovered that the elimination of
their jobs was often the main goal of industrial restructuring. Much of the
decline in aggregate job stability in the late 1980s and early 1990s was
concentrated among long-tenure males in managerial occupations (Jacoby
1999).

The abrogation of implicit managerial contracts may be the reason why,
according to one survey, some dissatisfied managers are wary of their
employers and open to employee representation, although presumably
of a non-union kind (Freeman and Rogers 1999: 59. 144). It may be
that these managers see employee representation as a way of taking
power back from shareholders and of moving away from corporate
policies which expose them to undue risk. When managers pursue
risk-minimizing policies such as diversification, earnings retention,
and long-term growth, they and other workers benefit from higher
returns on firm-specific training Investments, greater career
opportunities, stable employment, and higher wages. Thus, in many
cases, workers and managers have common interests which do not
always align with shareholder objectives.

Some recent empirical evidence indicates that those managers
who are less exposed to shareholder pressure do not fight as strongly for
shareholders as those who are monitored more closely. Evidence comes
from the more than thirty states which adopted anti-takeover statutes in
the early 1990s, in response to concerns that non-shareholder
constituents needed protection from hostile takeovers and
restructurings (Orts 1992; Roe 1993). The data show that annual wage
growth is 1-2 per cent higher in those companies which are subject to
anti-takeover laws (Bertrand and Mullainathan 1998).

However, even before the takeover wave of the 1980s and the rise
of shareholder value ideas, American managers were never entirely
left to their own devices. Then, as now, managerial decisions were

coordinated with shareholder interests by use of instruments such

as stock options, direct stock ownership, outside directors, and by a
credo (reinforced by economists and lawyers) that the purpose of
management is to maximize wealth for shareholders.

This credo—the Anglo-Saxon or neoclassical view—holds that the
goal of the enterprise is to maximize shareholder value because share-
holders have the greatest incentive to see that management runs the
enterprise efficiently. Because shareholders are the residual claimants—
although last to be paid, any surplus belongs to them—they have
a direct interest in maximizing that surplus. But, in theory and in
practice, one can question whether shareholders are, in fact.
the only residual claimants. After all, employees have substantial
firm-specific investments which put them at risk and give them
an incentive to see that the enterprise is efficiently managed. Unlike
shareholders, employees lack the protection of portfolio diversification
and of limited liability. Hence, they may have an even greater incentive
than shareholders to ensure that the enterprise is properly managed.
Moreover, because they are 'close to the action, employees often know
more about the firm than shareholders do. Thus, sharing governance
with employees can be justified on efficiency grounds. It can also
encourage employees to balance the long-term interest of the firm
against their short-term self-interest. For example, employees may
moderate wage claims to facilitate investment by companies. The
benefits of these trade-offs are recognized in the governance systems of
other nations, such as Germany and Japan, and arguably were also
more fully recognized by American managers in the pre-1980 period.
During the decades up to the 1970s, the alignment of management and

shareholder interests was looser—in both practice and ideology—than it
has become today. As Berle and Means (1932) observed, the separation
of ownership and control left American managers with substantial
discretion. Fragmented and distant shareholders could not easily
monitor managements, thus providing executives with autonomy to
divide the corporate surplus between dividends, retained earnings, and
wages. At the ideological level, at that time, American managers had a
philosophy at variance with the current credo that maximizing shareholder
value is the primary objective of the business corporation. Instead,
managers were imbued with the ethos of what was called 'welfare
capitalism" or 'managerial capitalism' (Jacoby 1997). They conceived
of the corporation as a social institution—a corporate community whose
members included employees, suppliers, and distributors—and managers
saw themselves as stewards to
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balance the institution's multiple interests. For example, the medical
company, Johnson & Johnson, even carved a set of principles in stone at
its New Jersey headquarters stating that shareholders would get a
fair return only after the company had ensured outstanding value to
customer, employees, suppliers, and the communities where the company
operated (Reichheld 1996: 293).2

A classic study in the 1950s, The American Business Creed, provides
striking evidence of a managerial philosophy which would today be
considered undesirable and heretical. As the authors of that study
observed:
Corporation managers generally claim that they have four broad respons-
ibilities: to consumers, to employees, to stockholders, and to the general
public.... each group is on an equal footing; the function of management IS to
secure justice for all and unconditional maxima for none. Stockholders have no
special priority; they are entitled to a fair return on their investment, but profits
above a "fair" level are an economic sin. (Sutton et al. 1956: 64)
While Industrial Relations scholars usually think of management rights
as a prerogative which managers defend against union encroachments,
post-war managers actually had a broader conception of the term
which included managerial autonomy from shareholder pressure.
Management rights, then, meant 'a sphere of unhampered discretion
and authority which is not merely derivative from the property rights
of owners'. They included the authority to plough surplus cash back
into the enterprise rather than pay it to shareholders, a practice that
the National Association of Manufacturers defended as 'the way the
American system works'. Apportioning profits between dividends and
retained earnings (and other spending purposes) was seen in those
days as 'one aspect of the general function of balancing competing
economic interests which devolve on corporate management'
(Chamberlain 1948; Harris 1982; Sutton et al. 1956: 85,87).

This philosophy continued to hold sway in the 1960s and 1970s.
As described by Donaldson (1994: 19), the typical mindset of senior
management in those years was:

An introverted corporate view . focused on growth. diversification, and
opportunity for the 'corporate family'.. . . It was a period when the social and
legal climate encouraged management to adopt a pluralistic view of their
responsibility to the various corporate constituencies. As career employees
themselves, it was natural for management to identify with all constituents
who were long-term investors in the enterprise and to view shareholders in the
same light.

These decades were the highpoint of corporate social and community

responsibility, as shown by the fact that by the 1970s forty-eight states
had passed laws permitting corporations to give funds to charities
without specific charter provisions. While courts conceded that these
social activities might hurt shareholders in the short run, responding
to the needs of various stakeholders was alleged to be 'good for the
shareholders "in the long run" because the good health and well being
of the communities in which companies operate was considered
important for business' (Blair 1995: 215).

Did the looser coupling of management and shareholders which pre-
vailed prior to the 1980s have consequences for labour–management
relations? The post-war decades were far from being a golden age of
industrial democracy. But it is hardly a coincidence that the era was one
in which corporations willingly treated workers as stakeholders in the
enterprise. While employees were not seen to be on a par with share-
holders they were, nevertheless, seen as having status in the corporate
family. Employment was construed as a quasi-permanent relationship
which endured through bad times and good. Benefits and other emolu-
ments served to underscore management's common interests with
employees. As Donaldson (1994: 19) says of the 1960s. "Loyalty" was the
key word---commitment to the success of the enterprise within which
each constituent found economic and social fulfillment.'

As shareholders- grew assertive in the 1970s, one change was in the
industrial relations area where management hostility towards unions
became more widespread. Examples include a rise in employer unfair
labour practices, firings for union activity, the use of tougher dispute
tactics, such as striker replacement, and sustaining operations during
strikes (Perry, Kramer. and Schneider 1982; Freeman and Medoff 1984:
229-33). It is difficult to assess to what extent these changes were due
to shifts in corporate governance because there were other concurrent
events which contributed to a hardening of managerial attitudes (e.g.
an intensification of domestic and global competition and a rise in the
union wage premium). Even so, the increasing dominance of a credo
which privileged shareholders over other stakeholders made it easier
for companies to lustily anti-union policies. Thus, changes in corporate
governance promoted a growing resistance to
union legitimacy.

Conversely, the weakening of unions contributed to the unravelling
of 'managerialist' philosophies of governance, especially in large, pater-
nalist non-union companies such as IBM and Kodak. With organized
labour seen as less threatening, companies were freer to adopt
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market-oriented employment policies which transferred pay and
employment nsk from the corporation—including shareholders—to
employees. More generally, the triumph of individualistic views in the
1980s contributed to the decline of those relatively egalitarian social
norms that had been established during the New Deal and the Second
World War. These norms had underpinned managerialist
governance—the idea that everyone had a stake in the corporation's
prosperity. It became easier to justify the redistribution of nsk and of
corporate rents once inequality and market values had become more
socially acceptable, However, social norms were still strong enough that
shareholders' distributional objectives were often cloaked under the guise
of efficiency. Restructuring was claimed to be about becoming lean
and mean though in practice it was often really only about becoming 'fat
and mean', to use Gordon's (1996) phrase. Further accelerating the process
of normative change was a set of thinkers—academics, journalists,
politicians—claiming that 'managerialist' values were outmoded (Sunstein
1996). They claimed that a strong form of shareholder-oriented
governance—buttressed with outsider Chief Executive Officers
(CEOs) and heavy use of stock options—was necessary to reinvigorate
American capitalism and return the country to the market-oriented
individualism of the nineteenth century (Khurana 2002).

As has been suggested, not all business people were happy with the
new emphasis on shareholders, share prices, and quarterly performance.
Some of the opposition was motivated by pure self-interest. Middle
managers were worried that strong shareholder governance would lead
to downsizing, job insecurity, and stress. Hiring outside CEOs left fewer
career opportunities for incumbent insiders. Other managers opposed
shareholder governance because they questioned its effect on the
corporation's long-term health. Instead they proposed a
'resource-based' view of the firm centred on the idea that competitive
advantage emanates from internal resources which competitors do
not possess and cannot easily imitate—everything from an
idiosyncratic corporate culture to intellectual capital embedded in
employees and their relationships to each other. According to this view,
recognition of multiple stakeholders—including customers and
employees—can better facilitate the accumulation of human capital,
social capital, and other investments that enhance corporate performance
and value over the long term. Advocates of this view are found among
the corporate responsibility movement as well as among some
executives and consultants (Jacobs 1991; Hamel and Prahalad 1994;
Scott and Rothman 1994).3

Yet, as the 1990s progressed, less and less opposition to shareholder
governance was heard from American management. With stock
options diffusing throughout the management ranks—and with equity
prices steadily rising—managerial compensation rose, leaving most
managers feeling that the new business ethos was a good thing, both for
themselves and for shareholders. The growth of options was
phenomenal: fewer than a third of CEOs received options in 1980,
whereas 20 years later nearly all CEOs had them (Murphy 1999). The
share of CEO pay deriving from options rose steadily in these years
until it overtook base salary as the largest single component of executive
compensation. Other managers and even some non-managerial
employees also had a growing share of their compensation tied to
options (Bebchuk, Fried, and Walker 2002).

2.3. Benefits and Costs

Recent events in the United States, such as the Enron, Worldcom, and
Tyco scandals show that the shareholder governance model carries a
set of costs as well as benefits. The primary benefits claimed for it relate
to economic performance, though it should be borne in mind that the
shareholder model appears to perform less well in other Anglo-Saxon
countries which embrace it, such as the United Kingdom and Canada.
Hence, any attribution of America's economic performance in the 1990s
to shareholder sovereignty (which also exists in the United Kingdom
and Canada) is based more on faith than facts.

The US economic performance in, the 1990s was mixed. On the
one hand, the stock market boomed, job creation was higher, and
unemployment was lower than in other advanced countries. On the
other hand, pay growth was relatively slow and unevenly distributed.
Output per hour (productivity) in the United States was about the same
as levels observed in Western Europe. Neither productivity growth rates
nor per capita growth rates were higher than in other advanced countries,
including Japan and Gelinany. It is true that productivity improved in
the United States in the late 1990s, and, if this turns out to be a
cumulative phenomenon related to the so-called 'new economy', the
United States might have something to boast about (Freeman 2000;
Jacoby 2000). But currently it remains unclear how much of the
productivity improvement is related to the new economy.
Furthermore, the extent to which the new economy is driven by
corporate governance-related factors (like venture capital
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and ease of lay-offs) or by potentially unsustainable first-mover
advantages (as was the case with information-related technologies in
the 1980s (Macher. Mowery, and Hodges 1998) ) is not yet clear.
Hence, caution is warranted. Productivity growth has been mixed
in the early 2000s. This does not sound like a revolution. Indeed,
economic history is filled with numerous examples of 'new eras'
which forecast a brilliant future that never arrives!

Another shortcoming of the American governance model is the
limited information possessed by dispersed shareholders, leading
them to overfocus on stock price movements. Managers respond by
emphasizing activities that bolster quarterly results, which, as noted.
leads them to give short shrift to activities that are not easily quantified
or whose payoff is long term in nature. While the US approach excels at
funding new ventures and new industries, short-termism causes a
failure to invest enough to secure competitive positions in existing
industries. The consequences of short-term restructuring in the 1980s
became apparent in the next decade as corporations with more 'patient'
owners______________ either private firms with long-term owners
or publicly held firms with concentrated ownership—outperformed
companies with more dispersed and speculative owners (Shleifer and
Vishny 1990; Grinyer. Russell. and Collison 1998).

The 'market for corporate control'. via mergers and acquisitions,
permitted the United States to move faster than other countries to shrink
purportedly unprofitable industries, to reduce overcapacity, and to curb
excessive corporate diversification by de-conglomeration. But
restructurings also led to a host of internal problems. For example,
LBOs are associated with cuts in plant expenditures—for training,
maintenance, and the like—and with sharp reductions in R&D
spending (Long and Ravenscraft 1993).4 Furthermore, mergers and
acquisitions have had substantial adverse affects. In 1995-2001,
61 per cent of US mergers resulted in a subsequent reduction of
share-price value. Moreover, part of the value 'unleashed' by takeovers
was merely a transfer of mcome to shareholders from retained earnings,
from employees (whose implicit pay contracts were broken), and from
present and future pensioners (whose pension plans were run down).
Because the only stakeholders driving the process were shareholders,
adjustment costs were disproportionately shouldered by employees
and communities—the least diversified stakeholders (Shleifer and
Summers 1988).5

While a chief virtue of American governance is the liquidity of equity
markets. there is a downside risk. During the 1990s, consumption and

business investment were buoyed by a surge of new investors into US
equity markets. But with this came an increase in speculative trading
behaviour, a jump in stock turnover rates, and greater market volatility,
all of which ended with the dramatic fall of equity prices, especially on the
NASDAQ market at the turn of the century With the market not well
anchored by 'fundamentals., it is difficult to accept the neoclassical
claim that capital markets are the primary source of discipline on
managerial behaviour (Shiller 2000: 135-168). Just as herd behaviour
can lead to a sharp rise in equity prices, so a stampede for the exit can
cause a market collapse. The stock market collapse has wreaked havoc on
the real US economy, leaving states with large deficits and pension
funds seriously under-resourced. The same forces which in the 1990s
drove share prices up have shifted into the reverse, causing investment
and consumption to decline, and venture capital to dry up.

Buoyant equity prices in the 1990s masked many of the problems
with the shareholder governance model. The fall in equity prices,
coupled with corporate scandals such as Enron. Worldcom, and Tyco,
are now shedding light on the model's shortcomings. In the United
States, a key presumption is that shareholders monitor management
through corporate boards composed of 'independent directors', Yet,
independent directors usually hold only a modest portion of their
wealth in the stock of the company they are overseeing, limiting the
incentive to commit time and effort to scrutinizing management
decisions. Alternatively, if they do hold significant levels of company
stock, they become reluctant to bite the hand that is feeding them.
Often these directors have little detailed knowledge of the company or
broad business expertise (Sorkin 2002). In light of these shortcomings,
some hope that institutional investors—who often hold large, illiquid
stakes—will begin to function more like Japanese or German relational
investors, that is, as representatives of banks, suppliers, and
employees. However, this has turned out to be a false hope.
Institutional investors—with a few exceptions—have turned out to
have the same kind of short-term horizons as individual investors
(Shiller 2000).

Because boards lack infoiuLation and expertise. US executives were
able to influence their own compensation. The belief that stock options
were a 'magic alignment device allowed CEOs to persuade boards to
approve option mechanisms which richly rewarded top executives,
regardless of how much—or how little—their own efforts contributed to
the company's equity-price movements (Jacoby 2002). For example, in
the United States there is almost complete absence of explicit indexing
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of stock options. As a result, the benefits of options to recipients can
emanate from stock price movements or industry developments as
much as from company performance. Also, executives can reload options
so as to profit from share price volatility even when long-term share
performance is flat.' It is not surprising that research finds that the
highest paid CEOs are from companies with two characteristics: first, a
large percentage of the directors have been picked by the CEO and
second, shareholders hold stakes of less than 5 per cent (Bebchuk, Fried,
and Walker 2002). Instead of incentivizing managers to act in the
company's best long-term interests, options drove top managers to a
single-minded focus on boosting share prices. Although shareholders
benefited too, the main share of resources went to executives at the
expense of employees and of long-term investment, and when stock
prices fell, shareholders and employees were left to pick up the pieces.

To summarize, it would be an oversimplification to say that US eco-
nomic success in the 1990s was due chiefly to its governance model, or
that recent Japanese and European problems are due chiefly to their
governance models, and to conclude that the solution for the latter is
to emulate the former. Rather, each governance system comes with
costs and benefits. The virtues of the coordinated market model come
from concentrated ownership, which permits close monitoring of
managers and attention to long-term growth factors, and also from a
stakeholder approach which gives employees and others a voice in
corporate affairs. However, the pace of change, both for restructuring and
new ventures, is slow. The US advantage is the liquidity of its capital
markets; capital is widely available to finance both restructuring and
emerging industries. With management in charge, changes can occur
fairly rapidly. On the other hand, the system is weakened by
short-termism, weak monitoring, and the inequality that results from
exclusion of legitimate stakeholders from corporate decisions (Franks
and Mayer 1997a: Coffee 1999).

2.4. Two-Way Convergence

In the late 1980s, liberal commentators urged the United States to shed
its institutions in favour of Japanese and German-type practices, while
today conservatives are making the reverse argument. Both sides fail
to realize that neither set of institutions is unambiguously superior to the
other. Moreover, because governance institutions are complex,
path-dependent, and embedded in complex social systems,

haphazard borrowing does not guarantee an improvement in the
borrower's economic performance. Still, there is piecemeal, prag-
matic imitation of the US model taking place in Europe and Japan.
What is less noted, but equally significant, is that borrowing is also taking
place in the United States .7

An example can be found in the recent evolution of corporate
strategies of large US companies. Traditional precepts of strategy are
built around two elements: an external orientation associated with
product market considerations of product differentiation and market
power. and an internal orientation concerned with the financial
aspects of administering a multi-divisional company (Chandler 1977:
Porter 1980). To achieve competitive advantages external strategies
relied on clever marketing and product design, creating market power
through scale economies, and entry-barrier pricing. As companies
developed financial resources and management skill, they followed
an internal financial strategy of diversifying into other (related or
unrelated) industries with market opportunities. The diversified
company functioned like an internal capital market, allocating funds
to businesses with the most promising market returns. At one extreme, as
in the case of a conglomerate, a company might be very broadly
diversified, with little synergy holding its different units together.

Today, a number of US companies are shifting the emphasis from a
financial approach to one based on competing on the basis of their
internal strengths. This so-called 'resource-based( approach (Barney
1991; Foss 1997) is a familiar concept to Japanese and German
companies, which tend to be less diversified and more focused than
traditional US firms (Kono 1984; Itami 1987a, b). The strategy aims to
develop inimitable or non-substitutable resources which other companies
do not possess. These might include a firm's unique physical assets, its
organizational structure (including a distinctive corporate culture or
innovation organization), and its intellectual property or other
human capital. While not a substitute for external strategies, this
approach takes a less finance-driven approach to internal resources
and focuses on strengthening organizational processes which make the
company distinctive. It eschews unrelated diversification based purely
on financial considerations in favour of diversification guided by core
competency and potential synergies.8

Aside from the Japanese influence, a reason for the rise in the 1990s of
a resource based approach to business strategy was the tendency of
corporate restructurings in the 1980s to split up diversified con-
glomerates into smaller, more concentrated units (Bhagat, Shleifer.
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and Vishny 1990). Another reason was the growing importance of
intangible assets and the relative decline of financial capital as a source
of competitive advantage. In the technology and service industries
which increasingly dominate the economy, intellectual capital is typic-
ally a company's chief competitive advantage. Hence, 'it is no longer
in product markets but in intangible assets where advantage is built
and defended' (Teece 1998: 7).9 With this has come greater attention
to the internal corporate policies which facilitate employee morale,
creativity, and retention. As the head of human resources at a software
company put it. 'At 5 pm, ninety-five per cent of our assets walk out the
door. We have to have an environment that makes them want to walk
back in the door the next morning' (Groves 1998).

American managers realized that to compete on the basis of quality
or innovativeness required attention across the company's internal
resources (everything from its organization of work to its corporate
culture). Hence, from the 1980s onwards, there was a vast effort to
borrow from the Japanese their quality-oriented production tech-
niques, keiretsu-style relations with a limited number of suppliers,
team-based forms of organization, and employee involvement plans
(Cole 1999). Efforts were also made to create or strengthen distinctive
and inimitable corporate cultures. The Euro-Japanese ethos that
human resources are a strategic asset began to develop inside some
American companies (Pfeffer 1998). Today, there are US
companies—like the software company mentioned earlier—that place as
much emphasis on human resources as a large Japanese company
(Jacoby and Saguchi 2002).

The transformation is striking, especially with respect to the
so-called 'high-performance work practices'. Employer surveys show that
of establishments with fifty or more employees. 32 per cent have
self-directed work teams, 24 per cent utilize job rotation, 18 per cent have
peer review of employee performance, and 46 per cent utilize total
quality management techniques. These figures suggest that between
one-fifth and two-fifths of mid-to-large-sized US establishments are
utilizing at least one high performance practice (Gittleman, Horrigan.
and Joyce 1998: Osterman 1999; Erickson and Jacoby 2003). Associated
with these practices are larger investments in training. Also, there is
greater linkage of individual compensation to organizational
performance, as exemplified by employee stock ownership plans
(ESOPs) and stock options. Currently around 13 per cent of US
private-sector workers own stock in firms in which employee ownership
is at least 4 per cent of the company's total Market value.

ESOPs were especially popular in the 1980s as a way of inducing wage
concessions or making a company more resistant to hostile takeovers.
But some of their popularity was also due to a belief that they create more
cooperative employee relations. Empirical research validates these
suppositions: employee ownership has been shown to stabilize
employment, while modestly improving performance (Blasi and
Kruse 1991; Stabile 1998; Blair and Blasi 2000). Since the early 1990s,
the big growth m employee ownership has come through stock
options, which are now granted to an ever-larger proportion of a com-
pany's employees. This is the positive side of option proliferation.'

These changes in work organization are associated with modest
increases in employee influence at strategic levels. A few US companies,
particularly those with substantial employee stock ownership, have
created mechanisms for bringing employee views to senior management
and to the board, including formal representation systems and board
seats for employee or union representatives. Combining ESOPs with
strategic employee influence has been shown to improve corporate
performance (Conte and Svejnar 1990). Another route for voice is to
have senior human resource managers act as employee
advocates—as found in Japan—although this 'advocacy' model of
HR is struggling to sustain itself in the United States (Purcell 1995).11

But, because of a presumption that employees are not stakeholders. the
role of human resource executives on corporate boards remains
extremely limited. Of the US Fortune 1000 compaMes, only six have their
own HR manager on their corporate board, an astoundingly small
proportion, whereas ninety-two include their Chief Financial Officer
on the board.''

Efforts to increase employee voice in US companies confront a
variety of other barriers. Labour law is a major obstacle since it is
unlawful for employers to play a role in establishing representative
bodies. Employee voice is also deterred by the legal presumption that
boards represent the interests of shareholders. Despite the substantial
investments which employees have made in firm-specific assets, they
are not considered residual claimants with a justifiable basis for control.
Furthermore, creating new forms of work organization is a
protracted and expensive endeavour. The advantages are difficult to
quantify and are not well captured by existing accounting techniques.
As a result, investment analysts and shareholders—as well as finan-
cial officers within corporations—fail to appreciate the advantages of
work reform and employee influence. Studies have shown investors to
'ignore information related to the degree to which firms value their
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employees [and] react negatively if firms use compensation to link
pay to organizational performance. (Pfeffer 1998: 263).

These barriers deter many companies from adopting a
high-performance approach, and help to explain why nearly 30 per cent
of establishments employing fifty or more employees have not
adopted a single high-performance practice (Erickson and Jacoby
2003). Even in companies which have gone down this route and
combined it with employee participation. participation typically is
limited to the work-group level and employee voice is much less
common at the strategic level (Kochan, Katz, and McKersie 1986).
Companies with significant employee ownership do not usually provide
for employee representation on corporate boards and do not give
employee owners influence in strategic decisions (O'Connor 1993:
Blair and Kruse 1999).

2.5. Prospects and Prescriptions

The recent debacles at Enron and Worldcom, and other US companies
may well be the kind of events which can trigger a shift in the balance of
power inside US corporations. At the very least, these incidents have
punctured share prices and investor confidence, and taken some of the
air out of hyperbolic claims that US-style corporate governance is the
best possible. There are important changes, especially after Enron.
Thus, there is a growing scepticism that CEO-appointed boards, even
small boards composed of apparent outsiders, are capable of monitoring
managements effectively. There is also scepticism of the claim that
huge CEO salaries and option grants constitute necessary and
well-deserved incentives. Some commentators are now claiming that
US-style corporate governance promotes 'rent extraction' rather than
'optimal contracting' (Bebchuk, Fried, and Walker 2002).

As a result of these events, it is no longer automatically presumed
that a charismatic and outsider CEO can readily boost profitability
and shareholder value by being incentivized with stock options.13 In
the future we can expect to see a greater number of CEO insiders, who
have risen up the ranks within the company and are more in tune with,
and loyal to, a corporation's stakeholders. The impact of a move back to
insider CEOs will be felt further down the managerial ranks. There will
be more attention paid to grooming internal talent and less reliance on
headhunters, which means an enhanced role for FIR staff. There will be
less use made of financial incentives and greater reliance on implicit
contracts, especially long-term understandings built up

through internal executive development. HR executives will have
more of an opportunity to influence the selection of CEOs, giving
more weight to experience and loyalty.

It is also less likely that CEOs will come from finance backgrounds.
The fall of share prices and the taint attached to stock options have
called into question the centrality of finance to corporate
decision-making. This diminution of the finance function creates
opportunities for those with different perspectives on corporate-value
creation. The old model, in which finance was first among equals, may
give way to an approach in which HR, as well as areas like marketing
and R&D. will have greater influence on strategic decision-making. Such
a shift of power might be ratified by shareholders, who, at least for the
moment, appear chastened by the collapse of the equity bubble.
Relentless and unrealistic demands for share price gams have subsided,
which opens the possibility for a longer-term approach to resource
allocation decisions—an advantage for training, employee
development, and other HR programmes. This could mean a return to
more organization-oriented and less finance-driven types of corporate
strategy'`

The diminished reputations of CEOs like Al Dunlap and
Jack Welch—who were among the leading practitioners of the share-
holder value approach to corporate restructuring—has called into
question whether the job cuts of the 1990s were motivated by a
single-minded search for efficiency (Madrick 2002). There is an
emerging consensus, including among institutional investors, that at
least some of those cuts were driven more by distributional desires than
by efficiency concerns, that is, that money went into executive salaries
which should have been reinvested or distributed to other stakeholders.

A further reaction to the recent corporate scandals has been a
set of governance reforms introduced by the stock exchanges,
Congress, and the Bush administration. The main legislative change is
the Sarbanes–Oxley Company Accounting Reform and Investor
Protection Act of 2002, which creates new requirements for CEOs
(to certify the veracity of financial statements) and corporate boards
(to forbid subsidized loans to executives). In addition, accounting
firms are required to rotate the partners supervising audits and auditors
are prohibited from immediately joining management at client
companies. The law also creates the Public Company Accounting
Oversight Board to replace self-regulation by the accounting profession,
though it leaves unspecified an ethical standard for auditors.

Meanwhile, the Securities and Exchange Commission (SEC) is
conducting investigations of major corporate scandals, such as the
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WoridCom case. The SEC has proposed new rules to regulate the
accounting profession, though some have claimed that they lack teeth.
However, a recent SEC provision that mutual funds disclose their proxy
votes has the potential of facilitating corporate campaigns and of
permitting greater alignment of mutual fund votes with the desires of
the individual investors whose shares are being voted (McNamee
2002).

The two major exchanges, the New York and NASDAQ markets,
have adopted tougher rules to govern listed companies. Although
both exchanges are private, their rules are more aggressive than those
proposed by government, in part because the exchanges, which are
desperate to see confidence in the markets restored, are less sensitive
to corporate lobbyists than the SEC. The NYSE's rules include the
requirement of shareholder approval for all stock option plans. As for
boards, the NYSE requires companies to have a majority of independent
directors, and only independent directors are permitted on the audit
committee and on the committee that selects the CEO.

Taken as a whole, these changes reduce the power of CEOs and
heighten corporate transparency. But they do little to shift corporate
governance m the United States away from its present
shareholder-sovereignty model towards a stakeholder model. The
role of employees in corporate governance is never mentioned,
except to the extent that employees invest their individual pension
funds in a company's stock. The Sarbanes-Oxley Act. for instance,
provides stronger protection for employee pension funds invested in
the employer's stock (a particular problem at Enron).

The role of the union confederation, the AFL-CIO, in corporate
governance reform is worthy of note. It has been vocal in support of
the greater protection of employee pension funds provided by
Sarbanes–Oxley. However. most of the AFL-CIO's efforts have
been focused on seeking stronger regulations against management
misdeeds rather than redirecting US corporate governance towards a
stakeholder model. By and large, the labour movement has used its
shareholder power in support of 'good governance' measures such as
promoting more independent directors. eliminating poison pills, and
separating the CEO position from the chairman of the board
(O'Connor 2000). More recently, the AFL-CIO has been urging
companies with former Enron directors on their boards to refuse their
renomination, thus positioning the AFL-CIO as a player in the most
recent round of governance reform debates (McNulty 2002). In its
support for recent reforms, it functions as an ally of those institutional
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investors seeking to strengthen shareholder power vis-a-vis management,
rather than just as a spokesperson for employees.

The AFL-CIO's role in the corporate governance movement
predates the current corporate scandals by at least a decade. Because
union pension funds hold significant amounts of stock, there is the
potential for labour to influence corporate decision-making. But there
are two problems here. First, no single union pension plan holds a great
deal of stock m any one company. Second, even the combined holding of
union pension funds are often only a tiny fraction of outstanding shares
in large public companies. To rectify these problems, the AFL-CIO has
tried to coordinate the voting practices of union pension funds and has
worked with other members of the institutional investment
community, seeking to form alliances wherever possible (Ghilarducd.
Hawley, and Williams 1997).

Occasionally, labour has used its shareholder power in support of
labour issues, such as union organizing and strike settlements at com-
panies with which it has disputes (Schwab and Thomas 1998). The
AFL-CIO has also been prominent in its efforts to criticize outrageous
levels of CEO compensation. as with its popular 'Executive Paywatch'
website. The AFL-CIO has recently joined institutional investors in
pressing for governance reforms which would limit executive com-
pensation levels by expensing stock options and tying options to a
company outperforming its industry. Also, the AFL-CIO has joined
with activist investors in an effort to give shareholders the right to
place their own director choices on a proxy card. This would make it
easier for investors to elect alternative directors. (This campaign is
currently being contested by companies before the SEC.)

This is as close as US labour has come to challenging the corporate
governance status quo, and it has done so under the name of 'share-
holder democracy', Yet the AFL-CIO has not taken the next step of
advocating 'industrial democracy' and a stakeholder model of corporate
governance by seeking a union (or employee) voice on company boards.
The reasons for the AFL-CIO's reticence are not clear. although an
important factor is likely to be that any expansion of employee board
representation, formal or informal, would of necessity require
loosening of the labour law's strictures on employer involvement in
representation activities. The potential consequences of this are seen
as a threat by much of the US labour movement.

There remains considerable room to improve on current voluntary;
regulatory, and lobbying activities in support of governance reform.
What follows are some proposals intended to nudge US companies in
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the direction of giving employees more influence in corporate governance.
Some of these proposals are permissive: they make it easier for the
parties to pursue institutional reform by changing incentives and
enhancing information. Other proposals are more direct efforts to
expand employees' influence, consistent with their status as residual
claimants and as essential members of the corporate community.

2.5.1. Information for stakeholders

At present, few US employers provide information to employees
relevant to their position as corporate stakeholders. Just as disclosure of
information permits shareholders to monitor management, protect
investments, and boost corporate efficiency, the same is true for
employees_ Employees should be regularly provided with data on
financial performance, executive compensation, operating results,
strategic plans, and business risks. Moreover, as the OECD (1999)
recently recommended, employees should also receive information
relevant to the employment relationship, such as disclosure of current
and untended human resource policies. Such information would
include training opportunities, details of compensation practices, and
health and safety records. Probably the best way to accomplish this
would be to place employee representatives on company boards,
although this is unlikely to receive support from the AFL-CIO for the
reasons noted earlier (Kochan 2002).

Equally, shareholders and potential investors should be apprised of a
company's human resource investments and practices. Despite the
growing importance to corporate performance of a company's intellectual
capital, a recent study finds that 'little systematic high-quality information
about the impact and value of firms' human capital investments exists'
(Bassi et al. 2000: 335). Although a few companies are beginning to take
steps more systematically to analyse and manage their human capital,
the majority of companies continue to ignore their investments and
returns in workforce development and other personnel management
practices. Little or nothing in this regard is reported to shareholders, either
on a continuing basis or during mergers and acquisitions (when such
information is of particular importance) (Coff 1991; O'Connor 1998).

Creating systems for measuring human-capital investments and
relating them to performance has multiple benefits. Measurement
makes these investments more salient and impels managers to give
greater attention to them. Another benefit of measuring human capital

and returns is that it would encourage investors to evaluate factors con-
tributing to corporate performance more accurately and thereby give

greater credit to companies which are making investments in employees.
However, it must be conceded that there is the possibility that positive
returns to training are un-demonstrable in the short run or that
investors will react negatively to companies making these investilients.

2.5.2. Linking ownership to governance

Employee share ownership has grown in recent years through the
creation of ESOPs and huge investments in employer stock by
employee pension plans, including employee-controlled
defined-contribution plans.Th While a few ESOPs provide for employee
representation on company boards, the vast majority of employee
owners have no governance mechanisms available to express their
unique interests as both owners and employees. Unlike other
stakeholders, employee owners lack board representation.
Moreover, trustees of defined-benefit pension plans which have
substantial employee ownership in the employing company are
required as fiduciaries to ignore any special interests of
employee–owners and focus only on general shareholder concerns
(Blair 1995: 316-48).16 However, workers already elect
representatives to pension funds in the US public sector and share in
the governance of multi-employer plans such as those found in the
construction industry. In principle, the same could be done in other
areas of the private sector.

There are a number of ways to proceed. First, employee owners
ought to be given board representation; this is consistent with their
heavy investments—financial and human capital—in the employing
company. Second, trustees of pension and ESOP plans should be legally
permitted to give weight to the special concerns of employee owners.
Third, policy-makers should encourage the adoption of other innovative
mechanisms for bringing employee concerns to a company's strategic
decision-makers. Examples can be found in American corporate history.
In the 1940s and 1950s, for example, Sears Roebuck had an employee
profit-sharing plan which owned over a quarter of the company's stock.
The company created a Profit-sharing Advisory Council that comprised
nineteen delegates elected on a regional basis by employees throughout
the country. The Council met twice-yearly with the profit-sharing
fund's trustees to convey non-binding suggestions. While the
importance of the Council was perhaps more symbolic than
substantive, it would not be difficult to design
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more effective structures for conveying the concerns of employee owners
to pension trustees and corporate directors (Jacoby 1997: 110, 122).
Finally, much could be done to expand employee ownership through the
use of stock options. At the present time, the majority of options are paid
to senior executives. If a greater proportion of options were passed to
employees and if they could achieve a corresponding role in governance,
the result would be a heightened concern for employee issues in the
charting of corporate strategy (Blasi, Kruse, and Bernstein, 2002; Jacoby
2002).

2.5.3. Corporate boards

Following from the previous suggestion, corporate boards—like other
fiduciaries—should be required to take into account the interests of
major corporate stakeholders, including employees. There are two
models for doing this: either public directors could act as mediators
between conflicting stakeholder interests or they could function as
optimizers who seek to maximize the joint welfare of all stakeholders
contributing firm-specific resources to the corporation (Blair and Stout
1999: 298: OECD 1999: 22). These models are consistent with state
anti-takeover laws which grant directors broad fiduciary discretion to
consider stakeholder interests when assessing takeovers or other business
decisions_ The courts have been less sensitive than legislatures to
stakeholder concerns, but there are some notable recent exceptions.17

An offshoot of this approach is the proposal to give employees and
other stakeholders the right legally to challenge directorial decisions
made on their behalf when those decisions breach implied fiduciary
duties, as, for example. when lay-offs occur without the provision of
adequate financial compensation (O'Connor 1991; Mitchell 1992).
While the proposal may seem to have a utopian quality, it is worth
bearing in mind that in recent years similar challenges have been
mounted via shareholder resolutions on behalf of employees and
other stakeholders. Although rarely approved, these resolutions
nevertheless serve to place a board on notice that problems exist and that
shareholders are concerned about them. For example, IBM recently
converted to a cash-balance pension plan which cuts pension benefits for
thousands of mid-career IBM employees. In response, employees
mounted a national protest and developed a shareholder resolution
opposing the change. Major institutional investors supported the
proposal, including several multi-employer pension funds from the
union sector as well as the giant California Public Employees'

Retirement System (CaIPERS), which has more than a billion dollars

(mostly from unionized public-sector employees) invested in IBM
shares. The head of CaIPERS said that it was 'bad business policy' for
IBM to cut pensions because the productivity of IBM's workers was
positively affected by having dependable and secure pensions. The pro-
posal did not pass, but over 28 per cent of shares were voted in favour of
it, thereby ensuring that it can be brought up again in the future.

2.6. Conclusions
The recent corporate scandals in the United States have started a
movement away from the radical shareholder-sovereignty model
which took hold in the United States in the 1980s and 1990s, a model
which also had the perverse effect of creating incentives for managerial
malfeasance. Nevertheless, despite some counter-tendencies referred
to above, the United States is now far from the kind of modest
stakeholder model which prevailed in large companies in the 1950s.
Lay-offs continue to be a primary response tO declining sales and
falling share price. Corporate governance reforms face an uncertain
future. Business strategy continues to be finance-driven and the
human resources function continues to lack status.

It is unlikely that fundamental tenets of corporate governance will
change unless and until there is an expansion of employee represen-
tation, either through traditional union-based 'structures or works
councils and committees. At the same time, however, attention must
be given to corporate governance. Governance reform opens up
additional channels for employee voice in situations where represen-
tational structures are ineffective or unsuited to handling strategic,
company-wide concerns.

The other important reason to transform US corporate governance
practices is to change the current anti-employee attitudes of American
managers. If the logjam in labour law reform is ever to be broken, it
will happen only if managements shift from the priority they give to
shareholders and give greater weight to other corporate stakeholders.
Companies in other countries do this, it has been done in the United
States before, and it can happen again in the United States. Unlike some
'third way' proponents of stakeholder capitalism, employee
ownership and changes in corporate governance are not seen here as
substitutes for more extensive employee representation. Instead, reform
of corporate governance and employee representation
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are best viewed as complements in the context of the United States.
Creating a presumption that workers have a legitimate voice in the
enterprise opens up possibilities—in politics, the courts, and in labour
markets—for giving workers what they want in the way of workplace
representation. In the meantime, one should be sceptical of any
American belief in the superiority of their corporate governance
arrangements and recognize that there is no one best way in this
respect.

NOTES
1. The turnover rate for NYSE stocks nearly doubled between 1982 and

nearly tripled for NASDAQ stocks.
2. In the nineteenth century, there was a similar conception of the corporation

as being endowed with societal responsibilities (Roy 1997),
3. The argument is sometimes made that share prices allegedly reflect all

information presently available about a company and maximizing long-run
value is equivalent to maximizing today's share price. This is the efficient
markets hypothesis. In fact, the evidence for efficient markets is less com-
pelling than one might think. After all, if prices were at their appropriate
level yesterday, why did the NASDAQ market fall today? Moreover, insti-
tutional frameworks for trading equities affect managers' time horizons.
High stock turnover rates create greater volatility and uncertainty in equity
prices than exist under a system of more patient capital. If this is the case, and
if uncertainty works against long-term protects, then it is possible that there
exists a capital-market bias against long-term investments, a bias that would be
heightened by the sensitivity of equity prices to near-term information. In
fact, the evidence is ambiguous—much of it based on R&D figures that are
not a reliable measure of 'long term'—and one can find empirical support on
both sides of the issue (Lafferty 1996).

4. Partly to avoid the myopic constraints of public ownership, some
LBOs in the 1980s were management buyouts which were associated
with higher performance that was not due to lay-offs or to reductions in R&D
expenditures (Kaplan 1989).

5. Bondholders also suffer during LBOs as a result of the increased risk
associated with LBO debt financing (Smith 1990).

6. When an option is reloaded, the executive pays the exercise price by
surrendering stock he already owns and for each share tendered he
receives a new option with the same expiration date as the original
options. In this way, the executive locks in a portion of the gain but loses
none of the future upside potential. This enhances the ability to profit from
temporary price rises in volatile situations. Reloading offers value to the
executive but little obvious benefit to shareholders.

7, The Japanese have a long history of borrowing institutions and ideas from
the West, although it is obviously easier to make incremental adaptations to
existing institutions than it is to attempt mator top-down change (Westney
1987).

8. There is evidence of a modest increase in median industrial concentra-
tion since 1980, which is consistent with de-conglomeration and
relatively greater emphasis on internal strategies (Liebeskind, Opler. and
Hatfield 1996).

9. Between 1978 and 1997, the book value of plant and equipment of publicly
traded corporations, as a percentage of market value of claims on the firm,
fell from over four-fifths to less than one-third of the market value of those
claims (Blair and Stout 1999: 744).

10.Despite the proliferation of options, senior management still receives the
lion's share. In 1998, the top managers of Fortune 500 companies
received an average of 279 times the number of options given to each of
the firm's other employees. Note that widespread use of options can
have the effect of intensifying managerial myopia, because options create
an incentive for managers to 'do everything they can to boost share
prices . „ to undertake corporate initiatives whenever they think the
market will respond to them, even if they themselves are doubtful of the
value of these initiatives' (Shiner 2000: 23). Moreover, rather than aligning
interests, options may drive a wedge between employee owners and
shareholders, because companies often step in to protect employees
when share prices fall, whereas nothing is done to cover shareholder losses
(Financial Markets Center 2000).

11.Despite potential labour law violations, some 20 per cent of US companies
with employee involvement plans also had a formal system of non-union
employee representation (Kaufman 1999).

12. Data on corporate boards were kindly supplied by Caroline Nahas of
KornFerry February 2002.

13. A recent study by the Federal Reserve Bank of New York reported that
'there is presently no theoretical or empirical consensus on how stock
options affect firm performance' (Core, Guay, and Larcker 2003).

14. Heretical ideas about the importance of human capital are starting to
appear in unlikely but influential places. Business Week has told its readers
that,

Corporate finance as it's taught in business schools takes for granted that
shareholders are king. But theory doesn't match reality. At many companies,
shareholders are no longer the owners in a conventional sense. That is
because key employees are not simply hired help brought in to run the
assets of the company .. , They are the company. (Coy 2002: 24)

15. Among the 1,000 largest US pension funds, the total share of investments
in employer stock ranges between one-fifth and one-quarter of total
plan assets (Stabile 1998).
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16. One of the most famous ESOPs. United Airlines, has employee board
representation. But the ESOP is currently being questioned and criticized
by its employee–owners.

17. In Delaware, a bastion of traditional corporate law, the courts
permitted Time to reject a hostile bid from Paramount and merge with
Warner so as to preserve Tune's culture of editorial integrity, even
though a majority of shareholders preferred Paramount over Warner (Orts
1992). Bagley and Page (1999) call on boards to exercise corporate
stewardship—a phrase reminiscent of traditional welfare capitalism—and
propose that the SEC require companies to disclose in annual reports all
board-level decisions which have a material impact on any stakeholder
constituency, whether employees. management, customers, suppliers,
creditors, the community; or the environment.

3

Markets and Relationships: Finance,
Governance, and Labour in the

United Kingdom

ANDREW PENDLETON AND HOWARD GOSPEL

3.1. Introduction

It has become widely argued. especially among those who desire a
stakeholder model of the firm, that the UK finance and corporate
governance system has adverse consequences for the performance of
the firm and its employees. In a best-selling book, Hutton (1996)
argues that the UK system prioritizes high returns to shareholders and
subjugates the interests of firms and their workforces to the dictates of
the City. The threat of takeover means that listed companies have to
deliver high short-term returns to investors to secure their loyalty As
a result, 'technical innovation and building market share take second
place to financial imperatives' (Hutton 1996: 134). Only those
investment projects with high rates of return and low risk can be
approved. The 'destructive relationship' between the City and
industry means that investment, R&D, and workforces have to be
sacrificed when firms face adverse economic circumstances.

This stakeholder line of argument has much in common with that
found in the 'varieties of capitalism' literature and the corporate
governance literature in Financial Economics. All emphasize the role
of market forces in the UK capital and ownership system, with signals
from stock trading activity as a key instrument causing firms to take
particular courses of action. Hall and Soskice (2001b) view
market-based forms of coordination between actors and institutions
as the key characteristic of the US and UK economies ('liberal market
economies'), contrasting this with relatiOnship-based forms of coordina-
tion in the German and Japanese economies ('coordinated market
economies'). 'Institutional complementarities' mean that large, active
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equity markets in Anglo-American countries are accompanied by a
greater reliance by firms on external labour markets than elsewhere,
along with relatively low levels of statutory labour regulation. As a result,
firms typically respond to economic shocks by adjustments to labour
management (for instance, lay-offs). By contrast, in coordinated market
economies there is a greater likelihood that these shocks will be
absorbed by capital.

This chapter assesses the impact of the ownership and governance
system on labour management in large companies in the United
Kingdom. We show how some labour management characteristics are
associated with distinctive features of finance. ownership, and govern-
ance, in line with the stakeholder and varieties literatures. However,
we also present evidence that is inconsistent with these critiques. The
inference is that, while active equity markets are important in influencing
managerial behaviour in listed firms, the relationship between
ownership, governance, and labour management is less deterministic
than the stakeholder critique suggests and less homogeneous than the
varieties approach implies.

As part of a critique of these approaches, we focus on recent develop-
ments which are modifying the market model of governance in the
United Kingdom. This evolution has several important features, includ-
ing growing concentration of ownership and a reduction in liquidity.
This 'locks in' major investors and leads them to find alternative
means of corporate governance. Alongside public investor activism, a
relationship-based system, characterized by a web of contacts between
major institutional investors and top managers of firms, has come to be
important. Influence is now often exerted privately via relationships as
well as through market transactions. Thus, political and social models of
governance are supplementing the market-based model (Pound 1993).

The emerging system has two opposing consequences for labour
management. On the one hand, investor pressures when firms are in

distress complement and reinforce market messages. Indeed, they
may substitute for market transactions where investors are locked into
their shareholdings. On the other hand, the nature of the relationships
between major investors and managers provide managers with some
degree of power and autonomy in determining their business and
labour strategies for most of the time. In these relationships, the per-
spectives and social characteristics of the actors structure the content
and outcome of mteractions between the two, which take place in
specific social and institutional contexts (Jackson 2000; Fligstein 2001;
Agiiilera and Jackson 2003).
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In this chapter, we provide a brief outline of the main features of the
UK ownership system and relate this to the market-outsider model
typically used to characterize the UK system. We then identify the
labour management consequences of this system, drawing on the
extent of evidence to date. Then we consider the ways in which the
system is currently evolving and draw out the implications of these
developments for labour management.

3.2. A Profile of the UK System
Equity markets play a central role in the UK financial and industrial
system. At the end of 2002, nearly 2,300 domestic and foreign firms had
their shares listed on the London Stock Exchange, compared with just
over 900 firms on the Deutsche Borse (World Federation of Exchanges
2002). Market capitalization of domestic firms listed on the London
market is over double that on the German exchange and larger than
those on Euronext (the combined Belgian. Dutch, and French exchange)
(World Federation of Exchanges 2002). About 80 per cent of the largest
700 companies in the United Kingdom are quoted (Franks and Mayer
1997a, 0.1 London is the most important stock exchange, by number of
firms listed and market capitalization, after the New York Stock
Exchange, NASDAQ, and the Tokyo exchange.

Like the United States, ownership of listed firms is relatively dispersed,
especially among firms with the largest market capitalization. Franks and
Mayer found that only 16 per cent of the largest 170 quoted firms had a
shareholder with 25 per cent or more of the equity, compared with 79 per
cent in France and 85 per cent in Germany (1997: 283-4). A further
notable feature of the UK equity market is that, despite ownership
dispersion, it is dominated by institutional investors to a greater extent
than the United States or Europe. At the end of 2001, the major groups of
UK-based institutional investors—pension funds, insurance funds, unit
trusts, investment trusts, and other non-bank financial
institutions—together owned 50 per cent of UK equity (Table 3.1).
Overseas investors, of whom a substantial proportion are financial
institutions, own a further 32 per cent. Unlike many European countries,
commercial banks have not invested in equities to any significant
extent, though this has increased recently. Similarly, there is little
cross-ownership of industrial firms by other industrial firms. Moreover,
this fell throughout the 1990s to 1 per cent of total equity in 2001.
Family ownership is also less significant than
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Table 3.1. Ownership of UK shares 1963-2001, percentage of total equihy owned
at year end by each investor hype

Investor type 1963 1975 1981 1990 1997 2001

(%) (°/a) (TO (0
/0) ( To) CYO

Rest of the world 7 5.6 3.6 11.8 24.0 31.9
Insurance companies 10 15.9 20.5 20.4 23.5 20.0
Pension funds 6.4 16.8 26.7 31.7 22.1 16.1
Individuals 54 37.5 28.2 20.3 16.5 14.8
Unit trusts 1.3 4.1 3.6 6.1 6.7 1.8
investment trusts n.a. n.a. n.a. 1.6 1.9.
Other financial 11.3 10.5 6.8 0.7 2.0 9.9

Institutions
Charities 2.1 2.3 2.2 1.9 1.9 1.0
Companies (non-financial) 5.1 3.0 5.1 2.8 1.2 1.0

Public sector 1.5 3.6 3.0 2.0 0.1 0.0
Banks 1.3 0.7 0.3 0.7 0.1 1.3

Investment trusts were not recorded as a category until after 1981.

Note: n.a.: not applicable.

Source: Central Statistical Office (2002).

in countries such as France and Italy, though it was an important
feature of corporate ownership even in very large firms up until the
1960s and continues to be significant among smaller listed companies
(Chandler 1990).

The dispersion of share ownership in the Anglo-Saxon countries,
and the resulting separation of ownership and control, has led to
shareholder control of companies being achieved via market means.
The primary form of discipline is said to be the market for corporate
control: underperforming companies are subject to shareholder exit and
consequent changes in ownership and control (Easterbrook and Fischel
1991). The fear among incumbent management of being replaced leads
them to pursue shareholders' objectives. This type of regime is typically
described in the Financial Economics literature as a market or
'outsider' system of corporate governance (Moerland 1995; Prowse
1995; Mayer 1997; Weimer and Pape 1999). It can be contrasted with
continental European systems where a much greater concentration of
ownership facilitates direct owner control. The German version,
where bank and corporate cross-ownership are important, is often
described as a relational or 'insider' system, whilst the Latin countries
are notable for family and state ownership (Weimer and Pape 1999).
The 'varieties of capitalism' approach
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distinguishes between 'liberal market economies' and 'coordinated
market economies' on the basis of the relative importance of markets and
relationships in other spheres of activity as well as ownership (though,
arguably, it tends to ignore the Latin variant) (Hall and Soskice
2001b).

The nature of ownership adds to the intensity of market pressures
associated with dispersed ownership. In general, the need for financial
institutions to provide returns to customers and beneficiaries means
that the motive for equity investment is primarily a financial one, rather
than to secure 'private' benefits of control (such as social standing)
(Thomson and Pederson 2000). The central role of pension funds (with
over a third of the equity market by value) is also a 'peculiarity' of
Anglo-Saxon regimes. It has a specific set of consequences. The
substantial growth in private, occupational pension schemes
post-Second World War, coupled with specific regulatory requirements
in the United Kingdom (and US), meant that a sizeable proportion of
pension assets were channelled into centralized pension funds rather
than dispersed into insurance funds or invested in the employing firm,
as occurred elsewhere (Clark 2000; Jackson and Vitols 2001). Whereas
insurance funds tend to make substantial use of fixed interest assets such
as bonds and of property (because of fairly predictable and stable
outflows), pension funds in the United Kingdom were athacted to
the high returns from equity from the 1950s onwards. Even among
countries with well-developed pension funds, the UK pensions
industry is notable for the proportion of assets invested in equities
(HM Treasury 2001: 32). The massive flow of funds into the UK stock
market from pension funds has had an important long-term dynamic
influence on the size of the UK equity market (Froud et al. 2000a; Clark
2000). It has pushed up market capitalization leading to an emphasis on
capital growth, as well as dividend payments, in UK equity investment.

The importance of the market for corporate control has been inten-
sified by pressures towards short-termism and investor quiescence in
governance, emanating from the structure of the institutional invest-
ment industry. Most large UK pension funds devolve asset management
to specialist fund managers (the exceptions being public sector and
ex-public sector funds such as Hermes) (HM Treasury 2001). Fund
managers have weak incentives to participate in corporate governance
because they bear the costs of intervention but do not take the gains
(which accrue to the pension fund and its beneficiaries).
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A preference for exit rather than intervention is reinforced by intense
competition for business among fund managers on the basis of fund
performance (Short and Keasey 1997). Although contracts are typically
issued for 3-5 years, quarterly monitoring of performance by fund
trustees is said to prioritize short-teiin financial performance.
Furthermore, fund managers worry that activist corporate governance
may alienate corporate clients. Moreover, the majority of pension fund
trustees are company directors and they are disinclined to encourage
institutional activism for obvious reasons (Pleader 1998: 402). It is
notable that self-managed pension funds, like insurance companies,
have greater incentives to intervene actively in their investee firms
because they reap the rewards of activism, and indeed these funds
have been at the forefront of the emergent activist movement m
corporate governance (Black and Coffee 1994; Faccio and Lasfer 2000).

The 'traditional' tendencies towards exit rather than voice are likely
to have been added to by the dramatic growth in overseas investment in
the UK equity market. While some of this growth is due to the trend
among large listed firms to offer equity to US investors via the American
Depository Receipts system (typically using a single nominee),'- it also
represents a significant increase in inward investment by foreign
institutional investors and mirrors recent developments in other
countries (see other chapters in this book). The costs of active governance
can be high for overseas investors, and this favours active trading among
these investors (especially as overseas stocks are often viewed as riskier
components of investment portfolios).

3.2_1. Influences on management decision-malcing

One way of approaching corporate governance is to pose a simple set
of questions: what do owners want, how do they get it. and to what
extent do they succeed (Gospel and Pendleton 2003)? Following from
these, how do investor objectives influence managerial actions, and
what is the extent of any influence? The usual answer is that UK insti-
tutional investors want high, short-term returns (including capital
growth) and that they achieve this mainly via the market for corporate
control. The fear of takeover in systems with liquid markets and
dispersed ownership forces managers to do what investors want and to
prioritize the interests of investors above those of other stakeholders.
Indeed. the success of one is achieved at the expense of the other.

In the stakeholder and varieties literatures, there are then several
consequences. One emphasizes that the market system, coupled with
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weak employment protection, encourages managers to favour
shareholders rather than labour in the distribution of returns from
corporate activity. A second argument, associated with Porter (1997),
argues that the influence of the market system is also felt indirectly.
Market discipline and investor short-termism lead managers to
pursue business strategies and practices which are less advantageous
to labour than those encouraged by relational/insider systems
(Gospel and Pendleton 2003). For instance, UK firms have a lower
capacity to pursue strategies of 'diversified quality production' than
German firms because of these constraints (Streeck 1992b). Pressures
for high, short-term returns from equity markets discourage those
long-term investments in sophisticated machinery and human capital
needed for quality-based business strategies. At the same time, cost
pressures force firms to 'sweat' existing physical and human assets. As a
result, many UK industrial firms seek competitive advantage through
long runs of relatively simple products, requiring modest human
capital and accompanied by a strong emphasis on cost control. A third
factor is an ideological one. The emergence of the credo of 'shareholder
value' in recent years is seen to have intensified the pressures on
managers to take actions which can have adverse effects on labour
(Proud et al. 2000b).

An important issue, therefore, is whether UK managers have dif-
ferent priorities and patterns of behaviour than in relational systems.
Preliminary evidence suggests that they do. Allen and Gale (2000:
52-53) report survey findings that 70 per cent of managers in the
United Kingdom believe that shareholder interests should be given
first priority, compared with 17 per cent in Germany and 22 per cent
in France. The same survey finds that 89 per cent of UK managers
believe that firms should maintain dividends even at the expense of
employment reductions, compared with around 40 per cent in both
Germany and France. These orientations towards shareholders are
reflected in company practices. Carr and Tomkins (1998: 223) find an
average pay-back period for investment projects of 3.3 years in the
United Kingdom compared with 5.5 years in Japan, with the level of
internal required return on investment projects being much higher
than in Gennany (23 versus 14 per cent) (p. 221). They also find that UK
and US firms place three times as much emphasis on financial issues
in key decisions as firms in Germany and Japan (Jurgens, Naumann,
and Rupp 2000: 66). So, UK firms appear to make different 'strategic
choices' (Child 1972) to those in relationship-based governance systems.
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S.S. The Impact on Labour Management

Demonstrating causal relationships between these choices and labour
outcomes is not easy because of the systemic nature of the posited
relationships and the likelihood that many labour 'outcomes' have
multiple causes. With this proviso, the remainder of this section iden-
tifies those aspects of labour management m the United Kingdom
which seem likely to emanate from the governance system via
managerial choices. We show that there is a body of evidence which is
supportive of the relationships identified in the stakeholder and
varieties literatures. However. there is also evidence which is
inconsistent with their predictions.

The shares of national income accruing to labour and to capital provide
a useful macro measure. Although the share of national income accruing
to labour has historically been comparatively high in the United
Kingdom, this fell from around 1980 while investment-related income
started to rise (Ryan 1996). This coincides broadly with the rise of
'shareholder value' in the United Kingdom (and the election of an
anti-labour Government). Focusing on the distribution of corporate
income, the proportion of company profits paid out in dividends has
risen from a low of 6.7 per cent in 1978 to 27.7 per cent in 1996. In
addition., Mayer and Alexander find that a higher proportion of cor-
porate earnings is paid out in dividends in the United Kingdom than
in Germany (1990: 450). Overall, UK companies pay out more of their
earnings to shareholders, and this appears to be at labour's expense.

This is confirmed by firm-level studies of income distribution. De
Jong's (1995) study of the 100 largest European corporations (of which
twenty-three were British) found that labour's share of net added
value (sales minus the cost of sales and the wear and tear of assets) was
considerably lower than elsewhere. Labour accounted for just 68 per
cent of net added value compared with 88.6 per cent in Germany and
80.2 per cent in France.

A key element of the critique of market-based systems is that man-
agers seek to maintain a high share price to deter takeovers, and an
important way of driving up share prices is to control labour costs by
job cuts or outsourcing. However, unlike the United States, there is
very little systematic empirical evidence on market reactions to job
cuts or lay-off announcements in the United Kingdom. Consistent with
most US evidence, the only study so far finds that, contrary to the
stakeholder critique, the market reacts negatively to lay-off
announcements.3 Positive market reactions can be observed in
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individual cases, but such price rises seem to occur when the market
has already marked-down stock because of concerns about company
prospects. In this context, job cuts signal that management is (belatedly)
attempting to get to grips with poor performance. For instance, the share
price of the steel maker Corus rose 10 per cent after the announcement
of substantial job cuts in 2001, but this was in the context of earlier steep
falls in share price due to sustained poor performance (Eironline 2001).

A further criticism of the UK system concerns both the threat and
the actual effects of the relatively high incidence of takeovers on
labour's interests. Such events may involve breaches of both implicit and
explicit labour contracts, especially where labour regulation is weak,
with adverse effects on wages and employment (Shleifer and Summers
1988). Takeovers, therefore, readjust claims against the firm and can
shift wealth from labour to shareholders (in part to finance bid premiums).
There are three reasons for expecting that restructurings in the United
Kingdom will have pronounced adverse effects on labour. First, the
relative weakness of statutory employment protection facilitates
rewriting of contracts post-restructuring. Second, the importance of
'shareholder value' objectives for mounting restructuring transactions
means that rationalization, with resulting job losses, is often a key
rationale for restructuring. Third, the absence of labour from corporate
governance institutions and the absence of works councils arrangements
and associated information rights in most firms means that labour is ill
placed to resist rationalisation and job cuts.4

The limited empirical evidence on this question prOvides some
support for these predictions. The study by Conyon et al. (2000b) of
mergers and takeovers over a 30-year period finds that mergers lead to
net reductions in employment, especially where acquisitions are of
related companies or are hostile. A further effect is that disappointing
performance post-merger leads to further rationalization and job cuts.
There are some dramatic instances of the adverse impact on labour of
takeover activity in the United Kingdom. For instance, the hostile
takeover of NatWest Bank by the Royal Bank of Scotland in the late
1990s was accompanied by a pledge to cut 18,000 jobs (to contribute to
savings of £1 billion). This pledge arose from a competitive struggle with
the Bank of Scotland to win the support of NatWest shareholders for the
takeover by offering the largest bid premium (International Labour
Office 2001).

However, the only other detailed UK study on this topic questions the
extent of the negative impact of takeovers on labour. Beckmann
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and Forbes (2003) find that job losses after acquisitions are relatively
modest and that shareholders and workers share 'joint misery'.
Furthermore, workers who retain their jobs achieve wage increases
relative to the past and to other workers in the sector?

A distinguishing feature of the labour management system in the
Anglo-American economies is pronounced income inequality
between those managing corporations and the remainder of their
workforces. This is most marked of all in the United States but is also
substantial in the United Kingdom. A recent Towers Perrin survey of
executive pay shows that the ratio between Chief Executive- Officer
(CEO) remuneration (including stock-based compensation) and the
pay of manufacturing workers is 25 1 in the United Kingdom, compared
with 16 1 in France, and 13 1 in Germany (www.towers.com).
Furthermore, the gap between CEO and worker pay nearly doubled
between the mid-1980s and mid-1990s, whereas it changed little in
countries like Germany (Conyon and Schwalbach 2000: 516). Indeed.
wage inequality grew more in the United Kingdom and the United
States from the 1970s than in any other of the OECD countries (except
Ireland) (Machin, 1999: 191).

These pay inequalities have two dimensions: higher remuneration
for UK executives and lower average pay for manufacturing in the
United Kingdom. The determination of these differences is complex
and multifaceted but several aspects of the finance and governance
system in the United Kingdom are important. First, high and rising
levels of top executive pay are associated with active managerial
labour markets, with the market for top managers driven to some
extent by the emphasis on successful delivery of shareholder value.
Furthermore, greater disclosure of executive pay in market-based
systems 'ratchets up' total pay as CEOs exploit the comparability prin-
ciple (Conyon et al. 2000a). The other side of the coin is that top executives
are attempting to insure against job loss in their remuneration packages.
investor pressure for high returns has made the job of the CEO
increasingly precarious, with the average job tenure of CEOs of

SE 100 firms now down to 4 years (Steele 1999). Second, the extent of
stock market participation by firms, the liquidity of stock markets, and
the perceived need to provide incentives to top executives (in the absence
of direct 'relational' control) has facilitated the use of stock-based
remuneration. For some years, stock and stock option awards have
accounted for a significant proportion of CEO pay, though a much
lower proportion than in the United States (Pendleton et al.
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2002). Currently, senior executives receive share options in 75 per cent
of FISE 350 companies (New Bridge Street Consultants 2002).

The other side of the pay inequality coin is the pay of shop-floor
workers. A Towers Perrin survey indicates that the pay of manufacturing
operatives is lower in the United Kingdom than in Belgium, France,
Germany, Italy, Netherlands, and Sweden (see also Abowd and
Bognanno 1995). The stakeholder critique suggests that worker
remuneration in manufacturing in the United Kingdom is influenced by
two features of the governance system. One is the orientation of
managers towards shareholder interests, exemplified by the growth in
dividend payments as discussed above. The other is low-road'
business strategies, characterized by products which require simple
production processes and modest human capital (Porter 1990: Soskice
1999: 113).

Further consequences of the finance and governance system might
be discerned in the training area. The stakeholder critique argues that
workforce training is a casualty of shareholder value. However, the
evidence on training is complex and is not entirely supportive of the
stakeholder critique. It is generally accepted that the United Kingdom has
a weak system for initial vocational training (Estevez-Abe, Iversen.
and Soskice 2001: 170) with the proportion of the relevant age cohort
undergoing vocational training at secondary or postsecondary level
about a third of that in Germany, Italy, and the Scandinavian countries
(UNESCO 1999). Some of this difference might be attributed to the
finance/governance system in so far as low levels of inter-firm
ownership discourage employer cooperation in developing general skills
at apprenticeship or similar level (Soskice 1999).6 However, the
provision of continuing vocational training by large UK firms
compares favourably with the rest of Europe, with the amount of
training time per employee exceeded only by countries such as France
and the Netherlands. In terms of the employer spend on formal
training (measured as training costs as a proportion of total labour
costs), the United Kingdom comes top among European Union
countries (OECD 1998b).7 There is also evidence from individual
companies that is at odds with the predictions of the stakeholder
model. Lazonick and Prencipe (2002) provide a striking case study of
how the aero-engine company Rolls Royce has been able to sustain
innovation, based on a long-terra commitment to developing human and
organizational capital. despite vulnerability to stock market pressures.
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The argument that outsider/market systems inhibit employer co-
ordination can be extended to wage determination systems (see
Soskice 1999; Hall and Soskice 2001a). The United Kingdom is notable
in a European context for the exclusive use of single-employer collective
bargaining at company or plant level rather than multi-employer
bargaining. A further feature is that pay determination occurs via
collective bargaining in only a minority of workplaces (31 per cent).
Only 5 per cent of private sector employees are covered by
multi-employer collective bargaining over pay while just 19 per cent are
covered by single-employer bargaining at company or plant level
(Cully et al. 1999: 108-109). It is difficult to demonstrate the causal role
of finance and governance but 'institutional complementarities' are cer-
tainly plausible, especially as the shifts from multi-employer to
single-employer bargaining and from collective bargaining to unilateral
pay determination have coincided with the rise of 'shareholder value':

A notable characteristic of employee remuneration in the United
Kingdom is the extensive use of employee share ownership plans. In total,
25 per cent of private sector workplaces are covered by a share plan
(Cully et at. 1999: 70), and a recent study shows that the United Kingdom
has the highest incidence of all-employee share plans in Europe
(Pendleton et al. 2001). Several features link share plans to the nature of
the finance/governance system in the United Kingdom. First, an
important determinant of share plan presence across Europe is stock
market listing: the liquidity of stock-based rewards where stock is
traded on open markets affects the attractiveness of this form of reward
to employees (Pendleton 1997; Pendleton et al. 2001), Second, a
primary reason for the use of these plans is the generation of employee
commitment (Pendleton et a1.1998): it can be argued that share plans are
used as a substitute for those mechanisms used to secure commitment
in insider /relational economies such as incremental pay systems,
promises of job security, and employee voice systems based on joint
consultation. Third, share plans may assist in promoting legitimacy of
'shareholder value' among employees. They certainly help to generate
interest in stock price movements (Proshare 1999). However,
stock-based rewards very rarely substitute for 'core' wages in the United
Kingdom context (Whadwani and Wall 1990; Pendleton 1997).

In contradiction to the above argument, it must be conceded that
there is recent UK evidence which casts doubt on the extent to which a
shareholder value orientation among UK firms has damaging effects
on labour. Bacon and Berry (2003) distinguish firms with a

shareholder value orientation from those with a stakeholder orientation.

The differences between them in labour management practices are
negligible in several respects. For instance, the incidence of union
recognition is very similar, as is the communication of information to
employees on finance and investment. The provision of training via
the Investors in People initiative is equally likely in both types of
company (around three-quarters of each). The likelihood of reducing
employee numbers, measured by employment over a 5-year period, is
similar between shareholder value and stakeholder companies (just
over one-third of each).

Despite this counter-evidence, overall there is some evidence
across a range of issues that is supportive of the argument that the
market/outsider system of governance in the United Kingdom
encourages a set of labour management practices which are relatively
disadvantageous to labour. However, the support for some of the key
links is limited and there is support which contradicts the simple
determinism found in some stakeholder critiques. We need to look,
therefore, for more complex explanations of the relationship between
corporate governance and labour management. This is undertaken in
the remaining sections.

3.4. The Evolution of the UK System of
Ownership and Control

In this section we show that the UK governance system cannot be
reduced to a simple market model and that the non-market aspects of
the system are increasing in importance. This makes for a more complex
relationship with labour management 'outcomes', We highlight the
importance of 'relationship' aspects of governance and show that the
nature of investor–manager relationships gives managers more
'strategic choice' than a simple, market model implies. Thus, the
effect of ownership and governance on labour management can be
more open-ended than the literature predicts. Equally, these relationships
can work together with market signals to intensify pressures emanating
from the market or vice versa.

There are several important features of the UK ownership system
which are modifying the market/outsider model. Most important,
the dispersion of ownership (a key underpinning for the market
model of governance) has declined significantly in recent years.
Ownership is now more concentrated than is often implied in the
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literature. Mayer {2000) finds that the median shareholder holds
9.9 per cent of equity (nearly double that found in the United States) with
the second and third blockholders holding 7.3 and 5.2 per cent.
respectively. Even beyond the tenth largest block holding, the mean
voting block is greater than 3 per cent. Not all of these investors are
institutions: insiders such as family owners and individual directors
are important holders of large blocks of shares (Franks and Mayer
2000). Even III the top 10 of the FTSE 100 (some of the world's largest
firms by market capitalization), concentrated ownership can be found:
in early 2003 three of these firms had a single shareholder with a stake
larger than 10 per cent. For many firms, therefore, de facto control may
rest with one or a small number of shareholders. Franks and Mayer,
who otherwise emphasize the 'exceptionally dispersed ownership' in
the United Kingdom, note that small coalitions of investors can now
control 30 per cent of equity (the critical point for mounting takeovers
in the City Takeover Code). Growing concentration of institutional
ownership is the outcome of a number of developments, including an
aversion to small company stocks among institutional investors, a
'herding' instinct among investment advisers, and mergers and
acquisitions within the institutional investment sector (Golding 2001;
HM Treasury 2001).

Concentration of ownership has several important consequences
for the relationship between investors and firms. All these lead in
the direction of greater use of alternatives to market discipline.
First, concentration increases the benefits of monitoring and may thus
encourage greater shareholder activism (Parkinson 1993: 163).
Second, the smaller the number of major investors, the lower the costs of
coordination among them. Third, concentration tends to 'lock in'
major investors because of the difficulties in selling large block holdings.'
In recent years, this decline in liquidity has been accentuated by share
buy-backs (Golding 2001: 67). These developments combine together to
inhibit active fund management and to encourage longer-term
shareholdings. A further factor (which is both cause and effect) is the
increasing use of indexing as a portfolio management instrument:
around a quarter of the UK institutional investment market was
indexed by the end of the 1990s (HM Treasury 2001). Filially, there
are powerful counter-incentives to market activism among managed
pension funds which mirror those said to militate against governance
activism. Market activity generates immediate transaction costs for
the fund managers, while the benefits of active trading

Table 3.2. Turnover velocity of domestic shares 1995-2002

Stock exchange 1995 2000 2001 2002

(To) (%) (%) (O/o)
NYSE 55.5 87.7 86.9 94.8
NASDAQ 228.1 383.9 359.2 319.5
Deutsche Borse 106.3 128.6 118.3 125.1
Pans' 42.8 71.9 n.a. n.a.

Euronextb n.a. n.a. 138.4 153.6

Tokyo 32.9 58.8 60.0 67.9

London 40.5 69.3 83.8 97.3

The Paris Exchange became part of Euronext in 2001.

Euronext is the combined exchange for Amsterdam, Brussels, and Paris.
Notes: n.a.: not applicable. Turnover velocity is the percentage of share trades by value
against total market capitalization. The figures shown are the average monthly percentages
over the year.

Source: World Federation of Exchanges (2003).

are uncertain. The poor performance of some active pension fund
managers in the latter half of the 1990s has encouraged the steep rise in
so-called 'tracker funds' and 'closet indexing' .9

As a corrective to the emphasis on market activity in stakeholder and
other critiques, it is interesting to note the level of trading on the UK
exchange. As Table 3.2 shows, turnover velocity of shares (the ratio of
share trades to market capitalization) is lower, not higher, in the United,

Kingdom than in the main European exchanges. A significant proportion
of UK trading activity by value is concentrated m the upper reaches of
the FISE 100 and in particular in the FUSE 100 top 10.1° Thus, in
January-March 2003, 86 per cent of share trades by value occurred in
the FTSE 100, and nearly half of this in the ten largest firms. Many firms
in the lower reaches of the tISE experience little trading activity due to
a combination of investor anxiety about liquidity and high transaction
costs relative to the size of the trades.11

A further set of arguments concerns the efficacy of the market for
corporate control as a Means of influencing managerial behaviour.
Franks and Mayer (1997a), for instance, question the disciplinary role
of takeovers as the majority of hostile takeovers are not of poor per-
forming firms. In fact, most takeovers in the United Kingdom are
friendly rather than hostile: over 80 per cent of takeovers in 1991-5 were
agreed rather than contested (Deakin and Slinger 1997: 418). The majority
of takeovers are motivated by a concern to secure economies of scale or
to expand product market share rather than to exert



74 Andrew Pendleton and Howard Gospel

discipline (Froud et al. 2000a). The use of mergers and takeovers as a
growth strategy by firms, rather than as a governance device by
investors, fits into a long tradition in the United Kingdom of growth by
merger and acquisition rather than organic growth (Chandler 1990).12

Moreover, takeover activity is an episodic activity with long periods
of quiescence in the market for control interspersed with occasional
bursts of takeover activity. Thus, although the threat of takeover may be
an ever-present one. it is not necessarily an especially salient one for
most managers for most of the time.

The importance of other market-based forms of discipline should also
be treated with caution. The market for new equity capital does not
appear to be a strong influence on managerial behaviour because
relatively little use is made of new equity as a source of finance by
firms (Stiglitz 1985). UK firms make especially little use of equity mar-
kets for raising new capital, with retained earnings an even more
important source of investment finance than in other countries.
Corbett and Jenkinson (1996) found that 96 per cent of physical invest-
ment from 1970-89 was financed internally, corripared with 91 per cent in
the United States, 80 per cent in Germany, and 69 per cent in Japan. In
the last few years (even pre-dating the stock market falls at the end of
the 1990s), there has been a marked diminution in the use of equity issues
for raising new capital. The number of rights issues has declined from
a peak of 215 in 1987 to 23 in 2002. The number of new share issues (and
fixed income securities) has fallen from a peak of 1,675 in 1996 to 741 in
2002. Major investors are generally wary of new issues because of the
dilution effects and because new issues indicate, pace 'pecking order'
theory (Myers 1984), that managers know something that investors do
not (suggesting that company stock is overvalued).13 For instance.
British Telecommunications' (BT) share price fell by 10 per cent when it
was announced that it had been holding discussions with some
institutional investors about a rights issue (Financial Times, 9 February
2002).

Taken together, these developments suggest a departure from the
'pure' market model described in the stakeholder, varieties, and
Financial Economics literatures. As a result, several forms of
governance, besides the market for control, are important in the
United Kingdom. Currently, there is a steep increase in the extent and
significance of shareholder activism, encouraged by the recent regulatory
requirement that company remuneration policies are voted each
year at the annual general meeting (AGM) (though the vote is
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non-binding). The current approach to governance is well encapsulated in
the statement of principles issued by the Institutional Shareholders'
Committee in autumn 2002,14 This requires institutions and their
agents to develop clear, public policies on monitoring procedures,
intervention strategies, and voting policies. The statement proposes
that intervention should be considered by institutional shareholders
and/or agents regardless of whether a passive or active investment policy
is followed. It is accepted that monitoring may require information
sharing and coordination with other investors. The issues which are
seen as relevant for intervention include corporate strategy and perfor-
mance, acquisitions/divestments, internal operational controls, top
executive remuneration, corporate social responsibility, failure to com-
ply with the Combined Code on corporate governance, and failure of
independent directors to secure accountability of top management.
Although this statement encapsulates an approach to governance
which has been emerging for some time, it marks a clear break with the
traditional view of investor passivity in corporate governance.

The most visible form of activist governance recently has been
voting activity at AGMs. In the first half of 2003, substantial minorities
of shareholders, including institutions, voted against remuneration
packages at (in the F1SE top ten) Glaxo, Shell, and HSBC. However.
though remuneration issues may be fought in the public domain,
institutional investors do not view the AGM as a useful forum for
monitoring companies. This is because they are able to secure higher
quality information by alternative means, which we outline below
(Barker 1998; Holland 1998).

Major investors and firms have built up relationships for the
exchange of information and exercise of influence. Holland emphasizes
the importance of these relationships, describing how 'dose
institution—company links revolve around co-operative stable
relationships, with regular meetings and other channels for two-way
flows of information, and feedback mechanisms after meetings. These
relationships are comparable in many ways to close (commercial)
bank—corporate relations' (1995: 19). He goes on to note that:

A close working relationship based on honesty, integrity, stable stakeholding,
and regular contact was considered by the financial institutions to be one of
the most effective means by which their influence could be exercised. These
close relationships were active transaction channels for extensive reciprocal
exchanges of capital, information and influence between companies and
financial institutions. (1995: 21)
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Contact between institutions and firms takes the form of
one-to-one meetings, supplemented by site visits, group meetings,
and other informal contacts. Major investors monitor up to
around 300 companies a year in this way (Holland 1995; Hendry et at.
1997). This dialogue occurs mainly with companies in whom the investor
has taken a 'core' stake.15 For the company, active contacts are
maintained with a fairly small group of major investors, involving
between twenty and forty formal meetings each year (Barker 1998). Top
executives m FISE 250 companies now spend up to 25 per cent of their
time developing relationships with City institutions (Pye 2001: 189).

From the company point of view, the objective is to manage
'investor relations' by generating trust in the capacity of the company
and its management to continue to perform successfully. The rationale
is that investor loyalty is more likely to be secured if investors
understand and empathize with the company and its management. For
investors, the importance of these relationships lies in their capacity to
generate information to assist in interpreting current and projected
financial figures. Investors seek to gain information in three main areas:
financial projections, corporate strategy, and top management quality
(Holland 1995, 1998: Hendry et al. 1997). Direct contact with firms
supplements the 'narrow financial information found in quarterly
results and is seen to allow judgements to be made about more
qualitative factors, such as the quality of management. It enables
institutions to gain an understanding of company strategy and the
capacity of managers to deliver it (Barker 1998: 14).

At the heart of these relationships is the generation of trust, and the
biggest rifts between companies and investors in recent years have
arisen out of perceived breaches of trust. Comments from inter-
viewees (CEOs, Finance Directors, and HR Directors) make this very
dear: 'it is important to build a high degree of confidence between the
company and the investment community so that during difficult
times investors retain their confidence in the company. To do that we
need to ensure that both good and bad news is communicated. An open
relationship helps to build trust and respect' (Holland 1995: 21). Again
another interviewee states, 'It's all about developing a relationship.
It means letting the investment community meet, see and have
first-hand experience of the people leading and driving the company.
Face-to-face exposure gives investors confidence that the company is in
good hands' (Holland 1995: 36). In essence, companies build
relationships with major investors to manage uncertainty and to
establish trust. 'No surprises' is the institutions' mantra.
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Relationship governance is not new, but it has become more
important and has changed in form in the last 10 years or so. In the
past, contact between firms and institutional investors was organized
and controlled by intermediaries to a considerable extent (merchant
banks and stockbrokers), but the reorganization of the City which
took place after 'Big Bang' in the 1980s led to asset management firms
developing direct contacts (Augar 2001). 'Sell-side' analysts working
for investment banks still have a considerable role th. collecting and
disseminating information on companies and have developed a web of
relationships with companies to do this. Nevertheless, they are
treated warily by institutional investors because of various conflicts of
interest (Barker 1998; Golding 2001).16

A key characteristic of the relationships between major investors
and top managers is that they occur in private and 'behind the scenes'.
Black and Coffee describe this as the 'hidden world of informal moni-
toring' (1994: 2002). A number of factors explain this secrecy: a culture
of secrecy and politeness, the speed and efficiency of the process, the
'clubby' nature of the City, and a preference by all parties to avoid
public disputes which could damage reputations of all concerned
(Holland 1995: 26). Investors appear to be concerned not to cause
irreparable damage to their relationship with the company given that
they are to some extent 'locked in' to a long-term relationship with the
firm (Parkinson 1993). Furthermore. 'behind the scenes' activity is
less likely adversely to affect the share price of the company
concerned.

Overall, this form of governance is well described by the Marketing
Director of Schroder Investment Management Ltd:

We believe that direct and continuing communication between management
and shareholders is the key to monitoring... Therefore. regular, systematic
contact ... in order to exchange views is an important element in our
investment process and we attempt .. to meet senior executives of every UK
company in which we invest at least once a year, and much more frequently
with major companies. The value of such informal one-to-one discussion and
monitoring should not be underestimated. It does not seem to be in the best
interest of institutional investors to air shareholder grievances in public in the
first instance. Many issues are very complex and can be better addressed in a
less formal context. Matters of concern to shareholders should only be
addressed at a public general meeting if direct dialogue with management has
proved ineffective. (Wood 1996: 2-3)

The discussion so far highlights a basic characteristic of the relationship
between major investors and top managers: the interaction
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between them is a social relationship not just a market transaction. A
consequence is that the sanctions investors bring to bear on under-
performing firms and their managers are social as much as economic.
Given liquidity constraints and 'lock-in', investors take action by a
variety of alternative means, though an important sanction for them is
the threat to damage managerial reputation.' The strength of this
sanction is such that compliance is usually achieved without overt
conflict. Where top managers are proposing new strategic directions,
they usually attempt to bring major investors 'on-side' before the strategy
is formally accepted. On the few occasions where managers fail to take
heed of investor opinion or where managerial competence is perceived to
be a serious problem, investor actions include the 'planting' of stories
in the press and 'whispering campaigns': Where problems are felt to be
serious, major investors typically coordinate their actions, with the
ultimate sanction being the removal of the management (see Black and
Coffee 1994 for an extensive discussion of these coalitions).

An excellent illustration of these processes is provided by Marconi
in summer 2001 (then in the HSE 100). Having assured an anxious
City that order books were buoyant during spring (when other
telecoms hardware companies were experiencing sales downturns),
Marconi suspended share trading without notice on 5th July in con-
junction with the issue of a profits warning.' The same day it was
reported that five of the ten largest shareholders were planning to
lobby Marconi's non-executive directors to press for a change of man-
agement. On the following morning the chief executive-designate
was forced to resign after directors bowed to shareholder demands for
a senior scalp. Even after this, the ten largest shareholders let it be known
to the press that the chairman and replacement CEO needed to be
replaced. Less than 2 months later both subsequently resigned. The
competence of Marconi's management was severely criticized by
institutional investors but the worst sin was seen to be breach of trust. In
particular, Marconi management were perceived to have withheld
relevant information from its shareholders and to have misled them
about the company's prospects.

3.5. Consequences for Labour Management

What are the implications of this emerging system of corporate gov-
ernance for labour management in the United Kingdom? We discern
two influences on labour management. These work in somewhat
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contradictory ways. On the one hand, the nature of the relationships
between managers and investors provides managers with some
autonomy to devise labour strategies as they see fit. On the other, the
network of relationships between firms and major investors provides a
quick and effective means (supplementing or even substituting for
market discipline) for investors to force changes on management
when a firm is in difficulty. The first influence helps to explain varieties
of labour management within the UK variety of capitalism. The second
helps to explain how shareholders occasionally exert considerable
influence on company managements, forcing them to make drastic
adjustments at labour's expense.

To understand managerial autonomy, it is necessary to keep in mind
that the relationship between core investors and corporate managers
will be shaped by the social norms and interests of each party and will be
embedded in specific institutional contexts (Aguilera and Jackson 2003).
A powerful norm in the United Kingdom is that institutions should not
'micro-manage', that is, they should not involve themselves actively in
operational management activity. Most areas of management. therefore,
are seen as the preserve of company management, and investors do not
normally seek to influence these. It is also generally accepted that there is
little expertise in the City on human resource management. In particular, it
is difficult to quantify labour management activities, and therefore
investors find it difficult to assess company activities in this area. Two
comments from fund managers illustrate these views: 'Anything about
training is extremely difficult to quantify and the second problem is that
no comparable figures are available from companies. There is
therefore no basis for making comparisons between them.' 'There is
no doubt that investment in training is a critical success factor, but from
the fund manager's point of view it really is an internal issue for
management' (Hendry et al. 1997: 70). Since managers have deeper
knowledge and expertise in these areas, the expectation is that financiers
should not attempt to 'second-guess" them.

These features of the company–investor relationship g,ive managers
more autonomy to devise their labour management strategies than
the critiques of the UK system of governance generally imply. In so far as
investors monitor labour management at all, then- primary interest
appears to be in the 'fit' between business and labour strategies
rather than the content of labour strategies as such. As a result, major
investors will support 'high-Cost' labour management practices,
including high levels of training, where mariagenient can demonstrate
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that this is appropriate for the delivery of future returns. For instance,
Deakin et al. (2002) show how firms with a social partnership
approach to labour management attempt to win over major investors
to this strategy, and how some investors will support this.
Furthermore, evidence from industries such as pharmaceuticals indicates
that investors will back long-term, high human capital investment
strategies where companies can demonstrate that these are supportive of
competitive success (Vitals et al. 1997). There is some evidence
suggesting 'matching" in equity markets: firms emphasising the
importance of long-term employment relationships with. skilled
human capital attract institutional investors who are supportive of such
long-term relationships (Deakin et al. 2002). Thus, in contrast to the
stakeholder critique, which sees managers and firms as the passive victims
of the finance and ownership system, firms may determine their labour
strategies and seek to win investor support for them.

However, although relationship-based investing provides some
autonomy for firms in their labour management, it also facilitates
rapid and decisive action by investors when firms are in distress. This
supplements or even substitutes for market-based signals. When
firms are in distress, major institutional investors operate 'behind
the scenes' to force changes to managerial policy and composition
(especially the latter). The Marconi case mentioned above is good
and illustrates how quickly major investors can force changes upon
management. In other cases, action may take a more 'gentlemanly'
form, such as a private dinner in the City A good example is BT, which by
summer 2001 had run up debts of £30 billion as a consequence of bidding
for 3G mobile phone licences and a series of acquisitions and buy-ms in
the mobile phone market. Investors dissatisfied with the 'civil service'
characteristics of the top management planned to meet for dinner with
the top management team and then request their resignation at the end
of the dinner. Another good example is provided by the troubled steel
maker Corus. Faced with a collapsing product market,. Carus quickly
announced significant reductions in capacity, with accompanying job
cuts, to appease investors demanding swift remedial action. At the
time of its profit warning in July 2001 Marconi announced 4,000 job
cuts in an unsuccessful attempt to assuage institutional investors.19

Several observations may be made about this type of process. First,
job cuts are sought by investors, or pre-emptively offered by man-
agements, where there is strong evidence of product market difficulties.
Thus, in the case of the Anglo-Dutch steel maker Corus, there was

Markets and Relationships 81

apparently heavy pressure on management to make dramatic reduc-
tions to the labour force. The weaker level of job protection in the
United Kingdom also meant that job cuts had to be concentrated in
the United Kingdom rather than in the Netherlands. Second, where
management competence is seen to be at issue but product markets are
healthy, job cuts are much less central to investor strategies. In the case of
BT, where the problem was seen to be poor financial and strategic
direction by an insufficiently entrepreneurial management, investor
attention focused on changing the management, not downsizing the
workforce. Third, a primary sanction in these kinds of intervention is the
managerial labour market rather than the equity market and the market
for corporate control. Investors' main sanction, both in 'behind the
scenes' interventions and in voting at AGMs, is the damage that
they can inflict on executive reputations and consequently on their
employability

3.6. Conclusions
hi this chapter we have shown that the nature of the UK finance/
governance system provides a dear set of parameters and constraints
on management decision-making. To this extent, the UK case is
consistent with the critiques and analysis found in the stakeholder
capitalism and varieties of capitalism literatures. The extensive listed
sector and the relative ease of mounting takeovers subject UK firms
to equity market pressures to a greater extent than m other European
countries. As shareholder value has come to be increasingly important,
there appears to be a shift of returns from labour to shareholders. There
are, however, two main caveats. The first is that there is some
evidence which does not fit with this critique, such as that on
company continuing training. The second is that the ownership/
governance system is evolVing in the direction of greater concentration
of ownership with constraints on liquidity 'locking in! investors to
some of their investments. The result is that activist and relationship
governance is growing in importance relative to marketbased forms.
In these relationships management has certain advantages, emanating
from informational asymmetries and superior competence in actual
management. This gives firms a degree of autonomy in their labour
management, at least for most of the time. Institutional investors
appear to recognize that managers are better able to devise labour
strategies than they are; and providing the approach is credible and
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consistent with business strategy and that management is credible,
they appear to respect management's 'right to manage', Investors do
not know how to appraise human resource management activities, and
therefore do not actively monitor company practices in any detailed
way. However, the growing concentration of ownership also means
that investor power to force changes on company management has
grown in recent years. This power appears to be used sparingly, but it
can be mobilized quickly and effectively when required. On occasions
this can have dramatic effects on employment.

NOTES

1. In Germany, by contrast, only 51 of the largest 100 companies are traded
on the Deutsche Borse (Hopner and Jackson 2001: 16).

2. In the case of BP, the UK's largest firm by market capitalization, 29% is
held by J. P. Morgan Chase Bank, which acts as the depositary for BP's
American Depositary Shares.

3. Smaller negative effects are found when job cuts are aimed at improving
efficiency (Farber and Hallock 19991.

4. For some years there has been a legal requirement for firms to provide
advance notification of job cuts to employee representatives, but the
consultation rights have been limited. The implementation of the
European Directive on Irifoituation and Consultation Rights is likely to
strengthen consultation in this area.

5. A qualification to their assessment is that employment events in firms
which are divested post-acquisition are not tracked.

6. Variations in state-sponsored educational and training provision will
have a strong influence here.

7. To some extent, this may reflect a 'catching-up' process to compensate
for the low level of initial vocational training (Green 1999: 133).

8. Partial but substantial divestments are likely to lower the value of the
equity retained by major investors because of the signal divestment
sends to the market, as well as necessitating discounts on the actual
shares sold.

9. Closet indexing is where fund management is claimed to be active but
where trading decisions are on informal indexes.

10. The top ten firms in the FTSE account for 40-50% of the total value of the
All Share Index.

11. US evidence indicates that the growth of large institutional investors
decreases demand for small company stocks, while the increased
demand for large company stocks pushes up the price of these relative to
small company stocks (Gompers and Metrick 2001).
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12.Recent US evidence also contradicts the use of takeovers as managerial

discipline. Mitchell and Mulherin (1996) find that takeover activity is
concentrated in certain industries, and that external shocks generate
restructuring activity.

13.Stock options, Long Term Incentive Plans (LTLPs), and bonus awards
linked to earnings per share give top managers an incentive to avoid
issuing new equity.

14.The ISC comprises the main trade associations in UK institutional
investment: the Investment Management Association, the Association of
British Insurers, the National Association of Pension Funds, and the
Association of Investment Trust Companies.

15. Each major Investor has a periphery of firms in which it has smaller
stakes and where governance is either more passive or dominated by an
'exit' approach.

16. These include dependence on companies for information, reliance
of investment banks on corporate finance business, and reliance on
commission payments from share trades.

17. Routine monitoring of some issues is undertaken by the main trade asso-
ciations. Both the Association of British Insurers and National
Association of Pension Funds monitor top executive remuneration and
attempt to secure compliance of firms with their remuneration prin-
ciples. Where this fails, the trade association typically enlists the assistance
of its member institutions who are major investors in the offending
company.

18. Trading was suspended to complete a previously scheduled divestment
while the profit warning went ahead.

19. The share price fell 54% on the day trading resumed, and more than
10% of the company's equity changed hands in a day.
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4

Corporate Governance and

Employees in Germany: Changing
Linkages, Complementarities,

and Tensions

G R E G O R Y J AC K S O N , M AR T I N H OP N E R ,

AN D ANT J E KURDELB USCH

4.1. Introduction
In comparative debates, Germany is often viewed as a 'stakeholder'
model of corporate governance. First, the ownership of German com-
panies is highly concentrated. Banks provide substantial long-term
external corporate finance, act as stable shareholders, and protect
companies against hostile takeovers. These features support long-term
capital investment and curtail managerial 'short-termism' in response
to volatile capital markets. Second, Germany has the most far-reaching
employee codetermmation among OECD countries. Works councils
enjoy extensive participation rights, and employees are also represented in
the corporate boardroom. These institutions support long employment
tenures and high skill patterns of work organization. Taken together.
these two features contrast with the market or shareholder-oriented
logic of Anglo-American corporate governance.

Existing literature presents two distinct views of the interactions
between investors and employees within the German model. The 'varieties
of capitalism' approach argues that patient capital and employee voice are
mutually reinforcing, complementary institutions contributing to German
industrial success (Soskice 1999; Hall and Soskice 2001.b). Here,
commitment by investors supports stable long-term employment.

This chapter was presented at the RIFT! Conference 'Corporate Governance in
International Comparison' in Tokyo (January 2003), the Conference of Europearusts,
Chicago (March 2002) and a European Science Foundation workshop at the Max Planck
Institute in Cologne (November 2001).

investment in worker training, and cooperative industrial relations.
Management is able to build long-term organizational capacities by
drawing upon both patient long-term investment and the high-trust
work organization. These institutional complementarities are seen as
key institutional preconditions for the dynamic (X-) efficiency in lower
volume, high quality product markets that require high skills (Streeck
1992a; 1997b).

By contrast, the law and economics' literature has focused on how
the role of employees impacts investors. Concentrated ownership and
codetermination are again posited as complementary, but in the opposite
sense. Codeterrnmation is argued to hinder the emergence of dispersed
ownership and shareholder-oriented corporate governance.
Codeteratinahon may reinforce poor managerial accountability by
dividing the supervisory board into factional benches, diluting the
board's overall powers and promoting collusion between management
and employees (Pistor 1999). Roe (1999: 194) thus sees codetermination
as increasing agency costs to shareholders, because 'diffuse owners may
be unable to create a blockholding balance of power that stockholders
would prefer as a counterweight to the employee block. Consequently,
codetermination reinforces the weakness of capital markets and lowers
the number of widely held corporations.

These diverse interpretations stem from different underlying
causal assumptions and imagery. Ownership structure may be seen
as facilitating or constraining patterns of human resource manage-
ment (HRM). Conversely, labour institutions can be viewed as an
independent variable that impacts investors. Understanding how
capital and labour interact depends strongly on what models are used
to specify these relations.

This chapter addresses these issues by examining German corporate
governance within a sociological framework (Aguilera and Jackson
2003). Corporate governance involves various coalitions between capital,
labour, and management (Cyert and March 1963; Aoki 1986). But these
coalitions are shaped by their embeddedness within institutional settings
which tend to be nationally distinct—including corporate law, accounting
rules, financial regulation, pension finance, and industrial relations.
Institutions shape the social and political processes by which actors'
interests are defined (`socially constructed'), aggregated, and represented.
While politics plays a central role in building institutions (Fligstein 1990;
Roy 1997; Donnelly et al. 2001), institutional configurations exert joint
effects that may have strengths and weaknesses for different types of
economic behaviour.
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Section 4.2 examines the basic features of post-war German corporate
governance and HRM, as they existed through the late 1980s. Section
4.3 examines the institutional linkages between these features. Section 4.4
outlines the changes in corporate ownership and finance in Germany
during the 1990s, in particular the declining role of banks and the emerging
market for corporate control. These changes are related to observed
changes in employment and industrial relations, particularly focusing on
issues of remuneration and codeterrnination. The conclusion argues that
linkages do exist between corporate governance and labour management,
although the literature often overestimates the extent to which such
linkages are tight and coherent. We interpret these results in terms of
shifting patterns of coalitions among stakeholders.

4.2. German Corporate Governance in
Comparative Context

The German 'model' defies easy categorization as an insider,
employee-oriented, or stakeholder-oriented corporate governance_l

Germany may be seen as a type of nonliberal corporate governance due
to the limited role of markets as mediating mechanisms for both
capital and labour (Jackson 2001). Both factors of production are
institutionalized based on organizational commitment and voice
within corporate governance. Here, Germany shares similarities with
countries such as Japan, and is distinct from liberal market-oriented
economies such as the United States or Britain. Yet. Germany has its
unique features. For example, unlike Japan, German firms are subject
to stringent legal regulation of its internal governance structures and
external regulation through corporatist associations.

This institutional logic can be described as a 'constitutional' model of
the firm where the voice of labour and capital is as a matter of public
interest and supported through politics (Donnelly et al. 2001). Unlike a
purely private association, corporations have features of a social institu-
tion which assigns non-contractual status rights and obligations to
its members independent of their will and exchange value in the
market. Governance involves both externalization of private interests
onto corporatist associations, as well as internalization of societal interests
within the firm. Outside the firm, governance is interwoven with
industry-wide collective bargaining, membership in employers associa-
tions and chambers of commerce and industry, and obligations to train
according to the public standards in the apprenticeship system. Within

the firm, decision-making is densely regulated through a two-tier board
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Corporate ownership and finance in Germany has three well-known
features: high ownership concentration, the predominance of strategic
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ownership ties among corporations ('coordinated capitalism'), and the
importance of banks in external finance and monitoring. Open markets
for corporate control are largely absent and banks play the central
monitoring role among investors.

First, ownership concentration is high in Germany and minority
shareholders play a limited role (HOpner and Jackson 2001). In 1998, the
proportion of dispersed ownership averaged only 26 per cent among
the 100 largest German companies. Families held 18 per cent, the state 14
per cent, foreign investors 17 per cent, and other companies and banks
14 per cent. This ownership structure has not changed much in the last
20 years. A high proportion of large firms remain unlisted private
companies, while the number and market capitalization of listed
corporations are low in international comparison.

Second, ownership is closely related to strategic interests of other
organizations. Pyramidal conglomerate holding companies (Konzern)
and dense bank industry networks are both important (Beyer 1998).
Sociologically, these ownership stakes involve high levels of commit-
ment to particular enterprises, unlike the more diversified and liquid
trading of US institutional investors (Jackson 2000). Whereas
Anglo-American institutional investors are oriented to financial gains
from share price appreciation and dividends, corporations and banks
tend to pursue strategic organizational interests in promoting
cooperation between firms and generating relationship-specific rents.
Dense inter-corporate networks suppress markets for corporate control
and create incentives for voice rather than exit.

Third, German universal banks play a central monitoring role.
Banks are closely linked to business through credit, large equity
stakes, the exercise of proxy votes, and supervisory board representa-
tion (Edwards and Fischer 1994). Bank monitoring is an element of
relational financing where debt and equity are commingled.'- These
multiplex relations alleviate agency conflicts between owners and
creditors, as well as cliirunish information asymmetries. External cor-
porate finance is dominated by bank loans and complements a strong
capacity for internal finance inn. the absence of shareholder pressure
(Bono 1990; Corbett and Jenkinson 1996). Given the different prefer-
ences of shareholders and creditors, strong banks may weaken the
position of minority shareholders.

This pattern of ownership and control developed in close relation
to several regulatory institutions. First. corporate law mandates two-tier
boards that facilitate the representation of large shareholders. Second.
voting rights deviated from the one share______ one vote principle

through multiple voting rights and voting caps. Banks also represent
small shareholders by voting the shares held in their custodial
deposits. Third, capital market regulations and accounting rules tend to
weaken the position of minority shareholders and market mechanisms.
For example, the German accounting rules are creditor-oriented and are
considered to lack the same transparency as found in International
Accounting Standards (IAS) or the US General Accepted Accounting
Standards (GAAP).

4.2.2. Employment relations, industrial relations,
and work organization

Employee voice is institutionalized through the legal institution of
codetermination at the level of the supervisory board and works
councils.3 Works councils have extensive rights to information, con-
sultation, and codetermination on matters relevant to employment.
The works council is legally bound to represent the employees as a
whole, maintain social peace, and promote the welfare of the enterprise
and its employees. Employee representatives on the supervisory board
provide a counterweight to shareholders in the appointment of
management, as well as involving employees in Monitoring of strategic
business decisions. In certain companies, the appointment of a labour
director to the management board by the employees reinforces the
consensus nature of decision-making within the board.

Employment relations are characterized by a `decommoclification' of

labour. Employment tenures are long and exhibit a low downward
elasticity over the business cycle (see Tables 4.1 and 4.2). Unlike
Japan, stable employment is not primarily generated through long-
term incentives of internal promotion patterns and firm-specific
skills. The returns to seniority in Germany are comparatively low.` While
employees tend to be highly skilled, training takes place within a
multi-employer and quasi-public system of occupational training.'
These skills are portable and related to broad occupations rather than
firm specific. These features reinforce each other, since strong occu-
pational identities gravitate against generalist careers and elaborate
internal promotion. The hierarchical span of control is flat and the
occupational qualifications of supervisors tend to overlap with
subordinates.

Stable employment relates to several other institutions. First,
employees often lack incentives to change firms because wage differen-
tials across firms, industries, and regions are relatively low due to
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Table 4.1. Employment tenure in various countries

Germany' japanb UK US
Tenure

1990 1995 1990 1995 1990 1995 1990 1995

Under 1 year 12.8 16.1 9.8 7.6 18.6 19.6 28.8 26.0
1-5 years 28.2 31.4 27.6 28.9 36.3 30.2 32.9 28.5
5-20 years 42.3 35.6 43.3 42.2 35.4 40.8 29.5 36.6
Over 20 years 16.7 17.0 19.3 71.4 9.6 9.4 8.8 9.0
Average tenure (years) 10.4 9.7 10.9 11.3 7,9 7.8 6.7 7.4

Median tenure (years) 7.5 10.7 8.2 8.3 4.4 5.0 3.0 4.7

Germany data (taken from the Socio-Economic Panel) refers to German-born citizens
employed at the time of the survey.

fapanese data refers to regular employees (persons employed indefinitely), temporary
workers hired for more than one month, daily workers hired for over seventeen days, in
private establishments with over nine employees.

Notes: Tenure figures are proportions of the employed workforce. except where shown.
source: OECD (1993. 1997).

Table 4.2. Stability of employment in various countries

Germany' Japanb UK US
Tenure

1980s 1990s 1980s 1990s 1980s 1990s 1980s 1990s

Lay-offs and quits as 1.6 4.3 1.9 2.4 4.4 4.4 5.1 4.0
% of total employment'
Lay-offs as % of total
employment

1.1 2.8 0.6 0.7 2.7 2.7 4.3 3.1

Separation rate as 25.0 27.2 n.a. n.a. 40.5 42.9 60.5 65.9
% of new luresb

Pace of employment
amount adjustment

0.14 0.04 0.21 0.45

1974-93

" Estimated separation rates for those currently unemployed or not in the labour force who
left Jobs within the past 6 months. The periods are Germany (1984. 1993-4), Japan (1987-8.
1996), United Kingdom (1983. 1993-4), and United States (1981-2, 1991-2).
Estimated separation rates of employees with 1-2 years tenure (total population with tenure of

up to 2 years minus those with tenure under 1 year) as a percentage of new hires (population
with tenure under 3 months).

Notes: not available.
Source: OECD (19976).

industry-wide collective bargaining. Inter-industry wage differentials
are significantly lower than Japan or the United States.6 Likewise,
ean-ungs differentials by firm size in manufacturing are very low
relative to Japan or the United States (Jackson 1996). Second, a central
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goal of works councils is to stabilize core employment. Legal protection
against dismissals increases pressure for internal adjustment rather
than external numerical adjustment. Works councils resist short-term
lay-offs and mandate internal redeployment through training and
transfers. Without their approval, dismissals are rendered mill under
German employment law. Employers are thereby forced to resort first to
'benevolent' methods of retrenchment such as natural athition, early
retirement, and transfers before involuntary dismissals. Works councils
support such adjustment by negotiating 'employment pacts' involving
measures to increase the productivity and flexibility of the workforce.

From the perspective of management, a key to stable employment
is skills and training. Strong occupationally based skills contribute to
functional flexibility in the workplace, which can to some extent sub-
stitute for recruitment on the external labour market. The German
training system organizes occupations into categories of overlapping
skills that create a wide 'substitution corridor' between occupations
(Sengenberger 1987).7 Polyvalancy creates a high capacity of internal
adjustment to changes in technology and products.

Decommodification is also found in issues of payment schemes
and wages. Payment systems are linked to both centralized collective
bargaining and the firm-level works councils. Collective agreements
set minimum rates with high thresholds, as well as outlining basic
provisions and premium pay (e.g. overtime, shift work rates, and holi-
days) for each grade of employees. In manufacturing, most collective
rates are time rates for each grade. Payment-by-results, such as piece-
work, are also common but do not result in much individual variation
in wages. Collective agreements specify criteria for firms to categorize
jobs into standardized grades by job evaluation methods, including
detailed weightings for skill, knowledge, responsibility, and factors in
the work environment (dust, gases, noise, vibration, etc.). Works
councils play an important role in monitoring the implementation of
industry-wide agreements at the company level.

Remuneration patterns have several notable features relevant to
corporate governance. First, industry-wide bargaining considerably
reduces the scope for firm-level variation of wages and working con-
ditions. Though large and successful companies often pay a wage prem-
ium above the level of collective agreements, their scope remains
limited (Bellman and Kohaut 1995b). Second, individual variability of
pay is also reduced. Given union commitment to principles of equal pay
for equal work, firm seniority plays little or no formal role in the
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determination of individual pay (hence, the flatter age–earnings
profile). Employees are graded largely according to their qualifications.
Works councils help assure that only workers with particular qualifi-
cations get access to certain jobs and prevent skilled workers from being
classified into unskilled jobs—thus, the link between pay grades and
qualification is not direct (e.g. everyone with this qualification must
earn a standard salary) but is steered through the system of jobs. Third.,
income inequality is generally low given the flat wage structure and
relatively high wages. Income differentials between top management
and production employees are thus compressed relative to
Anglo-Saxon countries.

Industrial relations are characterized by strong employee voice through
codetermination within the firm, as well as multi-employer collective
bargaining which regulates wages and conditions on an industry-wide
basis. Employee influence thus has dual channels: employees
represent their interests as producers in a particular enterprise through
codeterrnination and their broader class-wide interests through
collective bargaining. Works councils are closely involved in issues of
work organization, working conditions, etc. Moreover, works
councils also function as a long arm of the industrial unions by
monitoring the implementation of collective agreements and occupa-
tional training.

Centralized, industry-level collective bargaining imposes compar-
atively uniform wages across firms and limits dispersion across industries.
German unions pursue solidaristic wage policies that seek actively to
narrow the earnings gap or promote uniform wage increases for all
groups. Employers associations may discipline their members who pay
too far above the premium. Standardized wage structures across firms
eliminate or at least attenuate wage competition in the national market.

Work organization in industry is characterized by high functional
flexibility and incremental patterns of innovation (Hall and Soskice
200Th; Boyer 2003). These features are closely linked to the character-
istics of employment relations and industrial relations discussed above.
German firms face high and uniform wages imposed by centralized
collective bargaining, making wage differentials between low level
unskilled workers and skilled workers small (Jackson 1996). Uniform
wage increases mitigate the effects of supply and demand on the relative
earnings at each skill level and create incentives for the substitution of
skilled for unskilled labour. As Streeck (1992a: 32) argues, `A high
and even wage level also makes employers more willing to

invest in training and retraining as a way of matching workers' pro-
ductivity to the externally fixed, high costs of labour", Firms accom-
modate high wages by migrating into 'high end' markets where
competition is based on quality rather than price. This productivity
whip is only functional as a constraint to the extent that high and
flexible occupational skills are also present and contribute to the
X-efficiency of work organization.

4.2.3. Management

German managers contend with strong voice from concentrated owners
and banks. as well as employees and unions. Given this pluralistic set of
interests, management faces dual pressures for both long-term profit
maximization and employee utility (Aoki 1988). These pressures are
somewhat attenuated by a highly consensus-oriented management
culture. Interests must be negotiated in shifting coalitions which involve
patterns of horse-trading, issue linking, and package deals between
different groups of management. Several institutional features
making up the social world of German management support this
consensus orientation.

First, management careers tend to follow functional specializations,
even within the management board. Educational backgrounds in sci-
ence and engineering dominate the highest positions. Managers
remain tied closely to their occupation (Beni f), and thus conspicu-
ously lack a generalist orientation. The strong tendency for technical
functions to be incorporated into the management hierarchy limits the
relative importance of financial considerations (Lane 1993).

Second, managerial authority tends to be rooted in technical
competence rather than supervisory or business-related skills.
'Management' is not so strongly set apart from other occupational
groups in either educational background or forms of compensation.
This productivist ethos of the business organization acts as an integrating
mechanism, with strong focus on incremental technical innovation,
quality standards, and build-up of long-term market share.

Third. the legal principle of collegiality in the management board
works against strong dominance of the President and balances financial
considerations with other management functions such as operations
and personnel.

Fourth, moderately high rates of internal promotion and long
management tenures help stabilize the long-term relations that top
managers enjoy with their suppliers, customers, other corporations,
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banks, and works councils. The limited role of the external labour market
also favours the orientation toward long-term profits instead of short-term
success. Moreover, managerial compensation traditionally avoided high
power incentives such as stock options.

4.3. Institutional Linkages, Complementarities,
and Tensions

How do these institutional features of German corporate governance
interact? What linkages exist between corporate ownership and control,
on the one hand, and labour management, on the other? Institutions in
different domains may be viewed as complementary when one institu-
tion becomes more viable in combination with other specific institutions
(Aoki 2001). Complementarities do not imply economic efficiency in an
absolute sense, but a process of mutual reinforcement. For example, the
welfare effects of institution A may increase in combination with
institution B, but not with institution C. Conversely, interdependence
may create tensions because institutions imply conflicting principles of
rationality (Lepsius 1990). For example, codetermination may be seen as
diluting ownership rights, and thus hindering particular patterns of
organization.

Important methodological issues arise in studying institutional
linkages. First, complementarity does correspond to the self-similarity
of organizational principles across domains. Contradictory organ-
izing principles may provide beneficial countervailing checks and
balances (e.g. state and market. unions, and managerial control) or be a
source of requisite variety for organizations in supporting flexible and
beneficial recombination of practices (Stark 2001). Second. specifying
complementary relationships requires theoretical models linking
economic functions across institutional domains_ However,
corporate governance influences multiple dimensions of economic
activity, such as agency costs, transaction costs, and so on. We often
cannot tell a priori which function will be most important for overall
performance or social stability given changing external environments
and strategic choices. The inherently selective focus of theoretical
models may account for a tendency to overestimate the degree to
which institutions are very tightly coupled and exert strong causal
influence as complementary elements of a system.

Rather than presenting an economic model, we analyse these rela-
tionships as governance coalitions from a sociological standpoint.
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diversification ('empire building') or may block efforts at restructuring.
Likewise, corporate insiders may favour takeover defences at the
expense of outside shareholders.

3. Accountability conflicts arise when shareholders and employees
align their interests vis-a-vis management. Thus, both groups may
favour measures to improve corporate transparency and disclosure.
Good information on company performance may be used by both
groups to control management, even when they oppose each other
on how any surplus should distributed. Similar constellations may
also appear around issues of risk management. in preventing
perverse incentives in managerial compensation. and in some
investment and restructuring decisions.

Whether these various potential coalitions and conflicts become
manifest depends very much on the institutionalized relationships
between each group of actors. Large shareholders may be more
'insiders' than smaller 'outside' shareholders, just as employees may
be insiders or outside the core group. Thus, the discussion must be
contextualized through a consideration of what interests dominant
owners pursue and how these interests impinge upon the distribu-
tional outcomes for labour (and vice versa).

4.3.1. Class conflict

In Germany, several features of ownership were institutionally

important in reducing class conflicts and facilitating mutually agree-
able distributive outcomes. Inter-corporate and family ownership
bind capital to the long-term fate of the firm, and stress long-term
strategic interests of the firm over short-term pressure for financial
results. Lower stock market capitalization stabilized a competitive
rate of return to capital, while placing fewer constraints on the share of
value-added going to labour. In addition, protections from hostile
takeovers guard against 'breach of trust' (Shleifer and Summers 1988)
that would otherwise endanger cooperative industrial relations,
stable employment. and incremental innovation and learning in work
organization.

Despite common views that shareholders are neglected, marginal
returns to shareholders in Germany were quite favourable in com-
parative terms and gave investors little incentive to exit.8

Comparisons of German and British corporations have shown that
shareholder returns are quite similar at the margin when measured in

price-earnings ratios or dividend yields (Htipner and Jackson 2001).

Yet. top British corporations have higher market values. German
shareholders could receive competitive rates of return as long as market
capitalization remained low, for example, ownership remains con-
centrated among existing stable shareholders. As a consequence of
higher market valuations, British corporations must produce higher
operative rates of return to sustain similar returns to capital.
Meanwhile, top German corporations may maintain greater commit-
ment to employment and place greater priority on high sales growth,
rather than profits.

Given the absence of strong distributive constraints from the capital
market. German firms retain the option of pursuing business strat-
egies other than maximizing return on equity (Ide 1998): firms can pursue
higher market shares through strategies of forward-pricing; they can
spend more on capital investments and /or R&D: they can absorb higher
raw materials costs; they can concentrate on market segments offering
lower returns but having large market size and relatively low risk; they
can absorb higher labour costs, thus avoiding lay-offs more easily during
cyclical downturns and thereby protecting employee morale and
firm-specific human capital. Thpse distributional options helped firms
to accommodate employment rigidities, high wages, and strong
employee voice as corporations specialized in strategies of 'diversified
quality production' (Streeck 1992b).

It is worth noting that this distributive pattern is unlikely to be sus-
tainable under an open market for corporate control. Here, the lower
market to book values (price-book ratio) create I-ugh takeover premium
and make firms vulnerable to predator firms with higher market
valuation. Thus, De Jong (1996) argues that the absence of takeovers is
a central pre-requisite for the high share of value-added going to
employees in Germany.

4.3.2. Insiclerloutsider conflicts

Conflicts between insiders and outsiders were not predominant in
Germany under conditions of rapid post-war economic growth.
Resources generated by insiders were generally sufficient to be redis-
tributed to outsiders without reallocation of control. For example,
conflicts between inside and outside employees were limited by the
ability to balance wage equality pursued by German unions and
employment security pursued by works councils. Unions achieved a
high wage floor that made German labour markets less 'dualistic'
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than m the United States or Japan. Labour peace was maintained
within the firm by externalizing the costs of employment adjustment onto
the German welfare state. But this balance changed as the core group of
insiders has grown progressively smaller due to the decline of
traditional industrial sectors. This tension presses unions and works
councils to make strategic choices between their dass-wide versus
firm-specific interests. Union agendas of maintaining uniform wages
face increased centrifugal pressures from firm-specific inter-
ests of works councils.

Likewise, insider–outsider conflicts among large blockholder
investors and small shareholders were also relatively latent. As discussed
above, small shareholders could benefit from relatively stable returns
and low risk associated with the stable network of
bank–industry relationships. However, slower growth and the rise of new
individual and institutional investors sharpened conflicts with large
investors who favour strategic interests or long-term relationships.
Outside institutional investors often favour shifting resources from
corporate insiders to be reinvested through aiiir's length market
relationships. Moreover, the demands of institutional investors may
create new patterns of cross-class coalitions with different employee
groups. Outside investors and employee insiders may often share
an interest in increased transparency, performance-oriented pay, and
productivity orientation. But these coalitions may increase tensions with
Germany's industrial unions who bundle interests outside specific
firms.

4.3.3. Accountability conflicts

While post-war Germany had its share of corporate scandals and
managerial excess, overall corporate accountability does not appear to
have been deficient relative to other countries. The financial system
remained quite stable, as have the fortunes of large industrial firms.
However, a first point of criticism is that accountability has relied

largely on private information, rather than public transparency and
information disclosure. For example, universal banks were thought to
have extensive access to private information through their multiplex
relationships as creditor, owner, and board member. Banks achieved
economies of scope through comparable information from competitors
and other firms throughout the sector. Likewise, supervisory board
members sent from the works councils bring detailed knowledge
about the actual operations in different divisions and often

have extensive consultation with management within the economic

committees of the works councils. Taken together, accumulation of
private information may improve corporate accountability in the
absence of more public information disclosure.

Similar debates surround Monitoring within the board. Supervisory
boards are often criticized for being too large, poorly informed, and
hence too inactive in monitoring. Others question whether codeter-
mination leads to factionalism within the board that induces ineffective
monitoring. However, the virtues of the two-tier board system include the
clear separation of management and monitoring functions now
advocated worldwide. Boards also have a large number of outsiders who
represent strategic stakeholders in the firm. Much debate remains as to
whether more independence is required to prevent detrimental conflicts
of interest or whether stakeholders also act to provide beneficial checks
and balances. These debates cannot be discussed further here. However,
no quantitative evidence exists to show that Gelman firms are
comparatively slow to remove poorly performing manage-
ment (Kaplan 1994).

4.4. Changing Institutional Interactions since the 1990s

Germany proved to have a stable 'model' of corporate governance
during much of the post-war period. Distributional compromises
were able to reduce dass conflict, while insider–outsider and account-
ability conflicts were held in check. But considerable pressures for
change developed from the early 1990s onwards. Economic pressures
of internationalization and political pressures for liberalization promoted
a growing role of capital markets. New capital market actors, such as
foreign and institutional investors, brought different investment
strategies and an increased focus on financial returns. `Shareholder
value' became widely discussed as a new paradigm of management with
greater focus on stock price, core competence, transparency, and
investor relations activities. Debate ensued as to whether Geiiiiany would
(or should) converge on a liberal US-style system of corporate
governance which reflected international standards
for investor protection.

How will trends toward shareholder or market-oriented corporate
governance impact labour management and employee representation?
As discussed above, the existing literature posits tight complementary
relationships between capital market institutions and labour
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institutions, but offers divergent hypotheses about change. On the one
hand, strong institutional complementarities may gravitate against
change and allow only gradual 'path-dependent' evolution. For
example, codetermination may prevent the emergence of dispersed
ownership and active capital markets. On the other hand, institutional
complementarities also imply that successful change in one set of insti-
tutions will lead to changes in the other linked sets of institutions.
Change would ripple through the system like a house of cards and lead
the German model to collapse. Thus, market-oriented capital would
bring forth a 'fitting' set of market-oriented labour institutions, charac-
terized by stronger external labour markets, numerical flexibility, variable
pay, and fewer vested participation rights.

This section empirically examines how changes in capital market
pressures are impacting German labour management and industrial
relations by reviewing some selected empirical findings from our own
research on the changes in corporate ownership and monitoring during
the 1990s (Hopper 2001, 2003a; Hiipner and Jackson 2001;
Kurdelbusch 2002; Jackson 2003; Streeck and HOpner 2003).

4.4.1. Changes in corporate ownership and management

Since the mid-1990s, a number of important changes m corporate
ownership and monitoring have become apparent. Several reforms of
capital market regulations have liberalized markets and set up new
regulatory agencies (Donnelly et at. 2001; Lutz 2002). New institutional
and foreign investors have emerged as key capital market actors. The
monitoring capacity of German banks has been substantially eroded by
the change toward more market-oriented ownership patterns and new
capital market regulation, leading many of the core private banks to
move away from 'house bank' relationships and enter into the
Anglo-American dominated field of investment banking. One result is a
declining stability and density within the German corporate network.
Given this 'marketization' of ownership ties among large firms, a
market for corporate control has begun to emerge on a small scale. These
trends are most pronounced among large internationally oriented
corporations. A number of related points must be made.

First, data on the aggregate ownership of listed shares in Germany
in the 1990s (see Table 4.3) show a rise among foreign investors, who are
predominately Anglo-American institutional investors such as
pension funds and mutual funds. Furthermore, domestic invest-
ment funds are growing. These groups are concentrated among large
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Table 4.3. Corporate ownership in Germany bra sector
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Sector 1991 (%) 1999 MI Change in %
1991-9

Banks 12.7 13.5 +0.8

Insurance firms 5.5 9.0 +3.5

Non-financial corporations 39.4 29.3 —10.1

Government 2.6 1.0 —1.6

Pension funds
Foreign 12.7 16.0 +3.3

Investment firms and other 4.8 13.6 +8.8

Individuals 22.4 17.5 —4.9

Notes: Data is estimated from various sources using both market and book values.

Source: Bundesbank (2000).

corporations: for example, at Veba (E.on) 75 per cent. Bayer 68 per cent,
SAP 55 per cent, BASF 73 per cent, Schering 74 per cent. Thyssen 78 per
cent, and Bilfinger Berger 55 per cent of all shares were owned by
institutional investors (Hopner 2001). In 1999, British and American
funds alone held 40 per cent of Mannesmann shares., 31 per cent of
DaimlerChrysler, and 27.5 per cent of Deutsche Telekom.9

These new investors have led to new types of pressures.
Institutional investors pursue financial interests through their invest-
ments, thus favouring profitability over growth and shorter time
horizons, Institutions also have a strong preference for liquidity ('exit'
rather than 'voice') and generally refrain from active intervention in the
fate of particular firms. Empirical studies show that institutional
investors only rarely attempt directly to influence management
(Steiger 2000). Their monitoring capacity lies in professionalizing
information gathering and exit-oriented strategy. Therefore, stock
prices are becoming more responsive to management decisions and
more volatile. Investor activism targets the promotion of general practices
of good governance, but rarely translates into strategic interest in
corporate control.

Table 4.3 shows that the growing proportion of institutional
investors coincides with declining shares among individuals. But
declines were also seen for the government and other non-financial
corporations. While growing 'institutionalization' increases concentra-
tion, a parallel trend exists toward de-concentration of ownership and
unwinding of corporate networks. Privatization of government enter-
prises is one important factor_ However, the density of corporate
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networks in Germany is declining substantially (Wind°If 2002; Beyer
2003; HOpner and Krempel 2003). This trend will be likely to continue
as large blocks are sold tax-free under new tax regulations introduced
M 2000.

Second, the monitoring capacity of banks is substantially eroding. Bank
credits to large corporations have declined, as these corporations have
become largely self-financing (under conditions of slow economic
growth) or have new alternative modes of finance (Jackson 2003).
Several large private banks have undertaken a strategic reorientation
toward Anglo-American style investment banking. The move from
the Hausbank to investment bank paradigm contradicts their
willingness to play a major role in the monitoring of industrial
companies (Deeg 2001: Beyer 2003), because a close relationship to
industrial companies would weaken their reputation among interna-
tional customers of financial services. Banks' investment portfolios
have also become more market-oriented and less focused on stable
relationships. Thus, banks are reducing the size of their large ownership
stakes and diversifying their investments. The withdrawal of banks is
also evident m the declining number of supervisory board chairs held
by bankers among large corporations (Hopner 2001). The Deutsche
Bank has led this trend by reducing its supervisory board chairs by
nearly half. Increasingly, supervisory boards are being chaired by
former management board members from inside.

Third, barriers to hostile takeovers have significantly eroded and
led to the emergence of a market for corporate control on a limited
scale. The takeover of Mannesmann by the British Vodafone in 2000
was a watershed case illustrating the extent of change. Contrasting
Mannesmann with other takeover attempts targeting German companies
in the 1990s shows the erosion of barriers against hostile takeovers
(Hopner and Jackson 2001). As large banks change from the Hausbank to
the investment bank paradigm, banks are giving up their role as
guardians against hostile takeovers. Krupp's takeover attempt for
Thyssen in 1997 was the first case where the Deutsche Bank supported a
takeover attempt The corporate law refoiiii (the Gesetz zur Kontrolle and
Transparenz inn Unternelimensbereich (KonTraG) (1998) ) forbids voting
rights restrictions. In the past, these restrictions were one of the most
important of Continental's defensive actions against the takeover
attempt of the Italian tyre company Pirelli. Legal reform
(Kapitalaufilahmeerleichterungsgesetz (KapAEG)) in 1998 also made the
economic worth of corporations more transparent. Moreover. codeter-
mination seems no longer to act as a strong barrier to hostile takeovers.

A comparison of the cases of Thyssen. (in 1997) and Mannesmann (in
1999 /2000) shows that unions have changed their political attitude
towards hostile takeovers from fundamental opposition against
`predator capitalism' in 1997 to a pragmatic acceptance of hostile
takeovers as an inevitable instrument of economic behaviour in 2001.

Fourth, German management boards are also undergoing extensive
change toward a greater finance orientation and away from the traditional
science and engineering focus. This shift is symptomatic not only of
shareholder demands, but also of the internationalization of managerial
labour markets and the growing encounter of German junior management
with Anglo-American management cultiires. Infolination has been
collected on the careers of all ninety top managers who were chief
executives in the forty biggest listed industrial corporations in the 1990s
(Hopner 2003a). A few findings on the development of the career and
education of top managers in the 1990s can be summarized.

1. There is a strong trend towards further professionalization. The
share of chief executives without higher educational training
declined from just under 14 to 0 per cent in 1998 and 1999. The
share of top managers who went through the German apprentice-
ship system is in decline (from 30 per cent in 1990 to 15 per cent in
1999).

2. The role of the external labour market is also clearly rising. In 1990,
17 per cent of the observed top managers were recruited from outside;
in 1999, the percentage rose to more than 35 per cent. As a result, the
role of in-house careers is declining.

3. The percentage of top executives who can be classified as financial
experts with experience working in the financial division is rising.
Thirty-nine per cent of chief executives have studied economics,
24 per cent have trained as lawyers, and 32 per cent have studied
natural science or technical subjects.1° Comparing these data with
information on the 1970s (Poensgen 1982) suggests a strong
decline in the role of natural science and technical subjects.

4. The average time in office among top managers is in dramatic decline,
from more than 13 years in 1965 to less than 7 years in 1996.

These changes in the 'social world' of top managers help explain why
shareholder-value strategies enjoy high reputation among managers. The
changing social background and career incentives for management
influences their perception of corporate goals. The emergence of a
highly competitive labour market for managers requires the application of
measurable performance criteria. At the same time, the willingness of
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supervisory boards to fire top managers is on the increase. In the 1990s.
several chief executives were forced to retire from office because of bad
performance and the resulting rises of confidence in the supervisory
board, for example, Horst W. Urban (Continental), Anton Schneider
(Deutz), Bernd Pischetsrieder (BMW), Heinz Sc_hicarrielbusch and
Heinrich Binder (Metallgesellschaft), Bernhard Walter (Dresdner Bank),
and Dieter Vogel (Thyssen Krupp). Beyond this, it can be argued that
the increased importance of Financial Economics in education and
career favours the willingness to utilize financial indicators.'

In sum, these changes can be expressed as a rise of a shareholder-value
paradigm. In the early 1990s, the conglomerate VEBA was one of the
first companies which sought to raise the importance of financial
interests of shareholders within corporate policy. Numerous other
companies such as Siemens, Hoechst, BASF, and Bayer followed suit
(Vitals 2002). Shareholder-value strategies aim primarily at making the

Table 4.4. Ranking of shareholder orientation
of listed companies tra the late 1990s

Company Score

Bayer 1.61
VEBA 1.48
SAP 1.33
Hoechst 1.20
BASF 1.14
Mannesmann 1.11

Henkel KgaA 1.09
Daimler-Benz 1.02
RWE 0.90
Siemens 0.86
Schering 0.74
Metallgesellschaft 0.72
Degussa 0.55
Viag 0.55
Preussag 0.45
MAN 0.36
Deutsche Lufthansa 0.28
Linde 0.22
Continental 0.21
Thyssen 0.17
Deutsche Telekom 0.16
Krupp 0.16
Buderus 0.04

Agsv 0.00

Source: Hiipner (2001: 4W.

market cost of capital the hurdle for corporate investment. In order to
meet the minimum return to capital within each division or subsidiary,
shareholder value aims to end cross-subsidization between the various
segments Within the firm. Alongside this strategy, key elements include
transparency for outside investors and variable management
remuneration linked to shareholder returns.

Table 4.4 shows a ranking of the shareholder-value orientation of
the listed German non-financial corporations in the late 1990s (1996-9)
(HOpner 2001). The ranking touches upon the three major dimensions
of shareholder-value management.12 The communication dimension
involves greater transparency toward investors, via investor relations
work, the adoption of international accounting principles, and reporting
business results by business segment. The operative dimension aims
at the implementation of value-oriented performance targets and
monitoring systems. The management compensation dimension
involves increasing percentages of pay contingent on the financial
success of the corporation, particularly the performance of share
prices. The degree of shareholder-value orientation varies substantially
among German companies which implies that the divergence in
corporate governance inside the German economy is rising. This
variation will be used in the following sections to examine the changes in
other areas of labour management.
4.4.2. Interactions with employment relations

This section examines how shareholder value impacts key aspects of
employment relations, namely stable employment and egalitarian wage
dispersion. Increasing shareholder orientation is widely hypothesized
to promote class conflict (as defined above) and a redistribution of wealth
in favour of shareholders. As already discussed! the distribution of
value-added between stakeholder groups varies strongly between
corporate governance regimes (De Jong 1996). Germany is characterized
by its high labour share and relatively small share to shareholders,
supporting its high-wage economy. Furthermore, high rates of internal
reinvestment and focus on growth rather than profits help stabilize
employment of core employees. In this section. we show that growing
shareholder onentaribn is associated with shrinking employment and
the introduction of variable pay.
4.4.2.1. Shrinking core employment
Beyer and Hassel (2001) have analysed the changes in the distribution of
value-added among large German corporations in the 1990s. Their
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findings confirm that in shareholder oriented companies, the distribu-
tional position of shareholders improved modestly at the cost of
employees. Shareholders benefited from high profits being distributed
as higher corporate dividends. The redistribution effect is explained
by the fact that shareholder orientation favours strategies of lower
rates of growth and declining employment, while profits increase.
Shareholder value thus introduces a form of redistribution that results
not from declining wages, but from a declining portion of cash flow being
reinvested at a lower rate of return. Collective bargaining can do little to
stop this kind of redistribution, since bargainers normally cannot
negotiate over the profitability targets set by management. Corporations
remained committed to avoid involuntary lay-offs for core employees,
but this core of stable employment is shrinking through the increased
use of negotiated employment adjustment and benevolent methods such
as natural fluctuation, early retirement, and part time work. For example,
VEBA reduced its workforce by 29,000 people through early retirement
with 90 per cent of previous salary.

As will be discussed below, shrinking core employment has not
marginalized works councils. Works councils remain active in negoti-
ating 'site pacts' to maintain jobs and keep high value-added production
in Germany (Rehder 2003a, b). First, in order to assure investment in
core plants, works councils grant cost-cutting concessions: lower social
standards, the elimination of premium wages above collective
bargaining rates, and cuts in bonuses for overtime and shift work (see
also Nagel et al. 1996). Second. employment affiances involve conces-
sions on wages or working hours in exchange for employment guar-
antees over a period of 2--4 years.° Work may be redistributed
through reduced or flexible working time, or made cheaper by reducing
company premiums above industry-wide rates. Often, these involve
cross-class coalitions between local works councils and management,
either against the centralized management seeking to impose new
financial controls or with industrial unions seeking to impose uniform
labour standards.

4.4.2.2. Variable compensation as a consequence of
shareholder value
A sinking wage cost per employee is not the cause of the declining
labour share described above. Although the overall share of net
value-added which employees receive as wages is in decline, wages of the
remaining core employees rise. This is possible because while less
profitable business units are being closed or sold, core employees

increasingly receive profit-oriented pay under new variable remuner-
ation schemes.

Such compensation practices that link workers' pay more closely to
individual and company performance have diffused rapidly among
large German firms since the mid-1990s. These schemes exist both at
the managerial level and for non-executive employees covered by col-
lective agreements. A survey of the 100 largest German firms show that
70 per cent of firms had schemes with wage components based on
individual performance evaluations or goal-setting targets
(Kurdelbusch 2002). Fifty-one per cent of firms paid remuneration
based on the profitability or performance of the enterprise as a whole and
57 per cent of firms had some form of employee stock ownership plans.
This trend represents a departure from the historical stance of German
unions in supporting a homogeneous wage structure, secure and stable
incomes, and protection from ratcheting performance standards. From
the point of view of 'traditionalists inside unions, variable pay,
therefore, introduces perverse effects which are likely to destroy
solidarity and make works councils tolerate too much corporate
restructurings.

While some firms introduced company-wide bonuses when profits
were high, these 'on-top payments' are rare. Rather, variable pay is
replacing fixed but company-specific wage components which in the
past were paid above industry-wide wage agreements. Older forms
of performance-related pay such as union negotiated piecework rates
are being replaced by appraisal systems to monitor and reward individual
performance. Such performance-related pay systems have been
introduced to counter the egalitarian effects of collectively negotiated
wages and introduce greater individual incentives. In addition,
profit-related pay is being introduced that links the size of the
performance-related budget to profits of the company or business unit.

These new variable pay systems are intended to enhance employee
motivation and commitment in several ways. By giving employees a
greater stake in overall corporate performance, variable pay is
supposed to help focus employee effort on key job objectives and to
clarify the links between such objectives and overarching business
goals. Furthermore, variable pay is aimed at giving greater recognition
to outstanding employees and thereby to increase motivation.14

Thus, employees are encouraged to identify with the company.
Entrepreneurial thinking is stimulated about how to generate revenue,
reduce costs, and maximize profits. A special form of participating in
the company's success—and a way of bringing shareholders' and
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stakeholders' interests closer together—is employee stock ownership
plans or stock options. Here, the link between individual performance and
financial reward is less direct than with other performance-related pay,
profit sharing, or other annual bonuses, because the employee has hardly
any influence on the share price. But, for management. one advantage is
their long-teiiii character which binds employees to their company and
enforces commitment.

Variable pay is also intended to increase the flexibility of business
costs over time. When profits are high, compensation will be higher
than without variable pay and lower when business is _.weak.
Employees have to accept risk to share in the rewards of improved
performance. Furthermore, managers expect a positive cost effect
because of increased productivity or at least a better form of cost control.
Thus, flexible remuneration schemes are related not only to performance
but also to financial management.

The details of variable pay programmes differ considerably across
companies, but all of them place an appreciable share of the pay of
employees at risk. To study its di ffusion, an index was created looking
at performance-oriented, profit-oriented, and share-oriented
components (see Table 4.5). The rise of variable pay in Germany can
partially be explained by increasing competition on product markets
and cost-cutting pressure. Nevertheless, a strong connection exists

Table 4.5. Components of the remuneration maex

Pay system type Score

Performance-related pay

No performance-related pay 0
Performance-related pay implemented in parts 1

of the company
Performance-related pay implemented

throughout the whole company
Profit-related pay

No profit-related pay 0
Bonus is set unilaterally by management 1
Works council and management negotiate
Bonus is set according to a fixed formula 3
Share-ownership

No share ownership programme 0
Traditional share ownership programme
Extended share ownership programme

Total: lncentive-orientation of payment system 0-7

Figure 4.3. Shareholder value orientation
of their payment schemes fo
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companies with shareholder-value strategies can more easily intro-
duce profit-related pay because relevant business indicators already exist.
When target rates of return are set. reasonable rewards for meet-mg
targets sound plausible. Finally, a block of employee ownership can
also function as a protection against hostile takeover as investor
pressures increase.

Once in place, how do variable pay schemes affect corporate
governance? Profit-related pay may indeed reduce class conflict over
the distribution of rewards between shareholders and employees. In
Germany, it can be shown that in most companies where dividends
increased, strongly profit-related pay was also implemented for lower
level employees. The most direct way to align shareholders' and
employees' interests is the introduction of employee stock ownership
plans. However. the introduction of employee ownership is yet to
have a impact on corporate governance. In some companies, employee
shareholders have begun to exercise their voting rights as employee
owners collectively, for example. to prevent hostile takeover bids.
Nevertheless, the percentage of capital owned by employees rarely
reaches the 2 per cent mark. Compared to employee ownership rates in
the United States, this is a negligible proportion. The amount of shares
held by single employees is also rather small, and far too small to
place the interests of an employee shareholder as a shareholder above
his interests as an employee.

4.4.2.3. Variable pay and its impact on industrial relations
Variable pay also has indirect effects on other linked institutions, par-
ticularly Germany's industry-wide collective bargaining. In principle,
contingent compensation contradicts certain aims of German collect-
ive bargaining, namely a homogeneous wage structure, secure and
steady incomes, and protection against high and continuously
increasing performance standards. Yet, German variable pay pro-
g,ram_mes have been implemented in confolinity with collective
agreements. Up until now. company-specific pay systems coexisted
within companies alongside collective wage agreements. Companies
were always able to pay performance-related rewards above the col-
lectively agreed basic pay. The high occurrence of variable pay in the
banking and chemical industries, where wage drift is traditionally
high. is evidence of this phenomenon.

Recently, new collective agreements incorporating new forms of
profit-related pay have emerged, although exclusively at firm level. A
new and highly recognized form of collective agreement was the

one made at Debis (DaimlerChrysler Services AG) in 1999. It stipulates
that up to 10 per cent of annual income depends on the individual
performance and a further 10 per cent on the performance of the
company. This collective agreement was made by metal industry

union (1G Metall) and Debis. After Debis was purchased by Deutsche
Telekom, a number of these innovations were copied in other parts of the
company. Other collective agreements link part of the negotiated wage
increases to the economic performance of the firm. Here, both parties
agree in advance that, if a certain performance is reached, additional
wage increases will be awarded (e.g. Schott AG).

With individual performance-related pay, an important trend is to
replace formerly fixed payments or potential wage increases by a
budget used for performance-related bonuses. During the recent
round of collective wage bargaining, Deutsche Telekom AG agreed upon
a model that increases wages by 1 per cent and uses a further 2.15 per
cent for variable components. For the forthcoming year. an increase of
2.3 per cent was agreed upon. However, there will be no linear increase.
The 2.3 per cent of wages will be distributed according to individual
performance.

The regulation of variable pay via collective agreements has been
discussed at the industry level. The main point of discussion is whether
formerly fixed payments will be changed into a budget for flexible
perfoluiance-related payments. But there are also discussions about
the regulation of profit-related pay. The consensus seems to be that in the
long run there will be an adjustment of collective regulations to
remuneration practices at the company level, probably restricted to
framework regulations which leave the actual scheme to be dealt with
at company level in consultation with works councils. Thus, contingent
pay does not only emerge 'in spite of collective agreements but in some
cases is also supported by the system of collective bargaining.

Incorporating variable components into collective agreements
threatens the notion of industry-wide collectively agreed wages or at
least lowers the portion of income regulated by collective bargaining.
Thus one of the main functions of collective bargaining—to attain a
homogeneous wage structure—would no longer be fulfilled. As col-
lective agreements frame conditions for variable pay, they support
the differentiation of wages over time as well as between firms and
individual employees. In some companieS, collective wage bargaining
no longer provides steady and linear wage increases but leads to an
increase in the volume of wages, depending on the performance of the
company, which is distributed unevenly among individuals.
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In sum, the emergence of company-specific remuneration systems
(e.g. works agreement or company-level collective agreements) bring
about two major changes in the process of determining individual
wages. First. variable pay reinforces the decentralization of wage bar-
gaining. Unions partially hand over their influence over earnings to
works councils. These variable wage components do not substitute for
base pay, but often replace collectively bargained elements (e.g. piece
rates) or reduce their significance. The large rewards sometimes
associated with variable pay may also be intended to weaken union
penetration in new sectors such as IT.15 Second, incomes are_ becoming
more marketized. The determination of wages is to a greater extent
based on individual performance and on market mechanisms in the
form of business indicators, for example, cash flow or return on
Investment. Collective wage bargaining sets a smaller portion of the
individual wage and a larger portion underlies entrepreneurial prin-
ciples such as risk taking and competition.

4.4.3. Interactions with industrial relations

This section examines two questions. First, how do works councils and
unions Impact the implementation of shareholder-value management?
Do they support, oppose, or remain indifferent and/or ineffective in this
process? Second, how does the shareholder-value paradigm impact the
existing institutions and practices within German industrial relations?
4.4.3.1. The impact of industrial relations on shareholder value
Organized labour has not blocked corporate restructuring but has
played a subtle role shaping the implementation of corporate strategies
aimed at improving share price performance (Hopner 2001;
HOpner and Jackson 2001). This `co-management' role has preserved a
basic continuity in industrial relations institutions, but shifted its
functions over time.

The role of the trade unions and works councils is most clear with
respect to what above was described as the communicative dimension
of shareholder value. Here, German trade unions have decided to side
with shareholders. Unions recognize that international accounting
standards, whether lAS or US GAAP, seem to be, at first sight, investor
oriented. Yet, unions also see them as increasing transparency and
accountability for employees as well. Company transparency is an old
demand of trade unions, because the aim of codetermination is to
control economic power and authentic infonnation is a condition for

control. Unions have supported the legislation on company finance
(Kapitalanfilahmee•leichterungsgesetz) which facilitated the adoption of
international accounting methods and have even called for an EU
directive which requires Geniian companies to use IAS. Works councils
have strongly supported this demand due to their great interest in
being able to compare the performance of subsidiaries in different
countries, which is difficult where there are different accounting stand-
ards. In sum, German trade unionists argue that transparency is a tool
for codetermination (Scheibe-Lange and Prangenberg 1997; Kistler
2000; Putzhammer and Kistler 2000).

Contrary to the rules of traditional Gelman accounting (as laid down
in the Handelsgesetzbuclz (HGB) ), international standards place con-
straints on accumulating hidden reserves in times of good performance.
One could, however, argue that it might be in the interest of employees to
hide finances in good times and have reserves in bad times. Trade union
experts do not agree with this view. Hidden reserves, they believe, have
a levelling effect on the balance sheets of companies. With regard to the
distribution of dividends and earnings, the effect of German accounting
rules is not anticyclical but procyclical. In bad times, companies using
German accounting rules publish earnings that come from hidden
reserves, while in fact there is no operating profit at all. Published
earnings lead to distribution demands that may eat up substance of the
firm, which is dangerous especially for employees, In contrast, in the
context of high earnings, published profits are minimized despite the
fact that the company would be able to distribute some of this to
employees and shareholders.

Another dimension of shareholder orientation where the preferences
of employee representatives and shareholder activists are similar is top
management compensation (Engberding 2000). Unions share the view
of capital market participants that top managers' salaries should be
variable according to the level of company success. As with shareholder
activists, unions criticize the trend towards escalating salaries.

The operative olimension of shareholder orientation is more complex.
Works councils oppose profitability goals. In the late 1990s, an enormous
wave of restructuring activity took place and was not stopped by
codetermination. One reason was that in some cases, employees
demand restructuring. Here, employees again share a broad interest with
shareholders in promoting managerial accountability and in censuring
poor performance. Another reason is that the negative impact of
restructuring often has different impacts for core and peripheral
employees within the corporation. Core employees may
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prefer a stronger core business, rather than continued support for ailing
businesses which are less central economically. As we have seen, variable
pay increases such incentives.

Case studies show that even the operative side of shareholder value
sometimes appears as a conflict over managerial control. For example,
during the conflict over the separation of subunits at Mannesmann
(before the hostile takeover), both employee representatives and
shareholders pressed management into restructuring. In 1999,
Mannesmann was an extremely heterogeneous company, active in
steel tubes, machine tools, automotive accessories, and the telecom-
munications sector. Telecommunications had become the focal segment
within Mannesmann and attracted a growing proportion of funds for
investment. One trade unionist at Mannesmann described the situation
as follows: 'The development of telecommunications has slowly become
dangerous for the other divisions. At the same time, as billions were being
spent on the acquisition of Orange, in the classic businesses we had to
fight for every hammer.' Organized labour supported the separation of
these firms in order to allow these businesses to continue on an
'undisturbed' development. At the same time, trade unionists working
in telecommunications preferred a break-up in order to remove the
conglomerate discount which made acquisitions expensive and increased
the danger of a hostile takeover.

Around the same time, a similar situation appeared at Thyssen
Krupp, which was planning a (since revised) new company structure
based on industrial services. The classic steel subunit was no longer a
core business, but a peripheral activity. Therefore, Thyssen Krupp
planned to spin-off Thyssen Krupp Steel and to list initially 30 per
cent of the latter on the stock market. The works council chairman
supported the planned stock listing demanded by shareholders: 'For
two years now, we have observed that steel is no longer seen as a core
competency. We do not attract high investments.... The scenario is
either be sold or become stunted. Under these conditions, the stock
listing might be a prospect. . Without stock listing, we would have no
chance of becoming a core business' (Kroll 2000).

These cases show that spin-offs and return to corporate specializa-
tion can be undertaken with the consensus of organized labour. Here,
capital market orientation and codetermination are hardly irreconcilable
opposites. The mixture of core and marginal business is problematic for
employees. Their representatives in the core businesses see the
advantages of strategies to focus on core competencies, because these
strategies strengthen the core companies and decrease

stock price discounts. In the view of employees engaged in marginal
activities, a change in the main shareholder may increase the chance to
become a core business. In most cases, management and employees
oppose shareholders' demands for radical restructuring. A good
example of such an insider/outsider conflict is the demand of some
major shareholders to break up the Bayer conglomerate into legally
separate corporations.16

4.4.3.2. The impact of shareholder value on industrial relations

There is little evidence that companies adopting shareholder value
attempt to discontinue codetermination. Shareholder orientation
seems to strengthen trends that were already observable in the 1980s.
Five trends in codetermination can be distinguished (Thelen 1991;
Streeck 1996, 2001; Kotthoff 1998; Mitbestimmung 1998):

1. System conformity. Codetermination is no longer seen as an instru-
ment for transforming the economic system into a mixture of capitalist
and socialist elements (Wirtschaftsdemokmtle). It is fully accepted
that codetermination operates in firms whose natural goal is to
generate cash flows and earnings.

2. Efficiency orientation. Democratic participation at the workplace is still
one legitimizing force behind codetermination. However, increasingly
codetermination has also to prove that it is not only the more
democratic or social, but also the more efficient model for organizing
the micro-relationship obtaining between employers and
employees.

3. Co-management and professionalism. In practice, codetermination
goes far beyond its legal foundations, interfering in and legitimiz-
ing company policy not only in social and personnel matters, but
also in economic issues. The boundary between management functions
and codetermination becomes increasingly harder to discern.

4. Consensus orientation. While confrontation between works coun-
cils and employers is becoming rare, codetermination seems to
have committed itself as a cooperative process. Both sides see
themselves as partners, not as opponents in class confrontation.

5. Negotiation of rules. Similar to the guideline on European Works
Councils (EWC), evidence is growing that the role of legal founda-
tions is decreasing, while the importance of negotiated codetermina-
tion rules is increasing. For example, several corporations have
set up 'working teams of works councils' (Arbeitsgemeinschaften der
Betriebsrdte) which rely on negotiated rules instead of
Konzernbetriebsreite that are based on legislation.
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Codetermination practices are thus becoming more micro-focused
and insider-oriented. This complicates the relationship between
works councils and unions, since the latter see themselves as the
macro-outsider force in the labour movement. The interests of
employees as insiders in a particular company may contradict the
interests of other employees who are outsiders. The unions' axiom
that codetermination should go beyond the goals of existing company
insiders has increasingly been undermined by practice. One example
is the discrepancy of reactions to the hostile takeover attempt of
Krupp in 1997. While IG Metall was fighting .hostile takeovers as an
illegitimate instrument of economic behaviour, Krupp employees
were supporting the takeover attempt. When 30,000 members of 1G
Metall were demonstrating against hostile takeovers and the role of the
Deutsche Bank in 1997, not even the works council members of Krupp
participated. The heterogeneous and firm-specific employee interests
were not overcome by common class-based interests. During a similar
incident in summer 2003, works councils of large automobile
companies protested against the Eastern German strike to demand a
35-hour week. Trade unions find it increasingly difficult to impose
discipline and solidarity upon strong works councils who are involved
with company-based cross-class coalitions. Because the interests of
employees as producers in a particular firm are more heterogeneous than
class interests (Streeck 1992a), the heterogeneity of interests inside
unions increases.

Collective bargaining is also seeing a move towards controlled
decentralization as discussed above in the section on variable pay.
None of the large companies referred to here has opted out of central
collective agreements (Riichentarifoertreige). Shareholder-oriented
companies even seem to avoid any sort of confrontation over pay policy.
There are four reasons why large companies benefit more from centralized
collective agreements than small companies. First, they enjoy greater
productivity and would be confronted with higher wage demands if
they opted out of central collective agreements. If unions base their wage
claims on overall productivity development, highly productive firms
tend to have decreasing unit labour costs, while less productive
companies are faced with increasing unit labour costs. Second, union
organization tends to be greater in large companies than in smaller ones,
which increases the likelihood of strikes. Third, shareholder-oriented
companies belong to the exposed sector, and are therefore more
vulnerable than average in labour disputes. Shareholder-oriented
companies are not indifferent to pay

policy but have clear preferences: large corporations are particularly
afraid of class conflict and are willing to place a premium on labour
peace. Another reason why big firms do not opt out of central collective
agreements is the existence of plant-level pacts, where managers and
employees exchange job security against salaries above the centrally
agreed scale (Rehder 2003a). There is no statistical correlation between
shareholder-value orientation and the existence of plant-level pacts.

4.5, Conclusion
The post-war 'model' of German corporate governance was characterized
a high degree of complementarily between patient bank-based capital
and employee involvement. This complementarity was rooted in a
specific class coalition where capital could receive favourable rates of
return while allowing a distribution of value-added that favoured labour
and internal reinvestment in the firm. 'Patient' capital thereby stabilized
German employment relations and industrial relations. Meanwhile,
corporate accountability was achieved by external contingent monitoring
by banks, supplemented by internal accountability through consultation
with works councils. Potential conflicts between corporate insiders and
outsiders were held in check by high economic, growth and the
redistributive politics of the welfare state.

This chapter has shown that these institutional interactions have
changed substantially due to changes in corporate ownership and
finance and related diffusion of shareholder-value strategies. These
resulting changes in employment and industrial relations remain a
matter of degree and should not be interpreted as a convergence on
the liberal corporate governance models of the United States or
Britain. Market pressures continue to be mediated by the existing con-
figuration of labour institutions. Here, we venture several conclusions.

First, a more marketized role of capital has led to changes toward
more marketized employment relations m Germany. Stable employ-
ment is available to a shrinking number of employees, while the costs
of 'benevolent' employment adjustment can no longer be effectively
shouldered by the existing public welfare system. Variable pay is
making wage setting more decentralized and contingent on the market
position of the firm or business subunit. This trend suggests growing
insider–outsider conflicts between core and peripheral employees,
as well as between big firms and the larger society.
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Second, the diffusion of shareholder value has not undermined the core
institutions of German industrial relations, namely codetermination and
collective bargaining. Particularly where labour is strong and supported by
law, industrial relations institutions are relatively sticky even m the face
of capital market pressures. These institutions continue to preserve
labour peace within the firm. However, the economic functions of these
institutions are evolving incrementally in light of new pressures and
managerial strategies. Collective bargaining is struggling to maintain its
past role in setting egalitarian and solidaristic wages. Unions are thus less
able to exert a productivity whip on firms through high and uniform
wages which were a 'beneficial constraint' on German work
organization in the past. Now collective agreements are more defensive
and steer the process of decentralization. Likewise, code termination has
an increasingly insider-focus on the interests of core employees. This
shift is transforming codetermination from a politically guaranteed
institution to a more private and contractual arrangement (Jackson 2003).
While codetermination was the result of a historical effort to take labour
and working conditions out of market competition m the interests of class
solidarity, its function has changed more into the co-management of
organizational change with the aim of making labour a competitive factor
of production.

What can the German case tell us more generally about corporate
governance and labour management? In returning to the two views of
Germany discussed in the introduction, this chapter suggests that past
literature has overestimated the degree to which capital and labour are
tightly linked in a causal sense. Our chapter shows that since the
mid-1990s, strong labour has not prevented the emergence of shareholder
value in Germany, as implied by Roe (2000), nor has shareholder ori-
entation undermined the distinctive institutions of Gelman industrial
relations. Roe stresses how employees may increase agency costs.
However, we argue that this might be misleading because works
councils may work in coalition to promote greater accountability and
thereby actually decrease agency costs by monitoring managerial pay,
fighting for transparency, opposing prestige investments, and also siding
with shareholders in corporate restructuring_ Likewise, committed bank
finance does not appear necessary to support credible commitments by
management toward labour. Capital market constraints are often more
pliable, and labour can accommodate some new distributional
constraints within the existing institutional framework of
codetermination. However, we leave the long-term stability of these
arrangements as an open question. In addition, while codetermination

may coexist with capital market pressures, it also remains to be seen
whether the distinctive German profile of comparative institutional
advantage based on their past complementarities (Hall and Soskice
2001b) will be reproduced.

Change in the 1990s is consistent with a historical pattern of
co-evolution, where these institutions revealed a largely unintended fit and
their 'coherence' or 'systemness' as a national corporate governance
model was attributed only in retrospect (Jackson 2001). Their stability
often depended upon the fortune of ever-changing economic circum-
stances. Thus, institutional linkages are not established once and for
all, but are in constant renegotiation—policy-by-policy and company-
by-company. Institutions themselves are often ambiguous for actors, and
the linkages between institutions Indirect. Linkages are often made by
the strategic choices on how to use institutions, as well as stakeholders
entering into effective coalitions to promote and defend those strategies.
A key example in this chapter was the finding that shareholder
orientation is related to changes in the career characteristics of the
Getinan managerial elite. Shareholder-value management has spread
rapidly because it is an important way for a new managerial
generation to promote their careers. Here, strategic management
plays an important intermediating role beyond a mechanistic
relationship between inputs (functional pressures from product and
capital markets) and outputs (shareholder oriented strategies).

Germany will remain an important test case as to whether labour can
remain resilient in the process of adapting and inventing solutions to the
new governance problems posed by market finance and
shareholder-value management. The potential for a 'hybrid' model of
corporate governance depends perhaps on the extent to which labour also
impacts new shareholder-value practices. Will Germany adopt
shareholder value in ways that differ from countries where
institutionalized employee representation is weaker? This chapter
documents several examples of the proactive role of labour in promoting
an 'enlightened' form of shareholder value. Such a model would utilize
employee voice alongside shareholders to promote greater accountability
in issues of transparency and management pay, while continuing to
avoid class conflicts and negative-sum solutions associated with the US
or UK model. However, doing so will require Germany to confront the
growing rift between corporate insiders and outsiders by developing new
forms of interest intermediation and use of public power.

It remains to be seen whether an enlightened version of shareholder
value in Germany can survive as a durable outcome, and one
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that is capable of generating a distinct profile of competitive advantage.
Alternatively, we may be observing a slow transition process of what is.
in fact, a convergence in labour management. While we think the
prospects for a German 'hybrid' are strong, the scope for national
diversity of employment relations is declining as financial systems are
becoming more alike. The study of these linkages to finance and capital
ownership is becoming ever more important for students of labour.

NOTES

1. For example, the characterization of Germany as an 'insider' model
would overlook the importance of 'outside' interests such as industrial
unions and employers associations which promote horizontal class interests.
Moreover, the publicly guaranteed nature of codetermination rights do not
fit well with the notion of an insider model.

2. On relational financing, see Aoki and Dinc (1997. 3). Empirical studies
find that bank ownership reduces the sensitivity of investment to liquid-
ity constraints, thus supporting the view of high financial commitment by
banks (Elston and Albach 1995).

3. Works councils represent all workers at the level of the establishment and
enterprise. Meanwhile, codetermination also extends to the supervisory
board, where employees are represented with between one-third and half
of the seats.

4. DiPrete and McManus (1995) find large differences between the United
States and Germany in the returns to tenure while controlling for indus-
try and occupation.

5. Germany has a distinctive system of vocational training m roughly 400
nationally certified occupations. Training is subject to corporatist admin-
istration by employers associations, labour unions. and state agencies
(Hilbert, Stidrnersen, and Weber 1990). Apprenticeships combine
elements of school-based and company-based instruction. In 1991. 72%
of the West German labour force had completed apprenticeship training
(Jackson 1996).

6. Inter-industry wage differentials are nearly twice as large in the United
States even when controlling for differences human capital variables
(Schettkat 1992: 36-37: Bellmann and Mailer 1995: 152).

7. For example, apprenticeships in German metalworking occupations last
3.5 years. Six occupations share an identical basic training in the first year.
In the second year, these occupations split into three 'groups' that share an
additional half year of training. The next half year is spent in training in
six broadly defined occupations. Finally, the last 1.5 years are spent within

one of seventeen specializations. Unions have pursued a strategy of
lengthening and broadening occupational training, thereby drastically
reducing the total number of occupations over the last decades.

8. The real rate of return on the national stock market index averaged
10.2% in Germany and 7.8% in the United States between 1950 and 1989
(Jackson 2001).

9. Handelsblatt, 8.11.1999.
10. These data were weighted for the duration of the time in office.
11. In interpreting these changes, the causality might be recursive. A given

shareholder value orientation should also raise the demand for finan-
cially oriented managers. What is emphasized here is a distinct,
non-recursive influence of 'management culture' variables on management
behaviour. The professionalization and the rnarketizahon of manage-
ment create a climate that favours some management ideologies more
than others.

12. The indicator includes four items: the information quality of the
corporate reports, the degree of investor relations efforts, the
implementation of value-orientated performance targets, and the
incentive compatibility of managerial compensation.

13. Pioneering examples are Mercedes Benz, Bayer. Continental, and
Adam Opel.

14. However, the danger is that competition among employees for these
rewards may reduce motivation for cooperation. passing along skills,
and the sharing information.

15. Variable pay might make it more difficult for unions to organize
low-level employees collectively, especially where works councils
acknow- ledge principles of competition and risk taking as ways to raise
the profitability of the company.

16. Handelsblatt, 21/22.07.2000, 24. Similar examples are Veba. Siemens,
MAN. Degussa-Hiils, Deutsche Telekom. Most cases are a mixture: man-
agement tends to focus on core competencies, more (Veba) or less
(Siemens) supported by works councils (Zugehifir 2003), but shareholders'
demands turn out to be more radical and are opposed by insiders.
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Corporate Governance in Germany:
Ownership, Codetermination,

and Firm Performance in a
Stakeholder Economy

BERND FRICK AND ERIK LEHMANN

5.1. Introduction
In most developed economies, the managers of (large) corporations
are ultimately legally responsible to the shareholders. However, since
Berle and Means (1932) published their seminal book, it has been
argued that in practice managers tend to pursue their own interests
rather than those at the shareholders. The separation of ownership
and control, together with the fact that contracts are necessarily
incomplete, creates a need to control managers and, in turn, this has led
to the evolution of different systems of corporate governance (Hart
1995; Shleifer and Vishny 1997; Tirole 2001).' The main issue that has
been considered in this context is how the interests of managers can be
aligned with those of shareholders. Hence, corporate governance
mechanisms assure investors that they will receive adequate returns on
their investments. This is true for the owners of the firm who invested
in physical capital as well as for the employees who usually invest in
human capital. Both parties are highly vulnerable after the investment
has taken place and may well become victims of a 'hold up'. Thus,
corporate governance mechanisms tend to act as safeguards against
opportunistic behaviour which. in turn, may increase the parties'
readiness to engage in risky investments.

Compared to the Anglo-American model, found in the United
States, the United Kingdom, and some other English-speaking coun-
tries (see Fabel and Lehmann 2001), the German model is idiosyncratic
in at least two ways. First, due to 'codetermination', shareholders are
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not the only group to whom the managers of the corporation are
responsible. Second, the far-reaching influence of big universal banks
on corporate decision-making is also unparalleled in the Western
world. More broadly, the main difference between German firms and
those in the Anglo-Saxon countries is that their governance system is
mostly shaped by factors that are internal to the firm. Hence, all of the
'stakeholders', managers, owners, banks, employees, and even the
government, are more or less able to monitor and influence a company's
performance and strategy.

Recently, the German system has attracted considerable interest
because it is thought to address governance problems more effec-
tively than the Anglo-American system. Among others, Pound (1995)
has recently praised the 'governed' (German) corporation as the ideal
governance model for restructuring not only corporate America but
also other countries. In practice, however, the recent 'globalization' of
input and output markets has already shifted the German system of
corporate governance towards the Anglo-American system (Baums
1996; Fabel and Lehmann 2001). First, the foundation of the 'New
Market' in 1997 (a special segment of the German stock market)
increased the number of stock exchange listings from about 500 to more
than 800 (about 350 small and medium-sized firms were listed in that
segment in 2001). Second, legislation has recently reduced tax rates on
capital gains. Hence, many banks and insurance firms plan to sell
some of their shares in other firms. Third, the 1998 corporate law reform
(the Gesetz zur Kolar°lle mid Transparenz trrr Unternehmensbereich
(KonTraG)) strengthens the enforcement mechanisms for board member
liability and abolishes limitations of voting rights in the case of
interlocking shareholdings. This may well reduce ownership control.

Apart from the widespread appraisals found in the literature, the
German system of corporate governance and its main characteristics
(i.e. codetermination, bank control, ownership concentration, inter-
locking directorates, the virtual absence of a market for corporate
takeovers, etc.) have recently also been blamed for a number of insolv-
ericies that were apparently due to poor monitoring and a lack of
pressure from the capital market (Wenger and Kaserer 1998).

In an attempt to evaluate the potential strengths and weaknesses of
the German system of corporate governance, we discuss two character-
istics about which there has been considerable debate in the literature: 2

1. The German system of corporate governance may be a competitive
advantage for German firms, but it may well be detrimental to
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firm performance. In particular, the role of banks and the influence of
workers' representatives on the supervisory boards need to be
evaluated.

2. According to the Works Constitution Act, works councils have specific
rights to information, consultation, and codetennination. They may
either use their powers for the good of the company or they may exert a
negative influence on the personnel policies (and, thereby, on the
economic performance) of German firms.

While our primary intention is to present and review the available
empirical evidence, we also try to relate the (sometimes contradictory and
unconvincing) findings reported in the relevant literature to
theoretical propositions derived from principal-agent theory, contract
theory, and the new theory of the firm. To set the context, therefore,
we briefly consider the broader context of corporate control and gov-
ernment in Germany on firm performance, before we turn to the
influence of mandated codetermination and works councils on labour
management strategies and the performance of German firms. We
conclude with a short summary of our major findings and some specu-
lation as to the likely future of the German system.

5.2. Corporate Governance and Firm
Performance in Germany

Table 5.1. Ownership structure of domestic shares , 1984-98 (percentages)

Investment Non-financial Private
funds companies

households
and organizations

1984 7.6 3.1 2.7 36.1 18.8 10.2 21.4
1988 8.1 2.7 3.4 39.3 19.4 7.1 20.0
1990 9.4 3.2 3.3 41.4 18.3 6.0 18.6
1992 9.7 4.8 4.2 42.4 16.8 5.5 16.6
1994 8.4 5.1 5.4 39.6 17.3 6.7 17,5
1996 9.5 5.6 5.5 37.5 15.7 10.9 15.3

1998 8.6 8.9 6.5 35.4 15.7 9.0 15.9

Source: Deutsche Bundesbank (2000: 32).

Table 5.2. Voting rights controlled by the largest shareholder (percentages)

Size of largest share directly
held in % of total voting stock

Germany Japan US

0-9.99 3.2 61.1 66.0
10-24.99 6.9 21.3 17.4
25-49.99 16.7 12.9 13.0
50-74.99 31.9 4.9 2.1

75-100 41.3 1.5

5.2.1. Ownership concentration and shareholder control
5.2.1.1. Descriptive statistics
Corporate ownership is rather concentrated in Germany as compared
to countries like the United States or the United Kingdom (Clarke and
Bostock 1997; Boehmer 1998; Prigge 1998; Edwards and Nibler 20003.

From a control perspective, the ownership structure of domestic AGs
(publicly traded firms) is a key figure. Table 5.1 reveals a long-term
trend of increasing shareholdings of domestic institutional shareholders
(see also Pngge 1998). Moreover, the data clearly show that share own-
ership of private households is traditionally of little significance, as are
shareholdings by institutional investors. However, ownership by
financial and non-financial companies is traditionally strong. It appears
that shareholdings by investment funds and insurance companies have
increased significantly while the percentage of shares owned by
foreigners has decreased over the last 15 years.

Source: Diet' (1998: 124).

One decisive feature with regard to control is the size of the stake held
by the different owners. If the intensity of control does indeed increase
with the size of the stake, the ownership structure of German AGs would
certainly be conducive to an effective control of management: ownership
is often more or less concentrated in one hand with the remaining
shares being more or less dispersed. As Diet! (1998: 124) shows, the
largest individual shareholder owns more than 50 per cent of the total
voting stock in nearly three out of four publicly traded companies in
Germany (Frick 1999: Dilger and Frick 2000). As Table 5.2 indicates, the
respective figure is less than 5 per cent in the United States as well as in
Japan.

In a similar vein, Becht and Boehmer (1997) argue that the largest
stake (with a median size of about 55 per cent) is by far the most

Year Banks Insurance
companies

Public Foreign
sector
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Chinnko/Elston
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300 stock corporations
owner sh ip d at a for
sub-sample, 1965-90

Franks/Mauer 171 quoted companies,

(19976) 1989-94

important factor contributing to concentration. The second largest stake
(and those further down) does not add very much to the degree of
ownership concentration. However, stakes m Germany are by and
large clustered at the legally important thresholds of 5 per cent (infor-
mation disclosure), 25 per cent (blocking minority), 50 per cent (simple
majority), and 76 per cent (super-majority). Franks and Mayer (1997b)
document that out of 171 large corporations, 85 per cent have a
shareholder owning more than 25 per cent, and 57 per cent have a
shareholder owning more than 50 per cent of the equity These findings
have recently been confirmed by Edwards and Nibler (2000). They
show that half of the firms in their database (156 large non-financial firms)
and 47 out of 105 listed firms had a single owner holding more than 50 per
cent of the equity. Only thirty of these firms had an owner holding less than
25 per cent (see also Prigge 1998: Boehmer 1999 for further details).

5.2.1.2. The ambiguous consequences of ownership concentration
According to Stiglitz (1985), one of the most important ways to ensure
value maximization by managers is through concentrated ownership
of the firm's shares. lf, like in the United States, shares are held by a large
number of investors, none of them has an incentive to control
management, because of high monitoring costs associated with such
activities. One large shareholder (or a limited number of them) may
have an incentive actively to monitor the firm's management because
he will be able to reap the benefits of such activities which, in turn, will
induce management to maximize the market value of the firm
(Shleifer and Vishny 1986).

Weigand (1999) shows that firms where ownership is concentrated
do indeed experience significantly higher returns on assets (ROA)
than otherwise identical firms with more dispersed ownership. On
average and especially in the long run, bank and family-owned firms
perform better than the reference group of manager-controlled firms.
Moreover, Edwards (1999) finds evidence that the profitability of
large German AGs and KGs is positively influenced by the extent of
their ownership concentration, unless the large owners are public
sector bodies.

Burkart. Gromb. and Panunzi (1997) examine the costs and benefits
of concentrated ownership and show that, whilst close monitoring may
indeed restrict the misuse of resources ex post, it may also be detrimental
to managerial initiative ex ante which may then lead to
under-investment in the long run. Their results point to a seemingly
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inevitable trade-off between control and initiative: while blockholding
increases incentives to monitor, it very often also leads to a lack of
liquidity (Bolton and von Thadden 1998a, In Maug 1998).

Using a panel data set of 171 quoted firms for 1989-94 and employing
a fixed effects panel regression approach. Franks and Mayer (1997a, b)
cannot find a significant impact of ownership concentration on firm
performance, which is consistent with findings reported by Kaplan
(1994). Moreover, both studies show that the relationship between board
turnover and firm profitability does not depend on ownership
concentration. This latter finding can be interpreted in two different
ways. First, if firms' shares are highly concentrated, the managers of
all firms may be subject to a similarly high degree of monitoring, which
is reflected in a turnover–profitability relationship that does not depend
on whether ownership is concentrated or not. Second, it may also be
the case that managers are simply not very closely monitored by large
shareholders.

Another trade-off between costs and benefits occurs if the interests of
large shareholders are different from the ones of minority shareholders.
In this case, the former can pursue their interests at the expense of the
latter which, in turn, would not only be detrimental to firm performance
but would also lead to an expropriation-like redistribution of wealth. In
other words, blockholders and controlling owners can obtain private
benefits of control at the expense of minority owners.

Edwards and Weichenrieder (1999) analyse a small sample of 102
large listed German corporations of which 72 had a major share-
holder with more than 25 per cent of the voting equity. They show
that, other things being equal, the larger the control rights of the
largest shareholder. the lower the market value of firms' equity per-
formance. If, however, ownership of the second-largest shareholder
increases, the share value of the companies increases too. Thus, they
argue. the ability of the largest shareholder to obtain private benefits of
control may be limited by extending the control rights of the
second-largest shareholder.3 Gedalijovic and Shapiro (1998) study the
block holding-performance relationship of the largest firms from five
major industrialized countries. For the ninety-nine publicly traded
German stock corporations in their sample, they find a significantly
negative and non-linear impact of ownership concentration on ROA
over the period 1986-91. Thus, profitability first decreases in ownership
concentration and then, at higher levels of concentration, rises again.
This, however, contradicts the findings of Edwards (1999) who

provides evidence that the relationship between profitability and

ownership concentration for large German firms is not non-linear.
Finally, Becht (1999) finds a significantly negative effect of ownership
concentration on liquidity, measured by the ratio of turnover to market
capitalization. These seemingly incompatible findings may be due to
differences in the data sets used (the samples are small and not rep-
resentative) and the ownership measures that have been employed. In
a more comprehensive study, Lehmann and Weigand use a balanced
panel of 361 firms for 1991-6. They find a significantly negative impact of
ownership concentration on profitability, as Measured by ROA.
Furthermore, they show that the representation of the largest
shareholder on the board of executive directors does not have any
influence on profitability. This latter finding is certainly at odds with
the assumption that large shareholders seek private benefits of control.

According to Dernsetz (1983), ownership concentration may be the
endogenous and efficient outcome of a firm's response to its competitive
environment. Viewed from this perspective, governance does not
affect firm performance, but is simultaneously determined together
with firm performance by the forces of competitive markets.
Januszewski, Mike, and Winter (1999) find only weak evidence that
competition has a positive effect on productivity growth for firms
with concentrated ownership. In addition, they show that concen-
trated ownership itself has a negative impact on productivity growth.
They conclude that product competition can indeed compensate for
the negative influence of dominant owners to a certain extent.
Goergen (1998) supports these findings by studying eighty-six initial
public offerings (IPOs) that occurred in Germany over the period
1981-8. Estimating both static and dynamic panel regressions, he
finds that ownership concentration does not have any impact on prof-
itability, measured by cash flow over total assets. He interprets his
results as supporting the Demsetz hypothesis that ownership struc-
ture is chosen to maximize firm value.

Thus, is the seemingly high concentration of ownership beneficial
or detrimental to the performance of German firms? Apart from
rather technical explanations (emphasizing differences in sample
sizes, miss-section versus longitudinal data, different time periods,
balanced versus unbalanced panels), the type of firms included (listed
versus not listed, different legal forms, etc.), the econometric tools
employed (0LS-regressions, fixed or random-effects estimates, panel
estimations), the seemingly incompatible results obtained for Germany
may simply indicate that the relationship between governance and
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profitability has changed over the years (see Lehmann and Weigand
2000). While a significant positive relationship between ownership
concentration and profitability seems to have existed for
owner-controlled firms during the 1970s and the 1980s (Weigand 1999),
this relationship seems to have vanished or even became negative in
the 1990s (see Franks and Mayer 1997a, b; Becht 1999; Goergen 1998;
Lehmann and Weigand 2000). This may be due to the fact that the
globalization of product markets and increased international compe-
tition may have altered the profitability–ownership concentration
relation since the late 1980s.

5.2.1.3. The location of ownership and the peiformance of firms
It has been argued by Cubbin and Leech (1983) that the location of
control rights may be a more important determinant of the degree of
control exercised by owners than the degree of ownership concentration.
In this vein, Lehmann and Weigand (2000) show that the negative
impact of ownership concentration found in the full sample of firms can
be traced back to the different groups that own and (possibly) govern the
firm.

Individuals or families may be better monitors than other corporate
shareholders as long as they can avoid internal agency conflicts. It
however, the size of the group of individuals or family members (like
the Siemens, Thyssen, and Krupp clans) exceeds a certain threshold
value, the cost of coordination as well as the agency costs increase.
Lehmann and Weigand (2000) show that firms that are governed by
families or have a mixed ownership structure, experience a significantly
lower profitability.

Foreign owners are another type of shareholder to be distinguished.
According to the corporate governance literature institutional investors
from the United States and the United Kingdom are likely to be very
active shareholders (Roe 1994; Short 1994; Shleifer and Vishny 1997).
As shown in Table 5.1, about 15 per cent of the shares of German firms
are held by foreigners. If foreigners are indeed better monitors, then
firms owned by them should outperform firms that are otherwise
observationally similar. However, as Lehmann and Weigand (2000)
show, the coefficient of the respective interaction term (dummy for
foreign ownership multiplied by a measure for the concentration of
shares) has a negative sign and an insignificant effect on ROA.

Moreover, other industrial firms may be a relevant group of share-
holders. As Prigge (1998) points out, personal and capital links play a
dominant role in German corporate governance (see also Adams 1999).

The German K01127611 (large holding company of a conglomerate
nature and with a pyramidal structure) is a mayor issue when looking at
the links within the corporate sector. However, they do not show up
in official statistics. Prigge (1998: 970) shows that about 73.6 per cent
(by number) and 96.4 per cent (by statutory capital) of all AGs are part
of a Konzern. Hence, ownership structures in Germany are
characterized by an outstanding incidence of hierarchical linkages
within the corporate sector. Lehmann and Weigand (2000) show that
ownership concentration in those firms is exogenous (for 1991-6).
Thus, there may be other reasons for linkages and cross-holding than
economic performance. One major reason is to avoid unfriendly
takeovers especially by foreigners (Franks and Mayer 1997a; Emmons
and Schmid 1998). Franks and Mayer (1997a) illustrate the practice of
pyramiding in Germany by analysing the case of the former
Mercedes Holding AG (now DaimlerChrysler AG). It was established in
1975 with the explicit encouragement of government officials as an
anti-takeover device. Another example is Volkswagen AG.4 Hence, it
would come as a surprise if firms owned by another industrial firm
were particularly successful in economic terms (see Lehmann and
Weigand 2000).

One main difference with other countries is the long-term relationship
between German banks and their client firms: Germany banks hold
both debt and equity and they actively intervene where the client runs
into financial distress (Edwards and Fischer 1994; Lehmann and
Neuberger 2001). The importance of equity ownership by financial
institutions in Germany and the absence of a market for corporate
control have led to the suggestion that the agency problem is solved by
financial institutions acting as an outside monitor of the management of
large corporations (Neuberger and Neumann 1991: Neuberger 1997).

Several studies have confirmed this hypothesis. Using a small
sample of forty-eight stock corporations from Germany's largest firms
in 1970, Cable (1985) estimates cross-section regressions for 1968-72
and obtains a positive and statistically significant impact of bank
involvement on profitability (for similar results, see also Schmid
1996). In a further study, Gorton and Schmid (2000a, b) use a sample of

eighty-two listed AGs in 1975 and a further sample of fifty-six listed
AGs in 1986. They find that bank equity positions and shareholder con-
centration measures are positively and statistically significant related to
firm performance. In contrast to Cable (1985), they do not consider the
possible influence of bank supervisory board representation or
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bank lending on profitability. In this vein, Edwards (1999) argues that
there is no evidence of German banks having an economically signi-
ficant impact in corporate governance beyond that of being, along
with many non-banks, owners of large equity stakes in some firms.'
The findings presented by Agarwal and Elston (2001) point to a clear-cut
negative influence. Using an unbalanced panel of 100 large German
firms from 1970 to 1986 (n = 1,660), they conclude that bank-influenced
firms do indeed benefit from increased access to capital, but that the
interest payments to debt ratio is significantly higher for
bank-influenced firms, suggesting that German universal banks
engage in rent-seeking activities. This finding is evidence of conflicting
interests between creditors and shareholders.

The panel study by Lehmann and Weigand (2000) provides evi-
dence that ownership concentration does make a difference for firms
that are governed by financial institutions. They conclude that
the significantly positive influence of banks is in line with the standard
reasoning that banks are the best monitors and are therefore most
likely to enhance firm performance. However, it may very well be the
case that banks are better at 'picking winners' rather than better at
governance. Summarizing, it appears that although the statistical
significance of the influence of bank ownership on firm profitability is
not very strong, most of the estimates (with the exception of Perlitz and
Seger 1994) are positive and significantly different from zero.

So far, one major problem has not been considered, namely that
banks are themselves subject to the same agency problems as firms
(see Lindner-Lehmann 2001). Therefore, past and recent institutional
change is most likely to affect the future role of the banking sector in
corporate governance. Following the enactment of the KonTraG,
banks must inform customers whose shares they manage about their
strategies to be pursued, so that customers may choose to have their
voting rights exercised by the bank or by a shareholder association.
Furthermore, a bank must inform its customers when it holds 5
per cent or more of the voting rights in cases where the company is listed
or if the bank is a member of the company's most recent underwriting
syndicate. Finally, a bank must also advise its customers if one of its
managers or employees is a member of the management or supervisory
board of the respective stock corporation. In the future, banks must also
submit proposals on how to exercise the voting rights of customers
and they must take organizational measures to ensure that their own
interests will not influence such proposals.

5.2.2. Codetermination, works councils, and firm

peiformance
5.2.2.1. Codeterinination and firm performance
To date, a limited number of studies have investigated the influence of
the different codetermination laws on the economic performance of
German firms (FitzRoy and Kraft 1993,2000; Benelli, Loderer, and Lys
1987; Gurdon and Rai 1990; Schmid and Seger 1998; Edwards and
Nibler 2000; Gorton and Schmid 2000a, 17). The overall conclusion one can
draw from these studies, though they use rather different data and test
designs, would be that the legislation of 1951 and 1976 had a rather
modest—if any—influence on the sectors and firms affected. Until
recently, the comparative analysis of codetermination has produced no
clear conclusions. It is rather difficult to say that there is an effect, much
less specify its direction or magnitude. There are several reasons why
empirical studies have been rather inconclusive. First, the samples
examined have been rather small. Second, the studies have usually been
concentrated on single events (such as the introduction of the
Codetermination Act 1976) and have not considered whether this
legislation might have been anticipated by firms (and potential investors)
since the late 1960s and early 1970s. Third, most of the studies had great
difficulty in adjusting for all the appropriate factors, since m most cases
no detailed data are available to indicate all relevant differences between
firms (i.e. to control for unobserved heterogeneity).

One example is an event study that has been conducted by Baums and
Frick (1998, 1999). In order to study the influence of labour rep-
resentation on corporate boards, they use daily stock returns data
from twenty-eight different firms that were subject to court decisions
concerning the application of the Codetermination Acts of 1951 and
1976 during the period from January 1974 to December 1995. This
permits measurement of the impact of codetermination on the stock
price of the respective firm. In a second step they ask whether the
introduction of the Codetermination Act, and the ruling of the Federal
Constitutional Court that declared that Act as being compatible with the
Basic Law of the Federal Republic of GerMany, had any influence on the
performance of those sectors most heavily affected by the decision.
Combining longitudinal and cross-sectional analyses, they find that the
average abnormal rate of return on the event date, that is, the date the
respective court announced its decision, was slightly
positive—although in half of all cases the decision was clearly in favour
of the unions' or the employees" position. Thus, neither does a
company's success in the respective layvsuit lead to a significant



77Bernd Frick and Erik LehmannGermany: Stakeholder Economy 139

increase in the abnormal rate of return on either the event date or one
of the following days, nor does a company loss have the opposite
effect on the development of the relative capital market performance of
the company affected. Moreover. neither the enactment of the
Codetermination Act, nor the fact that it was later declared constitu-
tional by the Federal Constitutional Court, result in a significant
change in the average abnormal rates of return in any of the six
sectors under consideration.

5.2.2.2. Works councils and firm performance
Until recently, the number of studies analysing the influence of works
councils on firm performance was rather low and their quality poor.
With the recent availability of several firm-level panel data sets, the
situation has changed quite dramatically. The number of studies is
increasing rapidly and these more recent studies suffer less from
methodological problems than the ones that were published before the
mid-1990s.6

The studies that have been published since then have used a variety of
measures, including productivity levels and growth, financial perfor-
mance and profitability, investment in human and physical capital, as
well as in research and development and job generation. Contrary to the
performance effects of worker representation on corporate boards, the
existence of works councils seems to have clear-cut consequences for
firm performance: the presence of a works council has__ other things
being equal—a significantly positive influence on labour productivity
and a significantly negative influence on profitability. Moreover, works
councils do not have an influence on investment behaviour and/or on
innovations (neither product nor process innovations).

However, most of the empirical studies are unable to control for the
capital stock of the companies and are thus unable to rule out the pos-
sibility that it is capital intensity rather than the presence of a works
council that fosters better economic performance. Assuming that
financial resources that have recently been invested to replace used
capital goods are highly correlated with the capital stock, Frick and
M011er (2002) estimate different types of production functions
(Cobb-Douglas. Translog, and CES) with value-added as the dependent
variable. Apart from infoiniation on capital and workers employed.
the production function estimates include a wide range of variables
identified as (potential) determinants of firm performance. The study
uses information from the sixth and the eighth wave of the lAB-panel
for firms located in West Germany and from the third and

the fifth wave in East Germany (the data are for 1998 and 2000, with
the number of firms being around 2,000 in both years in each part of
the country).

The most important findings of that study can be summarized as
follows. The Translog specification is the most appropriate functional
form, suggesting that it is not only the amount of labour and capital
used that matters, but that their interaction is also of paramount
importance for the perfounance of firms. Moreover, controlling for a
number of firm characteristics, the presence of a works council has a
positive and statistically significant influence on economic performance.
The respective coefficients indicate that these effects are rather large and
that they differ significantly between industry and service sectors.
Together with the findings reported by Jirjahn and Klodt (1998, 1999)
and by Bellmann and Kohaut (1995a„ b. 1997, 1999), the estimates
suggest that the presence of a generally accepted 'voice-institution' may
foster the generation as well as the distribution of rents that would
otherwise not occur.

5.3. Corporate Governance and Labour
Management in a Codetermined Economy

5.3.1. The potential benefits of mandated works councils

Although the view of the firm as a 'nexus of contracts' (Jensen and
Meckling 1976) was a significant step towards a better understanding of
the terms of the relationships between its various participants, it is
certainly not enough to look only at the relationship between
shareholders and managers and to treat employment relationships as
a separate topic. The influence of investments in firm-specific human
capital on the performance of the firm implies that the nature of the
employment relationship is central to the institutional arrangements
which, in turn, constitute the governance system of the firm (Zingales
1998).

Two broad arguments have been directed against laws that mandate
worker participation. The first argument—based on political economy
considerations—has been advanced by Funibotn (1988: 178):

Efforts by governments to , .. reshape the firm have not led to particularly
desirable results. The approach taken has emphasized the 'political' aspect
of the firm and the importance of corporate governance while failing to give
much attention to broader economic issues and to the relation between the
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firm's total property-rights structure and its performance. By granting work-
ers major control rights without regard to their actual investment poSition in
the firm, state programmes have violated an important rule for ensuring
rational allocation, viz. the rule that those making decisions should bear the
full costs of the decisions they make. This defect, together with the costly
system used to apportion the firm's quasi-rents between workers and stock-
holders, means that the orthodox co-determined firm does not possess a
truly efficient organizational structure.

The second argument—a market-oriented case against legally mandated
codetermination—was given by Jensen and Meekling (1979: 474):

If codetermination is beneficial to both stockholders and labour, why do we
need laws which force firms to engage in it? Surely, they would do so vol-
untarily. The fact that stockholders must be forced by law to accept
codetermination is the best evidence we have that they are adversely
affected by it.
In contrast, there are plausible arguments that even though codeter-
mination may be able to provide gains to both workers and firms, it
could still be under-provided by the market.

First, as Freeman and Lazear (1995) have shown, neither employers
nor workers have incentives to voluntarily create councils with the
power to maximize 'social value', However, once created and vested
with the optimal amount of rights, councils can reduce economic inef-
ficiencies by moderating worker demands in tough times and by
assuring that firms use worker-provided information to benefit
labour as well as the firm. Moreover, councils can produce new solutions
to the problems facing the firm. This is more likely when both workers
and management have information that is unavailable to the other side.'
If. however, works councils increase the joint surplus of the
firm–worker relationship, why do they have to be mandated? The
answer given by Freeman and Lazear (1995: 29) is simple:
Institutions which give workers power in enterprises affect the distribution
as well as the amount of the joint surplus. The greater the power of works
councils, the greater will be workers' share of the economic rent. If councils
increase the rent going to the workers more than they increase total rent,
firms will oppose them. It is better to have a quarter slice of a 12-inch pie
than an eighth of a 16-inch pie.

Second, if workers invest in firm-specific skills, the firm's profits may
well rise and thus help boost wages. However, in a world of infor-
mational asymmetries, the firm may be unable to check on the extent
to which employees are making firm-specific investments.5

Moreover, workers may be reluctant to make such investments,
because it makes them vulnerable. After all, such an investment will
pay off only if workers can be assured of being with the same firm for
some time into the future; otherwise they would suffer serious economic
losses (i.e. in the case of a dismissal). Thus, if workers are protected by
institutional or contractual safeguards, then they become willing to
invest in the acquisition of firm-specific skills, and both parties can
benefit (Alduan 1984: Furubotn 1985, 1988).9 Therefore,
codeterinination is a type of governance structure that is capable of
dealing with maximizing agents having conflicting interests.1°

Given these seemingly incompatible positions, theory offers no
definitive guidance as to the likely effects of mandated works councils.
The beneficial as well as the detrimental effects of codetermination
must therefore be demonstrated empirically.11

5.3.2. The influence of works councils in
various policy areas12

5.3.2.1. Labour turnover
Using a representative sample of about 2,400 private sector firms in
Germany, Frick (1996, 1997a) finds that during the 2-year period
1985-7, firms on average had a turnover rate of 35 per cent. In firms with
a works council the respective share was only 26 per cent while in those
without a works council it was 38 per cent. The number of dismissals per
100 employees was 7.8 in firms with a works council and 14.6 in firms
without a council. The average number of voluntary quits was 10.4 in the
former and 15.7 in the latter. Since dismissals and quits are influenced by
the economic situation of the enterprise or by structural characteristics
of the sector to which a firm belongs, as well as the presence of a works
council, other possible determinants of dismissals and quits have to be
analysed simultaneously. Controlling for a large number of potential
determinants of firms' dismissal behaviour, it appears that firms with a
works council have a dismissal rate which is 2.9 percentage points
lower than in firms without a plant-level interest representation. Union
density, on the other hand. has no association with the dismissal rate. Of
equal importance is the finding that firms with a works council on
average have a quit rate which is 2.4 percentage points lower than
that in firms without plant-level interest representation. Once again,
union density is not statistically significant (for similar findings, see
Addison, Sdinabel, and Wagner 1998, 1999; Addison et al. 2000; Dilger
2002). The respective estimates show
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that works councils neither oppose dismissals in shrinking firms nor
inhibit hirings in growing firms. Under certain conditions, works
councils can, in firms with at least twenty employees, explicitly
oppose the recruitment of new employees. However, in practice, not even
this fact seems to have any influence on firms' hiring behaviour.

As has been pointed out by several critics, if the works council
unilaterally favours the interests of the incumbent workforce, the fol-
lowing events should occur. In shrinking firms with a works council,
the percentage of younger and/or qualified workers should be
disproportionately high among the leavers, if the works councils
actually favour those with long tenure and reduced opportunities on the
external labour market. This, in turn. would be detrimental to the firm's
economic performance. because in the long run it might be left with its
less productive workers, putting it at a competitive disadvantage
compared to otherwise identical firms without a works council. In
shrinking firms without a works council, the percentage of older
and/or less qualified workers should be disproportionately high
among the leavers, because of the firm's interest in retaining its most
productive employees. The respective estimates show that the presence
or absence of a works council does not have any influence on the
qualification structure of those who leave or stay in the case of inevitable
workforce reductions.

5.3.2.2. Wages, fringe benefits, and pay systems
In a series of papers, Bellmann and Kohaut (1995a, b, 1997, 1999) not
only isolate the factors influencing per capita wages. but also answer
the question as to why a sizeable minority of all German firms pay
wages in excess of those stipulated by collective agreements. In 1992,
about 72 per cent of all firms in West Germany had to obey collective
agreements. Of these, 57 per cent paid higher wages than necessary. The
wage gap (i.e. the difference between collectively agreed and effective
wages) in that year was 7.6 per cent (based on all firms) or 13.4 per
cent (based only on firms paying more than the going rate). In 1997,
the percentage of firms that had to obey collective agreements had
dropped to 59 per cent (West Germany) and was even lower in East
Germany (41 per cent).13 The wage gap had dropped to 5.5 per cent (all
firms) and 11.4 per cent (firms paying more than the going rate) in West
Germany. The respective figures for East German firms are 1.9 and 11.4
per cent (Meyer and Swieter 1997: Bellmann, Kohaut, and Schnabel
1998). Controlling for firm size. sector, the percentage of vacancies, the
percentage of female workers, and the

percentage of part-time employees, the presence of a works council
has, other things being equal, a negative impact on the wage gap.''`

With regard to the average wage (total wage bill divided by number
of employees), the findings are rather different, although the authors
use nearly the same control variables. Here, they find that the presence
of a works council has a significantly positive influence (separate
estimates for private sector firms in East and West Germany reveal quite
similar coefficients).15 These results are confirmed by Addison.
Schnabel, and Wagner (1998) and by Jirjahn and Klodt (1998, 1999).
They use one or more waves of the Hanover firm panel to isolate the
determinants of per-capita wages in manufacturing firms located in
Lower Saxony. Based on an unbalanced panel of 861 firms (n = 1.888.
1993-5) and estimating random effects models, the latter authors find
that firms with a works council pay significantly higher wages.'6

Using data from the fourth wave of the Hanover panel,' Hiibler
and Meyer (2000) analyse the determinants of wage differentials
between skilled and unskilled blue-collar workers. To measure wage
differentials within firms, the respondents were asked the following
question: 'Can vou tell us the approximate difference between the
highest effective hourly wage rate of a skilled blue-collar worker and
the lowest effective hourly wage rate of an unskilled blue-collar
worker in your establishment? Temporary workers should not be
taken into consideration'. Among the 617 firms (87 per cent) that
answered the question, the average wage differential is 38 per cent.
Controlling for a number of potential determinants of wage differentials.
they report that union density has no influence on the internal wage
structure. Given the institutional setting (especially the 'division of
labour between unions and works councils) this may be reasonable,
because union representation at the establishment level is rather weak.
Furthermore, the presence of a works council leads to a lower wage
differential. Finally, the study shows that coverage by collective
bargaining leads to a widening of the wage structure between skilled and
unskilled workers. This finding is the most surprising one and certainly

defies the demand for a more decentralized bargaining system.18

5.3.2.3. Working time arrangements and
'atypical' employment relationships
Dilger (2002) uses the sixth wave of the NITA-Panel'. a representative
longitudinal survey of over 1,300 engineering firms, to analyse the



140 Bernd Frick and Erik Lehmann

influence of works councils on working time arrangements. He
reports that the presence of a works council contributes significantly to
the firm's flexibility in deploying its workforce. The data used in this
study is novel insofar as it allows a distinction between firms that do
have a works council and those that do not. as well as a closer
characterization of the works council as viewed by the respective
firm's management. Dilger finds that only two out of five 'types" of
works councils are beneficial to the firm with regard to the introduc-
tion of flexible working time arrangements. While works councils that
are considered to be a 'tough' or a 'cooperative' partner seem to foster
such arrangements. this is not the case when they are 'antagonistic',
'disinterested', or when they are not involved by management in the
decision-making process. Thus, although works councils may be seen
as an institution that reduces the firm's 'external' flexibility (though the
empirical findings quoted above do not seem to support that
assumption), they apparently increase 'internal' flexibility by promoting
among their constituents the introduction of working time
arrangements that deviate from 'standard' working hours.

Dtill and Ellguth (1999) distinguish between two different forms of
'atypical' employment relationships: fixed-term contracts and
'marginal' jobs. The holders of these latter jobs earn less than the minimum
amount that creates the legal obligation to pay contributions to social
security. Using a pooled data set with information from more than
4,000 firms in East and West Germany covering the period 1996-8,
they find that in West Germany only 10 per cent of all firms have
fixed-term employees (these people make up 3 per cent of the firms'
workforces) while in East Germany 14 per cent of all firms have
fixed-term employees. Controlling for a number of other possible
deternimants, the authors find that the presence of a works council
has a significantly positive influence on the percentage of fixed-term
employees in East and West German firms. The estimates suggest that
works councils try to protect insiders by accepting new employees
only if these recently hired people cannot be used by management to
threaten the incumbent workforce in the sense that the latter must fear
expropriation of their quasi-rents. that IS, iri the case of a dismissal.

Looking at the prevalence of 'marginal' jobs, a different picture
emerges: among the West German firms with a works council, 45
per cent have marginal employees while in firms without a works
council the respective share is 65 per cent (in the former firms. 5
per cent of all employees are in marginal jobs., while in the latter it is
22 per cent). In East German firms the differences are less
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pronounced, but still significant: 30 per cent of the firms with a works
council and 35 per cent of those without such plant-level interest repre-
sentation have marginal employees; the respective shares are 2 per cent
in the former and 7 per cent in the latter firms. Even after controlling for
other factors, it appears that the presence of a works council has a negative
and statistically significant influence on the percentage of marginal
employees (for similar findings, see Boockmann and Hagen 2001).

5.3.2.4. High performance work systems
Empirical evidence on high performance work systems in Germany is
still very rare. One study that analyses the relationship between works
councils and high performance work practices on the one hand and their
both separate and joint influence on firm performance on the other
hand is Frick (2002). This study finds that it is not the presence of a
works council per se that influences the adoption of high performance
work practices19 but its 'level of activities' (measured by the number
of firm-level agreements concluded during the last 3 years) and the
'type' of the works council as viewed by the management of the firm.
Frick reports that, in firms with an 'antagonistic' works council, the
number of high performance work practices is higher than in
otherwise similar firms that have either a 'disinterested' or even an
'excluded' works council. Surprisingly, firms that do not have a works
council adopted a larger number of high performance work practices
than those with such representation.

Looking at the performance effects of such practices, it becomes
apparent why works councils are often rather sceptical as to their con-
sequences for employees: other things being equal, the adoption of
the above-mentioned practices increases expected, as well as actually
realized, firm performance (measured by changes in product
demand, in sales, and in profitability), but at the same time it reduces the
demand for labour. This means that firms do indeed benefit from such
practices—but at the expense of workers.

5.3.2.5. 'Disadvantaged' employees
According to the now amended German Handicapped Act of 1974,
public and private employers with more than twenty jobs must have 5
per cent of severely disabled people among their staff. Otherwise they
have to pay a monthly compensation of about 200 DM for each quota
position they have failed to fill with a severely disabled person. One task
of the works councils is to observe whether their employer fulfils his
legal duties. According to both the Handicapped Act and
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the Works Constitution Act, the workers' representatives are obliged
to foster the integration of older and /or disabled employees. On the
one hand, they have far-reaching consultation rights in the case of
dismissals. According to Sections 15-22 of the Handicapped Act, public
and private employees not only have to apply to a special Government
office for permission to dismiss a severely disabled person, but they also
have to consult the works council prior to the application. On the other
hand, works councils should closely cooperate with the employer and the
local labour office to foster the recruitment of disabled people. If the
employer, nevertheless, decides to dismiss a disabled employee, the
works council is obliged to participate in the respective public hearing.

There is broad empirical evidence that firms with a works council
have a significantly higher percentage of disabled employees than
firms where no such worker representation exists (Sadowski and
Frick 1990, 1992; Frick 1992, 1994; Frick and Sadowski 1995). Given the
above-mentioned legal restraints, it is surprising that the risk of
dismissal for a severely disabled person is not very much less than
that for a non-disabled employee. Approximately 80 per cent of
employment relationships are terminated and only 20 per cent are
continued when the procedures stipulated by the Handicapped Act
are followed. Moreover, nullification contracts based on the mutual
consent of the parties often serve as functional equivalents to dis-
missals. An employer's application is usually followed by a formal
procedure, m which the employer, the employee, a representative of the
local labour office, a member of the works council, and a spokesperson
for the disabled person present their respective points of view.
Following the oral presentation and after an appreciation of the par-
ties' written statements, the public authority decides whether a con-
tinuation of the specific employment relationship is possible. The
attitude of the works council can be interpreted as an 'early signal'
to the employer of how the employees view the dismissal decision.
No reaction at all or explicit approval may indicate that the employees
do not view the dismissal decision as an offence against their 'reciprocity
expectations'. The expression of misgivings or even a formal contradiction,
however, may mean that the employees interpret the dismissal decision
as a 'violation of legitimate norms'.

Overall, the works councils are usually supportive of the
employer's point of view. In more than 70 per cent of all applications the
works council either explicitly approves the employer 's decision or
keeps silent. In only 13 per cent the works councils express their

misgivings (i.e. they consider the dismissal as socially unacceptable or

criticize that no social compensation plan has yet been designed), and
in 16 per cent they lodge a formal contradiction (arguing that the
employer's arguments are not valid, that other employment
opportunities within the firm exist, etc.).' The seemingly high degree
of consensus between employers and works councils is at least to
some degree a statistical artefact, because in more than 55 per cent of
all cases the employees themselves have no objections against the
dismissal either. If these cases are excluded, the percentage of
applications for dismissal in which the works councils lodged objections
increases from 29 per cent to more than 41 per cent. If the application is
based on operational reasons—such as plant closing, lack of demand,
technical reorganization _________________ the percentage of objec-
tions is 49 per cent. In the case of personal misconduct of the
employee (such as unsatisfactory performance, unjustified absence
from work, violation of safety regulations), the respective share is 39
per cent only.

As reported in Frick and Sadowski (1995) the attitude of the works
council is one of the most important factors influencing the outcome
of the procedure. In cases where the works council supports the
employer's point of view, either by explicit approval or by silence, the
percentage of continued employment relationships is significantly
lower (15 and 37 per cent) than in those cases where the works council
either expresses its misgivings or formally contradicts the employer's
arguments (27 and 48 per cent, respectively). The main reason for the
considerable difference between operational and personal reasons (22 as
opposed to 41 per cent) is that in the former case the discretion of the
Government office is usually severely restricted.21

Thus, works councils do make an unambiguous difference in
favour of the employment of disabled people. Although usually sup-
portive of the employer's position, works councils above all tend to
support those people who became disabled while working for their
current employer. The works council's position significantly increases a
disabled person's chance of reinstatement. Moreover, works councils
considerably reduce the recruitment of disabled outsiders, particularly
in large firms.22 Here, works councils fall strikingly short of their
legal and public policy task to foster the employment of disadvantaged
groups of workers. Apparently, the associated costs of
'norm-violation' are rather low compared to the importance of 'solid-
arity' with health-impaired insiders.
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5.4. Summary and Future Prospects

Our analysis suggests that the German system of corporate govern-
ance not only differs from the ones that prevail in the Anglo-Saxon world
by its predominance of banks and insurance companies as large
shareholders, but also due to the existence of legally mandated works
councils and worker representation on company boards. While the
enactment of the KonTraG reduces the power of banks and insurance
companies, they remain dominant and powerful shareholders.
Moreover, the enactment of the amended Works Constitution Act will
certainly increase the powers of works councils in small and medium
enterprises. These recent changes in the institutional environment
dearly affect the distribution of property rights and will therefore
change the relationships between the stakeholders. Since these
changes affect a number of institutions, which are embedded in a
highly complex framework, it is far from dear who is going to benefit
at the expense of whom.

International capital markets exert increasing pressures on German
corporate law. Recently, a commission established by the Federal
Government, and chaired by Theodor Baums, published its assess-
ment of the German corporate governance system.23 The final report
contains around 150 different proposals aimed at maintaining a
framework that is attractive for companies and investors alike. Many
of the proposals have the goal of improving the performance of
supervisory boards and of establishing transparency standards which
will not only increase management responsibilities but also provide
additional information for stockholders.

These recommendations will not be enshrined in law. The only
requirement publicly traded companies will have to fulfil is either to
state in their annual reports that they are observing the code or to
explain why they do not follow the recommendations. The underlying
assumption is that the capital market will value both types of behaviour.
Whether this is 'wishful thinking' or not remains to be seen. Finally, the
code does not contain any recommendations regarding the market for
corporate control—the most effective instrument to discipline managers.
This problem, however, is not a 'typical' German one and thus is not
independent from what other countries in the European Union are doing,
As in the prisoner's dilemma, no country in continental Europe has an
incentive to be the first to reduce the barriers to (hostile) takeovers by
foreign companies or investors, given the predictable consequences for
the behaviour of utility-maximizing managers.

NOTES

1. Referring specifically to profit-oriented firms in the legal form of corpora-
tions. Schmidt (1997! 4) defines the term 'corporate governance' as 'the
totality of institutional and organizational mechanisms, and the cor-
responding decision-making, intervention, and control rights, which
serve to resolve conflicts of interest between the various groups which have
a stake in a firm and which, either in isolation or in their interaction,
determine how important decisions are taken in a firm, and ultimately
also determine which decisions are taken', The most important factors
and mechanisms to be looked at are the law, the structure of the financial
sector, the situation on input and output markets, and the distribution of
information, abilities, and other resources or power bases.

2. For a general overview, see Beyer (1996), Sabel (1996), Jiirgens, Naumann,
and Rupp (2000), and Windolf (1994); for a selective survey of the litera-
ture see Grieger (2001).

3. See also Thonet and Poensgen (1989) who find significantly lower returns
on equity for owner-controlled than for manager-controlled quoted stock
corporations. However, since information on ownership structures was
available only for about 90 of the 300 firms in their sample. their estimates
are questionable.

4. The European Union has forced the German government to withdraw its
voting restrictions from Volkswagen which are still based on the
Volkswagen Privatization Act of 1960. There is an upper limit to the frac-
tion of total voting stock a bank can represent at the annual meeting,
including proxy votes from small shareholders. To avoid an unfriendly
takeover. Ferdinand Piech. the CEO of Volkswagen, has recently tried to
build an affiance with other firms through cross-holding activities.

5. Some other studies use samples of listed AGs where the firms are first
classified as either being influenced by banks or not. Perlitz and Seger (1994)
find that the profitability of firms subject to bank influence was lower than
the profitability of the firms in their comparison group. However, their
results have been criticized for a number of reasons (see Lindner-Lehmann
and Neuberger 1995). A similar approach has been taken by Chirinko and
Elston (1996). Using dichotomous variables indicating the extent of
blockholding, they analyse data on 300 stock corporations over the period
1965-90. Due to incomplete information on ownership structures, they
cannot take full advantage of the panel characteristics of their data.
Moreover, like Perlitz and Seger (1994), they also cannot distinguish
between the different channels of bank influence (like equity ownership,
proxy votes, supervisory board membership, and loans).

6. For an overview of recent studies see Addison, Schnabel, and Wagner
(1999, 2001). Studies published prior to 1997 are summarized by Frick
(1997a, b).
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7. For a further elaboration of this and similar arguments pertaining to the
production and sharing of information, see Di'ger (2002).

8. This 'network of specific investments which cannot be replicated by the
market' (Zingales 1998: 498) constitutes the economic core of a firm. This
is certainly different from a 'nexus of contracts' as described by Jensen
and Meckling (1976). Sadowski, Junkes, and Luidenthal (2001) therefore
argue that. in distributional conflicts about contractually unprotected
rents. it is naive to expect an efficient voluntary agreement about the
firm's constitution. Quoting Shleifer and Vishay (1997), they go on to
argue that economic theory usually admits that a certain legal protection
is necessary for outside investors while no such protection is granted to
inside investors (see also Hart 1995).

9. For a detailed evaluation of the arguments presented in the discussion,
see Dilger. Frick. and Speckbacher (1999) and Frick, Speckbacher. and
Weniges (1999).

10. For further arguments in favour of mandating codetermination, see
Levine (1989, 1991. 1992, 1993. 1995) and Levine and Tyson (1990).

11.Concentrating on firm performance in the sense of output, profits, value
added. etc. leads to a rather conservative estimate of the influence of
works councils, because investments in intangible assets, such as 'organ-
izational capital', are not taken into account.

12.For an empirical analysis of the influence of works councils on initial
training see Sadowski. Backes-Geilner, and Frick (1995) and Backes-
Gellner. Frick. and Sadowski (1997). For a similar analysis of further
training, see Gerlach and jinahn (2001).

13.Using the JAB firm panel and the Hanover panel respectively, Kohaut
and Bellmann (1997), Schnabel and Wagner (1996), and Bellmann,
Kohaut. and Schnabel (1999) try to identify the determinants of firms'
membership in an employer association. This membership, in turn,
obliges the firm to apply the conditions stipulated by the collective
agreements concluded by their association. Moreover. Gerlach.
Lehmann, and Meyer (1998) study the reasons why firms give up mem-
bership in an employers' association. In this case, the terms of all collec-
tive agreements concluded after the firm has departed have to be
applied for two further years and only thereafter is the firm free to set
pay scales as it-and its employees-wish. Meyer (1995a) shows that
firms belonging to an employers' association do not pay higher wages
than those which had recently left or had never been a member.

14.The data for these results is the first wave of the 1AB firm panel in 1993.
The number of firms is 4.300. Using a rather small and non-representative
sample of 168 manufacturing firms, Meyer (1995b) reports similar
findings.

15. Comparing the estimates for public and private sector firms, it appears
that firm characteristics, such as size, personnel structure, technical

equipment, are rather weak predictors of per-capita wages in the private
sector (Bellmann and Kohaut 1997. 1999).

16.In a second estimate based on a smaller sample of firms (11 =604 instead of
n = 861) Jinahn and Klodt (1998, 1999) also show that product market
competition tends to reduce wages while membership in an employers'
association (with the resulting obligation to pay wage rates that
employers and union have agreed upon) does not influence per-capita
wages.

17.This took place in 1997 with 711 participating firms.
18.A number of studies look at the (possible) determinants of pay systems

(Carstensen. Gerlach, and Htibler 1995a. b; Heywood, Htibler, and
jirfahn 1998: Jirjahn 1998). Although pay systems are likely to influence
pay levels (Lazear 2000), these studies will not be discussed here.
Moreover, Schnabel and Wagner (1999) as well as Bellmann and Frick
(1999) and Frick (2000) not only isolate the deteiminants of the existence

of a firm-operated pension plan, but also look at the factors influencing
the adoption of a 'cafeteria system' (a 'bundle' of benefits out of which
utility-maximizing employees can choose up to a certain cash equivalent).

19.High performance work systems are defined as the reduction in hier-
archy levels, the delegation of decision-making, the introduction of team
work, the introduction of profit-centres, and the adoption of flexible
working time arrangements.

20.In the case of all employees the latter two percentage shares are 6 and 8
per cent, respectively. This shows that works councils are more in oppo-
sition to the dismissal of severely disabled employees (HOland 1985: 98).

21.In cases where no works council exists, the percentage shares of contin-
ued employment relationships are very similar to the ones that occur if
the interest representation supports the employer's decision (Sadowski
and Frick 1992: 127-135).

22.The empirical evidence is documented in detail in Frick and Sadowski
(1995: 62-65).

23.The report is available at vyww.otto-sc.h.midt.de/corporate-
governance.htrn.
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Corporate Governance and Labour
Management in the Netherlands:
Getting the Best of Both Worlds?

ERIK POUTSMA AND GEERT BRAAM

6.1. Introduction

The Dutch system of corporate governance is an interesting combination
of the Anglo-Saxon market–outsider system and the German
relational–insider system. On the one hand, there is emphasis on the
importance of shareholder value. The firm has to act in the interest of
the shareholders. and this implies a focus on short-term financial per-
formance, flexible work, and performance-related labour manage-
ment. On the other hand, low labour mobility and long job tenure, a
well-established system of collective agreements, and strong protections
against dismissal indicate that the firm also has to take account of the
interests of other parties such as labour. Various phenomena, however,
suggest that the degree and locus of power and decision-making is
changing within this hybrid Dutch system. For instance, the works
council in the major steel producer in the Netherlands has recently
experienced a decline in influence on labour matters due to the change
in corporate control arising from a merger with an English steel producer.
Traditional systems of governance are being destabilized and new
arrangements are emerging (Van Kersbergen and Van Waarden 2001:
10). The 'shifts in governance' suggest that a 'western wind' is blowing,
that is, that an 'Anglo-Saxonizafion' of corporate governance and
labour management is taking place. In this chapter we attempt to
assess the extent and importance of these changes in the Netherlands.

Section 6.2 describes the framework of the research and the historical
background and business structure of the Netherlands. Section 6.3 outlines
the changes in financial structure and corporate governance
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that are taking place in the Netherlands and shows how labour man-
agement changes are linked to these shifts. In Section 6.4 we assess the
proposition that 'Anglo-Saxonization. of corporate governance is affect-
ing labour management in the Netherlands. Section 6.5 concludes.

6.2. The Dutch Context

6.2,1. 'Varieties of capitalism'
Firms seek to coordinate aspects of their internal and external environ-
ments, and successful coordination of these appears to be a pre-
requisite of business success. Following Hall and Soskice (2001b), we
believe that different varieties of capitalism solve these coordination
problems in different ways. To compare national political economies,
Hall and Soskice specified five spheres of coordination. These are cor-
porate governance, inter-firm relations, industrial relations, voca-
tional training and education, and employee relations. Corporate
governance concerns the relationships with shareholders, banks, and
other financial institutions. Within this context we define corporate
governance models as institutional arrangements that are designed to
control the relationships between stakeholders and which affect the
actions of the different stakeholders (see Gelauff and den Broeder
1996: Goodijk 2001). Inter-firm relations refer to the relationships with
other firms, suppliers, and clients to secure stable demand. supply,
and access to technology. Industrial relations is where firms face the
problem of bargaining over wages and related costs with representat-
ive bodies, possibly in coordination with other employers. Vocational
training is about how firms secure a workforce with suitable
skills. Employee relations is about ensuring that employees have the
requisite competencies and ensuring that employees cooperate with
management and each other so as to advance the objectives of the
firm.

Based on the ways in which firms resolve these coordination issues,
Hall and Soskice (2001b: 8) drew a core distinction between two types of
political economies: liberal market economies (LME) and coordinated
market economies (CME). Drawing on this perspective, three main
questions for this contribution can be formulated. One, to what extent
can the Netherlands be described as either a CME or an LME, or does
it occupy a position between the two? Two, have there been any recent
changes in these five spheres of coordination that would
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shift the position of the Netherlands in relation to this distinction?
Three, are changes in the sphere of corporate governance clearly
linked to changes m industrial relations, vocational training and edu-
cation, and employee relations? Prior to addressing these questions,
we first describe the historical background and business structure of the
Netherlands.

6.2.2. Historical background: the corporatist tradition
The Netherlands is often seen as good example of a corporatist economy,
with the extent of corporatist institutions only slightly less developed
than in the Scandinavian countries and Austria. The Dutch economy is
still regarded as one of the most coordinated economies in the western
world (Soskice 1999; Slomp 2001). The Dutch system emphasizes
concertation, cooperation, and consent in the interactions between
economic and political actors. Based on the dominant view since the
Second World War that labour and capital should develop harmonious
relationships at sector level, a variety of issues have been delegated to
institutions and business, such as stock market regulation, regulation
of wages and working conditions, pensions and social security, and
collective dismissals. Self-regulation mechanisms provided sufficient
flexibility to facilitate adjustments in response to new challenges. For
decades this set of institutional arrangements made for good
economic performance and became known as the 'Polder Model' or the
'Dutch Miracle' (Visser and Hemerijck 1997; Delsen 2002).

The consequence of this 'path-dependent' history is that there are
institutional complementarities between finance and corporate gov-
ernance, industrial relations, vocational training, and employee relations
of the typical type associated with CIVIEs. In the CME of the Netherlands,
access to finance is not entirely dependent on publicly available financial
data or current returns. Dense networks, cross-shareholdings, and
securities regulation have been developed to ensure that access is
provided and that relationships are stable over the long term. In this
'relational-insider model, we expect to find company financial
structures where there is more emphasis on internal funding and debt
financing than in outsider economies. Equity funding is less developed.
The focus on the longer-term and the relative lack of emphasis on equity
finance suggest that labour management will be more loosely coupled
to shareholder interests than in market-outsider countries.
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The principle of concertation has influenced industrial relations

and their outcomes. Collective labour agreements are still the main
vehicle establishing the terms of employment. Despite an expressed
intention to deregulate and decentralize, the government still sup-
ports this centralized instrument by Maintaining the extension prin-
ciple, that is, that collective labour agreements cover an entire sector or
category of personnel, whether they are union members or not. At
sector level various institutions that are jointly controlled by trade
unions and employers' federations have been established. Examples
include pension funds, training institutes, and institutes to promote
health care and good working conditions. Labour management by
firms is therefore constrained by institutionalized employee influence.
The institutional cooperation between management and labour
facilitates employment security and human capital development.
Managements pursue business strategies that depend on workers with
firm/industry-specific skills and high levels of commitment. These are
secured by offering workers long-term employment, industry-based
wages, and protective works councils. Vocational training schemes,
supported by an industrial relations system that discourages poaching,
provide high levels of industry-specific skills. Later in the chapter we
will discuss recent changes to this pattern of institutional comple-
mentarities. Before doing so, we highlight important features of business
structure in the Netherlands.

6.2.3. Business structure in the Netherlands
Compared with other countries in Europe, the Netherlands belongs to
the smaller coordinated market economies. It has a pronounced
dualist business structure, with a very small number of large companies
accounting for about /PI per cent of employment in private business, and
a large number of small and medium-sized businesses that on average
are a bit larger in size than in the other small economies like Denmark
and Austria.

Although the Netherlands has a long history of companies with
publicly traded shares, the number of companies listed on the stock
exchange is fairly small (see Table 6.1). However, several major multi-
nationals such as Shell. Unilever, and Philips are listed on it, and they
dominate the listed sector in the Netherlands. The largest company
quoted on the Euronext Amsterdam (Shell) accounts for 22 per cent of
total market capitalization. The combined market capitalization of
the five biggest companies together is 55 per cent of the total market.
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Table 6.1. Companies listed on Euronext. Amsterdam, by sector, 2001

Sector Number % of market
(by capitalization)

Finance 12 28.26

oil 22.73
Trade 23 7.63

Electronics (for industry) 58 15.97
Electronics (hardware) 15 9.36
Information, telecommunications, and media 42 12.91

Services and transport 20 3.14

Total 172 100.00

Source: Euronext Amsterdam (2001).

The value of the twenty-five largest companies is more than 90 per cent
of total market capitalization. A second characteristic of the Dutch stock
exchange is the important position of financial institutions. Together
they account for nearly 30 per cent of the stock market by value.

The structure of the Dutch economy has two important implica-
tions for our analysis and interpretation of the linkages between
finance providers, governance, and labour. First, the vast majority of
companies are small private family companies where the debate on
corporate governance and the role of labour is not anything like as
relevant as in publicly held, listed companies. Labour management in
these small and medium-sized companies is largely dependent on
sector institutional arrangements, such as collective agreements and
vocational training systems. This limits the opportunities for firms to
pursue labour strategies and practices that are typically associated
with shareholder value.

Second, the dominance of multinational enterprises on the stock
exchange has a substantial impact on corporate governance and
labour management. These Anglo-Saxon-oriented multinationals
shift the locus of decision-making to higher levels than that of
national company level. Parent company policies in substantive areas
such as pay, employee involvement, and training are transmitted to
subsidiaries through explicit, formal, routinized systems that also
permit highly standardized dissemination (Veersma 1995; Ferner
2000). As a consequence, labour management tends to develop
towards an LME type of management. This may diminish the import-
ance of local coalitions between management and labour and may
conflict with other institutions. Starting with this context, we now
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link shifts in finance, ownership structure, and corporate governance
with changes in labour management.

6.3. Ownership Structure, Corporate Governance,
and Labour Management

6.3.1. Ownership structure

Corporate governance analysis typically distinguishes between
'equity' and 'credit' countries. In the 'equity' countries, ownership is
seen to be the primary source of control rights, and shareholders are
considered to be the owners of the firm. Consequently, the firm has to act
primarily in the interest of the shareholders. The emphasis on
'shareholder value' in these economies embodies a narrow financial
conception of the firm. In the 'credit' countries, by contrast, a social
institutional conception is dominant. The firm is seen as an independent
legal entity with a social presence and purpose. According to this
conception of the firm, companies have to take account of all interested
parties, including labour and other financial institutions besides
shareholders.

The differences between the two approaches are important for the
system of corporate governance. For instance, in the 'equity' coun-
tries equity ownership is dispersed. The shareholders have limited
access to internal information. Usually, no single investor has majority
or effective control of a firm. This is said to give rise to a governance
problem in that owners face high costs in preventing
management opportunism and self-enrichment, while the benefits of
intervention are public goods. To counter this, in market-outsider
systems there will be pressure for full information disclosure and pro-
tection of minority investors. In the 'credit' countries financial insti-
tutions and institutional investors hold larger blocks of shares. These
large shareholders are better organized than private shareholders, We
expect, therefore, that they will exert pressure privately to gain control
and to obtain more detailed information than is generally available to
the public or minority shareholders. As a consequence. the differences
in ownership structure have important consequences for the different
interpretations given to corporate governance. Furthermore, the legal
system appears to be strongly associated with ownership structure and
practices. 'Equity' countries like the United Kingdom have a legal
system that relies upon a limited amount of
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Table 6.2. International comparison of equity markets and governance systems

UK The Netherlands Germany France

Equity market (size indicators)
Listed domestic firms 2,399 214 741 784
Market capitalization of
listed domestic firms (euros)

897 227 414 370

Domestic listed firms/
million people (1999)

45.2 14.7 9.0 13.4

Ratio of debt to debt plus
equity (1994)

0.20 0.26 0.34 0.30

Voting power concentration

Largest voting block (median) 9.9 18.2 52.1 20.0

Largest voting block (mean) 14.4 26.9 49.1 29.4

Source: Alexander and Nobes (2001); Gugler (2001).

statute law. In such a 'common law' system, the court interprets the
law and builds up an extensive system of case law to supplement the
statutes. Countries like Germany and France have a system of law that
is based on Roman law.

Where should the Netherlands be located in relation to this two-system
model? Some characteristics shown in Table 6.2 suggest that it is
reasonable to place the country with the United Kingdom in the 'share-
holder' group. However, the Dutch legal system conforms more to the
codified system of law. With respect to the concentration of voting
power. the Netherlands occupies a middle position, so the country can
be characterized as an interesting mix between the liberal capital market
system (the Anglo-Saxon model) and the coordinated or statist systems
(the German and French models). Other characteristics that place the
Netherlands in a middle position between liberal and coordinated market
economies are the important role of large financial institutions in
corporate ownership, the widespread use of takeover defences, limits
on shareholder influence, and the increasing use of employee financial
participation. It is clear, then. that the Dutch system incorporates elements
of both the Germanic and Anglo-Saxon systems.

6.3.2. Large shareholders (financial institutions)
and takeover defences

In the Netherlands, financial institutions are the dominant group of
shareholders. They can have various relationships with companies.
On the one hand, they provide loan capital to firms. This has a direct
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disciplinary effect on managers given that managers seek to avoid
postponement of debt servicing payment or liquidation. These discip-
linary effects are thought to have a positive effect on the firm's per-
formance (McConnell and Servaes 1995). On the other hand, they can
also conspire with a firm's management to realize their specific interests
given that as large shareholders, they have considerable voting power. In
the Netherlands, financial institutions such as insurance companies,
mutual funds, and pension funds, typically have fairly dispersed
ownership of companies (between 5 and 20 per cent). They may
participate in the board of directors and the supervisory board. Moreover,
financial institutions also provide other financial and advisory services to
companies. Because of this diversity of relationships, financial
institutions have the motivation and opportunity to control and
discipline companies. Recent research into the influence of financial
institutions on corporate performance has found a negative relationship
between the two, suggesting that financial institutions 'conspire' with
management (De Jong et al. 2001b). The current system of governance
favours financial institutions over other shareholders.

Takeover defences are aimed at preventing hostile purchases. Table 6.3
suggests that Dutch companies make a great deal of use of takeover

Table 6.3. Use of takeover defences by non-financial companies on

Euronext Amsterdam

Takeover defence Explanation % of companies

using it

Priority shares Holders have specific 45

rights such as to make
binding nominations to
the supervisory board

Preference shares Holders have preferential 56
rights over ordinary
shareholders in takeovers
or liquidation

Share certifications A company-associated
foundation owns the shares
and issues certificates
Holders of certificates receive
dividends but the foundation
holds the voting rights

Two-tier board Supervisory board has to 65
approve important resolutions
of the management board

Source: Comnussie Corporate Governance (1997).
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defences such as priority shares, preference shares, and share certifications
(Voogd 1989; Van der Hoeven 1995; Van Kampen and Van de Kraats
1995; Kabir. Cantrijn, and Jeunink 1997: De Jong 2001b). Research
shows that in the Netherlands the negative use of takeover defences is
correlated with a firm's performance (Kabir, Cantrijn, and Jeunink 1997;
Van der Goot and Roosenboom 2001). The combination of large
shareholders and the use of takeover defences is negatively correlated
with an Increase in shareholder value, suggesting that limiting the control
exercised by minority shareholders has a negative influence on company
performance (De Jong et al. 2001).
6.3.3. The supervisory board: the current debate over the
management of large corporations
In 1972, the Structuurwet (Two-Tier Act) made a two-tier board struc-
ture compulsory for large companies in the Netherlands. Under this
regime, which reflects corporatist influences on the development of
institutions and regulation, the institutions of governance m large
companies are fixed by statute. These institutions comprise a board of
directors (executives only), a board of supervisory directors, the
shareholders' meeting, and the works council. Large companies are
defined as legal entities that have issued capital plus reserves of at
least €.27 million, a works council by virtue of other statutory obligations,
and at least 100 employees in the Netherlands. The thinking behind this
legislation was that dispersed shareholders cannot fully supervise large
companies via the shareholders meeting.

The supervisory boards were accorded important powers by the
Two-Tier Act. One, they have to approve major resolutions of the
board of directors, such as those concerning large investments or
divestments, important strategic decisions, dismissal of a substantial
number of employees, or far-reaching changes m their working con-
ditions. Two, the board of supervisory directors is charged with the
appointment and dismissal of the board of directors. Three, the board
of supervisory directors has to accept the annual accounts and
approve the dividend to be paid to the shareholders. In taking these
decisions, the board of supervisory directors is required to act inde-
pendently of the executive board of directors. In line with the consensual
and corporatist tradition of the Netherlands, the supervisory board is
required to consider the interests of all stakeholders, including
shareholders, management, and employees. To date, there has not been a
strong set of sanctions to enforce this approach. Recently, however,
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the appointment of a Commission for Corporate Governance
(Commissie Corporate Governance (or Conmnssie Tabaksblad)) puts
the requirements of the Act on a stronger footing,

It is dear that shareholders are kept at a distance from management
decision-making in this two-tier system. Once a year, at the general
meeting of shareholders, the shareholders have the power to approve
the annual accounts, but the board of supervisory directors adopts
this important document in advance. Shareholders are permitted
only to approve or reject resolutions: they cannot file amendments to
them. Furthermore, they cannot directly determine the appointment
of the members of the executive board of directors.

Listing on the Amsterdam Stock Exchange does not automatically
mean that companies are subject to the two-tier regime. It is estimated
that about two-thirds of listed companies apply two-tier arrangements.
Companies listed on the Amsterdam Stock Exchange will usually meet
most of the conditions for the two-tier regime. However, if more than half
of the total employees of a company work abroad, though the corporation
is based in the Netherlands, the two-tier scheme does not apply. For
example. Philips, a company that has approximately 80 per cent of its
employees working abroad and whose 'holding' is based in Amsterdam,
is not subject to the two-tier regime. The same applies to large
multinational corporations that were originally Dutch, such as
Heineken and Akzo Nobel. In these multinationals only the operating
companies carrying out activities in the Netherlands fall under the
two-tier regime. Yet, in these circumstances the applicable regime is a
weakened version. Remarkably, a number of companies that meet the
criterion of `foreign-ness' still apply the two-tier regime voluntarily.
The reasons for voluntary use include a concern to maintain Dutch
characteristics, employee objections to abolition of two-tier
arrangements, and protection against hostile takeovers. It is estimated
that about 15 per cent of companies with a two-tier board do so
voluntarily (Van het Kaar 1995).

The board of supervisory directors appoints its members itself, by
means of co-option. However, the general meeting of shareholders and
the works council both have the right to nominate candidates for
appointment, and these two bodies also have the right to object to
proposed appointments. A supervisory director is appointed for 4
years and can be reappointed up to his or her 72nd birthday. Members
of the supervisory boards of large corporations appear to be members of
an 'old boys' network', and this system is subject to increasing
criticism.
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In June 1997, the Peters Committee (the Corporate Governance
Committee), established by the Amsterdam Stock Exchange authorities,
made some forty recommendations to improve corporate governance in
large companies. With respect to the two-tier system, the Peters
Committee noted a number of shortcomings such as a lack of
transparency with regard to the functioning and the composition of
the board of supervisory directors. The Peters Committee was a 'private'
committee that aimed to bring about voluntary changes in corporate
governance. However, De Jong et al. (2001a) noted no significant
changes in the regimes of large corporations since the publication of the
report.

It is against this background that the Dutch government asked the
Social and Economic Council (SER) in March 2000 for advice on this
issue. Should the current two-tier system be maintained, reformed, or
completely abolished? The Social and Economic Council's view was
that the two-her system serves a useful purpose and should in
essence be maintained. However, several reforms were necessary,
especially relating to the transparency of management, and the
accountability and integrity of members of the board of supervisory
directors. Most criticism was focused on the co-option system of
appointment. In the new arrangements proposed by the SER, the final say
on appointments to the board of supervisory directors should be in the
hands of the general meeting of shareholders. However, the SER did
not simply shift the power of appointment from the board to the general
meeting of shareholders. The intention is that the board of supervisory
directors makes a binding nomination to the general meeting of
shareholders for the appointment or reappointment of its members. The
nomination will be binding to the extent that only a two-thirds
majority of the votes of the shareholders present (representing at least
one-third of the total shareholders' capital) can overturn nominations
to the board of supervisory directors. Furthermore, no more than
one-third of the number of seats on the board of supervisory directors
can be held by persons nominated by the works council. These two
changes form the core of the new appointments procedure. In this way,
both capital and labour appear to influence the composition of the
supervisory board.

However, it is a moot question as to whether shareholders have got,
or will be getting, sufficient influence as a result of the Social and
Economic Council's proposal. Although formally given the right of
appointment, some believe that the requirement to achieve
two-thirds of the votes to overturn a nomination gives the shareholders
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less influence than is desirable. Moreover, it is also questionable
whether those works councils that currently do not make much use of
their right of nomination would be able to submit sufficiently sub-
stantial and suitable candidates for appointment to the board of super-
visory directors in the new system. Although the government decided
in 2001 that the changes proposed by the SER have to be incorporated
into law, at the time of writing no law has yet been passed.

To improve the effectiveness of corporate governance, a new
Corporate Governance Committee, known as Commissie Tabaksblad,
was established in March 2003. Although the Netherlands had
acquired a code of practice on corporate governance as a result of the
Peters Committee, it had become clear that certain aspects of the code
were no longer strictly observed, mainly because compliance had
never been consistently or systematically enforced. Commissie
Tabaksblad revised the corporate governance code of conduct in July
2003 drawing on the Peters recommendations and perceived best
practice. The new code focuses on the bodies responsible for
decision-making and supervision as well as procedures for
information disclosure and corporate reporting. For instance, the code
requires that the management board declare in the annual report that
internal risk management and control systems are adequate and
effective. An internal audit committee has to supervise risk
management and disclosure of information. An independent
supervisory board is required to supervise the management board
and the general affairs and activities of the company. Management
board decisions that are so far-reaching that they affect the core identity
of the company now require the approval of the general meeting of
shareholders.

The new code will be placed on a legal footing in January 2004
based on the now common 'comply or explain' principle. Companies will
be required to report on their corporate governance policy in a chapter of
the annual report. Non-compliance has to be explained in a dear and
comprehensible fashion. The shareholders' Meeting is required to
approve corporate governance policy. In doing so it is assisted by the
Netherlands Authority for Financial Markets, which verifies that a
corporate governance chapter and a compliance statement have been
produced and that they are consistent with each other.

6.3.4. The influence of works councils
Information and consultation procedures are well established in the
Netherlands, mainly as a result of the Works Council Act of 1950
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(Wet op de Ondernenungsraden (VVOR)). This affords works councils a
strong position compared with that in most other European countries.
It is mandatory for companies with fifty or more employees to establish a
works council. The works council has the right to information on most
labour management issues. It has the right to give advice on strategic
matters (like mergers) and has the right of approval for most
decisions that concern personnel matters (for instance, reorganizations
and social plans). Works councils have the right to nominate members of
the supervisory board.

Some important amendments were made to the Works Councils Act
in 1998. The most important was that works council and employers can
develop company agreements, thereby enabling negotiations on the
terms of employment at company level. Since then there is some
evidence of specific company agreements, mainly focusing on working
time arrangements. However, in only about 10 per cent of companies is
there a collective labour agreement negotiated by the works council
alone (Van het Kaar and Looise 1999: 174). The Supreme Court has
restricted the scope of the Works Council Act (as amended) somewhat
by stating that the primary terms of employment are not covered by the
Works Council Act. This means that primary terms of employment are
mainly covered by collective agreements with trade unions (and of
course legislative constraints).

6.3.4.1. The role of works councils in the supervisory board

Works council nominations generally occur in companies where there
is an agreement between the board of supervisory directors and the
works council to nominate one or two seats on the board of supervisory
directors. These directors are called 'confidential directors', `social
directors' or 'employee directors'. Van het Kaar's survey of works
councils in two-tier companies found that there are one or two employee
directors in 64 per cent of cases (Van het Kaar 1995). In practice. neither
the general meeting of shareholders nor the works council makes much
use of the right to make nominations. With regard to the shareholders,
this hardly ever occurs, while only one-third of eligible works councils
actually nominate candidates for seats on the board of supervisory
directors (Van den Tillaart 1999). In most cases the supervisory board
itself proposes candidates for the role of social or employee director,
even in cases where the works council does not formally or actually
request one.

The reasons why works councils make relatively little use of their rights
of nomination and objection include insufficient knowledge of
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the membership of the board of supervisory directors, insufficient
knowledge of the profile that is expected of a candidate, and inad-
equate familiarity with the activities of the boards of supervisory
directors.

The right to make nominations does not guarantee the influence of
works councils. This is because it is an obligation that the nominated
person does not at any time hold a seat on the board of supervisory
directors on behalf of the works council. A member of the board of
supervisory directors has to be independent and must supervise the
policy of the board of directors and the well-being of the company in
its entirety, taking into account all interests not just those of employees.
There are seldom any 'deals or guidelines agreed between supervisory
directors and works councils because this would violate the
independence of the board member. Van het Kaar's survey (1995)
indicates that agreements between works councils and employee
directors are significantly related to conflict situations at the time of
nomination. They arise where the works council had objections to the
nomination and. as a result, guidelines were issued to govern contact
between the board member and the works council.

Works councils are also not well infoimed about issues in the
supervisory board. Van het Kaar (1995) found that in 73 per cent of
cases works councils are never informed about issues by the super-
visory board. Even where there are confidential directors on the
supervisory board this percentage is only slightly lower. Disclosure of
information to the works council comes mainly from the board of direc-
tors. Van het Kaar (1995) found that about half of works councils meet the
director mainly at founal meetings with the board of directors, held under
the auspices of obligations under the Works Council Act.

In general, the assessment by works councils of the role and functioning
of the confidential director is slightly more positive than negative. Those
works councils that consider themselves as influential, those where
the membership is more unionized, and those where the council consists
of higher-level staff members, are the most positive about the role of the
confidential director (Van het Kaar 1995).

6.3.4.2. Company policy and labour management

A survey among more than 600 works councils in 1999 (Van den
Tillaart 1999) suggested that the influence of the works council on
company policies is limited. The survey found that 12 per cent of the
works councils assessed their influence as practically none, 62 per cent
judged that they had some minor influence, 25 per cent assessed their
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influence as great. and only 1 per cent stated that they had very great
influence. There do not seem to be clear determinants of these assess-
ments: only company size was related to the influence of the works
councils in this study. In companies with more than one thousand
employees the proportion of works councils that reported that they
had great or very great influence increased to 43 per cent.

The study indicates that works councils in large companies appear
to be more able to exert some influence on management and supervisory
boards. More influence is exerted with management staff than with
the supervisory board. Table 6.4 shows that works councils have more
regular meetings with management and staff in the largest companies. it
also shows that in larger companies works councils influence the
nomination of board members more often than in smaller companies.
They also have more opportunities to discuss problems in meetings
with management and supervisory board together.

Table 6.4. Indicators of the influence of works councils

Size of company (employees)

1-99 100-199 200-499 500-999 1000+ All

13 10 10 8 18 12

17 11 10 11 10 12

14 14 24 38 40 23

15 11 18 25 24 17

13 16 23 33 30 21

41 45 71 76 85 60

38 33 43 58 68 44

30 26 37 47 59 36

Notes: Data obtained from works council secretaries.

Source: Adapted from Van den TWaart (1999).
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Looise and Drucker (2000) assess the influence of works councils on
company policies based on surveys of management and works councils
conducted in 1985 and in 1998. Both management and the works councils
reported that the works council had a great deal of influence on
organization and personnel policies. However, according to both parties
the works council had practically no influence on commercial,
financial–economic, and technology policies. For instance, only
20 per cent of management and 17 per cent of works councils stated
that they had some influence on the financial–economic policy of the
company. Looise also reported that there was practically no change in
this position between 1985 and 1998.

It seems likely that works councils have more direct opportunities to
influence the board of directors than small shareholders, especially on
labour management issues. This means that the executive board of
directors may position itself in coalition with labour, especially when the
two-tier regime is in operation. However, the direct influence of works
councils in strategic and corporate governance matters is clearly
limited. It is possible that the SER recommendations and subsequent
changes in legislation may have a positive impact here. In the
recommendation works councils are given a more profound role in
the election of board members. From a corporate governance per-

Percentage of works council

Supervisory board

Receives management decisions
submitted to supervisory board

Receives minutes of
supervisory board

Influences nominations to
supervisory board

Informal contacts with the
supervisory board
Regular meetings with
supervisory board and
management on
specific problems
Management staff

Regular meetings with
personnel department

Regular meetings with

other management staff
Regular working conferences
with management



spective the works council may be a much more important institution
than a small shareholder (Goodiik 2001) since they have better access to
relevant information, underpinned by stipulations in the Works
Council Act that require management to disclose information.

In the Netherlands, the position of the board of directors and its policy
on labour management is not only constrained and influenced by the
works councils. Important constraints are also found in industrial
relations factors, more specifically the regulation of terms of employ-
ment and working conditions by collective bargaining. It is. therefore, to
a discussion of trades union and collective bargaining that we now turn.

6.3.5. Trade unions: collective bargaining

After the Second World War corporatist views had a powerful influence
upon collective bargaining. Collective labour agreements were tightly
controlled by a central tripartite institution, in which successive
governments played a major role by establishing the parameters of
negotiations. This came to an end m 1982 with the signing of an
agreement between the social partners to moderate wage increases for
the sake of the national economy (Wassenaar Agreement). From
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then onwards the government decentralized the determination of
terms of employment to the social partners. However, since 1982
there has not been as much differentiation in bargaining outcomes as
might be expected from this relative freedom of the contracting parties.
Coordination between the social partners persists as it appears to work.
Indeed, this coordination is considered to be an essential part of the
Dutch Miracle (Visser and Hemerijck 1997).

In the Netherlands, deregulation and decentralization in industrial
relations are now widely discussed. However, it appears that policies to
promote decentralization and deregulation may have led instead to
further centralization and regulation. Despite discussions abo-Ut the
desirability of micro-flexibility, emanating especially from employers,
most employers still embrace centralized collective labour agree-
ments. There are some pressures to decentralize sector collective
agreements, but so far only some larger companies have developed
their own collective agreements with the trade unions. This development
might be described as controlled and coordinated devolution of
functions (Ferner and Hyman 1998), resulting in the creation of new
institutions. Tros (2001), in his study of decentralization in Dutch
industrial relations in the period 1980-2000, confirms that such a
process has been taking place and that regulations were decentralized
from national level to sector level. However, within sectors, some
specific aspects of labour management became more centrally regulated
than before. Overall, there has been no significant change in the relative
importance of sector and company agreements. In 1996. sector-wide
agreements covered 87 per cent of employees: by 2000 this figure had
dropped only slightly to 86 per cent. Furthermore, the government has
retained the traditional extension rule associated with centralized
bargaining that makes sector agreements generally binding on all
employees in the sector (despite trade union density being only 27 per
cent).

The entrenched position of trade unions and employer federations in
determining terms of employment is still being debated. There have been
regular discussions about decentralizing the system and making it
more voluntary. However, most of the proposals for change have
come to nothing. Despite the rhetoric, both sides of industry acknow-
ledge that the current system is well established, and that the institutions
of labour management regulation operate largely successfully.

Due to the importance of collective labour agreements, works
councils, and institutional regulations at sector level, management
does not have much room for manoeuvre in labour management.
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Because of these constraints, in corporate governance labour is at
least as important as other stakeholders. From a corporate governance
perspective the works council is a much more important institution than
a small shareholder. The possibility exists. therefore, that management
may join in coalitions with labour to stifle activity by shareholders. For
instance, hostile takeovers may be inhibited by alliances between
management and labour. The potential for such alliances is aided by
the emergence of employee shareholders. We discuss this in the next
section.

6.3.6. Employee share ownership
In the current debate on corporate governance and the role of share-
holders in the Netherlands, growing attention is being paid to
employee financial participation. Employee share options and share
ownership plans are portrayed as mechanisms for overcoming the
agency costs of the separation of ownership and control as they align
rewards with capital growth. In August 2001, the chair of the biggest
Dutch trade union argued in favour of including share option
schemes on the negotiation agenda for new collective labour agreements.
According to this trade union leader. option schemes had become the
property of management and executive staff in companies, and now it
was time for such schemes to be made available to all employees. Table
6.5 shows that share option plans are now open to manual and clerical
personnel in around 20 per cent of business organizations with 200 or
more staff (though management participate in such plans in double this
number of organizations) (Pendleton et al. 2001). Other studies indicate
that one-third of share plans are open to all employees (Poutsina and
Van den Tillaart 1996).

The trade union leader cited above was primarily concerned with the
financial advantages to employees of share and share option plans.
However. employee share ownership also raises important

Table G.S. The growth of employee share option plans
for various groups of staff

Year Management Professionals clerical Manual

1992 19 12 10 10
1995 20 14 13 12

1999 43 27 21 20

Source: Pendleton et a!. (2001).
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governance issues. In quite a number of cases, employees receive
shares with limited voting rights that negate the control implications. It is
estimated that of the 10 per cent of listed companies that have
all-employee share plans, approximately one-third offer their employees
share certificates (i.e. without voting rights). If employees acquire an
interest of 5 per cent or more in the company through collective share
ownership, share participation is deemed to have the characteristics of
co-ownership. In this situation the management of the company has to
involve this group of employee–shareholders as a discussion partner.
In practice, in a number of Dutch companies the employees have joined
together to pool their shares in an association, foundation, or trust in
order to secure and enhance their governance rights. In practice, the
management of this legal persona consists of a board with an employee
representative, The trustee receives the dividends and can distribute
them among the participating employees. However, Poutsma and
Nagelkerke (2003) show that the impact on changes in ownership
structures and hence the possible impact on corporate governance is still
limited. In general, ownership is much lower than 5 per cent and in only
a few cases does ownership take a collective form.

6.4_ Labour Management and Corporate
Governance: A Change of Fit?

In the previous section we described recent changes in corporate gov-
ernance, alongside a review of the character of labour's relationship to
the governance system. In this section we assess the proposition that
'Anglo-Saxonization' of corporate governance is taking place in the
Netherlands and that this is leading to changes in labour management.
'Anglo-Saxonizahon' implies increasing emphasis on contingent
rewards (such as performance-related pay and share option schemes),
flexible working practices, and fewer stable long-term relationships. It
also suggests less focus on binding collective agreements, a weakening
of hitherto influential works councils, less employment protection. less
use of internal labour markets, and decreasing emphasis on long-term
investments in human capital. Against this background, we attempt to
discern whether such changes are taking place, and to assess their
impact on labour. We will consider the development of share option
schemes, performance-related pay (PRP), flexible working practices,
protection against dismissal, and employee training and development.
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6.4.1. Share and share option schemes

The literature shows that employee option and share schemes are far
more common in market–outsider countries than in countries with
relational–insider systems (Pendleton et al. 2001). As already mentioned,
the Netherlands is assumed to be moving in the Anglo-Saxon direction.
Dutch empirical evidence shows that financial participation schemes,
which are mostly share or share option plans, are also a fast-growing
phenomenon (see Table 6.6). The number of firms listed on Euronext
Amsterdam offering opportunities for financial participation increased
substantially in the late 1990s. Nearly 90 per cent of firms in 2000 had
some form of financial participation compared with just under 70 per
cent 5 years earlier (see Table 6.6). Eighty-two per cent of firms
were operating employee share option plans, and 39 per cent stock
ownership plans by 2000.

Employee option and share ownership plans may reduce the dis-
tinction between employee and shareholder interests and can be seen as
elements of the shifts in labour management practices towards greater
involvement of employees, more employee responsibility and
stimulation of employees to position themselves as co-entrepreneurs.
Table 6.7 shows which kind of firms quoted on the Euronext
Amsterdam are using employee financial participation schemes.
Large multinationals, young firms, knowledge-based companies, and
service sector firms are most likely to have financial participation
(Mol. Meihuizen, and Poutsma 1997). Perhaps unsurprisingly,
ail-employee share option plans are most common in young and know-
ledge intensive companies. Share ownership and share option plans
occur less in smaller and unlisted companies (Table 6.8).

It is clear that, as in Anglo-Saxon countries, the role of stock options
in executive remuneration has grown substantially in recent years.

Table 6.6. The incidence of financial participation in listed companies

1995 2000Type of plan

No % No. D/6

Employee share options 94 65 136 82
Employee stock ownership plans 14 10 64 39
Profit sharing — — 8 5
Convertible debenture — .1 7

Stock appreciation rights — — 8 5

Companies with any scheme 99 69 146 88

Source: Meihuizen (2000).

1
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Table 6.7. Proportions of types of listed firms with financial participation plans

Company type Number of Any Stock options Stock options Allocated

Companies plan for managers for employees share plan

All companies 144 69 51 10 10

Large companies 72 76 60 13 11

Young companies 18 89 44 39 17

Knowledge-based 20 76 35 35 10

Service companies 71 76 54 14

Labour intensive 72 69 49 17 6

Source: Mot, Meihwzen, and Poutsma (1997).

Table 6.8. Proportion of companies with share plans. 1996-7

Company type Number Any share plan
Narrow-based
share plan

Broad-based
share plan

All firms with over
ten employees

401 51 3

Listed firms 144 69
55 10

Sawa: Poutsma and Van den Tillaart (1996); viol, Meihwzen, and Poutsma (1997).

Cools and Van Praag (2000) found that the contribution of options to
executive pay packages ranged from 15 to 25 per cent in 2000, com-
pared with 10 per cent in 1997- The use of executive remuneration in the
Netherlands has involved a conscious imitation of Anglo-US
practices. However, there are also other reasons why Dutch firms
introduce share and share option schemes, such as stimulation of
employee involvement and creation of flexible pay and bonus sys-
tems. The use of PRP and flexible working practices are also as much
bound up with a concern to stimulate employee involvement as pres-
sures to adopt 'shareholder value'-type practices.

6.4.2. Pei formance-related pay

Anglo-Saxonization' suggests that Dutch labour management is
increasingly oriented towards PRE We have already pointed to the
strong increase in the use of share options for higher staff and man-
agement indicating the possible effect of greater orientation to share-
holder value. However, although competence-based job evaluation still
appears to be the main basis for rewarding employees, the Jaarboek

Personeetsmanagement (Year Book of Personnel Management of the

Netnerumits: Dczn.
Dutch Association of Personnel Management) notes a shift towards
performance-based pay (Vinke and Larsen 2001). Currently 38 per cent
of male and 19.8 per cent of female employees are subject to forms of
PRP. Performance-related pay is mostly found in workplaces not cov-
ered by collective agreements and is received by more highly edu-
cated employees in the 35 14 age group who are not members of a
union (Verboon 2001: 67, 76). It appears that Dutch companies are
adopting Anglo-Saxon elements of labour management in certain
niches of employment that are not directly covered by the corporatist
institutional arrangements of the industrial relations system.
6.4.3. Flexible working practices

'Anglo-Saxonization' suggests an increase in flexible working prac-
tices and less stable employment relationships. In the Netherlands, the
number of part-time jobs increased by 66 per cent between 1987 and
1993, and then by 49 per cent from 1994 to 1999. The number of flexible
jobs (including temping and on-call work) increased in the same
periods by 18 per cent and 37 per cent, respectively. Full-time jobs
increased by 16 per cent and 14 per cent in the same periods
(Hoogendoorn 1999; Delsen 2002). In the Netherlands, part-time
labour and temporary labour are more prevalent than the average in
the European Union (Delsen 2002: 88). These developments can be
explained by several factors. One, growth in the number of flexible
contracts emanates from employer uncertainty as to whether
increases in product demand are permanent (Delsen 2002: 89). Two,
flexible workers can be dismissed more easily than full-time workers
protected by collective labour agreements. In other words, employers
seek to circumvent collective agreements. However, the extensive
growth of part-time work and the spread of variations in working time
has had a profound effect on the content of collective agreements.
Part-time jobs now receive almost the same protection as full-time jobs
in collective agreements (Slomp 2004). Three, there are strong
indications that the Dutch labour market has become a dual labour
market with a primary segment of core full-time employees and a
secondary segment of flexible workers (Kleinknecht, Oostendorp. and
Pradhan 1997). This is partly caused by outsourcing strategies of larger
companies focused on enhancing short-term shareholder value.
This strategy appears to be especially prevalent in multinationals with
UK or US links, such as Shell, Unilever, and Philips (Van Witteloostuijn
1999).
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6.4.4. Preventive system of dismissal

Anglo-Saxonization' is assumed to increase dynamics in hiring and
firing practices due to a short-term focus on labour costs. The more
openly competitive practices associated with Anglo-Saxon labour
market regimes support rent-seeking behaviour by both parties: while
firms outsource some functions to freelance professionals to enhance the
return on these functions, these workers attempt to extract high fees
from firms through job-hopping. Are these practices being increasingly
found in the Netherlands? We have already pointed to the lower
mobility and longer tenure in the Netherlands. However. there is also a
unique feature in Dutch employment relationslups that hinders easy
termination of labour contracts: the preventive system of dismissal. In
this system, redundancies, individual and collective dismissal, and
partial unemployment (including short-time working and temporary
lay-offs) are subject to administrative rules in the form of prior
administrative authorization by the Minister of Soda! Affairs and
Employment. As a result, it takes longer to dismiss an individual in the
Netherlands than in many other countries, and for an employee it takes
longer to quit. This procedure is increasingly being avoided, however. by
using a costly civil law procedure. Courts usually decide to give
compensation based on months or years of salary to the employee
who is dismissed. Although these 'golden parachutes' are much lower
than in the United States, in many cases the amount outweighs the
extra salary payment that would arise from adherence to the longer
dismissal period associated with the authorization regime of the public
employment service. This 'hire and fire route appears to be especially
likely to be taken in instances involving reorganizations and mergers of
successful firms since it is believed that authorization via the public
employment services will be less easy in these circumstances.

In the 1990s, there were attempts to get rid of the authorization system
and change it into a repressive system where the dismissal can be judged
in court after the event. However, the system has survived these
attacks up to now. This is probably because of its potential benefits. The
longer dismissal period has positive short-term effects on employment. It
also supports a more cautious approach by managers towards seeking
changes in the size of the labour force. It also has a positive effect on
the attitudes of employees because they have employment security In
other words, it tends to support cooperation. Limiting or removing this
protection could lead to higher transaction costs and unwelcome higher
labour turnover.
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6.4.5. Employee development

It is sometimes suggested that the short-term cost and performance
focus found in Anglo-Saxon corporate governance regimes depresses
long-term investments in employee training. However, at first sight
there are no indications that Dutch companies have reduced their
investment in training due to Anglo-Saxonization% Eurostat data
show that the proportion of both younger and older Dutch employees
receiving employer-provided framing is above the European average
(Delsen 2000: 104). Only in Scandinavian countries are the proportions
slightly higher. This indicates that lifelong learning is well developed in
the Netherlands. In the United Kingdom the proportion is also higher
than the European average though it may be that this compensates for
inadequate initial training in the United Kingdom (Mancini and Visser
1995),

In the Netherlands, the higher proportion of employees receiving
training is directly linked to the industrial relations system and
cooperation between social partners at sector level. In almost all col-
lective agreements, arrangements are made for the promotion of job and
task-related training. However, Groot and Maassen van den Brink
(1998) showed increasing under-investment in training in some sectors,
and thus a more uneven use of training overall. Moreover. employers are
increasingly applying to decentralize collective agreements that may
erode this collective training systeM and may lead to under-investment in
human capital (Delsen 2000: 105). Although the proportion of Dutch
employees that receives training is above the European average,
therefore, the trends suggest that Dutch companies may be reducing
their investment in training.

6.5. Conclusions

The Netherlands has a corporatist tradition and is still one of the most
coordinated market economies. Its business structure comprises a
small number of large companies and a large number of small and
medium-sized businesses. The large, multinational companies listed
on the stock exchange, in particular. are having a substantial impact on
the Dutch debate about possible shifts in corporate governance and
labour management. Their labour management tends to adopt features
that are typical of the LME. As a consequence, the Netherlands can be
characterized as midway between the Anglo-Saxon liberal-outsider
system and German coordinated insider system. On the one
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hand, it shows an increasing acceptance of the concept of shareholder
value in debates about corporate governance and more focus on flex-
ible working practices. PRP, and share options. On the other hand,
concentrated shareholding (although mainly financial institutions),
low labour mobility, lengthy job tenure, high investment in human capital,
the high coverage of collective agreements, and preventive systems of
dismissal, are interpreted as characteristics of the relational–insider
system. As a consequence, the set of legal protections for labour,
based in part on a corporatist system of industrial relations, limits the
opportunities for firms to pursue labour strategies and practices that
are typically associated with shareholder value. Empirical evidence,
however, shows that firms can pursue shareholder value-type labour
strategies in the 'spaces not covered by the corporatist labour system.
The Director of Human Resources at Unilever has suggested that this has
provided significant opportunities for firms. In the 1990s, corporate
HRM strategies increasingly determined labour management
practices instead of the over arching industrial relations system. This
opened the possibility for the development of greater alignment
between employees' interests and 'shareholder value' interests of
management and owners (Haveman 2003: 77).

Nevertheless, the centrally-controlled decentralization of industrial
relations is considered a competitive advantage of Dutch business
because it prevents labour conflicts and large shocks in the domain of
labour management (Nagelkerke and De Nijs 2003: 187). The institu-
tions of labour management appear to be only loosely coupled to
corporate governance. In conclusion, the shifting institutional corn-
plementarities between corporate governance and labour manage-
ment in the Netherlands appear to be an attempt to get the best of
both worlds: the commitment of insiders and shareholder value.

7

Labour in French Corporate
Governance: The Missing Link

MICHEL COYER AND BOB HANCKE

7.1. Introduction
By the end of the 1990s, the character of French corporate governance
suggested that large companies in France had gone far in adopting
Anglo-Saxon practices (Parrat 1999: Goyer 2001: Morin 2002). The
most notable changes are the following: several large firms have dis-
mantled their conglomerate structures to focus instead on a limited
number of business activities; cross-shareholdings among blue-chip
companies have been sold: and stock options and other forms of variable
pay are now extensively and substantially used to provide incentives to
top management. This picture of Substantial transformation of corporate
governance contrasts sharply with conventional images of the
French corporate system as one that permanently generates blockages
to change (Hoffmann 1963: Crozier 1964).

In this chapter we explain the apparent contradiction between this
image of France and the major shifts in corporate governance that
have apparently taken place. Our argument is that the weakness of
labour in French corporate governance explains to a large extent why and
how corporate restructuring over the last two decades led to a
pronounced turn towards Anglo-Saxon governance patterns. In contrast
to many other European economies, labour is not represented in
corporate decision-making structures: there are no specific legal pro-
visions for independent directors to represent the workforce, and
elected works councils have very few effective information and mon-
itoring rights (Howell 1992; Desseigne 1995). These institutional
arrangements have allowed management considerable unilateral con-
trol over business strategy and corporate reorganization. In particular,
We would like to thank Suzanne Berger. Pepper Culpepper, Howard Gospel, Peter Hall,
Andrew Pendleton, and David Soslace for comments and discussion of the chapter.
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employees have been unable to prevent the unilateral implementation
of shareholder value practices by management.

However, the transition toward a greater 'finanaolization' of the
economy in France has led to a rather peculiar model of Anglo-Saxon cor-
porate governance ( Williams 2000). Contrary to some expectations. the
absence of institutional constraints on management by employees did
not unequivocally lead to a wholesale adoption of US or UK-style share-
holder value practices. Most important, the transformation of French cor-
porate governance has been limited mainly to a small number of former
state-owned companies. Furthermore, the adoption of shareholder value
practices has focused mainly on corporate strategy and executive remu-
neration rather than on the full range of management decision-making.
Our findings provide a mirror image of those for Germany in this
volume (see Chapter 4). In the latter country, the strong legally embedded
position of employees has not prevented the introduction of some share-
holder value practices (HOpner 2001). In a similar vein, the weak position
of French employees, resulting from the institutional framework in
which they are embedded, did not translate into the wholesale adoption
of shareholder value practices (Gayer 2003: 194-198). Within this implicitly
comparative framework, our findings suggest that some aspects of
shareholder value-oriented corporate governance might be easier to
implement in contexts where labour shares responsibility with manage-
ment for the economic performance of the firm.

The chapter starts with an analysis of the weakness of labour in the
French political economy, both historically and structurally. We then go
on, in Section 7.2, to demonstrate that the particular relationship
between management and labour resulting from the strategic choices
made by labour unions in the 1970s fed into the corporate readjustment
path of the late 1980s, by forcing management to marginalize labour in
their search for renewed profitability The particular patterns of mutual
ownership among the restructured companies in the first half of the 1990s
served to protect management from undesired pressures emanating from
the state, organized labour, and short-term-oriented capital markets. In
the second half of the 1990s, the unravelling of these ownership networks
and the subsequent restructuring of French capital took place without
labour and allowed for a degree of managerial unilateralism unparal-
leled in any of the other continental European economies. Sections 7.3
and 7.4, the empirical core of the chapter, discuss the speci fic sources of
pressure faced by privatized companies in France that led them to be at
the forefront of the transformation of corporate governance. Section 7.5
then links the transformation of the system of corporate governance in
France with the stability of its industrial relations.
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7.2, Labour in Corporate Governance: Political
Calculations and Missed Chances

Compared to most other continental corporate governance systems,
France stands out because of the very low involvement of labour in
corporate decision-making. Labour is neither involved directly
through works council type arrangements, such as the ones found in
Germany and the Netherlands, nor indirectly through seats on super-
visory boards reserved for organized labour. What explains this
French exception? Most analyses emphasize the historical exclusion
of labour from economic decision-making and discuss how labour is
confined to participation in state-led social policy arrangements and
to sector-level negotiation (Ross 1982; Rosanvallon 1988). In this argu-
ment, the absence of labour in corporate decision-making is a conse-
quence of the policies of the post-war French state to keep labour at
bay. In fact, the few attempts in the mid-1960s to reform industrial
relations are best understood as ways to keep organized labour,
monopolized by the Communist Confederation Generale du Travail
(CGT), out of company-level decision-making (Howell 1992).

Government proposals to reorganize French corporate structures
on a basis that would include labour were only developed in the early
1970s, m response to the events of May 1968 (Howell 1992). Yet, these
plans did not propose substantial power-sharing between manage-
ment and labour. However, they foreshadowed the Auroux plans
introduced some ten years later by the first Left government. Instead
of being centrally organized around the labour unions as the workers'
representatives, the 1970s plans take the workplace and the company as
the central place for interaction between capital and labour and
emphasize the non-union basis of the new arrangements. In short,
since the state has traditionally been very sceptical of the involvement
of organized labour in corporate structures, labour is virtually absent
from corporate decision-making.1

The typical perspective on French industrial relations outlined
above neglects two factors. The first is that the state was not just hostile
towards labour, but also shaped the Choices that trade unions made.
By stepping in where unions might have had a direct impact, such as in
company-level labour policies and wage-setting, the state substituted itself
for any form of emerging 'social-democratic'-style labour unionism.
The state played a direct role in wage-setting through its
manipulation of the minimum wage, which then became the reference
wage for all collective bargaining. In many of the state-owned
companies, the state showed that capitalist success
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could be combined with a progressive social policy on such matters
as wages, holidays, and working time. Moreover, the state took over the
role performed by works councils or local unions in many other West
European countries by making lay-offs subject to administrative
authorization by labour inspectors.

The second neglected issue concerns the interaction between the
labour unions themselves and the state. While the post-war French
state certainly was not very hospitable to organized labour, the
unions made important strategic choices during the post-war period
(especially in the 1970s) based on political calculations. Their positions
varied between extreme reluctance and positive hostility toward
participating in corporate governance arrangements.

From May 1968 onwards, the French Left, including the unions.
believed that a Left government that would use the centralized state to
overthrow capitalism was imminent (Capdevielle 1981; Ross 1982).
This prospect suggested that it would simply be a matter of time for the
unions to be able to transform their role in French society. As a result,
they saw no reason for them to get involved in the complicated
restructuring of failing capitalist enterprises.

This approach had tactical and organizational implications.
Company-level unions remained weak. even after their formal recog-
nition in the 1969 Grenelle agreements, in large part because the central
union confederations did not trust their own local unions. The leaders
of the central union were concerned that the locals would cooperate
with company-level management, and thus undermine the political
struggle in which the leadership was engaged. As a result. they
refused to hand over substantive decision-making authority or
resources to local union organizations (Eyraud and Tchobanian 1985).

The result was that when proposals that could have given organized
labour a direct influence in corporate strategy were floated in the
mid-1970s, the unions refused to support or participate in them. They
were convinced that more was to be gained from supporting the Left
coalition. A possible French version of codetermination thus never
developed. In fact. when these plans were resuscitated under the
Mitterand government in 1981, in the form of the Auroux laws, they
had the opposite effect (Howell 1992). Instead of a means for labour to
influence corporate governance, the organizational weakness of
unions within companies meant that managerial unilateralism became
the noun for corporate decision-making.

Labour in French Corporate Governance 177

7.3. Large Firm Restructuring and
Labour Relations in the 1980s

The exclusion of labour from corporate decision-making influenced the
corporate adjustment path of French firms in the 1980s. In 1980-5, large
French firms faced a crisis. All of the former national champions
experienced big financial losses. It was dear that the basic
political–economic configuration which had served the French so well
in the post-war period had become counterproductive and a radical
reorganization was necessary.

In response to this crisis, large firms managed to disengage them-
selves from the state while becoming the central actors in the restruc-
turing of the French political economy (Manske 2002). Exploiting the
weakness of labour and the possibilities offered by the new Auroux
labour institutions, large firms reorganized by circumventing the
unions. Since employees were unable to rely on any institutions for
representation and negotiation, the adjustment path of large firms
resulted in a situation where unions were largely irrelevant in the cor-
porate restructuring process of the 1980s. The unions were therefore
unable to organize more than symbolic resistance. They were
defeated in the few instances where they constituted a real problem,
most prominently at Renault in 1986-7. The long-term outcome has
been that unions have played no significant role in French corporate
governance.

The crisis of the French production regime was to a large extent
resolved by the state, which owned or controlled many large export-
ing companies after the wave of nationalizations in 1981. Between
1984 and 1987: the French state injected much-needed capital into
those companies it controlled and freed up resources for the others.
According to some estimates, the state invested several times more in
these companies than their private owners had done in the previous
20 years (see Schmidt 1996: 123-126). However, in a departure from
the old French system, whereby state subsidies helped firms out of a
crisis, on this occasion state grants and loans were linked to business
plans which imposed profitability criteria on the firms.

The central issue for these large firms was that their profitability
crisis had its roots in a combination of weak productivity and high
relative wages. Resolving the profitability slump therefore required
initiatives in two different but related areas. The first was how to
reconfigure work organization and skills so as to raise productivity.
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Within the West-European context. French firms were models of
Taylorism. Organizational structures were not only inefficient but also
incorporated a wide array of obstacles to change. The second issue
had to do with union politics. In the 1980s, French unions were radical,
unwilling, and organizationally incapable of supporting reform
proposals, even if they were made by progressive management.
However, since unions de facto had the capacity to block organizational
changes, even though they otherwise lacked a voice m company decisions,
workplace restructuring necessarily imposed a strategy that would
marginalize them.

In essence, large firms restructured by using their new skill require-
ments as the basis for a new labour relations regime and relied on sev-
eral supply-side government initiatives to restructure workplaces.
They used the early retirement programmes to lay off older workers
and relied on educational policies to increase the general skill levels
of workers. The remaining, more productive workers were then
offered improved further training programmes, clear career tracks, and
tangible rewards, which allowed large companies to improve labour
productivity and marginalize the labour unions at the same time.

The reorganization of the internal labour market of large firms
came very soon after the turnaround of the companies. Since the early
1980s, the official goal of government policy had been to assure that
by the mid-1990s, four out of five young people had a certificate of
secondary studies (the `Baccalaureat'). By 1995, around 75 per cent of
the 1977 birth cohort had passed this exam, up from some 40 per cent in
1984 (Courtois 1995). Furthermore, with an eye on the well-performing
German economy, French authorities also reorganized the contents of
the vocational and technical training programmes. As was to be
expected, these attempts to emulate the German training system fell
considerably short of stated ambitions, since many of the institutional
preconditions which made the German training system work, such as
strong unions and employers associations, did not exist in France
(Mtibus. and Verdier 1997: Culpepper 2001). However. during
implementation the curriculum reforms often echoed the actual
operational needs of large firms, and some firms even managed to
create new technical diplomas, subsequently sanctioned by the state
(Verdier 1997).

While it was an important step., the revision of the vocational and
technical training programmes did not resolve the workplace
reorganization problem. Most large firms still employed many older
workers who were relatively ill-equipped for the new forms of work
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organization. In response, the existing workforce reduction pro-
grammes were accelerated in an attempt to adjust the workforce to
the new production processes and product market strategies which the
large firms were adopting. The French government funded these soft
lay-offs by including many of the older workers in early retirement
programmes. Thus, they maintained their income but disappeared
from the factories without showing up in the unemployment statistics
(Guillemard 1991). Most important, these measures allowed the large
firms to replace relatively old, underskilled workers with younger,
better-trained workers (Beret 1992: Midler and Charue 1993).

As a result of these government initiatives, the core human resources
policies of these large firms changed fundamentally. The shifts in the
educational system raised and customized the skill basis of young
workers. However, note that these skills were not of the 'deep' tech-
nological kind that the German system produces (Streeck 1991;
Soskice 1997). Instead the reforms concentrated on general skills such as
mathematics, Ff knowledge, languages and their application in
commercial activities, and on a set of 'social' skills, which facilitated the
exchange of information between workers, units inside the company, and
the company and its suppliers. In other words, the reforms enhanced a
wide variety of skills that were peripheral to most production
processes, but which were, nevertheless, essential to large firms
because they facilitated high-productivity-oriented work
reorganization. In turn, the early retirement packages ensured that
older workers could be replaced by younger ones. Relying on the
institutional resources provided by the government measures, large
firms were thus able to integrate a series of tasks into workers' iobs
and thereby allow them to pursue novel and more sophisticated
product market strategies than was found in classical mass production
(Salais 1988, 1992).

Despite these changes, French workplaces remained essentially
Taylorist in character (Linhart 1991; Duval 1996). In a way, that was
exactly the point of the new education programmes and the way they
were articulated with the new workplaces; they left the core contents of
the job largely untouched. but provided employers with skills necessary
for the administrative tasks surrounding the actual work. Since
historically these had been the types of jobs—in control, administration,
maintenance, and supervision—of which French companies had
disproportionately more than companies in other countries, reorgan-
izing those tasks offered the possibility of significant productivity
increases (Maurice, Sellier, and Silvestre 1986; Lane 1989).
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Because of the trade unions' capacity to block organizational
change, workplace reorganization was intimately tied up with the
labour relations system. Restructuring workplaces, therefore, not
only required changes along the lines discussed above, but also new
forms of workplace communication that circumvented the unions.

In 1981-2. the government passed a series of labour laws, the
so-called Auroux reforms. These introduced new methods of direct
workers' participation on the shop floor such as direct 'expression'
groups. While traditionally the unions regarded such government ini-
tiatives with a mixture of defiance and suspicion, on this occasion the two
main unions, the Communist CGT and the Left-socialist Confederation
Francaise Democratique du Travail (CFDT), dropped their radical
rhetoric and attempted to make the reforms work. However, local
trade unionists, who were meant to implement the reforms, were
incapable of playing this novel role. Since unions had been highly
centralized prior to the reforms, the local union sections had little or no
experience with the type of 'social-democratic' workplace union
activities which the Auroux laws had envisaged for them (Eyraud and
Tchobanian 1985). Thus, the fundamental discrepancy between the new
requirements and local union capacities seriously strained union
organization.

Employers initially were very suspicious of the Auroux reforms
(Weber 1990). Gradually, however, they began to see the advantages
of the new institutions for shop floor workers' participation that the
laws provided (Morville 1985). This was related to the structure of the
Auroux reform project itself, which encapsulated two very different
reform projects. One aspect of the Auroux project was a blend of
German-style social-democracy and of self-management ideas
carried over from the 1960s; a second, by contrast, was a form of work-
ers' integration which borrowed heavily from Japanese teamwork and
quality circles (Howell 1992). Since local unions were too weak to
substantially influence the implementation of the reforms within
companies, the second scenario, with its links to concepts of the flexible
workplace, developed to a greater extent than the first. As soon as the
initial boom of legally induced 'expression groups' subsided, there
was a dramatic growth in management-led quality programmes and
shop floor teams. These increased from approximately 500 in 1981,
the year of the Auroux reform, to over 10,000 in summer 1984 (Weber
1990: 446). What was initially a worker-oriented reform package,
became a management tool to defuse the conflict-ridden formal
industrial relations system, and facilitated the development of
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a management model that integrated workers' skills into the production
system without integrating unions (or workers) into the corporate
decision-making structure.

What were the consequences of this pattern of industrial adjustment
for the French system of corporate governance? As described, this
pattern of restructuring led to the concentration of power in the hands of
French CEOs and top managers as well as to the exclusion of employees
from decision-making processes about business strategy However, this
adjustment process also resulted in a highly particularistic corporate
governance structure. By the late 1980s and early 1990s. French
corporate governance was organized around stable cross-shareholding
networks, which encompassed banks, insurance companies, utility
companies, and a number of industrial enterprises (Morin 1995; Schmidt
1996: 369-81). Companies held shares in each other and thus
safeguarded management autonomy from predatory investors; they
also helped keep the state and trade unions at bay. Cross-shareholdings
were thus a means of excluding ftom corporate decision-making
processes those interests that might obstruct reform. At the same time,
however, the exclusion of employees from the decision-making process
did not result in a stronger position for minority shareholders. Up to the
mid-1990s, the pursuit of shareholder value practices was almost
non-existent in France (OECD 1998a, b). Instead. the ownership structure
of the French corporate sector allowed members of corporate networks to
participate in long-term relationships based on a broad definition of their
mutual. interests (Morin 1996).

While the foregoing argument helps us understand the nature of
labour exclusion in France, it sheds little light on the particular
ownership structures which dominate French private sector firms
today. Given the autonomy that cross-shareholdings gave large firms, it
might be expected that they would be a durable feature of French
corporate governance. However, from late 1996 onwards, the system
of cross-shareholding networks began to collapse and the stage was
set for a substantial transformation of the French system of corporate
governance. We now turn to a discussion of these changes,

cres and the
reasons for them.

7.4. Corporate Governance Reform

By the mid-1990s, as the process of industrial restructuring began to
bear fruit, pressures for corporate governance reforms were mounting.
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While large firms had achieved strong positions in world markets
(Amable and Hancke 2001; Haricke 2001), a series of financial indicators
(such as return-on-investment, the level of stock market capitalization, and
share price of equity capital) painted a less rosy picture, especially in
comparative perspective. The cumulative rate of return on equity of French
firms between 1993 and 1995 was 85 per cent. against 105 and 18.5 per
cent for Germany and the United Kingdom (Le Monde, 14 February
1997). The stock market capitalization of large French companies remained
extremely low vis-a-vis their foreign rivals: there were no French firms
among the world top 100 by stock market capitalization in 1996, and only

five in the top 200. While stock markets in Gehriany and the United
Kingdom registered moderate increases between 1993 and 1995, the
overall level of capitalization of the Paris bourse decreased by 7.6 per cent
(Expansion, 21 March 1996: 71).

Poor financial results, which were concentrated among the recently
privatized firms, increased the vulnerability and sensitivity of French
companies to the demands of Anglo-Saxon institutional investors (see
Table 7.1). In addition, the cross-shareholdings, which had been
instrumental in the restructuring of companies in the decade before
1995, came under pressure because it turned out to be a very expensive
system of control when companies were competing in rapidly-moving
product markets. In combination, these two factors paved the way for the
entry of large foreign institutional investors into the French corporate
sector.

To a large extent, the low share price of large companies was a
reflection of the way the government had initiated and organized their
privatization.2 In order to increase their operational flexibility at a time
of tight budgets, public sector corporations in France were to issue up to
50 per cent of their capital in the form of investment certificates (i.e.
shares without voting rights). However, firms issuing such
non-voting shares are subject to a significant discount by investors
(Hellas 1997: 56). In addition, in an attempt to make the privatization
process a political success by enlisting small shareholders, public sector
corporations were sold at heavily discounted prices-usually between
15 and 20 per cent of their traded market value (Expansion, 14 February
1997). At the same time, the system of cross-shareholdings among friendly
firms reinforced the pattern of under-capitalization because core
shareholder groups in the newly privatized firms were public sector
corporations and other privatized companies. Thus, a small group of
relatively cash-poor firms held shares in each other. Moreover. the issue
of free shares to individual

Table 7.

L'Oreal
Elf Aquitaine (privatize
Carrefour
Total (privatized)
Alcatel Alsthorn (privat
Generale des Eaux
Air Liquide
Axa
Groupe Danone
Societe gendrale (privat
Saint-Gobain (privatize
SNP (privatized)
Paribas (privatized)
RhOne-Poulenc (privati
Renault
Peugeot
Pinault-Printempts-Red
UAP (privatized)
Suez (privatized)
Roussel-Uclaf
Schneider
Lafarge
Lyorinaise des Eaux
Michelin
Canal Plus
Havas (privatized)
Promodes
Eridania Beghm-Say
Legrand
Accor
Usinor-Sacilor (privatiz
AGF (privatized)
Pernod Ricard
Pechiney (privatized)
Thomson-CSF
Bic
Castorama
Sodexho

Docks de France

Source: OECD (1997a: 127)
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Control
(dominant position)
in the executive body

of the company

M a r k e t
capitalization
end May 1996
(FF million)

Return on

own capital
average
1991-5 ( % )

Family 115.328 19.1

Family 105,007 17.8
d) Cross-participation 104,082 5.7

Family 103.538 22.2
No dominant shareholder 82,524 8.6

ized) Cross-participation 73,166 2.4
Cross-participation 66,515 9.5
No dominant shareholder 62.236 13.7
Midi participations 57,900 7.7

No dominant shareholder 55.682 12.5
ized) Cross-participation 52,457 9.7
d) Cross-participation 51.712 8.9

Cross-participation 41.629 4.3
Cross-participation 39,954 0.1

zed) No dominant shareholder 39.695 6.9
State 37,453 11.0
Family 36.169 5.0

oute Family 35.122 13.0
Cross-participation 34.464 3.7
Cross-participation 34,140 -2.0
Hoechst 33,045 16.7
No dominant shareholder 32.020 4.2
No dominant shareholder 30.535 10.8
Cross-participations 30,125 6.7
Family 29,319 2.4
Hava, Generate des eaux 27.895 25.7
No dominant shareholder 27,501 11.0
Family 26,094 18.9
Montedison SPA 21,867 11.2
Family 21.513 16.9
No dominant shareholder 20,761 8.2

ed) No dominant shareholder 19.445 -3.6
Cross-participation 19,209 6.2
Family 19,013 14.9
No dominant shareholder 18.614 2.0
State 16,057 2.4
Family 15,759 14.2
Family 15,455 20.3
Family 14,431 20.9

Family 12,571 19.6
.
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and employee equity holders who held their stocks for more than
18-24 months, so as to stabilize the ownership structure of privatized
firms, reduced earnings per share, and thus further depressed their
share price. Finally, French firms were allowed to issue dividends in the
form of new shares. By the late 1980s, almost 100 companies resorted
to this practice, among them all the newly privatized firms (journal des
Finances. 1 July 1989: 8). This strategy reflected the financial weakness
of privatized companies, for whom a large amount of cash was
immobilized in cross-shareholding schemes. This further contributed to
their low earnings per share.

The low share price and market capitalization of large companies set
the stage for strong pressures towards corporate governance reforms,
as they made the companies easy targets for cash-rich foreign
predators.3 However, by taking controlling stakes in each other, the
firms had been able to fend off this possibility of takeovers. Like the rest
of continental Europe, the ownership structure of the French
corporate sector is fairly concentrated (Becht and Roell 1999). A large
segment of the French corporate sector is organized in a holding
company structure, which allows for a maximum of firms to be
controlled with a minimum of capital (Windolf 1999). In this respect,
until the mid-1990s, France has been described as an insider model of
corporate governance with ownership concentration as one of its
main features (OECD 1998a, 17).

However, this overall picture of concentration and tight control
concealed several more dramatic underlying weaknesses. Up until
the mid to late-1990s, the members of the corporate networks in
France were engaged in long-term relationships based on a broad def-
inition of mutual interests—often at the expense of shareholder value
(Morin 1996). By the late 1990s, however, the ownership structure of
large French companies had been substantially reshaped: ownership
had become considerably dispersed and Anglo-Saxon institutional
investors had entered the French market en masse. In 2001, twenty-one of
the top CAC 40 firms had a highly dispersed ownership structure (Goyer
2001: 144-6).4 Privatized companies represented the bulk of firms with a
dispersed ownership structure.5 The pattern of stability-inducing
cross-shareholdings designed by the government in the mid-1980s
and in the early 1990s had collapsed. The percentage of shares held by
fellow domestic companies in the top fifty French firms fell to 3.5 per
cent m 2001 from 15 per cent in 1997 (Morin 2002: 168). The decline in
cross-shareholdings was particularly severe for privatized firms.6 At the
same time, foreign ownership rose rapidly in
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France, reaching 41.29 per cent of the equity capital of CAC 40 firms in
2001 (Le Monde, 15 June 2001: 22).

The strategy of French policy-makers to develop an insider type of
ownership structure had, under the conditions under which it was
implemented, become a very costly project. In January 1996, more than
FF 100 billion were immobilized in cross-shareholdings, a figure that is
three times the amount raised by all French firms on stocks markets in
1995 (Nouvel Econounste, 28 June 1996: 51). Moreover, since
cross-shareholdings took place in a context of low market capitalization,
scarce capital was immobilized in the hard core shareholder group
rather than invested in their core activities/ For these reasons, French
firms sold their cross-shareholdings in a very short period between early
1996 and mid-1998. By late 1998, the cross-shareholding structure which
had typified French capitalism had dissolved and Anglo-Saxon investors
had taken large stakes in French companies (Morin 2002).

7.5. Labour and the Transformation
of Corporate Governance

The pressures faced by large privatized French firms led to a substan-
tial transformation of their system of corporate governance in line
with some of the most important preferences of Anglo-Saxon institu-
tional investors. The key changes included the following: the appointment
of a growing number of independent directors to French boards of
directors (Parrat 1999; Goyer 2001); the emergence of variable pay as
an important component of management remuneration (Towers
Perrin, various years); a focus by blue-chip companies on a limited
number of core business activities (Geyer 2002, 2003); and the sale of
cross-shareholdings by large companies (Morin 2002). Nonetheless,
the transition of the French system of corporate governance to an
Anglo-Saxon system is far from total. Most important, French companies
have not adopted international accounting standards and still rely on
deviations from the one share–one vote principle in order to protect
themselves from unwanted takeover bids (Gayer 2003: 194-8).

The institutional arrangements of labour organization in France
account to a large extent for the particular form the changes in the
system of corporate governance took. The lack of institutionalized
labour influence within the firm provided management with ample
room to introduce shareholder value practices inside French firms.
Moreover, at the same time, it complemented the organizational
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frameworks of large corporations. The concentration of power at the
top of the firm, the ability to rapidly develop new strategic initiatives,
the innovative design of products based on scientific research, and
the virtual exclusion of labour from the corporate decision-making
process characterize the business strategy of large French firms
(Schmidt 1996; Ziegler 1997; Hancke 2001).

Yet, labour weakness at firm level has not necessarily meant the
wholesale adoption of shareholder value practices. As research on the
Gelina.n. case demonstrates (see Chapter 4, this volume; Hiipner 2001),
the introduction of shareholder value is perfectly compatible with
strong employee participation at firm level. The unwillingness and
inability of an important segment of the French labour movement to
assume responsibility for workplace relationships and for the economic
performance of the firm enabled them to block changes on specific
issues when the firm need cooperation. This explains why the business
strategies developed by top management in the 1980s and 1990s to deal
with various crises was also designed to marginalize labour. The inability
of French unions to serve as a strategic partner at the firm
level—combined with their willingness to block institutional change-
__________________________________________________ sowed

the seeds for a nationally specific pattern of transformation. Thus,
labour matters in two ways: weak employees are unable to block
many managerial initiatives, yet are unwilling to participate in those
reorganization schemes that require their cooperation.

While French companies have reformed their corporate strategy by
focusing on core business activities, they have failed to enhance financial
transparency. The specific organization of labour contributed significantly
to this outcome. The process of de-conglomeration and refocusing on
core competencies was likely to externalize costs onto employees.
Simultaneously, employee representatives had very few means at their
disposal to block these changes. In turn, financial transparency was
eschewed by management because greater disclosure of information
could have facilitated claims by employees for a larger share of
company profits in the foini of wages.

7.5.1. The focus on core competencies

During the entire post-war era. the conglomerate form of organiza-
tion and the involvement in many (often unrelated) business activ-
ities had been an essential element of large companies in France
(Whittington and Mayer 2000: 128-34). The diversification of business
activities allowed firms to reduce risk by pooling the fortunes of
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unrelated businesses and furthered economies of scope as managers
could exploit synergies between business units. However, the recent
increase in foreign ownership of large French companies has led to a
reconsideration of this strategy. Anglo-Saxon investors have
expressed strong views against the maintenance of the conglomerate
form (Markides 1995: 11-35). Conglomerates are perceived as an inef-
ficient organizational form by investors since they frequently use
cross-subsidies from profitable divisions to shore up loss-making
ones regardless of their long-term growth prospects. Investors have
therefore preferred to see portfolio companies focus on a limited number
of business activities. As a result, they suffer from a 'conglomerate
discount'; their stock market value is lower than the potential sum of
their individual divisions (Berger and Ofek 1995; Comment and
Jarrell 1995).

Focusing on core competencies is likely to lead to a convergence of
interests between top management and investors in France, since
de-conglomeration tends to raise share prices, and thus enable higher
investment. However, this strategy will almost certainly encounter
opposition by labour In contrast to investors, employees benefit from
the internal organization of conglomerates, whereby the central office
can reallocate funds from fast growing units to poorer performing
counterparts, because they facilitate extensive internal labour markets.
De-conglomeration implies a dismantling of internal labour markets.
Moreover, focusing on core competencies necessarily implies reductions
in the workforce in most cases. For example, the process of conglomerate
dismantling in the United States in the 1980s resulted in the reorganization
of the portfolio of activities through a concentration on core business
units, rapid turnover of peripheral segments, and the shedding of a
substantial part of the labour force. The redistribution of wealth from
employees to shareholders accounted for a significant percentage of the
financial gains realized during the takeover wave of the 1980s in the
United States (Shleifer and Summers 1988).

Table 7.2 suggests the French corporate sector underwent an
important reorganization between 1994 and 2002 with respect to cor-
porate strategy.9 Many large French companies substantially reduced
their degree of diversification and have done so more aggressively
and faster than their German counterparts (Gayer 2002. 2003). How
could we account for this shift in firm strategy? What is the role of
labour in this transformation process?

The gains associated with the reversal of the strategy of diversification
and the elimination of the conglomerate discount are contingent
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Table 7.2. Corporate strategy of French firms

Company 1986 1990 1994 1998 2002

Accor DIV DIV DIV DIV DOM
Air Liquide DIV DIV DIV DOM DOM
Alcatel DIV DIV DIV DIV DIV
Avenhs' —
Bic DIV DIV DIV DIV DIV

Bouygues DIV DIV DIV DIV DIV
Bull SIN SIN SIN SIN SIN
Carrefour DIV DIV DIV DIV DIV
Danone DIV DIV DIV DOM DOM
Elf b DIV DIV Dr y DIV
Lafarge DIV DIV DIV DIV DIV
Lagardere DIV DIV DIV DIV DIV
LVHM DIV DIV DIV DIV DIV
Lyonnaise des Eaux` DIV DIV DIV
Michelin SIN SIN SIN SIN DOM
L'Oreal DIV DIV DIV DOM SIN
Pechiney DIV DIV DIV DOM DIV
Pernod Ricard DIV DIV DIV DIV DOM
Peugeot DIV DIV SIN SIN SIN
PPR DIV DIV DIV DIV DIV
Renault SIN SIN SIN SIN SIN
RhOne-Poulenc" DIV DIV DIV DOM
St-Gobam DIV DIV DIV DIV DIV
Sanofid — DOM DOlvl SIN
Sanofi-Synthalabod —
Schneider DIV DIV DIV DIV DOM
Sodexho DIV DIV DIV DIV DIV
Suez` DIV DIV DIV
Suez-Lyonnaise` DOM SIN
Synthalabod — DOM DOM SIN
Thale-Thomson DIV DIV DIV DOM DOM
Told' DOM DOM DOM DOM
TotalElfFina — — DOM
Usinor-Sacilor SIN SIN SIN DOM SIN
Vale() DIV DIV DIV DIV DIV

Vivendi DIV DIV DIV DIV DIV

RhOne-Poulenc changed its name to Aventis. Data is recorded for Rheme-Poulenc with 1998. For
2002, data is shown for Aventis,
b Data is recorded for Elf-Aquitaine and Total as separate companies until 1998. Data for 2002 is
recorded for TotalEifFina.

Data is recorded for Lyonnatse des Eaux and Suez as separate companies for 1986. 1990, and
1994. Data for 1998 and 2002 is recorded for Suez-Lvonriaise des Eaux.
d Data is recorded for Sanofi and Synthalabo as separate companies for 1990, 1994, and 1998.
Data for 2002 is recorded for Sanofi-Synthalabo.
Notes: SIN: Single Business: DOM: Dominant Business; DIV: Diversified.
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on commensurate changes m the structure of the decision-making
process. Focusing on a limited number of business activities implies
that inter-relationships among fewer but related units are exploited
(Markides 1995: 135 11). Such a reduction in diversification invari-
ably entails some increase in portfolio risk as more eggs are put in
fewer baskets. Refocused firms must therefore exercise tighter control
over their units (Hill 1988), and the head office is forced to acquire
substantial knowledge of operational affairs in order to establish linkages
between divisions. Moreover, top managers must be able to shift
resources quickly to allow for a proper focus on the market niches
seen as crucial for the profitability of the firm.

Substantial managerial autonomy (with respect to labour) over the
organization of business unit activity works in favour of radical
workplace reorganizations. Most important, the underdeveloped
legal instruments available to French employees reduce their ability
to substantially restrain managerial authority (Goyer 2002: 18-19).
While French workers and their representatives have strong information
rights they have no formal veto rights. As a result. French employees
cannot punish firms which rely excessively on dismissals in the
implementation of a refocusing strategy (Desseigne 1995).

In addition, the organization of work and skill formation in France
facilitated a dismantling of the conglomerate structure and a concurrent
focus on core competencies. In contrast to many other continental
economies. especially Germany, the French economy is not based
predicated on the presence of a majority of employees with certifiable
skills. French employers in fact possess substantial autonomy in three
areas in which their German counterparts are facing substantial
constraints. First, skills are not a prerequisite for job promotion, but are
often acquired after the promotion, often on highly idiosyncratic grounds
(Maurice, Seller, and Silvesfre 1986: 77). Second. management does
not face compulsory requirements to provide training (Marsden 1999:
98): state-led initiatives to impose training in the 1990s met with
strong, and ultimately successful, opposition from employers. Third, the
hiring of new employees with the requisite skills is not subject to the
approval of the works council, but is often the exclusive prerogative of
management and a few outside experts (Hancke 2001: 323-7; Goyer
2002: 26). The content of training and the resulting role of employees in
the production process represent areas of pure managerial prerogative.
Overall, the process of skill formation in France allows managers to bring
about radical changes in corporate strategy.
DOM
SIN
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The organization of the workplace in France is also characterized by
the presence of extensive rules regulating the tasks to be accomplished.
rather than the functions to be performed (Maurice, Seflier, and Silvestre
1986: 60-65; Marsden 1999: 103-104). Highly qualified engineers
stipulate the development of products with employees following
detailed instructions (Linhart 1994). Thus, the reliance on codified rules
and procedures. and the bureaucratic controls associated with a rigid
division of labour, significantly reduce the dependence of management
on employee skills (Goyer 2003: 199-202). Since employees have
limited knowledge of the full range of company operations. the
development of performance standards m France is decided centrally by
the CEO and top management (Linhart 1994; Casper and Hancke 1999).

7.5.2. International accounting standards

Institutional investors have a strong preference for continental
European companies in their portfolios to adopt international
accounting standards. International accounting standards enable
transparent comparisons between their domestic and international
portfolios (Zanglein 1998).10 At the same time, financial disclosure
based on international accounting standards provides a strong mon-
itoring mechanism for shareholders and reduces risks associated with
takeovers (Fox 1998). When continental European companies try to
acquire a competitor through a stock-for-stock method of payment,
Anglo-Saxon institutional investors insist they adopt international
accounting standards and report on a quarterly basis (Coffee 1999: 649).

Despite the growing presence of institutional investors, the number of
companies using an international accounting standard among Frances
largest 100 companies has increased only a little, from thirty-five in 1997
to thirty-eight in 2000 (Goyer 2003: 194). Again, we relate the reluctance
of French companies to adopt greater degrees of financial transparency
to the particular position of organized labour in the company.
Traditionally, the institutional framework of corporate governance
systems in continental Europe relied on relatively opaque financial
reporting. While more transparent financial reporting allows
shareholders to monitor management better, it might a iso lead to an
increase in the influence of labour, since employees may improve their
understanding of how well the firm is doing and can thereby demand
higher salaries (Roe 2000: 568). However, extraction of a greater
proportion of value-added by workers constitutes only one scenario.
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In some countries., such as Germany, employees have long had access to
privileged information, yet they have typically presented moderate
wage demands. This suggests that the willingness of European com-
panies to adopt greater financial transparency will be influenced to
some degree by the extent to which employees internalize the interests
and objectives of the firm.

The exclusion of French employees from firm-level decision-making
processes. combined with their ideological anti-capitalist posture,
significantly reduced the incentives for management to adopt greater
financial transparency. Even if management introduced transparent
accounting standards in France, it is unlikely to produce the outcome
we find in other countries such as Germany, because the typical organ-
ization of workplaces in France does not provide employees with
strong incentives to assume responsibility for the economic performance
of the firm. The managerial strategy of removing skills from the shop
floor in France in the 1980s was a direct response to the ability of key
workers to prevent the introduction of new production processes
(Hancke 2002). Within such a context of low-trust adversarialism, the
danger is that the release of additional information will lead to higher
wage demands without the quid pro quo of a constructive engagement
in the restructuring processes.

7.6. Corporate Governance and Labour Relations

The major shifts in French corporate governance over the last decade
confirmed the novel patterns of labour relations that had already
emerged in the period prior to the collapse of cross-shareholdings in
1996. By and large, given the adjustment process of the previous
period, large French companies faced very few problems addressing
the needs of their new foreign owners in the 1990s. The adjustment
period after the crisis of the mid-1980s reflected the need for large
exporting companies to raise profitability, often by raising hourly
labour productivity, and this involved lay-offs as well as a general
increase in the skill levels of the remaining workers. Furthermore, the
internal arrangements easily met the expectations of Anglo-Saxon
investors since the adjustment was critically built on the idea that
management had a relatively free hand in internal structures.

In terms of work relations, the core human capital strategy of the
large firms, constructed around a high level of general skills (instead of
deep industry-specific skills), did not change. If anything, the need
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for a combination of high profitability and internal management
autonomy, which followed the shifts in ownership and corporate
governance, reinforced this skills regime, since it minimized potential
hold-up problems for management. It assured that the influence of
workers in internal decision-making was limited to what was legally
required and what was instrumental to management's productivity
drive. Similarly, the organizational decentralization of the 1980s and
1990s, involving the establishment of semi-independent business
units (including worker teams and quality circles), was expanded. By the
late 1990s. an international survey reported that French companies led
many of their continental counterparts in the adoption of teams and
direct participation channels (Benders et al. 2000).

Even the few government initiatives which directly addressed work
organization inside companies, such as the 1998 Aubry law on the
reduction of working time, were easily adopted by large firms as a
means of modernizing their work practices. Since the law simul-
taneously imposed a reduction in average annual working time and a
plant-level negotiated reallocation of working time, it ultimately led to
more flexible working time schemes. These allowed weekly working
time to fluctuate in accordance with production schedules based around
just-in-time production and delivery schedules (Trumbull 2002).

As a result, large firms began to develop more idiosyncratic forms of
personnel management. Most French companies today have systems
in place which offer workers long-term career tracks on the basis of their
skills, often acquired in further training programmes, and on the basis of
their willingness to move between jobs. Reflecting the capacity of
employers to externalize adjustment costs onto individual workers, the
basic idea is that 'employability' is ultimately the worker's own
responsibility, and the contribution by employers is limited to
evaluating company-wide skills needs and offering training
programmes where necessary. While wages de lure still follow centrally
negotiated wage scales, the 'pay-for-knowledge' component of wages
has become an increasingly important part of the 'extra' negotiated at the
plant or firm level.

This basic configuration of skills, in which workers are significantly
more dependent on employers than the other way around, implies that
labour shedding remains the crucial strategy when things turn sour
for large firms. When large companies, such as Michelin. Danone,
and Renault, faced problems in 2001, their immediate response was to
lay off a large part of their workforce. This strategy
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led to calls for a change in the law to block highly profitable companies
from adopting such crude workforce reduction strategies.

Within companies, therefore, the direct influence of labour on cor-
porate strategy, including human resources plans, remains very
small. Unions had been eliminated as countervailing forces in the
early 1990s. and the new skill profiles disproportionately favour man-
agement's independence from their workforce. Not surprisingly, this
has led to patterns of industrial relations which reflect the needs of
companies and their owners.

Most important, France has become a haven of social peace.
Despite periodic well-publicized major strikes. labour conflicts in
France today are, in fact, very rare. In terms of 'working days lost'
French strike figures are roughly on a par with Germany. Those
strikes which do take place are disproportionately concentrated in the
public sector, where lifetime employment guarantees still exist and
unions are able to exert a significant influence due to above-average
unionization rates and a law that grants them 'representative' status in
wage negotiations.

While labour unions may have been weakened over the last two
decades, employers' associations have not grown in strength either.
Reflecting the increasing autonomy of large exporting firms from the
broader institutional framework of economic and social policies, the
national employers' association, the Confederation Nationale du
Patronat Francais changed its name to Mouvetrient des Entrepnses de
France to signal that it had become an organization which represented the
interests of small firms. While it is still active in the preparation of wage
negotiations, its main function is as a lobbying organization with
privileged access to the right-wing government elected in 2002.

Wage bargaining systems have been quick to reflect changes in the
French political economy. Even without the mandatory plant-level
agreements which the 1997 law on working time reduction imposed,
more plant-level wage agreements are concluded today than ever
before. Their numbers increased by 10-15 per cent annually since the
early 1990s and. as a result of the law on working time reduction, that
pace accelerated (EIRO 2002). Despite having the lowest union density
rate in Europe, France has the highest proportion of workers covered
by collective bargaining. To a large extent this follows from the still
important role of the state in wage-setting: wage agreements concluded
in large firms become the formal signposts for wages in their
industrial branch as a whole, and the wage settlement is then extended by
administrative fiat to all the companies in the sector.
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In turn, private sector wage growth becomes the informal wage norm for
public sector negotiations, with the effect that over 95 per cent of French
workers are covered by wage agreements. However, the large exporting
firms are more important in this process than the state. Safeguarding
profitability means that wages in the French establishments of these
companies are set as a function of relative labour productivity vis-a-vis
production units m other countries. Since large firms set wages as a
function of labour productivity, and other companies adopt this wage
rate, aggregate nominal wage growth in France never surpasses
labour productivity growth. Thus, while monetary policy may have
been transferred to the European

uropean Central
Bank in Frankfurt, the large exporting firms continue to contribute
to low inflation inside France as a result of their leading role m
wagesetting.

The advent of foreign institutional investors and the adoption of
corporate governance practices that reflect their interests and prefer-
ences thus confirmed the existing practices m French labour relations,
which disproportionately favoured the interests of employers. espe-
cially in large exporting companies. International investors have
at best an indirect influence on work, employment, and industrial
relations. Paradoxically, they are a force of inertia, in the sense that
most of the changes in labour relations often associated with the rise
of foreign ownership and subsequent changes in corporate gover-
nance patterns, were already in place by the time French ownership
patterns went through their revolution in 1997. Yet, as we argued earlier
in this chapter, the causality is probably the inverse from what we see in
other countries. Instead of imposing constraints on companies that
force management to change their labour policies, the French case
suggests that a prior, mostly endogenous, shift in labour policies has
been rewarded by a rapid growth in foreign ownership. Once
accomplished, the system then seems to find itself in a relatively
stable equilibrium.

7.7. Conclusions

By the end of the 1990s, the French system of corporate governance had
very little in common with the systems which preceded it—the
state-led, bank-based credit system that France knew until the late 1980s
and the dense networks of cross-shareholdings which characterized
French capitalism between the late 1980s and the mid-1990s.
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Instead, foreign investors had entered the French capital market in
high numbers. In response to this presence of foreign investors, a
large number of French companies have implemented policies
designed to better represent the interests of their new shareholders.

The weak position of French employees in the firm is crucial for an
understanding of this transformation of the national system of corporate
governance. The institutional weakness of labour allowed management
to introduce polices and practices designed to promote the interests of
shareholders. The relative weak position of French employees also
made them unattractive partners in the implementation of any reforms
inside the firm. The lack of workers' influence over firm strategy
reduced their incentives to cooperate and provided management with
incentives to pursue corporate adjustment schemes which
marginalized labour.

What are the broader insights to be gained from this analysis of the
transformation of corporate governance in France? First, the weak-
ness of French labour within the firm contrasts sharply with most
other countries, especially in northern Europe. Second, in France the
process of transformation was one of managerial unilateralism with-
out compensation for employees. Comparing this outcome with the
analysis of German corporate governance in this volume, where
employees have been able to shape the terms of the introduction of
policies and practices designed to promote the interests of their share-
holders, makes clear how different systems of employee representa-
tion continue to lead to different outcomes.

Capitalism at the turn of the century thus retains different organ-
izational forms, with different effects, even if the overall pressures
are very similar. But they do not necessarily do so solely because of
the social matrix offered by the organization of capital (Hall and
Soskice 2001a). The extent and ways m which labour has historically
been integrated in the political economy lays down equally important
tracks for reform and change. The organizational weakness of French
labour inside the firm, and the political calculations of French trade
unions in the 1970s were at the basis for the marginalization strategy
adopted by French firms in the 1980s and 1990s. These factors also
continued to play an important role in how firms negotiated their
relations with foreign investors in the latter part of the 1990s.
'Bringing labour back in' instead of solely focusing on the effects of
how capital reorganises, makes the differences in coping strategies of
the different systems intelligible, both in a historical context and in
terms of the incentive structures which actors face.
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NOTES 8
1. There are a few exceptions, primarily found in the public services, such

as EDF and the SNCF (Chorin 1990). One could argue that de facto cor-
porate governance in some state-owned companies such as Renault was
built around a careful balance between the CGT and management.
However, without underestimating the impact that these arrangements
may have on corporate strategy, they are not institutionalized arrange-
ments to proactively include labour in decision-making, but the expression
of a particular balance of forces in the history of these companies. Overall,
company organization has been the monopoly of top management
(Linhart 1991).

2. For a full analysis of the impact of state policies on the financial devel-
opment of public sector corporations, see Goyer (1998).

3. The bidding period in France at that time was only 25 days. This makes it
difficult to find a 'white knight' and to organize a defensive counter-bid.

4. A dispersed ownership structure is defined as having a hard-core share-
holder group (or single large blockholder) owning less than 20% of
equity capital.

5. By contrast, the remaining members of the CAC 40 index were either
family-owned firms or subsidiaries of another corporation_ Both groups
have a concentrated ownership structure (Goyer 2001: 145).

6. Les Echos (8 December 1998: 111) lists them as follows: Accor (14.5%), Air
Liquide (7.8%), Danone (12.9%), Elf (8.2%), Paribas (12%), Rhilne-
Poulenc (6.5%), Saint-Gobain (16.9%), and Vivendi (14.4%).

7 For example, Saint-Gobain had invested FF7 billion in friendly groups
while its stock market capitalization was barely more than FF18 billion
in 1996. The similar figures for Paribas were FF18 billion and F139
billion, respectively (Nouvel Econonuste, 28 June 1996: 51).

8. Theoppositionofemployees to thedismantlingofconglomerates isnotnec-
essarily a universal proposition, as Germany suggests (HOpner 2001: 44).

9. Table 7.2 extends to 2001 the results of previous studies on diversi-
fication carried out by the Harvard students of Chandler and their
successors (see Whittington and Mayer (2000) for an overview).

10. The most striking example of this lack of uniformity is that of
Daimler-Benz which reported a D/Vil billion profit under German law and a
DM2 billion loss by applying the GAAP standard in 1993.

Corporate Governance and
Employment Relations: Spain in
the Context of Western Europe

RUTH V. A GUIL ERA

8.1. Introduction
Corporate governance studies have traditionally focused on the
relationship between managers and owners and have usually neglected the
role of employees. Recently, there have been various attempts to
understand how employees might be involved in the governance of
the firm and how they interact with other stakeholders (Agiiilera and
Jackson 2003). Blair and Roe (1999), for instance, emphasize the relev-
ance of the institutional context in which employees are embedded as a
critical explanatory factor in understanding their influence in corporate
decision-making. This type of approach is reinforced by arguments
presented by O'Sullivan (2000a, b): she provides an 'innovative
capabilities' account of labour in the corporate governance equation,
underscoring that corporate governance is wider than just the mon-
itoring of managers by investors. Finally, Gospel and Pendleton (2003)
dissect the specific mechanisms by which governance and financial
systems influence the role of labour–management relations in different
corporate settings by contrasting liberal market economies and
coordinated market economies. Their comparative research also
points to the corporate governance idiosyncrasies of each individual
country, and therefore implicitly rejects the arguments that corporate
governance is converging on the pattern of investor–management
relationships held to be typical of the Anglo-Saxon countries.

In the light of this research in comparative corporate governance,
the purpose of this chapter is to illustrate the characteristics of corporate
governance and labour management relations in Spain. It does so with
reference to other industrialized countries considered in this
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book. The chapter therefore identifies the 'exceptional' traits of the
Spanish economic organization model, its main transformations over
time, and the complementarities and tensions between corporate gov-
ernance and employment systems. The implication of the approach is that
the dichotomy between liberal market economies and coordinated
economies found in the 'varieties of capitalism' literature is simplistic.
The Spanish case. along with Italy and to some extent France. can be
characterized as conforming to a third type, the so-called 'Latin'
model. Countries in this category are typically categorized by concen-
trated ownership of firms, strong state intervention, and weak labour
participation at company level (Rhodes and Van Apeldorn 1997;
Aguilera 1999). However, this Latin model of corporate governance is far
from static and, just as Schmidt (2003) demonstrates for the French case,
certain market-oriented reforms are moving Spanish capitalism from
state-led to 'state-enhanced' capi a Iism.

The chapter argues that Spain has followed its own idiosyncratic
path to a new model of corporate governance. This route has been
distinct and unique, and determined by Spanish institutional leg-
acies. constraints, and opportunities. The Spanish system is evolving
towards a hybrid model that adopts practices from different systems,
especially the Anglo-Saxon one. There is a strong tension between the
state's new role as a strong regulator. the weakness of labour at company
level but its strength in shaping national employment systems, and the
central but uncommitted role of foreign multinationals. This tension is
framed m a context of increasing internationalization of financial
markets and the closer integration of the European Union (EU). In
sum, key features of the current Spanish corporate governance scene
comprise newly privatized firms owned by core investors (some of them
foreign), a weak market for corporate control. a dual labour market
system, an emphasis on passive labour market policies, and a sporadic
use of Anglo-Saxon practices. The latter includes reforms aimed at
increased transparency and accountability of firms, more efficient
boards of directors, the development of professional managers, and
innovations in workplace practices.

8.2. Institutional Background

Spain experienced massive political transformations in the last
century, with the Franco dictatorship and the closed economic regime
Initially adopted by it being the most remarkable. The legacy of this

era has conditioned the country's economic and social organization in
unique, path-dependent ways. In terms of economic development,
Spain was a latecomer to industrialization. It shifted from policies of
autarchy during the first 20 years of the Franco regime (1939-59) to rapid
industrialization and growth, triggered by liberal economic reforms
and then a market-oriented approach to the international economy.
The 'economic miracle' of the 1960s was based on tourism. the export of
surplus labour to other European countries, and large foreign direct
investment. The latter was promoted by the complete removal of
barriers of trade coupled with government incentives to attract
multinational companies in capital-intensive industries (Campa and
Giiillen 1996). With industrialization, economic development, and the
lowering of trade barriers, the sectoral structure changed dramatically in a
short space of time. For example, the sectoral composition of employment
shifted from approximately 30 per cent in agriculture, 34 per cent in
industry, and 37 per cent in services in 1967, to approximately 7 per cent
in agriculture. 20 per cent in industry, 11 per cent in construction, and 62
per cent in services by 2000 (OECD 2001a).

One set of legacies of 40 years of dictatorship under Franco is the
persistence of a protected banking system, extensive public owner-
ship of industry, and paternalistic labour policies. This legacy shapes
the character of corporate governance, labour management, and the
interactions between them. These characteristics have dilUted slowly,
and their persistence (particularly in the labour market) presents
serious obstacles to the country's economic 'development. Under
the years of dictatorship, there was a particular complementarity
between capital and labour, underpinned by a strong, interventionist
state. The state and a privileged banking system were the main
providers of capital to firms, resulting in little competition in capital and
product markets, and few pressures to innovate. In turn this meant
that there was limited demand for higher skilled labour. In addition,
the state aimed for full employment by maintaining rigid rules to
govern labour market entry and exit. This closed system intensified
the tendency towards very limited investment in human capital. As will
be discussed below, this labour–capital relationship has changed
because of deregulation, privatization, and the development of financial
markets.

In the democracy years (post-1978), and especially in the last decade,
the following four developments have influenced both corporate
governance and labour–management relations: (1) an extensive pro-
gramme of economic restructuring to meet the requirements necessary
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to enter the European Community (EC) in 1986 and then to meet EU
harmonization policies; (2) the privatization of state-owned companies; (3)
an unemployment problem which rose to over 20 per cent in the
mid-1980s and then to nearly 30 per cent in the mid-1990s; and (4) the
presence of foreign capital in the form of subsidiaries of multinational
corporations and foreign institutional investors. All of these factors are
considered in the discussion of Spanish corporate governance and
labour–management relations.

8.3. The Corporate Governance System

Corporate governance here is defined broadly to include both the
institutional environment in which firm decisions are embedded (e.g.
the legal system, the financial system, the market for corporate control.,
and the stock market), and mainstream governance characteristics
such as ownership type and concentration. This section discusses some of
the main institutional transformations which have influenced
developments in corporate governance, prior to discussmg current
governance arrangements in Spanish firms.
8.3.1. The privatization process

Privatization has been an important phenomenon in Spain because of
its contribution to the development of 'shareholder capitalism' and the
weakening of labour protection. State-owned enterprises developed
under the early Franco regime as a strategic tool for the
import-substitution model of economic growth and played a key role
thereafter in Spanish industrialization. They were notably concen-
trated within the state industrial holding company Instituto Nacional

de Industria (INI), which emulated the Italian state-owned holdings
developed under Mussolini (see Chapter 9 on Italy). Since the demo-
cratization of Spain in 1978, these firms have been subject to rational-
ization and restructuring, with successive waves of privatization as
various governments sought to improve their efficiency. The privat-
ization process was further motivated by government efforts to cut the
public sector deficit so that Spain could enter the EC in 1986.
State-owned enterprises, particularly in sectors experiencing heavy
losses such as iron and steel, were subject to programmes of 'industrial
reconversion' to increase their competitiveness. These programmes
involved tens of thousands of job losses.

The main argument against extensive privatization in Spain rested
on its potential to increase unemployment, particularly in the state-owned
sector. Proof of this argument was demonstrated by the fall in
employment in public sector industries, such as naval construction
(58 per cent fall), mining (49 per cent), and defence (41 per cent)
(Garnir 1999: 73). Often unions tried to stop privatizations or to inter-
vene to minimize job losses. For instance, the partial privatization of
TelefOnica (the telecommunications monopoly) durMg 1991-7,
coupled with a rationalization plan involving a 62 per cent reduction
in the workforce of 180.000 provoked widespread protests from the
unions. The bulk of Spanish privatizations took place after the enactment
of the 'Spanish Privatization Plan' of 1996, with proceeds from
privatization reaching their peak in 1997 and 1998. Only France and Italy
secured larger sums from the divestment of publicly owned companies,
though it should be borne in mind that their economies are also larger
(OECD 2002: 46).

Although early privatizations took the form of trade sales to strategic
buyers (as in France), in the 1990s initial public offerings (IPO) became
the predominant method of sale. IPOs require sophisticated financial
markets and a well-developed legal infrastructure. In practice, at first,
they tended to place equity in the hands of institutional investors, some of
them foreign. More recently, IPOs have included incentives to encourage
the involvement of minority shareholders. For example, the
privatization of the bank Argentaria in 1993 was the first one to provide
minority shareholders with pre-IPO discounts and post-IPO protection
(Garnir 1999). The subscription of minority shareholders has almost
doubled since the implementation of the 'Spanish Privatization Plan' in
1996. Thus, privatization encouraged shareholder capitalism by
increasing the number of traded firms and boosting the capitalization of
the Spanish stock exchange. Both individuals and institutional
investors became shareholders, with the state slowly bowing out of its
hitherto dominant role in the management of these companies. Finally,
some privatization initiatives also offered special share issues for
employees, who then also become owners.

8.3.2. The legal regulation of corporate governance

In Spain, commercial law has historically protected large shareholders
and left little room for minority shareholder voice. Like other Latin
countries, Spain is a typical case of a country with weak anti-director
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rights, weak protection of minority investors, and concentrated ownership
(La Porta et al. 1998). These features were accompanied by poor
accountability and a lack of transparency. A major reform within the
Spanish financial system has been the enactment of two new laws to
improve shareholder rights. This legislation is a consequence of the
increasing importance being attached to 'shareholder value!, a key trait in
liberal market economies. First. the Law on Measures to Reform the
Financial System was passed in November 2002 to increase the effi-
ciency and competitiveness of Spanish financial markets and
strengthen investor protection. This law was also designed to incor-
porate several EU Directives into Spanish law so as to prepare Spain
for EU financial integration (ComisiOn Nacional del Mercado de
Valores. CNMV 2002). Second. a Transparency Law was enacted in
July 2003 to improve the transparency of ownership and corporate
control. It main effect is in the area of takeover announcements. These
laws bring innovative regulation in the following areas: they foster
efficiency in the securities, credit, and insurance markets; they stimulate
competitiveness in the financial sector; they bring about greater
transparency in corporate control; they protect the clients of financial
services companies; they improve the financing of small and
medium-sized enterprises; and they facilitate electronic trading
(CNIVIV 2003). For example, the legislation has created the new post
of Commissioner for the Defense of Investors to deal. with abuses of
financial institutions. None of this new legislation was aimed expli-
citly at bringing about a 'shareholder value' model of Spanish capitalism
but, in its emphasis on greater efficiency, accountability, and
transparency, it has helped to create an institutional environment that is
conducive to this form of capitalism.

In addition, in 1998, the Spanish stock market approved the
Olivencia Code of Good Governance to improve the governance of
Spanish listed firms and in particular to reform the operation of
boards of directors. In Spain. boards have traditionally been large,
one-tier boards. But, like German boards, they establish dense net-
works of directorship interlocks (Aguilera 1998). The Olivencia Code
of Good Governance was designed and benchmarked against the
British Cadbury Report of 1992. Hence, once more we find another trend
towards Anglo-Saxon capitalism—if only for legitimation reasons
(Aguilera and Cuervo-Cazurra 2004). The code is voluntary to the
extent that listed companies are not compelled to comply with the code,
but they are required to disclose in their annual reports the degree of
compliance and to explain any reasons for non-compliance

(`conform or explain'). The CNMV surveys all listed companies in
order to assess their degree of adoption of the Code of Good
Governance's recommendations. The conclusions of these annual
surveys (1999-2002) are as follows: (1) the average firm fully adheres
to approximately 75 per cent of the twenty-three recommendations
listed in the code (although there is no indication that listed firms are
increasingly adopting the Code recommendations); (2) firms with
large free-float tend to comply more; (3) the least used recommendations
are those related to transparency of remuneration, age limits for directors,
and the establishment of control commissions composed solely of
external directors; (4) there seems to be a significant increase in the
presence of independent directors, and this is directly related to the
presence of floating capital (CNMV 2002, 2003).

As a result of the new EU Directive on Market Abuse, partly incorpor-
ated in the 2002 Finance law, an updated Code of Good Governance, the
Inforine Aldama, was issued in January 2003. This code comprises a set of
recommendations to govern the behaviour of listed firths. As before, the
emphasis is on self-regulation and the Code does not have the force of
law. The Code illustrates the active efforts taken by the Spanish
governance community to promote further efficiencies in the gover-
nance system, though it is too early to assess its consequences.

Finally, one of the important effects of EU measures aimed at har-
monization is the approval in 2002 of an EU decree that will require all
firms trading in European stock markets to comply with the accounting
norms formulated by the International Accounting Standard Board
(IASB) by 2005. In reaction to this decree. the supervisory board of the
Spanish stock market conducted a study (Libro Blanco) on the
'Characteristics of the Current Spanish Accounting Systems and Main
Issues that need to be Reformed'. Transparency comes up again as an
important concern in Spanish corporate governance. Moreover, the new
financial law of 2002 includes significant measures towards accounting
harmonization, particularly regarding the compulsory rotation of external
auditors and the audit committee of the board of directors. Also, the US
Sarbanes-Oxley Law of 2002 (enacted in response to US corporate
scandals) will shape corporate governance practices worldwide and in
particular those firms which are listed on any of the US stock markets.

8.3.3. The financial system

In the past, the Spanish financial system bore some similarities with that
in Germany. Industrial banks were the main sources of financial
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capital. with strong cross-shareholdings and director-interlocks
between banks and industry (Aguilera 1999). Recently, the Spanish
financial system has experienced several major changes, and these are
likely to encourage greater activism among investors. To illustrate
this, it is necessary to discuss several institutions in the Spanish financial
system: the banking system, institutional investment, the stock market,
venture capital, and the nature of corporate control.

The Spanish banking system, particularly in the form of the industrial
banks. was characterized by a privileged and protected role within the
Spanish economy (Perez 1997). This changed when competitive
pressures forced the sector to open the market and deregulate: By 1998, the
Spanish banking system had experienced a significant consolidation,
with the privatization of most of the state-owned banks and mergers of
six of the largest banks into two: Banco Bilbao Vizcaya Argentaria
(BBVA) and Banco Santander Central Hispano (BSCH). The Competition
Tribunal approved these mergers on the grounds that competition would
be protected by the active presence of a number of medium-sized
commercial banks and a large number of saving banks'. However, it is to
be noted that these two largest Spanish commercial banks (BBVA and
BSCH) accounted for more than half of market share in Spanish
commercial banking in 2002 (28.9 and 27.19 per cent, respectively),
followed some way behind by the third largest bank, Banco Espanol de
Creclito (with a 7.5 per cent market share) (El Pals 2003: 419). The
concentration among saving banks is not as pronounced: the two largest
saving banks, La Caixa and Caja de Ahorros de Madrid. held 19.1 per
cent and 14.5 per cent of the savings banks' market share in 2002 (El
Pais 2003: 420).

The removal of barriers to entry in the banking system (partly triggered
by EC requirements) led to an influx of foreign banks from the 1980s and
a consequent growth in competition in the banking sector. The banking
liberalization coincided with a shake-ouit of the fragmented domestic
banking system, with foreign banks allowed to rescue those in
receivership. The first mover was Barclays which acquired the failing
Banco de Valladolid in 1981. The proportion of foreign banks in Spain
is now above the EU average even though some market entrants
subsequently withdrew (OECD 2001a; Financial Times, 8 October 2003).
According to the Financial Times, 'the Spanish financial system is the
most profitable in the Eurozone-in terms of return on assets and
second in return on equity-but with a cost-to-income ratio of 73 per
cent' (Financial Times, 8 October 2003: 3).

In 2002, there were forty-nine foreign banks operating in Spain with ING

Bank NV having the largest percentage of the foreign banks' market
share (30.4 per cent), followed by BNP Paribas and Barclays Bank PLC
with 8.9 per cent and 8 per cent, respectively (El Pais 2003: 419). The
race for market share is fierce with the two main Spanish banks
undertaking aggressive marketing strategies.

The role of banks in the Spanish economy is reflected in corporate
financing. Leverage ratios for Spanish manufacturing firms averaged
38.2 per cent during 1992-5 and peaked at an average of 42.6 per cent in
2000-1 (Banco de Espana 2002). This notable reliance on debt is
explained by strong ownership ties with industrial banks as well as
the underdevelopment of the Spanish stock market. Leverage ratios
are higher for large firms (250 employees or more) than for small
firms. However, the dependence on banks decreased in the 1990s. The
proportion of bank debt as a percentage of total debt fell from over 35
per cent in 1991 to just below 22 per cent in 2000, as shown in Table
8.1. A comparative analysis of bank debt as a percentage of total debt over
time shows that Spanish firms' reliance on bank debt is considerably
higher than German firms (who also traditionally enjoyed closed ties with
industrial banks). It is, however, considerably lower than in Italy where
there is a large network of small regional banks providing finance to
small and medium-sized firms. Finally, most of the debt in Spanish
manufacturing firms tends to be short-term, a pattern which occurs
among firms in other European economies, such as France and Germany
(Banco de Espgia 2002: 121). There is little empirical evidence on the
consequences of high debt leverages for labour and management
behaviour. The suggestion which will be considered here is that the fact
that lenders (banks) tended to own

Table 8.1. Bank debt as a percentage of total debt
(various countries)

Country 1991 1995 2000

Spain 35.6 29.7 21.9
France 20.1 14.8 14.8
Germany 22.3 19.0 14.1
Italy 38.1 33.9 32.5
Japan 37.1 40.8 37.8
Portugal 37.6 31.1 33.4
United States 20.4 19.4 21.8

Source: Banco de Espaila (2002: 13
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shares in the firms to which they lent money meant that company
managers were able to pursue long-term strategies and did not have to
seek short-term efficiencies. 'Patient capital' therefore resulted in few
pressures to restructure labour management in order to improve
productivity, and facilitated employment security

The presence of institutional investors (insurance companies,
investment companies, pension hinds, and other forms of institutional
savings funds) in Spanish financial markets m the early 1990s was
relatively small compared to other OECD countries. For instance, the
share of institutional investors' assets was 21.9 per cent of GDP
compared with 34 per cent in Germany, 61.9 per cent in-France,
127.2 per cent in the United States. and 131.3 per cent in the United
Kingdom (OECD 2001b: 46). By the end of the 1990s, the share of insti-
tutional investors in the Spanish financial systeM had multiplied by
three, and had caught up with other Continental European countries.
This increase in the importance of institutional investment is
explained by the entrance of foreign capital, a growing concern to
supplement public pensions with private provision, and the transfer
of the state's public deficit to household savings.

The Spanish stock market has historically been small, under-
developed, and geographically segmented into four locations
(Madrid, Barcelona, Bilbao, and Valencia), with the Balsa de Madrid
being the largest. During the 1990s, the stock Market matured in
terms of market capitalization, securitization, and the modernization
of administrative procedures. Privatization, the Sectrities Market
Law reform of 1998, and new regulations on takeover bids stimulated
activity on the Spanish stock market and helped to develop a small
investor culture. In addition, according to the OECD's 2003 Financial
Market Trends (2003b), the growing reliance on private savings for
retirement income explains part of the increasing consolidation and
integration of European stock markets over time.

Viewed comparatively, market capitalization and the number of
firms traded in the Spanish stock market have grown tremendously in
the last few years and, although they remain well below that of the
Anglo-Saxon markets, there is certainly a trend towards Anglo-Saxon
sources of finance for companies (Tables 8.2, 8.3).

The most important reform in recent years has been the consolidation
in 2001 of the four different Spanish stock markets and the financial
societies within these stock markets into a single holding company with
responsibility for trading, clearing, and settlement-the Balsas y Mercadas
Espalioles (BME). It is expected that this consolidation will
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Table 8.2. Market capitalization in selected OECD countries
(as percentage of GDP)
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Country 1988 1990 1993 1997 2001

Australia 50.4 35.1 67.5 71.0 101.5
France 25.0 25.9 35.7 48.0 89.7
Germany 18.3 21.0 23.7 39.1 58.1
Italy 16.1 13.5 13.7 29.5 48.4
Japan 131.2 95.6 68.6 51.4 54.4
The Netherlands 47.3 40.7 55.9 124.4 120.5
Norway 14.6 22.6 23.6 42.9 41.6
Portugal 14.0 12.9 14.4 36.6 42.2
Spain 25.5 21.8 23.9 51.7 80.5
Sweden 53.1 41.1 55.8 114.2 110.8
United Kingdom 92.6 85.8 119.5 150.3 155.7

United States 55.2 53.2 78.0 137.0 137.2

Source: World Bank (2003).

Table 8.3. Number of listed domestic companies in

selected OECD countries

Country 1988 1990 1993 1997 2001

Australia 1,380 1,089 1.070 1.159 1,334
France 646 578 472 683 791
Germany 609 413 426 700 988
Italy 211 220 210 239 288
Japan t967 2,071 2.155 2,387 2,471
The Netherlands 232 260 245 201 180
Portugal 171 181 183 148 97
Spain 368 427 376 384 1,458
Sweden 142 258 205 245 285
United Kingdom 2,054 1,701 1,646 2,157 1,923

United States 6.680 6,599 7,246 8,851 6.355

Source: World Bank (2003).

attract more financial resources and ensure more efficient manage-
ment, in addition to the benefits from economies of scale. Two other
markets within the Spanish stock market are a special market for
Latin American companies (Latibex) created in 1999 and a new market
(Nuevo Mercado) for new economy companies created in 2000 along
the lines of the NOVeali Marche" and the erstwhile Neuer Market. However,
the Spanish new market is very small with only seventeen companies in
it by 2002.
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Compared with most OECD countries, venture capital investments

in Spain are underdeveloped. The immaturity of venture capital
investments in Spain has long-term effects on growth and is closely
related to the low levels of R&D investments at firm level. In 2000,
there were only eighty-five registered venture capital entities (OECD
2001a: 92). Risk-averse entrepreneurs, few management buyouts or
industrial spin-offs, little interest in IPOs, and financial markets
which are generally oriented towards large firms contribute to this
underdevelopment. To counter this, since 1999, the Spanish government
has made efforts to boost venture capital investments with fiscal
incentives. For example, the New Financial Law of 2002 extends tax
concessions to venture capital investments even after they have been
partially sold in the stock market (OECD 2003a: 80).

Traditionally, the market for corporate control among Spanish firms
was practically non-existent because of high ownership concentration of
quoted firms and poor minority shareholder rights. For instance, in
1997 nearly half of Spanish quoted-firms (representing 20.6 per cent
of the capitalization of the stock market) were owned by
a majority shareholder. This made it impossible for investors to bring
about changes in corporate control. However. takeover bids have
increased, especially by value, since the mid-1990s. As shown m
Table 8.4, takeover bids reached a peak in 2001. After 2001, as else-
where, takeovers became too expensive because of declining equity
prices. This is confirmed by the fact that nine out of the nineteen
authorized tender offers in 2001 were made by European groups.
whereas in 2002 just three of the seventeen offers were by foreign firms.
The relatively low number of takeovers indicates a weak market for
corporate control, particularly if we take into account that the single
largest takeover bid in 2002 (that of Aceralia for Arcelor) accounted for
nearly 50 per cent of the total takeover value in the period (CNMV
2003: 65).

Table 8.4. Spanish tender offers

Tender offers 1997 1998 1999 2000 2001 2002

Number authorized in year 14 18 13 16 19 17

Value of authorized offersa• b 648 4.683 711 3.059 7.685 5.589

Number filed in year 13 18 13 14 18 17

Value of filed offer?' b 575 4,411 601 2,606 4.468 4.318

Millions of cures.
b

Not including withdrawn offers.
Source: CNMV (2002, 2003).

In early 2003, a Takeover LaW was enacted with the primary objective

of protecting minority shareholders from expropriation by majority
shareholders. The rationale for this legislation lies in the reactions to
takeovers in the construction and real estate sector where huge premiums
had been secured by majority shareholders at the expense of
minority shareholders. However, the traditional interventionist role of
the Spanish state has not completely disappeared. For instance, former
state-owned firms such as Telefbnica, Repsol and Endesa are
protected from the implications of the new legislation by the presence of
a 'golden share', held by the government until 2008 to protect the
national strategic interest. This is a good illustration of Schmidt's (2003)
argument that 'state-enhanced' activity is replacing fully fledged
'state-led' activity.
8.3.4. Ownership structure of Spanish firms

Ownership structure is one of the main dimensions of corporate gov-
ernance. It is widely seen to be determined by other country-level cor-
porate governance characteristics such as the development of the
stock market and the nature of state intervention and regulation (La Porta
et al. 1998). Ownership type and concentration are the two key
dimensions of ownership structure. In Spain, details of owner iden-
tity and ownership share are reported in an annual census (Empresas
de la Central de Balances) of all Spanish companies conducted by the
Banco de Espana. Table 85 shows the distribution of ownership type
in the last decade.

Table 8.5 shows that in the early 2000s the majority of Spanish firms
are owned by domestic capital, that is, domestic firms, private

Table 8.5. Ownership structure of Spanish firms 1990-2001
(percentage of ownership)

Owner type 1990 1993 1997 2001

State' 33.7 33.4 33.5 24.8
Financial institutions 5.0 4.3 5.3 4.9
Domestic firms 18.8 28.8 26.8 45.1
Other domestic owners 27.6 17.6 19.6 14.4
Foreign capital 14.9 15.9 14.8 10.8

Total 100 100 100 100

a
Including ownership by public administrative authorities and by the

state-owned holding company SEPI.
Source: Banco de Espana (2002).
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individuals, and the state. Three main characteristics of the current
ownership structure of Spanish companies are to be noted. First, state
ownership continues to be predominant, despite the massive privat-
ization programme initiated since 1996. Although state ownership has
fallen since the early 1990s, the state continues to have majority
ownership in a still-significant proportion of large Spanish firms.
Second. there has been a steady increase in the proportion of ownership
held by domestic firms, suggesting a further strengthening of
business groups or holdings by former state-owned firms and indus-
trial banks. Third, the percentage of foreign capital ownershiR(in the
mid teens throughout the 1990s) is starting to decrease.

Firms quoted on the Spanish stock market show a somewhat different
ownership structure, mainly due to the increasing consolidation of
the Spanish stock market during the 1990s. As is shown in Table 8.6, in
1996 the primary shareholders were foreign institutional investors (28
per cent), closely followed by individuals and family groups (24 per
cent).

The high percentage of foreign ownership is mainly due to the
openness of the economy after 1986. A comparison with other OECD
countries highlights a relatively high percentage of bank ownership.
Domestic institutional investors own a relatively low proportion of
domestic listed firms. Ownership trends over time are shown in Table
8.7.

Four recent developments stand out. First, the proportion of equity
(by value) held by the state has virtually disappeared. It has fallen
from 16.64 per cent in 1992 to 0.21 per cent in 2000. Second, there has
been a corresponding dramatic increase in ownership by non-financial
firms, including by privatized ones such as the Spanish flagship

Table 8.6. Ownership of listed companies in 7996: various countries
(percentage of ownership)

Investor type Spain Germany France US UK

Institutional investors (domestic) 7 20 20 41 67
Banks 14 10 10 6 1
Institutional investors (foreign) 28 9 2.5 5 9
State 11 4 3 0 1
Individuals 24 15 23 49 21
Non-financial firms 7 42 19 0 1
Other 10 0 0 0 0

Total 100 100 100 100 100

Source: Eguidazu (1999: 250-251); OECD (1998).

Table 8.7. Significant shareholdings in listed Spanish firms

(percentages of firm ownership)

Owner type 1992 1996 2000

Banks 15.56 14.06 7.29

Insurance firms 3.37 2.20 2.29
Institutional investors (domestic) 1.65 5.02 4.77
State 16.64 10.87 0.21
Nonfinancial firms 7.72 6.90 2026
Individuals 24.44 23.59 30.52
Foreign 30.61 37.36 34.67

Total 100 100 100

Source: World Federation of Exchanges (2002); CIA (2002).

telecommunications company (Teleft5Mca). Third, there has been an
increase in the proportion of total equity held by private households,
from 24 to 31 per cent. This is a higher level of individual ownership than
in other European economies (25. 16, 15.6, 13.1, and 7.5 per cent in
Milan, London, Frankfurt, Stockholm, and Paris, respectively). Fourth,
the proportion of equity held by foreign capital has been more or less
stable over the last 10 years at around 30-35 per cent. These four trends
are characteristic of liberal market economies and hence might translate
into demands for higher shareholder value and accountability from
managers and chief executives. However, the shifts in ownership type
over the last ten years have not been accompanied by ownership
dispersion. High ownership concentration of Spanish listed firms
persists, with 49 per cent of quoted firms in 1997 having a single
majority owner (Cuervo-Cazurra 1999).

In sum, we can observe changing patterns towards a new hybrid
system of corporate governance. In this system, the state has retreated
from its earlier direct and highly interventionist role and instead has
attempted to enhance actions taken by other actors. Spanish firms are
attempting to catch up with those in more developed countries by
incorporating new institutions promoted by legislation and by devel-
oping dormant ones such as the stock market. However, other char-
acteristics of Latin corporate governance systems, such as ownership
concentration and the leading role of banks, appear to persist.

8,4. The System of Employment Relations

The main heritage of Francoist industrial relations was a paternalistic
orientation of management and the state towards employees. This was
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reflected organizationally in a single 'vertical' union, a state-controlled
syndicalist organization uniting employers and employees in a single
body (Union Sindical Obreara). During the Franco era democratic
unions were declared illegal, strikes and collective bargaining were
outlawed (until 1958), and the Ministry of Labour governed indus-
trial relations by regulations (ordenanzas labourales) (Preston 1976;
Maravall 1978; Linz 1981: Fishman 1990; Bermeo 1994). During the
political transition period (1975-8), unions functioned as moderate
and constructive social agents. Following the signing of the Pactos de
la Moncloa in 1977: unions became partners in a large number of
social. pacts. Thus, labour tried to be accommodating throligh political
compromise and concertation. There are conflicting interpretations in
the academic literature on the effectiveness of the unions' strategy. For
instance, Miguelez and Prieto (1991) claim that industrial relations m
Spain were the poor relations of the political transition in that insuf-
ficient changes were demanded by unions of political leaders;
whereas Hamann argues that 'the lack of an institutional legacy of
democratic unions and the relatively high degree of institutional fluidity,
left unions much leeway to adjust quickly to a rapidly changing political
environment' (1998: 427). The economic restructuring of the 1980s
provided another window of opportunity for deregulation and
decentralization of both bargaining and the production process.

The demographic transformations during the democratic period
(post-1975) led to changes in labour market structure. As in other
industrializing countries, the principal demographic shift was a sig-
nificant decrease in employment in the agricultural sector and an
increase in the service sector. In addition, after the Franco regime.
Spanish public administration was extensively reformed. with the
creation of autonomous regions (autonomias), new ministries, and an
expansion of welfare provision. As a result, the share of public admin-
istration employment as a proportion of total employment grew by
more than 50 per cent between 1976 and 1994. As shown in Table 8.8,
employment in the public sector has continued to grow, despite the
privatization of state-owned firms.

The main transformations in the Spanish employment system are
mostly explained by the rigidity of the labour market. A particularly
important feature has been the expensive and lengthy dismissal pro-
cedure instituted during the Franco regime and still persisting today.
This inhibits job creation and helps to explain high levels of unemploy-
ment since the 1980s. As Table 8.9 shows, unemployment rose from
16 per cent at the beginning of the 1990s to 23 per cent in 1995.

Table 8.8. Employment by sector 1980-2000

(thousands)

Type 1980 1990 2000

Self-employed 2,065 2.496 1,867
Employed 7,918 9,240 12.285

Public sector 1,510 2,106 2,443

Private sector 5,608 7.167 9.842

Source: Institute Nacional de Estadistica (2003).

Table 8.9. Spanish employment activity and unemployment
rates (percentages)

Year Activity rate (`Yo) Unemployment rate rol

Total Male Female

1980 48.7 11.5 11.0 12.9
1990 49.4 16.3 12.0 24.2
1995 49.0 22.9 18.1 30.5
2000 51.3 13.9 9.6 20.5

2001 52.9 10.9 7.5 15.2

Notes: The unemployed are defined as those who are without work and
who are actively looking for employment (as defined by registration
with the 1NEM).

Source: Institut° Nacional de Estadistica (2003).

In the mid-1990s unemployment was nearly double the European
Community average. At 11 per cent in late 2002 it continued to be one of
the highest in the OECD.

Moreover, with the emergence of foreign pressures for greater flex-
ibility from the 1980s, the Spanish employment system evolved
towards an extreme labour market dualism with numerical flexibility
being the key divide between labour market segments. This duality is
critical because it influences the entire system of management–labour
relations. The Spanish labour market is divided into a primary stable
sector composed of 'insider' workers with permanent contracts, rising
wages, and social benefits (about two-thirds of the labour force),
and a secondary unstable segment composed mainly of workers with
temporary contracts and precarious job conditions (mostly young
employees and women). According to Fernandez Macias (2003: 207),
the extreme division of the labour market is to be seen in the context
of (1) a strong labour movement which can afford some protection to
insiders and (2) the strong impact of international economic crisis and
an extremely high level of unemployment.
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The rigid labour market has persisted since the Franco era, mainly due
to the power of the labour movement. By the late 1980s, this pattern of
labour market regulation could no longer be maintained and a
parallel 'secondary. labour market emerged. In fact, the structure may
be more complicated than this. Perez-Diaz and Rodriguez (1995) describe
the Spanish labour market as a four-tier system, composed of a
protected core, temporary workers, workers in the underground
economy, and unemployed workers dependent on public subsidies.
They argue that the four segments are related as follows:
The relative rigidity of the rules concerning job stability and wages in the
primary labour market are to a significant extent responsible for the scope
and characteristics of the other three arenas: low competencies and low
wages for temporary and underground workers, and subsidies and benefits
for ex-employees and the unemployed. (1995: 190)
The approach to this labour market structure has been that state policy
has focused on supporting the secondary tiers by generous benefits
rather than promoting employability by training and active labour
market policies. As a result, there has been a lack of connection between
skills and job stability and between compensation and productivity.
Furthermore, rigid forms of work organization have persisted and
overall there has been little innovation in work practices. In
conclusion. there is a contradiction between those pressures from the
corporate governance system for reforms to labour management within
the firm and those emanating from government labour market policy
and favouring stability.

The remainder of this section discusses several key elements of
Spanish labour–management relations and their role within the cor-
porate governance equation. In particular, it examines (1) traditional
industrial relations issues, such as collective bargaining agreements;
(2) work relations issues, such as skill folanation: (3) employment
relations issues, such as the spread of several Human Resource
Management (FIRM) practices; and (4) the influence of foreign sub-
sidiaries on Spanish work practices.

8.4.1. Industrial relations: collective bargaining
and employee voice

Spain has a well-developed and relatively centralized system of
collective bargaining. Three key characteristics of Spanish collective
bargaining should be noted.

First, as in Geitnany, collective bargaining agreements are subject to

the statutory erga °nines principle whereby all workers benefit from
agreements within their scope (national, industry, or firm) regardless
of their union affiliation. As a consequence, collective bargaining de
facto covers about 80 per cent of the workforce (Hamann and
Martinez Lucia 2003: 66). Second, the majority of the workforce are
covered by sectoral agreements reached at provincial level (Miguelez
and Rebollo 1999: 333-4). Only 11 per cent of firms (mainly large
firms and state-owned firms) have enterprise agreements. Sectoral
bargaining is the most important level of bargaining for establishing
minimum working conditions in the workplace and for pay deter-
mination. This is also vital for workers in small and medium firms
with no company-level agreement or employee representation. Third,
the main representative body of workers is the work council (conrite de
empresa). This can be constituted in workplaces with fifty or more
employees irrespective of trade union membership. As pointed out by
Bayo-Moriones and Huerta-Arribas (2002: 710), 'although union
density is very low, unions usually enjoy a high degree of influence since
work councils exist in a great majority of Spanish companies', Since all
employees are entitled to vote in work council elections, union
candidacies ensure that union involvement can be found in around 80
per cent of firms (Martinez Lucio 1998: 436). Garcia-Serrano and Mato
(2002) demonstrate the importance of work councils and show that
establishments with firm/plant-level agreements, usually highly
associated with the strong presence of organized labour in work
councils, have a stronger influence on low worker mobility than
establishments with higher-level agreements.

In this way, wage bargaining in Spain mainly takes the form of col-
lective bargaining at the provincial sectoral level agreements, which
might be categorized as intermediate levels of centralization in wage
bargaining (Royo 2000). This differs from other Latin countries such
as France where collective bargaining is increasingly taking place at
the firm level, thereby enabling and supporting radical innovation in
product markets (Hancke 2002). It has been argued that the Spanish
sectoral collective bargaining results in a 'poverty' of bargaining
(Martinez Lucio 1998), because of a narrow bargaining agenda (wages),
ineffective coordination between the levels of bargaining, and frag-
mentation of industrial sectors into a multiplicity of sub-sectors. The
sectoral level of wage bargaining has also been criticized for being
insufficiently flexible 'to allow for wage differentials to reflect firm-level
productivity differentials' (OECD 2001a: 64). Moreover, the most
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recent OECD report on Spain (2003) claims that labour costs are
becoming a major obstacle to productivity growth and there is there-
fore a need to reform the wage bargaining system.

The rise in unemployment in Spain led to shifts in union bargaining
agendas from a focus on work organization towards demands for
employment security. It is also argued that unemployment, coupled
with sectoral shifts in employment, have brought about a decline in
trade union membership (a fall of about 15 percentage points in the
1990s). This decline of unionization is also a result of two opposing
trends: the precarious labour market and the increased use of
HRM practices to promote participation in the workplace. However.
scholars of Spanish industrial relations agree that the decrease in
union membership does not tell the full story of union representation
or power because of the so-called 'dual system of worker representation',
as regulated by legislation and entitling all workers to be covered by
collective bargaining agreements. As in France, union participation in
collective bargaining agreements is decided by representation in elections
to workers' committee elections. Yet. unlike France. Spanish law
defines a 'representative' trade union as one which has at least 10 per
cent of the employee delegates and work council members within the
area covered by the agreement. This institutional arrangement
consolidates the position of the two major union confederations (Union
General de Trabajadores (UGT) and Comisiones Obreras (CC.00.)) as
the dominant bargaining agents and in effect establishes a national
'contest' between them to obtain the maximum votes. As Martinez Lucio
(1998: 436) points out, union influence depends on electoral success as
much as on membership figures.

The employers' association (ConfederaciOn Espanola de
Organizaciones Empresariales (CEOE)) has existed as a social partner
since the transition times. However, from the late 1980s, the growing
recession and the increasingly conflictual state of industrial relations
led employers' organizations to become increasingly antagonistic. As
part of this, they developed their own political agenda, of which key
items were calls for greater labour market flexibility, firm-level collective
bargaining, and a reduction in employers' social security contributions.
Employer associations saw no further mileage in containing union
and government demands through concertation and support of
potential expansionist economic policies. Instead they focused on
corporate restructuring, flexibility, and international competitiveness
(Lopez Novo 1991; Martinez Lucio 1995, 1998).

Finally, a key feature of Spanish industrial relations is the high lever"--- of
industrial conflict. Sp 'ain has the highest Slaike rate among EU
countries as a result of 'the limited strategic options available to
Spanish trade unions and Spanish employers' ambivalence toward
industrial relations institutions (Rigby and Marco Aledo 2001). The
most significant labour mobilizations recently were jointly led by the two
union confederations (UGT and CC.00.): these were one-day 'general
strikes' in 1988 and in 2002 to oppose government decree—laws aimed
at reforming employment relations by reinforcing the dual labour
market.
8.4.2. Numerical flexibility, temporal contracts,
and skill formation
This section argues that increasing labour market duality and frag-
mentation leaves little motivation for investment in firm-specific
human capital. Employees in the temporary labour market do not need
advanced skills, while those in the core labour market have little incentive
to undertake professional retraining because of job protection.

The labour market helps to define the nature of employment expecta-
tions and practices, training and development, mobility patterns,
and internal versus external careers. Labour market structures 'are
closely connected to types of national education and training sys-
tems, skill definitions and control institutions, union structures and
policies, and the legal framework governing labour relations, as well
as the diffuse norms concerning authority, loyalty, and identity'
(Whitley 1999: 26). Stakeholder capitalism views competitive advantage
as arising from the engagement of social partners and other
stakeholders in the firm's strategies and practices. By contrast, share-
holder capitalism assumes a flexible labour market where employees
are hired and fired at will (Hal/ and Soskice 2001b). According to the
latter model, continental European labour markets are seen as 'scle-
rotic' and 'fossilized', especially in contrast to the flexible and
dynamic labour markets characteristic of the United States.
Esping-Andersen and Regird (2000a), however, see this view as too
simplistic. They argue instead that labour market 'flexibility" in
Europe is complicated and cannot be reduced to a simple dichotomy
between flexibility and rigidity. This is applied here to the Spanish
experience.

Traditionally, Spain had a highly regulated labour market particu-
larly in terms of contracting issues such as hiring and firing. In the
1980s, many employers called for greater flexibility and deregulation.
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and this resulted in several reforms (Toharia and Malo 2000). The
most notable is the 1984 labour reform, known as 'flexibility at the
margin'.. This allows the creation of flexible contracts, while leaving
existing contracts untouched, and it marked the beginning of the dual
labour market. Hence. since the early 1980s, fifteen different types of
atypical employment contracts have been introduced (Martinez Lucia
1998: 450), with forms of temporary employment being the most
widespread. Although the rationale behind the introduction of tem-
porary contracts was to encourage the creation of permanent posts, in
practice transfers from temporary to permanent contracts are rare.

In 1994, measures to promote non-precarious employment were
introduced by a decree which sought (unsuccesshilly) to limit the use
of traditional temporary contracts (the so-called contratos basura or
trash contracts) by creating yet another kind of temporary contract
(apprenticeships) and to increase incentives for part-time work.
Neither of these two initiatives were successful. Three years later, in
1997: under government pressure. employers and unions signed a
national agreement 'clarifying the grounds for dismissal and in effect
making it easier for companies at risk of losses to declare redundancies
on economic grounds' (Martinez Lucio 1998: 452). Finally, in March
2001, taking advantage of the conservative parliamentary majority,
the government enacted another labour reform by decree without the
support of either employers or trade unions. This reform was aimed at
creating more and better employment contracts by promoting indefinite
contracts and encouraging female participation in the labour market.

In sum, Spain relied on numerical flexibility as its key policy for job
creation and job maintenance, by making temporary contracting the
main policy instrument to persuade employers to hire workers. The
'regulation by de-regulation' of the labour market is leading to high
levels of job insecurity and lack of commitment by both employers
and employees. A study by Amuedo-Dorantes (2000) shows that
temporary employment is non-transitional and involuntary.
Esping-Andersen and Regini (2000b) note that, as in Germany and France,
the 'controlled experiment' of labour market deregulation is
accompanied by other, sometimes contradictory measures of
re-regulation. Their explanation is that de-regulation seeks to insert a
degree of flexibility in some segments of the labour market. but on the
whole not in a way that questions the basic framework and rules of
regulation.

Table 8.10 shows that Spain has the highest percentage of temporary
employees in the EU. In 2000, despite governmental efforts to

Table 8.10. Temporary work in Western Europe 1983-94

(percentage of the workforce In temporary employment)'

Country 1983 1987 1989 1991 1994

France 3.3 7.1 8.5 10.2 11.0
Germany 9.7 11.6 11.07 9.5 10.3
Italy 6.6 5.4 6.3 5.4 7.3
The Netherlands 5.8 9.4 8.5 7.7 10.9
Portugal 14.4 16.9 18.7 16.5 9.4
Spain 15.6 15.6 26.6 32.3 33.7
Sweden 12.0 - - - 13.5

United Kingdom 5.5 6.3 5.4 5.3 6.5
a

National definitions of temporary employment are used. These vary
from country to country. See OECD Employment Outlook (various
y
ears) for details.

Source: Waddington and Hoffman (2000: 39).

minimize this kind of contract, temporary contracts accounted for
31.6 per cent of all contracts, almost double the EU average (17 per cent)
(El Pais, 8 March 2001). Conversely, part-time employment is
much lower than the European average (Waddington and Hoffmann
2000: 38). This is mainly explained by the lower level of female par-
ticipation in the labour market in Spain.

The use of flexible labour contracts by many firms means that, as
Blyton and Martinez Lucio point out, labour is not seen as 'a resource to
be qualitatively developed in order to provide the economy with a
competitive edge' (1995: 278). One of the main problems with labour
market segmentation is that it fosters the gratA,

,th of unskilled work
(Perez-Diaz and Rodriguez 1995), which in turn may encourage
employment growth in less productive sectors. New personnel man-
agement and work organization designs are scarce and only permanent
workers tend to benefit from them. However. smaller en-players have
also been looking to FIRM practices 'as a way of pre-empting strong and
independent labour representation' (Martinez Ludo 1999: 447).

Spanish firms invest little in R&D and in information technology.
Investments are less than one per cent of GDP in R&D compared with an
EU average of 1.9 per cent. Only 1.9 per cent of GDP is invested in
information technology compared with an EU average of 3.2 per cent
(El Pais, 15 June 2003). The fact that for several decades Spain's main
competitive advantage was low labour costs helps to explain these
discrepancies. There were few incentives to develop the necessary
institutions to create highly skilled employees. Proof of this is the low
prestige of vocational training compared with countries such as
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Germany. More recently, efforts to solve the rigidity of the labour market
focused on passive labour market policies (subsidies to the unemployed
and to support new permanent contracts) rather than active policies,
such as the provision of training for unemployed workers (OECD
2003a: 59).

Another institutional constraint in the vocational training area has
been the inefficiency of state interventionism. Besides the formal
vocational education system for young employees, vocational training
was subsidized through the state and conducted under the auspices
of INEM (National Employment Institute). It is remarkable that until
1993, well into the economic crises, INEM was the mediator between
employees and employer, and thus controlled the entire hiring market.
All new hiring contracts had to be administrated by INEM. otherwise
they were considered illegal. Rodriguez-Pinero Royo (2001) shows
how INEM's activities were disconnected from firms' labour
requirements and also its vocational training programmes were
eroded during the 1980s and 1990s.

In Spain, training infrastructure, as well as a culture of training, are
underdeveloped compared with other European countries (Martin
Artiles 1999). There is no statutory requirement on employers to
provide training and the few existing training schemes tend to be
rigid and bureaucratic (Fina 1991). In particular, there is very little
on-the-job training. Firm-level training is subsidized by public funds,
although their efficacy has been questioned and continues to be the
subject of reform. Investment in training is highly selective, and much
of it is directed exclusively to top management teams and permanent
workers_

8.4.3. The development of HRM practices

Work organization in Spanish firms has also traditionally been rigid as
a result of state policy. The Ordenanzas Labourales in the Franco years
and then the Workers' Statute of 1980 (in place until the early 1990s)
severely restricted managerial capacities to innovate in work
organization (Perez-Diaz and Rodriguez 1995). The introduction of
functional flexibility and HRM practices has been slow and limited. due
in part to the legal and administrative constraints for change (Ferrier
and Quintanilla 2002). The role of personnel management consisted
mainly in applying the extensive regulations. Hence, HRM was
perceived as technical. bureaucratic, and legalistic_

In the post-Franco years, the main goal of personnel management

was to reduce labour conflict and manage the wide range of contrac-
tual agreements, rather than to develop human capital. The personnel
function was generally underdeveloped and perceived as an admin-
istrative function as opposed to a strategic management function.
During the years of high unemployment, personnel managers' activities
were concentrated on the management of redundancies within the
context of a rigid labour market.

Thus, the introduction of FIRM practiCes and more flexible working
practices in Spanish firms has lagged behind other European coun-
tries (Garcia Echevarria and Val Nufiez 1996). However, the personnel
function in Spanish firms has undergone a steady process of
modernization triggered by the increasing flexibility in the labour
market. EU social policy, the growth in competition, and the emergence
of new organizational principles. In recent years, the use of team
briefings, team working, quality circles. and profit-sharing schemes
has burgeoned, as managements have attempted to promote greater
levels of commitment among workers to the enterprise.
FlOrez-Saborido, Gonzalez-RendOn. and Alcaide-Castro (1995) also
refer to the importance of foreign consulting firms and large multi-
nationals in implanting certain HR practices such as job rotations and
appraisal feedback. Gradually, the activities of HR managers are shift-
ing from the management of redundancy towards the introduction of
new systems of labour management which contribute to labour market
flexibility, vocational training, and flexible compensation.

The development of flexible compensation is an interesting case in
point. Until recently, the rigidity of the labour market and the low
level of competition for managerial staff led to low management
turnover. Geographical and organizational mobility was low.
Managerial careers tended to develop within a given firm and
promotions were given on the basis of seniority—hence the lack of
incentive to leave the firm. Moreover. wages were seldom linked to
performance. In the 1990s, increasing competition making Spanish
firms and the emergence of pressures from emergent shareholder
value capitalism, required greater accountability of managers and
more emphasis on short-term measures of performance. These led to
the introduction of new compensation strategies, some in the form of
fringe benefits and some tied to stock market performance such as
bonuses and stock options for senior management (Ortin and Salas
Fumas 1997). In total, 80 per cent of Spanish blue chip firms (lbex35)
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now offer stock options programmes to their top managers (El Pals,
15 June 2003).

The initial introduction of fringe benefits to complement pay was
also motivated by fiscal advantages for the firm and the employee
(FlOrez-Saborido, Gonzalez-Rendsrt and Alcaide-Castro 1995). A recent
report by Mercer Human Resource Consulting (2002) indicates that
the fringe benefits most used are the following (in order of use):
company car, loans, pension plans, and life and accident insurance.
Despite all the publicity about stock options, the most widely-used
form of performance-related pay is bonuses. According to Watson
Wyatt (2002), contingent pay among top managers is distributed as
follows: 83 per cent of managers are Offered bonuses, 37 per cent stock
options. 20 per cent preferential shares, and 13 per cent profit sharing.
Since the equity market in Spain is still narrow and underdeveloped, the
symbolic effect of stock options is perhaps more important than their
practical benefits.

There are other ways in which contingent pay in the Spanish gov-
ernance system does not fully compare with the situation in the
Anglo-Saxon countries. For instance, as elsewhere in Europe, senior
management compensation packages are not fully disclosed.
Disclosure is limited to total remuneration of the top management
team, with the constituent elements not being individually itemized.
In addition, unlike most Anglo-Saxon companies, where compensation
committees of outside directors are established to design remuneration
schemes, in Spain these committees are embryonic and shadowy insti-
tutions. It is rarely- clear who is on them, or indeed whether they exist at
all. Finally, Romero and Valle Cabrera's (2001) survey of 99 Spanish
manufacturing firms, with more than 500 employees in the mid-1990s,
found that Spanish compensation practices follow different models than
those in American companies. They argue that 'Spanish companies do
not design true strategies of compensation; instead compensation
practices may exist that are common to all companies irrespective of
the strategy followed, of the sector to which they belong, or their size'
(Romero and Valle Cabrera 2001: 234). They con-dude that contingent
pay in Spain might simply be a search for legitimacy as a result of
pressures exerted by institutional shareholders.

With the exception of managers, contingent compensation linked to
firm productivity or employee skills is uncommon. There are very few
employee share ownership plans, except those in the form of small
cooperative arrangements and the well-known MondragOn
cooperatives (Whyte 1999).

8.4.4. Foreign direct investment and multinational
corporations in Spain

Another important factor influencing change in work organization
and the introduction of HRM practices is the presence of foreign capital
in the form of subsidiaries. Since the early 1960s, foreign direct
investment was driven by Spain's main competitive advantage, viz.
cheap labour. This meant that investment flowed to high-volume and to
medium/low-skill operations such as car assembly (Blyton and
Martinez Lucio 1995: 276), and was partly motivated by a concern to
gain access to the European market. Spanish unions did not actively
oppose these investments as they did not want to jeopardize the
multinationals' job creation and technology transfer activities,
although they were suspicious of the multinationals' motives for
investing in a protected market with a dictatorial government. In
effect, union views shifted to embrace multinationals as partners and as
employers who could be 'more sensible, progressive, and democratic
than the average entrepreneur' (Guilien 2000: 437).

There seems to be a tension between the need for innovation m
Spanish work organization and the search for cheap labour. Some
case studies consider whether the entry of foreign multinational sub-
sidiaries in Spain had any spillover in the diffusion of FIRM practices
in Spanish work organization. Most studies, particularly within the
automobile industry, seem to agree that the development of innovat-
ive work organization practices has been patchy, and such practices
are intertwined with traditional and paternalistic work practices.
Perez-Diaz and Rodriguez state that '(foreign) automakers have been
committed to introducing a variety of changes in work organization
which most Spanish observers label as "Toyotisin" ' (1995: 181). In a
similar vein, Charron shows how production organization in one of the
oldest foreign automobile firms in Spain (FASA Renault) takes a
post-Fordist form: 'its production was diversified with low volumes
for each model, produced on relatively flexible assembly lines, using
skilled labour which enjoyed significant job security' (1998: 254).
Despite some significant transplant practices, there is also the case of
Volkswagen's SEAT plant in Martorell which introduced
labour-intensive methods such as three shift working rather than
highly automated production methods (Smith 1998). Perez-Diaz and
Rodriguez also note that 'there is little evidence that innovations such as
quality circles, just-in-time procedures, and group work have become
wide-spread' (1995: 181).
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As Martinez Lucio has noted, although multinational firms have
been in the forefront of importing HRM practices such as quality circles
and multi-sidling to enhance worker involvement. subsidiaries' plans
are not always high value-added operations and their management
structures are often subservient to the dictats of international
headquarters (1998: 448). In conclusion, multinational subsidiaries'
labour and management relations can be viewed as a hybrid between
the parent firm's resources and strategies, company-level systems,
and the problems and opportunities specific to the Spanish institu-
tional context.

8.5. Conclusion

The Spanish case shows that change does not have to be radical or
involve a transformation of the entire corporate governance system to
have major effects on a national economy and significant implications
for labour management. Instead, institutions and practices can
change over time and be transplanted in a process of hybridization
(Boyer et al.1998; Aguilera and Jackson 2003). Spain has moved from a
'state-led' to a 'state-enhanced' corporate governance and labour
relations system which is increasingly mixed in form.

In terms of corporate governance. Spain was traditionally charac-
terized by high state ownership. strong state intervention, and an
important role for banks. From these origins, the country has fol-
lowed its own particular path to a new governance model shaped by
its own traditions. It has moved towards a hybrid system, adopting
practices from different countries, but in particular from the
Anglo-Saxon model. As a result. there exists a tension between the
new role of the state as a strong regulator, the uncommitted role of
foreign capital, and the weak participation of labour within the firm
alongside its stronger power in shaping sectoral employment systems.
As has been shown, the current Spanish corporate governance scene is
characterized by a new role for the state as a regulator, newly
privatized firms in the hands of core investors (many of them
foreign), a higher free float of capital on the stock market, but, Al, a
small equity market, a very weak market for corporate control, and the
somewhat piecemeal introduction of Anglo-Saxon practices, such as
increased transparency, accountability, and potentially more efficient
boards. AngloSaxon-style codes of corporate governance practice and
stock options for managers have also appeared.

Employment Spam

In the Franco era. the labour market was Cliaiwterized by extensive
state regulation, welfare protection, and paternalistic management,
especially in large firms. Since then, of course, trade unions have
operated as in other market economies and collective bargaining has
developed. These remain significant at the national and sectoral level
and play a real part in regulating and constraining employment con-
ditions. Decentralization of collective bargaining has not gone as far
in Spain as in France and Italy, but there has been some tendency to
use new HRM-type practices to reduce union presence at the work-
place. These include team briefings, quality circles, and profit-sharing
schemes.

Spain has a strong dual labour market economy, with a core of more
secure and well-paid Jobs, in larger firms, multinational companies,
and state-owned organizations. but with a large peripheral labour
force with temporary employment contracts and poor terms and con-
ditions. Recent further changes, in part reflecting growing corporate
governance pressures, include a greater ability to lay off workers,
some more flexible forms of working, and a small increase in contin-
gent pay. In terms of skill formation, job training for more flexible
working remains limited. In part as a result, firms, including the growing
number of foreign multinationals, have tended to opt for
labour-intensive production methods and functional flexibility is
limited.

Thus. as in the other Latin comities, major tensions exist. They exist
between. on the one hand, a more marketized financial system, less
state ownership and control, and corporate governance arrangements
which are evolving in a somewhat Anglo-Saxon direction, and, on the
other hand, labour management which is also becoming more flexible
but which is still constrained by legal and institutional factors.
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9

Corporate Governance and
Industrial Relations in Italy

SANDRO TRENTO

9.1. Introduction

Over the last decade, a large literature has developed on models of
capitalism, typically focusing on two ideal types: the market-based
system (Anglo-Saxon) and relationship-based system (Germany,
Japan). In market-based systems, equity markets are well developed,
institutional investors such as pension funds play an important role,
and corporate governance operates indirectly through the courts and
market for corporate control. Some argue that this leads to short-term
profit maximization as the primary goal of the firm. In
relationship-based capitalism, long-term bank debt is the main source
of financing for firms, large firms are typically closely held, equity
markets are less developed, and there is little takeover activity. Banks
are directly involved in ex ante monitoring of management via
long-term relationships with firms. The two models of capitalism
differ also in terms of labour relations. Where the market for corporate
control is active, for instance, there is greater pressure to contain
labour costs and deny long-term 'claims' by workers against the firm.
Market-based systems tend to be less supportive of firm-specific
training regimes because workers have limited incentives to invest in
firm-specific skills. It is also said that countries with this system rely
more than relationship-based systems on the external labour market
and offer fewer opportunities for long-term job tenure.

In this chapter. we will argue that the Italian variety of capitalism
cannot be viewed as either market-based or relationship-based.
Instead, Italy has specific 'institutional cornplementarities', which
arise from path-dependent patterns of historical evolution. The main
The opinions expressed in the present chapter are those of the author and do not represent those
of the Bank of Italy.

grounds for rejecting the market or relationship characterization of

the governance and
labour relations systems are as follows.

The equity market in Italy is less developed than in market-based
countries and institutional investment is still at an embryonic stage.
Similarly, the market for corporate control is at an early stage of
development. Financing of investment is heavily based on bank
credit but. nevertheless, relationships between banks and firms have
not taken the long-term character said to characterize
relationship-based systems. Thus, banks do not hold significant direct
ownership stakes in industrial corporations and are not very active as
monitors. Family control plays a central role m Italian capitalism,
both in the large firm sector (FIAT, Parmalat, Mediaset. Luxottica. and
Benetton are all family controlled) and in the small firm sector. Firms
are usually closely held by families or small coalitions of owners.
Related to this, pyramidal ownership. along with cross-shareholding, is
a widespread means of control.

A similar conclusion holds for labour relations. The Italian system
differs substantially from those prevailing in market-based capitalism,
though there has been a strong drive towards a more flexible labour
market over the last 10 years. Even though the role of national
bargaining in wage determination, employment relations. and to a
lesser extent work relations is diminishing, it still plays a very import-
ant role especially at the industrial sector level. On the other hand, in
contrast to relationship-based countries such as Germany, there is
almost no tradition of a participation in bodies like the German
Aufsichtsrat nor of cooperative working at firm level. In spite of the
turning point of 1992-3, when a major new approach to industrial rela-
tions was agreed between government, employers, and unions, the extent

of coordination of the Italian labour system is relatively low across
the economy. In the last decade, there has been a strong drive toward
greater flexibility in job tenures and forms of employment.

9.2. Italian Capitalism

The combination of corporate governance institutions and rules found
in any given country depends on path-dependent patterns of industrialization
and historical development. As a corollary to this, it is unlikely that
any given country will fit either the market or relationship model.
Italian industrial organization and corporate governance is characterized
by the combination of several important features
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which taken together do not match either model. A major difference
between Italy and other industrial nations is that financial instittitions
have very little involvement in monitoring companies via share equity
or debt capital. Most banks have neither accumulated equity stakes
in companies nor developed dose long-term relationships based on
lending. Institutional investment is alai relatively undeveloped in Italy.
Associated with this the Italian stock market is small, even by Southern
European standards. Ownership of large firms is highly concentrated
with family ownership being especially important. A notable feature
of Italian corporate ownership has been the pyramidal form whereby a
small number of owners in effect control a large number of companies. In
this system, the interests of minority shareholders have been weakly
protected and this has further contributed to the limited development
of Italian equity markets.

The following pages will offer a brief historical analysis of the evolution
of the Italian model of capitalism, before describing the current
institutional variety in more depth.

9.2.1. The evolution of the Italian model

As Barca and Trento (1997) have shown, Italy is a typical latecomer,
industrializing only at the end of the nineteenth century. The indus-
trialization process was protracted and it was not until the post-Second
World War period that the Italian economy had truly solid foundations.
Italy traditionally suffered from a shortage of capital, scarcity of raw
materials, and the lack of a large market (due in part to geography and
in part to the historical division into small, independent states). When
there is 'insufficient previous long-term accumulation of wealth in
appropriate hands which at a propitious moment can be made
available to industrial entrepreneurs' (Gerschenkron 1962: 116), the
informal capital market of the early industrializers no longer suffices.
During the first phase of industrialization (from the mid-1890s
onwards), an important role was played by the universal banks, some
founded with German capital (e.g. Banca Commerciale Italiana and
Credito Italiano) (Confalonieri 1974). These financial institutions
operated through a mix of credit relations and equity subscription.
Initially, they functioned as a means to overcome deficiencies in the
primitive accumulation of capital. Later, they became the channel by
which diffuse, fragmented savings could be funnelled into equity, given
that direct equity holdings by savers were inhibited by the
underdeveloped stock market.

Equally, a
corollary to the prevalence of debt capital was the failure of the stock
market to take off to any significant extent. With an inadequate stock
market and stable, non-competitive relations between banks and
industry, the foundations were laid in the early years of the twentieth
century for an intensive concentration of control and the formation of
corporate pyramidal groups.

The stock market crash of 1929-31 hit the Italian financial system at
a time of pronounced industrial and financial concentration. The
intermingling of credit and industrial capital, the underdevelopment
of the stock market, and above all the creation of corporate groups
based on cross-shareholding, made the crisis particularly acute. These
features both fostered the domino effect of the crash and hindered
adjustment. The crisis struck the large industrial-banking groups, and
the organization into pyramidal groups amplified the repercussions
of the plunge in share prices. The leading banks found it impossible
to turn their equity holdings and claims in the crisis-tom industrial
groups into cash. This paved the way for the state to assume a central
function within Italian capitalism.

The government refinanced the troubled banks by buying out their
industrial holdings and transferring them to a new state-owned agency
created especially for this purpose in 1933: the Institute for 'ndustrial
Reconstruction (Istituto per la Ricostruzione Industriale (IRI)). This
took over the entire equity capital of the mixed banks, and thus
acquired more than 20 per cent of all the existent equity capital of
limited companies. For instance, IRI owned 100 per cent of Italy's
defence-related mining and steel industries, 90 per cent of its ship-
building, and 30 per cent of electricity generation. In addition, it
controlled the telephone system in Central and Northern Italy and
possessed extensive real estate holdings (see Castronovo 1995). Thus,
unlike other countries, the Italian system of public enterprise was the
by-product of a corporate salvage operation rather than the result of
a clearly articulated policy of nationalization.

The creation of IRI was accompanied by the Banking Law of 1936.
This prohibited banks from holding equity in industrial companies. It
also created institutional specialization of their credit business.
Provision of short-term credit was assigned to ordinary banks while
medium and long-term credit became the remit of special credit
institutions. As a result, the German-style universal or mixed bank
disappeared from the scene. But the Italian solution was not intended
to relaunch the stock market as a means for developing broader
ownership and more diffuse control of industry. The dominant logic



234Sandro TrentoIndustrial Relations in Italy
235

continued to see the banks as the linchpin of industrial finance. This
contrasts with the approach taken in the United States at the same
time, where financial rehabilitation and the separation between bank-
ing and industry were founded upon the recovery of the stock market,
the formation of the Securities and Exchange Commission, the
regulation of mutual funds, and deposit protection legislation.

For the Italian economy, the crisis of the 1930s was a key structural
divide, with major changes in the model of corporate governance occuring
and the consolidation of the first stage of Italian capitalism. With
the direct, massive Intervention of the state, Italy moved from an
ownership pattern based on corporate groups and universal banks
(similar in some ways to the German model) to one centred on pyra-
midal groups albeit subdivided into public and private entities. Thus,
a characteristic feature of the Anglo-Saxon model of corporate control
developed, namely the separation of banking and industry. As a result,
the bank as controller, mandated to oversee the rehabilitation and
restructuring of firms in crisis, disappeared. The consequent vacuum
was in part filled by the state holding company (IRI), which was repeat-
edly required to take over companies in financial distress.

The end of Second World War and the creation of the republic con-
solidated the institutional structure of Italian capitalism. The return to
democracy, the emergence of a new governing class (formed largely
in opposition to fascism), and the potential offered by closer
European integration and free trade permitted the full unfolding of
the development potential inherent in the model of corporate govern-
ance installed between 1933 and 1936. In the first 10-15 years after the
end of the war. features of the governance framework stimulated
rapid economic and industrial development. State control gave a new
generation of managers, untainted by involvement with the previous
fascist regime, the chance to acquire control of large, emerging
enterprises. A sense of mission linked to the post-war reconstruction
climate helped make up for the monitoring weaknesses of the corporate
governance model. while many of the relevant strategic chiaices were
clear-cut (providing the country with an adequate and stable supply of
energy, building a highway system, modernizing the steel industry to
meet the needs of the engineering sector, etc.). At the same time, low
wages (emanating from an excess supply of labour) allowed rapid
growth in both large and small family-controlled firms to be fuelled by
abnormally high levels of self-financing.

Although there was some debate in the immediate post-war years
about privatizing IRI, the general consensus was that public enterprise

had a key role to play in the reconstruction process (Bottiglieri 1984).

By this time, IRI controlled over 200 companies (with dyer 135,000
employees). In 1948. IRI was granted greater independence from the
government, while in 1953 the National Hydrocarbon Agency (Ente
Nazionale Idrocarburi (ENI)) was created to act as a public holding
company for the oil, petrochemical, and later the chemical sector. In
the 10-15 years after the war, state-owned enterprises coexisted with
a set of large private enterprises still under family and coalition control.
In practice, private and public companies counterbalanced each
other in terms of strategic power, prompting a degree of competition
in several sectors such as engineering, oil, and chemical. A central
role was played in the post-war system by the investment bank,
Mediobanca. This was created in 1946 to overcome the prohibition of
commercial banks offering Medium and long-term finance to industry
and it was itself owned by three banks in turn owned by IRIBanca
Commerciale, Credito Italiano, and Banco di Roma.

From the early 1960s, the system began a process of major
transformation. The objectives of IRI and ENI were extended from
reconstruction and modernization to contesting monopoly, promoting
new industrial relations, sustaining employment. and fostering the
economic development of the South (Barca and Trento 1997). The
government nationalized the electric power industry with the
formation of a directly state-run agency, the National Electricity
Corporation or ENEL (Ente Nazionale Energia Elettrica).

The eventual crisis that struck the model of public ownership
involved both unstable strategic objectives and the failure of political
oversight. A deceleration of economic growth, the persistent back-
wardness of the South, and the problems caused by abrupt changes in
relative prices (in both wages and raw materials) tilted the guidelines
for state-owned companies from long-term objectives to more
volatile, short-term ones, such as sustaining employment and rescuing
ailing private firms. The complicated hierarchical structure induced by
the creation of a Ministry for Public Shareholdings (Ministero delle
PartecipazioM Statali) resulted in a vague definition of the official
statutory 'mission' of the public groups at their creation and in their
subsequent activities. As the performance of many of these
companies deteriorated, it was hard to distinguish the costs of the
social objectives imposed by government from those of simple
mismanagement. Pressures to perform were weakened by the soft
budget constraints provided by state ownership and the provision of
government funds.
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A failure of the market for political control added to these problems.
From 1945 to 1993, the government was controlled by a series of
affiances among an unchanging group of parties. Given the low risk of
losing office, parties in the ruling coalition had little incentive actively to
monitor the management of state-owned firms. Nor did the opposition
always perform its function as a watchdog over public enterprise.
Indeed, there was often collusion between government and opposition in
this respect. For instance, most of the policy measures affecting public
enterprises in this period, including subsidies, were approved
unanimously in parliament (Maraffi 1990).

The resulting crisis for state-owned corporations had reperC'ussions
on the private sector: in particular, it upset the equilibrium of the
overall system of corporate governance in the large enterprise. Relations
between public and private enterprise, which had been competitive in
the 1950s became collusive insofar as the government moved to rescue
failing private companies. Thus, the government's role as 'controller
of last resort' grew in importance from the 1960s such that the payroll
of state-owned groups rose from around 200,000 employees in the
mid-1960s to 600,000 in the 1980s.

9.2.2. The current features of Italian capitalism

Since the 1970s, Italian capitalism has been characterized by a pro-
nounced dualism between a small business sector, composed of small
and medium-sized industrial firms (1-250 employees), and a
large-firm industrial and service sector. Firms with less than ten
employees (95 per cent of firms) employ 47 per cent of total industrial
workers. Compared to other countries, Italy has a disproportionately
large small-firm sector. Indeed, the share of Italian manufacturing
employment accounted for by firms with more than 500 employees
halved between the early 1960s and the mid-1990s (from 31.5 to 15.1
per cent of manufacturing employment). This decline is mudi greater
than in the United States, the United Kingdom, France, and Germany.
While the share of employment accounted for by firms with fewer than
100 employees rose everywhere, the increase was sharpest in Italy
(from 48.8 to 68.6 per cent). In Italy, the further fractionalization of
an already fragmented productive structure has been accompained by a
diffusion of self-employment. As Table 9.1 shows, 27 per cent of total
non-agricultural workers in Italy are self-employed, compared with
7 per cent in the United States, around 10 per cent in France and
Germany, and 12 per cent in the United Kingdom.

Industrial Relations in Italy

Table 9.1. Incidence of self-employment in OECD countries 1998

Country Share of self-employment Per capita GDP
in total non-agricultural

employment

Australia 12.4 21,949

Austria 8.8 23.077
Belgium 16.0 23.242
Canada 15.9 23,761
Germany 9.9 22,049
Denmark 7.9 25,514
Finland 9.9 20,488
France 9.8 21,293
Greece 32.1 13,912
Ireland 14.1 20,634
Iceland 14.9 24,836
Italy 26.6 21,265
japan 13.8 24,574
Korea 31.3 14,477
Luxembourg 7.8 33,119
Mexico 31.5 7,697
The Netherlands 10.1 22,142
New Zealand 16.9 17,846
Norway 4.3 26,771
Portugal 20.1 14,562
Spam 19.7 15,990
Sweden 9.6 20,439
Turkey 28.7 6.463
United Kingdom 12.0 20,483
United States 7.1 29.326

Source: OECD, Furostat.

Many of the small firms produce complex, high quality, but tradi-
tional products, employ a large share of relatively skilled labour, and
operate with flexible systems of organization and production.
Frequently, they are also linked in groups by various forins of coordi-
nation, especially when they form part of industrial districts (Fiore
and Sabel 1984; Barca and Magnani 1989). The fact that small busi-
nesses predominate in all sectors suggests that institutional features
specific to the Italian economy are at work (Torrini 2002).

The major difference in corporate governance between Italy and
other industrial countries is the lack of financial institutions exercis-
ing monitoring via share or debt capital. Banks in Italy hold virtually
no stake in non-financial companies. This was the result, as shown
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earlier, of the separation between banking and industry introduced in
the 1930s. No other financial institutions have taken over the role of
banks in the ownership structure of Italian companies, partly due to
the absence of pension funds as a consequence of the country's broad
pay-as-you-go public pension system. Banks also have been reluctant
to participate m governance on the basis of their extensive role as
creditors. Both macro-studies (Ciocca 1982. 1991) and micro-evidence
(Capra et al. 1994) show that Italian banks have played a crucial role in
financing economic growth by assessing the creditworthiness of
borrowing firms. However, with a broad use of collateral, multiple
bank lending, high turnover m bank-customer relations, and the pre-
dominance of overdraft credits, this ex ante monitoring has not gen-
erally been followed by adequate ex post monitoring. Banks have
generally preferred an arm's length relationship with their customers
rather than relational finance and they typically only intervene when
companies are in distress. In the small business sector, banks play a
role in bringing about transfers of control when a company is in
financial distress, but do not actively monitor entrepreneurs' longterm
strategies. Nor do they appear particularly active in soliciting or backing
the adjustment of companies' ownership structures. Italy's bankruptcy
law plays an important role in explaining this behaviour. No
satisfactory provisions exist to allow active entrepreneurs an interim
period of monitored control, while creditors are permitted to liquidate
companies with small regard being taken for the efficient reallocation
of the assets of the distressed company.

However, this picture of bank behaviour has some notable
exceptions. A few small and medium-sized local banks operating
in the small business sector and one large bank Operating in the
large firm sector (Mediobanca) have taken a more active role in gov-
ernance (De Cecco and Ferri 1994). Mediobanca has complemented
the mix of family, coalition, and group control of large private
firms. The initial lack of competition (self-perpetuating because of its
reputation and the slackness of state-owned banks) created a strong
incentive for Mediobanca to invest in monitoring, but it has also
made it slow to intervene when firms show signs of distress. In many
cases, Mediobanca became involved in crisis resolution only at a very
late stage. It has also biased the bank's function towards preserving
and consolidating the implicit rules which hold together the prevail-
ing structures of ownership and control, rather than broadening those
structures. Typically, Mediobanca has encouraged other members of
the elite of family capitalism to 'help' the family in trouble, without

disrupting the fundamental balance of power within the family firm
to be rescued. As a result, changes in control have rarely resulted from
economic distress (Barca and Trento 1997).

When commercial banks are absent from the area of corporate
finance, these services are generally provided by other institutions
such as investment banks, fund managers, and accountancy houses.
However. none of these has ever been particularly active in the Italian
economy. The exit device (such as a well-developed market for cor-
porate control) has also been missing. The failure of financial and
non-financial institutions to act as advisers or intermediaries and the
high concentration of ownership, as well as the lack of rules concerning
public offers, have prevented this development.

Company law, securities law, and investment regulation do not
provide a framework for institutional investors to play much of a role
in corporate governance. Minority shareholders. interests are not
strongly legally supported and accounting and company information
available to shareholders is also inadequate. Moreover, little or no
independent monitoring has been exercised by corporate bodies.
Finally, the board of directors in Italian companies is generally fully
identified with the controlling shareholders; the board of auditors.
whose members are chosen by the majority shareholders, also lacks
adequate enforcement power.

In the absence of financial institutions, fiduciary duties, and the
market for corporate control. the state has come to play a central
role in corporate governance, both as an owner and as a prime
mover in the allocation of resources to the private sector. Until the
privatization programme of the 1990s, the state directly controlled a
majority stake in about 50 per cent of medium-sized and large
companies. It held about one-sixth of the entire non-agricultural
sector, as against about one-eighth in France (pre-privatization), less
than one-tenth in Germany, and one-sixteenth in the United Kingdom
(post-privatization). In practice, it has held about 80 per cent of the
commercial banking system's deposits and an even larger stake of
long-term lending banks.

As well as acting as an owner, the Italian state has constantly made
up for failures in the governance environment of private companies
by providing them with a steady flow of resources. Thus, it has trans-
ferred substantial funds to entrepreneurs to overcome situations of
financial distress, has bought out mismanaged companies, has pro-
vided subsidies to realize delayed restructuring, and has granted
subsidized credit.
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State ownership is potentially a very powerful device m corporate
governance since it can ensure full separation between ownership and
control. However, for this model to work efficiently, the political
authorities must neither interfere excessively in management by fre-
quently shifting their goals nor collude with managers (Laffont and
Tirole 1993). In order to avoid such collusion, the public must have
the opportunity to punish the political authorities. In other words, in
this type of system the market for corporate control is replaced by the
political market. We will consider later what became of these
conditions in Italy.

Together with state ownership. Italian corporate governance has
relied on implicit rules elaborated in the pyramidal groups. Pyramidal
group control occurs when a set of companies (ranging from two to
several hundred) are controlled by the same entrepreneur via a chain
of proprietary and control relations.1 Several objectives may determine
the adoption of the pyramidal rather than a divisional organizational
form. These include concerns to entrench the power of owners at the
apex, to limit liability, to provide incentives for unit managers, and to
reap fiscal benefits and state subsidies for small firms. Here, we
focus on the use of pyramidal groups intended to allow greater
separation between ownership and control. By spreading out the
voting rights of minority shareholders over a large number of firms
and concentrating those of the entrepreneur in the company at the top
of the pyramid, this model allows the latter to obtain control over the
greatest possible amount of other people's capital with the smallest
possible amount of his own capital (HiHerding 1910). This way of
achieving separation puts the interests of minority shareholders in all
the subsidiaries of the group at particular risk. These interests might in
fact systematically diverge from those of the entrepreneur. whose
interests are linked to the performance of the group as a whole.
Monitoring devices, specifically designed for pyramidal groups, are
then called in (such as the presence of the same directors on the boards
of several companies belonging to the pyramid).

In Italy, this model of control has been widely diffused throughout
the economy. Major firms such as FIAT, Pirelli, Mediaset. and ENI are
typical examples of pyramidal groups. Almost all large industrial
companies are part of a group. As Figure 9.1 shows. between 60 and
95 per cent of companies with more than 100 employees are part of a
pyramid.

Using data on the ownership structure of companies which directly
or indirectly own or are owned by about 250 listed companies. a map
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Figure 9.1. Diffusion of pyramidal groups in Italian industry by size of
company (1993) (weighted percentages)

a Stratified random sample of industrial rums with more than 50 employees.

Source: 13arca, Bianco of at. (1994).

of about 180 pyramidal groups. comprising 6,500 companies has been
drawn (Barca et al. 1994a, 17). By tracing the ultimate ownership of
'listed groups' it is possible to evaluate the degree of separation
between ownership and control in general, and for each type of con-
trolling head in particular. In a pyramidal group, company A (the
head company) has a controlling stake in company B. which in turn
has a controlling stake in company C, and so on. There seems to be no
doubt that the degree of separation of ownership and control
achieved via pyramidal groups in Italy has been kept low by the fact
that this organizational form is not recognized in current company law.
No specific legal provision exists to safeguard the interests of minority
shareholders in subsidiaries. There is not even an explicit obligation to
disclose the boundaries of these groups m order to allow banks or other
agents fully to evaluate the risks of dealing with them. Although
regulations require that all loans to a group are added together to
calculate banks' risk exposure, this is difficult to undertake due to
uncertainty about the extent of pyramidal groupings.
Once the composition of pyramidal groups is identified, it is possible

to assess the modes of control in them, at least for medium-sized
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Table 9.2. Models of cantrot of medium-sized and large Italian companies'

Models of controls' Numbers P r o p o r t i o n o f c o m p a n i e s

of groups

 Companies belonging to pyramidal groups w
form of control at the top of the group. Se

 Each company is weighted with a composite i
Notes: The number of companies m the study is 4

Source: i3arca et al. (19941').
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the development of these skills (Pagano 1991a, Ii; Barca 1994, 1995).
A system in which access to corporate control is 'reserved' to a relatively
limited pool of individuals (such as the affiliates of controlling families)
may cause problems for dynamic efficiency in the long run.

To assess the static efficiency of Italian corporate governance..
reference can be made to three specific stages in companies' life cycles
when corporate governance is especially important: the initial cre-
ation and growth phase, generational changes, and crisis situations. As
regards the first phase, state ownership mobilized finance for rapid
economic development by making resources available to entrepreneurs.
Family and coalition control allow accumulated savings to be chan-
neled to investment, bearing in mind that formal intermediary
institutions, such as the stock exchange, investment banks, and
institutional investors, are underdeVeloped. But these devices are
inadequate to govern the growth of both small and large companies
when there are shortages of capital, which should be rectified by
long-teiiii debt or by private risk capital. The preponderance of
short-term debt and the wide use of collateral are particularly
unsuitable for financing fast growth, especially when firms do not have
much of a record. Similarly, both family and coalition control tend to
prevent the raising of new 'outside' risk capital. For an entrepreneur to
attract funds to finance his projects, requisites that most people do not
possess may be demanded, such as family ties or political and social
links with well-off members of society. Growth tends to be limited by
the capital of incumbent families and coalitions. Several facts seem to
corroborate this evaluation: the Ihnited diffusion and high concentra-
tion of ownership, the small size of the stock exchange, and the lack of
medium-sized firms (Barca and Trento 1997).

Generational changes occur when an entrepreneur retires or dies.
Competition for control of the company then arises between the
entrepreneur's offspring (who are likely to have had a chance to

100 100
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acquire some of the entrepreneur's tacit knowledge), managers and
workers of the company (who have also had a chance to acquire tacit
knowledge), and competitors, suppliers, and customers (who also
have some informational advantage). In a situation of family control,
the entrepreneur's offspring enjoy an obvious advantage over all others
due to their inheritance rights. However, inheritance law does not allow
the legator freely to dispose of his or her wealth to the advantage of a
specified heir and this tends to create family feuds for the control of
companies.

Finally, during crises an three models—family, coalition, and state
control—function to reduce the risk that signals of poor perkirmance
might lead to changes in the distribution of control. This is one of the
main advantages of the Italian governance envirorunent On the other
hand. due to the lack of continuous monitoring, these models may
increase the risk of the opposite error: that a misallocation of control,
though signalled by bad performance, does not lead quickly enough
to a transfer of control. This is perhaps the main drawback of the
Italian system, where insufficient incentives are provided for the vari-
ous stakeholders to search for an alternative allocation of control in
crisis and where the Italian state operates with a very soft budget
constraint.

While an a priori judgement of the static efficiency of Italian corporate
governance is therefore ambivalent, there seems to be no doubt about
the negative dynamic efficiency of the system. Several factors played a
role in impeding turnover within the entrepreneurial establishment the
financial obstacles to entrepreneurs, particularly new entrants, who
lack the 'right connections': the stickiness of the model of family
control; and the strong collusion between the top managers of
state-owned companies and top politicians, who have helped each other
to stay in power. People's opportunities to use their abilities in order to
develop new skills have very likely been reduced. This has
undoubtedly had an adverse effect on business enterprises and the
political economy.

It is probably the case that persistent dynamic inefficiencies and the
related inequality of opportunity for upward social mobility explain
much of the emerging consensus at the beginning of the 1990s for a
reform of the corporate governance system centred on a reduced
role of state ownership. But the consensus for reform must also be
attributed to the perception that. on the grounds of static efficiency,
the disadvantages by then largely outweighed any advantages of the
system.
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9.3. Labour Relations in Italian Industry

Historically, the Italian system of labour relations has been considered as
unusual among the industrial countries. It is true it shared with France
one important characteristic—the influence of a strong
Communist-dominated trade union confederation. However, after 1968,
the analogies ceased. The achievement of an unprecedented de facto
controlling power in large firms went hand in hand with a significant
direct role in politics, which to some extent displaced the activities of
political parties. Several significant reforms in the area of pensions,
employment protection, and health were realized in the 1970s because of
strong pressure from the trade unions.

Since the beginning of the 1990s, major developments in labour
relations have been the attempt to codetermine incomes policy and
the desire to create of an institutional framework which is accepted
by the social partners. These developments result from several import-
ant changes in the Italian economy, such as changes in terms of the
increased exposure to more intense international competition, the
decline in manual employment, the development of temporary and
part-time employment (especially in private services), and the move
of production processes away from Forclism. The common European
currency has recently added to the pressures for change.

In order to assess the main features of recent changes and links
with corporate governance, it is necessary to outline the main fea-
tures of the labour relations system in the recent past. Since 1948,
labour has been represented at national level by three trade union
confederations organized on political lines. The largest and most
influential—Confederazione Generale Italiana del Lavoro (CGIL)—
was led by Communists and Socialists, and Controlled mainly by the
former. Confederazione Italiana Sindacati dei Lavciratori (CISL)
reflected the social doctrine of the Catholic church, and the Unione
Italiana del Lavoro (UIL) was led by right-wing Social Democrats.
Each confederation has under its umbrella various national occupa-
tional trade unions.

Up to the 1960s. the political character of Italian trade unionism
inhibited its development within the firm. In contrast to Germany
and the United Kingdom, the existence of a strong Communist Party
stifled the emergence of representational structures because of the
fear that workers and unions would be incorporated into management,
thereby undermining the 'unity of the working class'. More than
anywhere else in Western Europe. this 'horizontal' feature of
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the trade union structure inhibited the development of representational
structures and employee 'voice' within the firm. Italian trade unions
were more interested in attempting to organize workers broadly
rather than engaging in 1 bargaining or codeterrninafion within the firm.
Once the Left had achieved electoral success, capitalist firms were
expected to be transformed into socialist enterprises.

The confederations played a central role in contractual negotiations
for each occupational category at sectoral level. The activity of CGIL
at firm level was aimed at defensive monitoring of the terms and con-
ditions agreed in the national sectoral contracts. At the time. the balance
of power was very much in favour of Confindustria, the national
employers organization. Unions were weak and their activities were
skewed towards political activity to such an extent that local union
representatives undertook little activity to improve working condi-
tions or secure wage increases via collective bargaining. Moreover,
the existence of a large 'reserve army of labour' in agriculture further
encouraged wage moderation.

From the mid-1950s, CISL, drawing upon a long-standing Catholic
social tradition and 'human relations' philosophies, tried to build a
model of union activity based on the link between productivity and
wages at firm level. within the framework of a national incomes
policy. This approach was widely discussed at the beginning of the
1960s, when the economic boom greatly strengthened the bargaining
power of the trade unions and stimulated the emergence of centre-left
governments formed from an alliance between the ruling Christian
Democratic Party and the Socialists. In these years, a serious attempt
was made to reform the Italian system of labour relations. The main
proposal, put forward by the Socialists, focused on the development
of trade union involvement in the formulation of an income policy
aligned with macro-economic objectives. However, in the end, the CGIL
refused to go along with this initiative. The views of its Communist
main component. the (related) incapacity of the reformers to beat the
conservative opponents within the government, and the hostility of
Confindustria meant that this attempt to reform the system came to
nothing.

The so-called 'hot autumn' of 1969 brought about major changes.
For the first time since 1948, the three trade unions agreed upon a
common strategy and acted on a united basis. In spite of the strong
resistance of firms which had benefited from very low levels of real
wages by international standards, the unions were able to achieve
wage increases which exceeded the growth of productivity. They also
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achieved considerable control of the production process within many
medium-sized and large firms. A new representational structure
known as the consiglio del delegati (council of delegates) was created at
firm level and directly elected by workers.

The years immediately following 1969 show the Italian tendency to
exploit any advantage, however temporary, in the balance of power.
In the wake of the shock to the system posed by 1968, no serious
attempt was made to develop an institutional framework which could
represent the various interests within the firm. Events in the 1970s
exhibit the lack of a cooperative culture in the Italian system at the firm
level and in the formulation of macroeconomic policies. In particular,
in 1970, following a long wave of union unrest. a Labour Rights Law
(Statuto dei Lavoratori) was enacted. This introduced trade union
rights such as the right for union activities within the firm and strict
provisions against individual lay-offs. However, no provision was
made for any sort of codeterraination: union rights were strictly
separated from any kind of shared governance of the firm. In 1975
the union movement was still strong enough to impose a system of
wage indexation (scala mobile) which played a crucial role in the
price-wage spiral of the second half of the 1970s. Buoyed up by this,
at the same time, the goals of the trade unions widened to include
reforms of the welfare system, health care, pensions, and training.

The wage shock induced by the legislation. coupled with the 1973
oil shock and the subsequent automatic wage indexation, contributed
to massive inflationary pressures. The attempt by CGIL leaders at the
end of the 1970s to modify the tenet of the 'wage as independent
van-able' was to some extent successful partly because the
communist Party was a member of coalition supporting the government.
However, this met widespread resistance by local unions at firm level.
The intense restructuring of production processes arising from the
renewal of fixed capital in medium-sized and large firms paved the way
for the historic defeat of the trade unions at FIAT in 1980 and the
subsequent drastic reduction in the size of the labour force.

These violent upswings in the labour relations balance of power
were of much less concern to the small firms belonging to industrial
districts. These firms had developed a model of organization ('flex-
ible specialization') which was largely autonomous of developments
in larger firms. One of the success factors in this model has been a
participative culture within the firm and in the local social and polit-
ical context. The areas where these districts are more widespread tend
to be those where the reformist political tradition is more pronounced.
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such as the Emilia-Romagna, Tuscany, and Marche regions. These
firms might be viewed as an informal 'share economy', where workers
partcipate in and benefit from the firm's growth and profits. Put
differently, in these districts, there exists a complex set of rules con-
cerning the behaviour of the players, implying mutual responsibilities
and burdens supported by rewards and sanctions.

The industrial district has been a key ingredient of the competitive
success of Italian manufacturing industry. This model, however,
is linked to specific local factors (in particular, social capital) and
cannot easily be reproduced elsewhere. Moreover, in recent years,
technological innovations and related changes in organization struc-
tures seem to favour large enterprises because of the increasing glob-
alization of product markets. Small firms usually trade in traditional
sectors which typically are more exposed to price competition from
goods produced in low wage countries. Hence, their employment
and labour relations systems are subject to increased pressure.

9.4. The 1990s: A Decade of Change

The 1990s were a decade of significant change for Italy and major
aspects of the post-war political system came to an end. Both financial
and labour markets have undergone a process of major reform. The
following sections outline the main aspects of change and the
interaction between the different elements.

9.4.1. Financial markets

In the last decade, there have been extensive changes in laws and
regulations. New laws have been passed affecting banking and financial
sectors, a large programme of privatization has been implemented, an
Antitrust Authority has been created, measures have been taken to
enhance competition, and many sectors have been liberalised (gas, elec-
tricity, telecommunication, and retailing). The origins of these reforms
lie in the shortcomings of Italian economic performance in the previ-
ous twenty years. During the 1970s and 1980s, static and dynamic
inefficiencies increasingly hampered both large private and
state-owned companies. The former went through a 'stop-go' process,
in which adjustments would be effected abruptly after a long period of
inactivity and delay (Barra and Magnani 1989). As a result, many
state-owned companies came to a virtual standstill. Both public and

private sector companies presented their shareholders and the general
public with dramatic examples of abuses of control. Throughout the
two decades, the small firm sector grew and partly compensated for
these swings and for dynamic inefficiencies. But much of this came
at the cost of massive tax evasion—the family model of control
inextricably linked corporate and private interests.

By the beginning of the 1990s, increasing pressure stemming from
these failures, together with EU-generated constraints on state fund-
ing, the liberalization of capital mobility, and an upheaval in the polit-
ical market, led the authorities to introduce reforms.2 The 1990s saw
a thorough overhaul of the role of public intervention in the Italian
economy, with direct state involvement in the management of eco-
nomic activites curtailed and revisions to the rules governing the con-
duct of private enterprises increased. In particular, privatization of
state-owned enterprises gradually gathered support in political and
public circles. Some privatizations were a reaction in part tb EU pres-
sures regarding state subsidies and the related need to adjust the
finances of several major state-owned groups. In 1992, following the
EU currency crisis and the devaluation of the lira, the government
finally introduced a radical privatization plan. The reasoning behind
the strategy was twofold: on the one hand, there was a growing need
to curb the rise of public debt; on the other, there was the desire to
improve the competitiveness of the Italian industrial system by bringing
more small investors into the financial market.

The privatization programme, which began in 1993, is one of the
largest ever realized in any country. As Table 9.3 shows, it generated
total gross proceeds of more than 171 trillion lire (€88,570 million)
between 1993 and 2001, nearly 8 per cent of the average GDP for those
years.

In the last 3 years, the proceeds of privatization were on average
1.8 per cent of GDP. By way of comparison, average annual privatiza-
tion receipts in the United Kingdom were 1.2 per cent between 1985
and 1995. This process led to a steep rise in market capitalization of
the Italian stock market: by 2000 it had risen to over €700 billion and
to 65 per cent of GDP. Furthermore, the expansion of share ownership
arising from public offerings of shares in privatized firms led to a
reduction in ownership concentration of Italian firms. In many cases
(e.g. Banca Commerciale, Credito Italiano, ENT, ENEL, Telecom Italia)
privatization took place by public offerings, thereby giving small
investors the opportunity to participate. Indirectly, also, privatization
enhanced the market for corporate control in Italy. In 1998,
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Table 9.3. (Continued)
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Corporation (group) Method of sale Percentage Gross proceeds
sold in billions of lire

(millions of euros)

SEAT editoria Core investors +
public offering

61.27 1,653

Banca di Roma (IR1) Public offering +
bond issue

36.50 1,900

Total for year 413,207

1998
SAIPEM (ENI) Public offering 18.75 1,140
ENI-1111 tranche Public offering 14.83 12,995
BNL Public offering 67.85 6,707
Total for year 20,842
1999
ENEL Public offering 35.50 34,828
Autostrade (IRI) Auct ion +

public offering
57.00 8.105

Total for year 42,933

2000
Autostrade (IRI) Private agreement 30.00 4,911
Finmeccanica (IRI) Public offering 43.70 5,505
Aeroporti di Roma (IRI) Private agreement 51.20 1.328
Banco di Napoli Public offering 16.16 494
Total for year 12,238

(6,320)
2001
ENI-51/1 tranche Accelerate book 5.00 5,268

building (2,721)
SNAM-Rete gas Public offering 40.24 4,260

(2,200)
Total for year 9,528

(4,921)
2002

TELECOM Italia Accelerate book 4.20 2,777
building (1,434)

Total proceeds 1993-2002 171,495

(88,570)

Sources: Company accounts (various years); Ministry of the Treasury, Rclaziotte sulk
orwatizzavoni (various years).

the successful leveraged takeover of Telecom Italia (the former
state-owned monopoly, privatized in 1997), one of the largest hostile
takeovers ever made 111 Europe, generated major changes m the
hitherto lethargic Italian market for corporate contol.
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Table 9.3. The main privatizations in Daly

Corporation (group) Method of safe Percentage Gross proceeds
sold in billions of lire

(millions of euros)

1993
Italget (IRI) Private agreement 62.12 431
Cino-Bertolli-DeRica (IRI) Private agreement 62.12 311
Credito Italiano (IRI) Public offering 58.09 1.801
SIV (EFIM) Auction 100.00 210
Total for year 2,753
1994
11v11-1st tripwire Public offering 32.89 2,150
COMIT (IRI) Public offering 54.35 2,891
Nuovo Pignone (ENI) Auction 69.33 699
INA-1st tranche Public offering 47.25 4,530
Acciai Speciali Term (IRI) Private agreement 100.00 624
SME-lst tranche (IRI) Private agreement 32.00 723
Other companies (EN1) 1.087

Total for year 12,704
1995
Italtel (IRI) Auction 40.00 1.000
Ova Laminati Plant (IRI) Private agreement 100.00 1.929
Emchem Augusta (ENI) Auction 70.00 300
Other companies (ENI) 336
hall-2nd tranche Private agreement 19.03 1.200
SME-2nd tranche (IRI) Accept takeover bid 14.91 341
INA-2nd tranche Private agreement 18.37 1,687
ENI-1st tranche Public offering 15.00 6,299
ISE (IRI) Auction 73.96 370
Total for year 13,462
1996
Dalmine (IRI) Auction 84.08 302
italimprantl (IRI) Auction 100.00 42
Nuova Tirrena Auction 91.14 548
SME-3rd tranche (1RT) Accept takeover bid 15.21 121
1NA-3rd tranche Cony. bond issue 31.08 3.260
MAC (IRI) Auction 50.00 22,3
IMI-3rd immix Public offering 6.94 501
Montefibre (ENI) Public offering 65.00 183
ENI-2nd tripwire Public offering 15.82 8,872

Total for year 14,051
1997
ENI--3rd irtinctie Public offering 17.60 13,230
Aeroporti di Roma (IRI) Public offering 45.00 541
Telecom Italia Core investors +

public offering

39.54 22,883
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The salient event of the decade in the area of regulatory reform of
the markets was the 1990 Antitrust Law which created a new
Competition Authority. In addition, a new Banking Law was passed in

1993 eliminating the prohibition on banks from purchasing shares in
non-financial corporations and ending the regional specialization of
banks. As a result, banks are now potentially more able to play a more
active role in both corporate finance and corporate governance (Ciocca
2000).

The creation of a stock market relying on broad-based shareholding
and on a market for corporate control required modification of the
civil code to safeguard the rights of minority shareholderi and to
guarantee greater transparency in corporate management. It also
required more effective oversight of the stock market by the regu-
latory authorities. To achieve these, a new law was passed in 1998
(Legislative Decree 58 of Febriiary 1998) on financial markets, secu-
rities arrangements, and corporate governance. In particular, new
rules for corporate governance based on international standards were
introduced. These new rules include the following. New takeover rules
oblige an intending purchaser to bid for all of a company's ordinary

shares once it has purchased more than 30 per cent of the company's
capital (the mandatory bid rule). Other significant innovations are the
creation of an auction system for competing bids and the possibility
for a shareholders' meeting to authorize defensive tactics against hostile
bids. In the area of corporate disclosure, the scope of reporting
requirements has been broadened to cover unlisted companies which
have issued widely held financial instruments. With the aim of mak-
ing the ownership of listed companies transparent, the new law con-
firms the requirement to notify the Stock Market Authority of equity
interests which exceed 2 per cent. The new law also enhanced the
transparency of shareholder agreements and limited their maximum
duration to 3 years.3

Shareholders with at least 1 per cent of a company's equity may
engage qualified intermediaries (banks, securities firms, and asset
management companies) to solicit proxies from other shareholders for
use in the general meeting. Proxy votes thus collected are cast by the
delegated shareholder or, at the latter's behest, by the intermediary
which has been involved in the process. The role of a listed company's
board of auditors in exercising control on the running of the company
has been strengthened by rationalizing the division of
accounting-related tasks between the board and the external auditors.
Thus, the rights of minority shareholders have been given greater
protection.

The other essential condition fOr the creation of a new corporate gov-
ernance system is the emergence of activist financial institutions. Here,
there have been some changes, though to date they are inadequate. The
opportunity to develop universal banking haS been reinforced, with
banks being allowed (subject to restrictions) to acquire equity interests
in non-financial companies. For the corporate culture of the banks to
change, however, the legal framewoik is inadequate. Banks need to
have a strong incentive to undertake a new role, and arguably this
requires further measures such as their privatization.

9.4.2. Labour relations

From the early 1990s, there have also been major changes m labour
relations. Thus, for example, for the first time, a credible incomes
policy was agreed by the social partners. The wage increases in national
labour contracts became linked to the target inflation rate set by the
government 2 years ahead. They also take into account the difference
between the actual and the target rates of inflation in the two preceding
years, adjusted to eliminate the effects of changes in the terms of trade
due, for example, to a devaluation. Such ex post adjustment has
sometimes been the cause of fierce disputes between the parties (e.g.
in the renewal of the metalworking contract in 1997).

Company-level contracts allow flexible wage increases according
to the performance of the company. They are hierarchically subordinate
to national contracts, which can set floors or ceilings for pay
increases at the firm level and provide for their suspension in given
periods. At least since 1997, all the main national contracts provide
for performance-related payments. In particular, they are not to be
subsequently transformed into a fixed component of earnings, as was
often the case in the past. The 1992-3 agreements set a 4-year length
for company-level contracts and provided for their expiry to be stag-
gered according to respective national contracts. However. in practice,
their duration has been significantly shorter, especially where they
introduce performance-linked bonuses which require annual or more
frequent renegotiation and monitoring.

Company-level contracts are common in the manufacturing sector
and are rapidly spreading also among Small and Medium-sized firms.
According to the annual Bank of Italy survey of manufacturing firms
with fifty employees or more, the number of these contracts reached
a peak in 1995-6. At the end of 1996, around 1.7 million employees, or
three-quarters of these firms' employees, received a bonus linked to
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company performance. For one-third of these employees the bonus
was also downwardly flexible. However, overall, the degree of flex-
ibility is more limited. On average, only about 3 per cent of total earn-
ings is related to company performance and less than 1 per cent is
downwardly flexible. Firm bonuses are fairly homogeneous across
workers within the same firm, so that they tend to reduce internal
wage dispersion. while widening differentials between firms.

The bargaining system established by the 1992-3 agreements was
effective in containing wage and inflationary pressures, especially fol-
lowing the depreciation of the lira. However. several weaknesses
must be mentioned. First, 2-year national agreements introduCe nom-
inal wage rigidity into the system. While this worked in favour of
wage moderation up to 1995, it may exacerbate the conflict when
workers try to recoup ex post the decline in real wages, as happened
with contracts renewed 1111997. Second. a source of rigidity may stem
from pay scales which are relatively flat. partly as an inheritance of
the earlier wage indexation mechanism and partly because of the
common practice of granting all employees similar nominal increases
regardless of position. This constraint may be especially severe for sec-
tors with a need to restructure (e.g. banking, transport, and telecom-
munications) and for businesses in the South which are unable to
compensate the lower productivity through significant geographical
wage differentials. Third, national contracts often cover macro-sectors
which are too broad and heterogeneous to provide unambiguous refer-
ence points for costs and productivity. For example, the metalworking
sector includes electronics and precision machinery along with the
production of basic steel products.

This system is now coming under pressure. Disaffection of firms is
growing, because it is perceived that wages have not become as flex-
ible with respect to productivity as competition requires. Meanwhile,
trade unions are having to cope with the widespread liberalization of the
labour market, the globalization of productive processes, and the
shortening of the temporal horizon of investors. Key issues concern
the form that employee voice should take, and what further system
changes are needed to meet competitive pressures. These issues are
more acute m a country such as Italy, where the market-based model
has weaker historical roots. One answer, advanced in particular by
the Catholic trade union CISL, points to the combination of a marked
flexibility of the wage bargaining system with a 'share economy'. that
is, participation in firm's profit and capital. Another answer, put for-
ward by the left-wing union CGIL, looks instead at the need to ensure
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sufficient contractual power for workers in all firms through national
bargaining, allowing for a greater flexibility m the hiring of labour,
but avoiding the direct involvement of labour in the management of
the enterprises_

Since the mid-1990s, employment has increased by about 1 million
workers. Almost 80 per cent of this increase has taken the form of
temporary and part-time work. The increased flexibility of external
labour markets and the growing diversity of contractual arrangements
reflects a felt-need on the part of management to calibrate output and
demand at the level of the firm. This, in turn, has posed problems for
trade unions and has weakened their position as representative
agencies. Such changes have occurred M particular in sectors which
are open to competition and which were always less well organized
and lower paid, such as textiles, footwear, and clothing. The big
question now is the extent to which these changes are also likely to
take place in better organized and more protected sectors, such as
metalworking and the state-owned organizations.

Further steps toward flexibility have been made recently with the
so-called 'Pact for Italy' signed in July 2002 by the government,
employers, and trade unions (except CGIL). This agreement contained
several measures regarding the structure of taxation. the labour
market, and intervention in the South. The government agreed to
implement the EU Directive on working time, the reform of regulations
governing public and private employment agencies, training con-
tracts, part-time work, labour-only subcontracting, and various types
of atypical work contract. The Pact proposed only one derogation
from Article 18 (individual lay-offs) of Labour Rights Law (Statuto del
Lavoraton-1970): for a 3-year period, newly hired workers at firms
with fewer than sixteen employees in the 12 months prior to the
enactment of the law will not be covered by the regulations governing
lay-offs even if the hirings raise the number of employees above the
threshold.

9.5. Conclusions

In Italy, over the last decade or so. there have been important changes
in financial markets, corporate governance, and labour relations.
Banks, a number of which were traditionally state-owned and tended
to be small by international standards, have been privatized and have
grown in size. In addition, new banking laws have enabled them to
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take a more active role in both equity investment and in corporate
governance. At the same time, changes in financial regulations have
increased the protections accorded to minority investors. There have
also been massive privatizations which have further moved Italy away
from its traditional model of financing. However, to date these changes
have been limited in their effects on ownership concentration. Nor have
they created an active market for corporate control. The size of the
equity market still remains relatively small. Though also under pressure,
pyramidal ownership structures, often based on family ownership,
still remain significant and give top owners and firms protection
from market forces.

Simultaneously, there have also been major developments in labour
markets and industrial relations. Governments have attempted to cre-
ate new forms of incomes policies at the national level and also to
revise employment regulations and welfare state protections. At the
same time, under growing pressures from product and financial mar-
kets, there has been an increase in labour market flexibility, as shown by
employer attempts to do more within the firm to increase flexibility in
employment. hours, and wages. There is now greater use of atypical
forms of working and of variable pay. In the manufacturing sector,
production systems have moved away from Fordism towards more
flexible production arrangements. Over the longer term, the reduced
power of trade unions at workplace level has allowed these
developments, but more in some sectors and firms than others. No new
role has been created for labour in corporate governance; within the
firm, for the most part, the influence of labour is reactive. Outside the
firm, national and sectoral bargaining continue to be important, though
their role is diminishing and more adjustments are being made at
company and plant level.

The Italian trajectory of reform and change has been pragmatic and
negotiated, in a context where neither governments, firms, nor labour
have been able to take a strong lead. Given this, there may be no
wholesale move in the direction of either relational–insider or
market–outsider types of arrangements. However, within this context,
firms and, to some extent, unions have moved slowly to expand the
menu of possible institutional solutions. Italian capitalism never
fitted easily into a particular type, and today this is still the case.
Nevertheless, financial and product market pressures, allied with
concerns about macroeconomic performance, suggest that further
major change is required. This may well come on the corporate
governance side with more outside monitoring of companies and
greater protection of
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minority owners. On the labour side, it may come with more flexible
working and a further decentralization of bargaining,

NOTES
1. For a distinction between different kinds of groups see Daems (1980) and

Briosclu, Buzzacclu. and Colombo (1990).
A series of electoral reforms resulted in a British-style, first-past-the-post
electoral system. At the same time judicial inquiries into political corrup-
tion overturned the political equilibrium which had prevailed for the entire
post-war period, with pressures on the two leading government parties, the
Christian Democrats and the SocialiSts. This transition is still under way, with
intensive debate over the new constitutional rules that should be adopted.

3. If the parties have not fixed an expiry date for the agreement, they may
withdraw at any time after giving notice.
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Corporate Governance, Labour, and
Employment Relations in Japan: The

Future of the Stakeholder Model?
TAKASHI ARAKI

10.1. Introduction: From an Employee-Centred
Stakeholder to a Shareholder Model?

In Anglo-Saxon countries, corporate governance debates have
focused on the relationship between shareholders and managers and
have paid little attention to the role of employees in governance (Blair
and Roe 1999: 1). Indeed, such debates presuppose that a corporation
is the shareholders property and the purpose of the corporation is to
maximize the interest of shareholders. Corporate governance is there-
fore about how to control managers in the Interests of shareholders.
Formally, Japanese company law adopts the same presupposition
and provides the shareholders' general meeting with the power to
appoint the directors. In contrast to Germany, for example, Japanese
law does not give employees or their representatives any formal sta-
tus as a constituent of the corporation (Okushima 1991: 75).

However. in practice, in Japan it has long been held that employees
are the most important stakeholders. According to Egashira (1994):
'There has been a consensus among legal commentators that, irre-
spective of the principles and theories embedded in corporate law, in
practice larger companies are administered by prioritizing the interests
of employees, both white and blue collar workers' (Egashira 1994:
3). Itami refers to the notion of 'employee-sovereign corporation' or
'employee-centred corporation' and justifies such governance on the
grounds that the contribution and risk exposure of core employees are
greater than those of shareholders and that employees make a major
long-term Mvestinent via the seniority-based wage and retirement
allowance system (Itami 1987b, 2000). Until the major
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slowdown of the Japanese economy from the early 1990s, this per-
spective seemed to fit the perceptions of both Japanese managers and
employees.

Scholars have identified several key features that distinguish the
Japanese system of governance and the role of employees in these.
Fukao (1999: 177) identifies the following: the 'main bank' system in
which the corporation has long-term relationships with one or a small
number of banks through cross-shareholdings: the 'keiretsu' system
in which companies form groups with long-term trading relationships
(sometimes with cross-shareholding); and the 'lifetime employment'
system guaranteeing stable employment and seniority-based wages.
Inagami (2001) defines an ideal-typical Japanese corporation as
follows: an insider-based monitoring model; whose purpose is to
prioritize its continuing existence and development as an enterprise
community; management by directors who have been prOmoted
through an internal job hierarchy, and who simultaneously serve as
employed executive officers: and an ownership system comprising
cross-shareholdings and 'silent', stable shareholders, coupled, with
indirect financing through the main-bank system. In combination,
these features underpin long-standing relationships of mutual trust
between the firm, its employees, and other stakeholders.

The significance of employees' status in corporate governance is
also stressed by foreign scholars. Dore emphasizes four dominant fea-
tures of Japanese capitalism. One, on a continuum of
'employee-favouring' through to "shareholder-favouring, firms lean
heavily towards the former. Two, firms engage in relational
trading as opposed to impersonal spot-market trading. Three, firms
stress the importance of cooperation rather than competition with
their competitors. Four, government has important roles in producing
public goods and serving as an umpire in dashes of private interests
in matters that Anglo-Saxon countries would leave to the market (Dore
2000a: 51). For his part. Milhaupt (2001: 2085) also identifies a number
of central features of the governance environment in Japan: the 'main
bank' system and its role in corporate governance; the absence of an
external market for corporate control; the structure and role of
Japanese company boards: and the lifetime employment system. He
also paints out that the legal supports for many aspects of the system
are limited.

Thus, viewed from the perspective of three parties to corporate
governance (shareholders, management, and employees), the tradi-
tional corporate governance in Japan can be summarized as follows.
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One, shareholders have been less concerned with dividends than
with the long-term relationships in which the firm is engaged. Thus,
they have not actively intervened in corporate governance. Two,
directors are mostly promoted from within the firm with a significant
number having a dual function of director and employee (iyugyoui
kennui torisluntariyakti or 'directors-with-employee functions'). In this
way, management and employees have come to share common per-
spectives and interests. Three, long-term employment practices and
cooperative industrial relations have been created through a combi-
nation of company policy interacting with cooperative collective bar-
gaining and voluntary joint consultation. Together, these have created
Japan's employee-centred stakeholder moctel.

From a legal perspective, the distinctive characteristic of Japan's
stakeholder model is its reliance on non-legal practices or norms
(Araki 2000a: 259. 2000b: 87: Dore 2000a: 182. 215. 2000b: Milhaupt
2001: 2083). Furthermore, Japanese law does not give employees or
their representatives any formal status as a constituent of the corpora-
tion (Okushima 1991: 75). This contrasts with Germany where the
stakeholder model is sanctioned by legislation. One corollary of this,
however, is that environmental changes may potentially modify
Japan's traditional corporate governance more easily than where the
stakeholder model is supported by legislation.

This possibility takes on a high degree of salience given the recent
changes in the Japanese economy. Over the last 10 years, Japan has
witnessed a prolonged economic slump, bankruptcies of large banks
and financial institutions. and scandals involving various forms of
corporate misconduct. As a result. Japan's corporate governance
system, especially the absence of an external market for corporate
control, has faced severe criticism (by bodies such as the Corporate
Governance Forum of Japan). There have certainly been changes
recently in Japanese corporate governance and its environment.
Cross-shareholdings are dissolving and stable corporate shareholdings
are being reduced. Major banks are selling the shares of their trading
customers, especially in the light of 2001 regulations which limit
banks" shareholdings to the amount of them own core capital. As we
will see below, major corporate law reforms facilitating corporate
restructuring have occurred since the late 1990s, and changes in 2002
introduced American-style boards of directors with outside directors.
At the same time. the media highlights the alleged collapse of lifetime
employment practices, the demise of wages and benefits based on
seniority, and the reduction in employee voice as union density
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continues to decline. This raises the fundamental question as to whether
Japan's traditional employee-centred stakeholder model is being
transformed into a shareholder-centred model. with important con-
sequences for employment and industrial relations.

This chapter examines traditional features and recent changes in
share ownership.' It then reviews traditional aspects of Corporate
management and recent legislative changes. Next, the chapter considers
the Japanese employment system and cooperative
management–labour relations. Again, it looks at recent changes and at
legal developments designed to cope with such changes. Finally, the
chapter concludes with an evaluation of the current situation and of
future prospects.

10.2. Share Ownership in Japan

Distinctive features of corporate governance in Japan in the latter half
of the twentieth century were stable, long-term shareholders and
extensive ownership by business corporations, often in the form of
cross-shareholding. Table 10.1 shows the distribution of share owner-
ship by key investor groups as compared with the United States and
Germany.

In the years immediately after the Second World War. the so-called
zaibatsu or pre-war financial combines had been dissolved, holding
companies forbidden under Anti-Monopoly Law. and shareholding
by corporations largely prohibited. Initially, the proportion of equity
held by individual shareholders was as high as 69 per cent (in 1949)
and share turnover was high. However. corpdrate shareholdings by
financial institutions (especially banks and securities companies) and
by business corporations increased steadily and by the mid-1960s

Table 10.1. Ownership of amity in the United States, Germany, and iapan

Investor type US Germany Japan

Individuals 30-35 4 20
Institutional owners (e.g. banks) 2 27 40
Institutional agents (e.g. pension funds) 55-60 3 6
Corporations 2-7 41 30
Government Negligible 6 Negligible

Foreign investors 6 19 4

Notes: Percentages of equity held by each shareholder type.

Source: Porter (1992: 42).
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Table 10.2. Proportion of equity (by petunia) ire14 by

shareholder types 1950-2002
Year

Financ i a l
institutions

Business
corporations

Individuals Foreigners

1950 12.6 11.0 61.3
1960 30.6 17.8 46.3 1.3
1970 32.3 23.1 39.9 3.2
1980 38.8 25.0 29.2 4.0
1990 45.2 25.2 23.1 4.2
1995 41.4 23.8 23.6 9.4
2000 37.0 22.3 26.3 13.7

2001 36.2 23.2 25.9 13.7

2002 34.1 24.8 23.4 16.5

Source: National Conference of Stock Exchanges (2002).

surpassed shareholding by individuals. In 1990, the combined share-
holding of banks, financial institutions, and business corporations
had reached 70 per cent and the proportion of individual shareholding
stood at 23 per cent of total equity by value. Table 10.2 shows the
evolution of share ownership by investor types over time in Japan.

It became common for large business partners to own each other's
stock. When such cross-shareholding existed among banks from
which other companies obtained long-term credit, these banks came
to be known as 'main banks' for those companies (Yamakawa 1999: 5).
According to the Top Management Survey conducted by RIALS
(Inagami 2000), a massive 98 per cent of companies considered they
had 'stable' shareholders.2 The percentage of shares held by stable
shareholders is 54 per cent. In total, 39 per cent of surveyed companies
have cross-shareholdings with stable shareholders.

Several factors explain this structure of shareholding. Though the
zaibatsu were dissolved by the Occupation Authorities in 1945, personal
networks among the zaibatsu families led to a regrouping of the zaibatsu-
related companies. The relaxation of Anti-Monopoly regulations facili-
tated such trends. Japan's accession to the OECD in 1964-entailing
liberalization of capital markets to foreign investment---further induced
Japanese companies to develop a pattern of cross-shareholding to
defend themselves against foreign acquisition (Ito 1993: 154).

These stable shareholders are not motivated by short-term profit.
Their purpose is to promote growth and to provide protection against
hostile takeovers. In the case of cross-shareholding between banks
and business corporations, the main concern of banks is to secure
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their loans and also to grow their own business. Therefore, the stable,
long-term prosperity of the business corporation is much more
important than short-term profit. As a consequence of this, share-
holders of large Japanese companies tend to act as 'silent shareholders
(mono iwanu kabuniishi) and do not readily become involved in
company affairs (Charkham 1994: 81: Yamakawa 1999: 5). This has
allowed Japanese companies to pursue long-term strategies. Until the
collapse of the so-called 'bubble economy' in the early 1990s. these
features of the Japanese system were well regarded.

10.2.1. Recent changes in share ownership

Cross-shareholdings and long-term shareholdings, especially those
between banks and customer corporations, have declined substantially
in recent years. Cross-shareholding refers to the mutual shareholding
relationship when a company, some of whose Shares are held by
another company, owns shares in that other company.3 It includes
shareholdings registered in the name of trust banks operating as
benefit trusts and shareholdings held through holding companies.
Long-term shareholdings are a broader category, defined by Kuroki
as cross-shareholdings, non-cross-held shares owned by domestic
banks (excluding trust banks) and domestic insurance firms, and shares
held by listed affiliate companies (Kurolu 2002: 5). As Table 10.3
shows, the cross-shareholding ratio in the overall market fell from

Table 10.3. Percentage of total equity held as cross-shareholdings and
long-terrn shareholdings

Year Cross-shaxeholclinga Cross-shareholding Long-term Long-term

by value by volume shareholdingb shareholding
by value by volume

1987 18.4 14.5 45.8 42.5
1992 17.8 14.8 45.7 42.8
1997 15.1 13.1 40.5 37.7

2001 9.1 8.9 30.2 30.5

a Cross-shareholding is defined as a mutual shareholding relationship where a company,
whose shares are owned by another company, owns the shares of that other company. It
includes indirect mutual shareholding where a company X's shares are held by a company Y.
a sister company of a holding company Z, and the company X owns shares in company Z.
b Long-term shareholding includes cross-shareholding as defined above, shareholding by
financial institutions (banks, domestic life, and non-life insurers), financial institutions' shares
held by business corporations. and sister company's shares held by its parent or holding
company.
Source; Kuroki (2002).
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18 per cent in 1987 to 9 per cent in 2001 on a value-basis. The stable,
long-term shareholding ratio including cross-shareholding in the
overall market declined from 46 per cent in 1987 to 30 per cent in 2001
on a value-basis. Although the stable, long-term shareholding ratio in
business corporations declined modestly from 12 per cent in 1996
to 11 per cent in 2001, that in financial institutions fell drastically from
30 per cent in 1996 to 19 per cent in 2001 and that in banks from 15
per cent in 1996 to 9 per cent in 2001 on a value-basis (Kuroki 2002).

Such drastic declines in cross-shareholdings and stable shareholding
have occurred under the following circumstances. The introduction of
the market-to-market method of calculating the value of holding shares
at market prices from 2001 and the continuous decline of stock prices
induced many companies to sell unprofitable stocks. Furthermore, the
2001 Law Restricting Banks' Shareholding calls for banks to reduce
shareholdings so as not to exceed the amount of their own capital. This
legislation forced banks to sell their shares in customer companies and
triggered a reciprocal sale of banks' stocks by their customers.

However. a survey conducted by the Ministry of Finance shows
that more than 80 per cent of companies still maintain
cross-shareholding even though there has been a decline recently
(see Table 10.4). Moreover, 70 per cent of surveyed companies
believed that cross-shareholdings have a merit in creating stable and
long-term trading relations.

Furthermore. although cross-shareholdings with banks and other
financial institutions are dissolving, those among business corpora-
tions have not changed as much. For the future, according to a survey
conducted by the Japan Productivity Centre for Socio-Economic
Development (JPC-SED) (2003), company directors are equally
divided on the advantages and disadvantages of maintaining
cross-shareholdings. It is therefore premature to state that
cross-shareholdings

Table 10.4. The extent of cross-shareholdings in 1999 and 2002
(percentages of companies with cross-shareholding)

Year Company size categories by capital (billion yen)

Under 1 1-3 3-10 10-30 30 plus All

1999 (875 companies) 89.5 87.6 85.7 92.0 90.0 88.4
2002 (1216 companies) 77.4 82.2 83.2 86.8 84.6 83.2

Change 1999-2002 -12.1 -5.4 -2.5 -5.2 -5.9 -5.2

Source: Ministry of Finance, Policy Research Institute (2003: tables 3-4).
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Table 10.5. The proportion of equity (b)t value) held by
shareholder types 1970-2002

Year
Financial
institutions

Business
corporations

Individuals Foreigners

1970 31.8 23.9 37.7 4.9
1975 35.5 27.0 32.1 3.6
1980 36.2 26.2 27.9 5.8
1985 39.8 28.8 22.3 7.0
1990 43.0 30.1 20.4 4.7
1995 41.1 27.2 19.5 10.5
2000 39.1 21.8 19.4 18.8
2001 39.4 21.8 19.7 18.3

2002 39.1 21.5 20.6 17.7

Source-. National Conference of Stock Exchanges (2002).

are uniformly dissolving and that recent trends will necessarily
continue.

Another important development in the structure of share ownership
in the 1990s was a rapid increase in the importance of foreign share-
holders. The proportion of shares (by value) held by foreign owners
rose from 4.7 per cent in 1990 to 18.8 per cent in 2000 (see Table 10.5).
Although this percentage fell slightly to 17.7 per cent in 2002. their pres-
ence in the Japanese stock market is now significant. Unlike traditional
Japanese shareholders, foreign investors are likely to require more
shareholder value-oriented corporate governance. Since their invest-
ments tend to be concentrated in larger, leading companies, their inter-
ests and views on investment goals may have a disproportionate effect
on corporate governance (Ministry of Finance 2003).

At the same time, there have been legal changes which have
strengthened the position of shareholders vis-à-vis managers. To facilitate
shareholders' representative lawsuits and to promote more active
monitoring by shareholders, the 1993 Commercial Code fixed the costs
of lawsuits by shareholders at a nominal amount. Until then, the
cost of a lawsuit by shareholders against managers could be prohi-
bitively high. However, faced with the increase in the number of
lawsuits and under pressure from business, the government later lim-
ited directors' financial liability. Thus, the 2001 Commercial Code
makes it possible for the shareholders' meeting to limit the directors'
liability to between 2 and 6 years' remuneration. However, this does
not gainsay the fact that in total there has been an increase in external
control through shareholders representative lawsuits.
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10.3. Corporate Management and
Monitoring Arrangements

Influenced initially by German and subsequently by American law,
the legal underpinnings of the Japanese corporate management and
monitoring system developed some unique features (Oda 1999: 216).
The Commercial Code of 1899 introduced a dual monitoring structure
of managing directors and company auditors modelled on German
law. In 1950. under American influence, Japanese company law
introduced boards of directors to supervise corporate management.
However, since the older auditor role was never abolished, Japan has
had a system where corporate management has been monitored by both
a board of directors and auditors. This is referred to as the 'dual
monitoring system'.

In addition. as discussed below, the 2002 revision of the
Commercial Code introduced a further. American-style governance
model, based on three committees composed mainly of outside direc-
tors. The new model is called a 'company with the three committees'
(iinkai-tou seccht gaisha) as opposed to the traditional governance

Shareholders Shareholders

meeting meeting

More than half must
be outside directors

Appointment Appointment Appointment

Board of
directors Auditors

Appointment/ Monitoring
monitoring

Representative
directors

New (option

governanc
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model called a 'company with auditors' (kansa-yaku sonchi gats10. Its
adoption, however, is optional. As a result, Japan now has two different
governance models, in potential competition with one another (Kansaku
2000: 169: Egaslura 2002: 412; Kanda 2003: 153). The two systems are
illustrated in Figure 10.1.

10.3.1. The traditional governance model
(the dual monitoring system)

10.3.1.1. The board of directors

From a comparative perspective, the first maiór feature of the
Japanese board of directors is its large size: boards with more than
twenty members have been common in Japan (Kawahama 1997: 38).
This large size has been cited as a major cause of board dysfunction
in terms of decision-making and monitoring.'-` In the late 1990s. there
was a tendency to reduce the number of directors and to increase the
number of executive officers. Nonetheless, by the late 1990s, the aver-
age number of directors was 17.5 which is still much larger than in the
United States where the average number is 12 (Charkharn 1994: 188;
Ina gami 2000: 337).

A further feature of the Japanese board is that there is no sharp dif-
ference between board members and employees in terms of back-
ground, remuneration, and function. The Top Management Survey
shows that 76 per cent of board members are promoted from within,
not hired from outside (Inagarai 2000: 324). Moreover, most of the
remainder are from parent or affiliated. companies. Thus, there are
usually no 'outsider directors in the company. In part. this internal
promotion practice stems from measures to democratize Japan's
economy after the Second World War: older directors were purged
and a younger set of managers was promoted from within (Okazaki
1993: 103, 114, 125). With the spread of long-term career employment,
the promotion of incumbent employees to board membership became
commonplace. Thus, board membership is a final stage of promotion

Traditional model
Audit
committee

Appointment
committee

Remuneration
committee
for managerial employees who have performed well over the course
of their career. The need to accommodate these employees in part
explains the large size of the typical Japanese board.

With regard to remuneration, the gap between board members and
other employees is much smaller than that in the United States or the
al) Model
Figure 10.1. Two competing

e models
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United Kingdom. The average annual remuneration of board members
amounts to lust nine times that of new graduate entrants
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(Inagami 2000). There is continuity of the remuneration profile
between a department head who is a managerial employee and a low
level director. As a result. the remuneration gap between senior
employees and board members is quite narrow.

Junior directors usually have a double function as both board mem-
bers and managers of their respective departments. According to the
Top Management Survey, half of all board members fit into this
category of directors.' According to another stirvey, three-quarters of
the annual salary of these so-called `directors-with-employee-functions'
rewards their employee function while one-equarter is for their direct-
orial activities (Romu Gyosei Kenkyu-jo 1999: 2). The mairr role of
these junior directors is to represent their department (including
conveying the voice of ordinary employees) rather than to develop
corporate strategy.

This feature of the board of directors has facilitated cooperative
labour relations and arguably has also enhanced the efficiency of
corporate adrmnistration. However, the 'insider' nature of the tradi-
tional board system has been less effective in preventing misconduct
by management and m making directors and top managers account-
able to shareholders. In practice, the president and senior directors
nommate those below them, with the result that these other directors
are beholden to them. As a result, the board of directors tend to be
subject to the leadership of the president and senior directors rather
than vice versa.

10.3.1.2. The role of auditors

The role of the auditor was initially to audit the finances of the company
and this remains the case in smaller firms. In larger firms the role is
both to oversee finances and to scrutinise the administration of the
company. Their scrutiny is understood to be confined to ensuring legal
compliance. It does not extend to evaluating the appropriateness of
corporate adrmnistration.6

Though this dual structure of management originally stems from
German law. there are significant differences between the German
supervisory board (Aufsichtsrat) and the Japanese board of auditors.
One, whereas the German supervisory board has the power to
appoint and discharge board members as well as to audit finance and
monitor business administration. Japanese auditors are restricted to
the latter. Two, whereas a German supervisory board in companies
with more than 500 employees consists of representatives of both
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shareholders and employees, the Japanese auditor system does not
allow for worker-participation. The appointment of Japanese auditors
has been de facto determined by the directors, who have a right to
propose a list of nominees to a general shareholder meeting. It has
been common for auditors to be selected from board members or
senior managers (Kubori 1994: 41).

Since it is difficult to expect the board of directors to supervise their
own business administration. efforts to reform the Japanese monitoring
system have concentrated on measures to strengthen the power of
auditors and ensure their independence. In 1974, the supervisory
power of auditors was expanded to cover corporate administration as
well as finance. In 1981, it became compulsory to have three or more
auditors. at least one of whom in larger companies has to be full time.
In 1993. the term of office for auditors was expanded from 2 to 3 years
so as to strengthen their independence. The 2001 revisions of the
Commercial Code further strengthened the auditors' power and
independence by further extending the term of office to 4 years and
by requiring that in larger companies at least half of the auditors must
be outsiders. The board of auditors in larger companies has been
given a right to veto proposals to nominate auditors at the shareholder
meeting and a right to submit its own proposals (Egashira 2002: 390;
Kanda 2003: 139).

In spite of these amendments to strengthen the power and independ-
ence of auditors, the auditor system still falls short of expectations
(Keizai Doyukai 1996: 7: Yoshihara 2001: 185). In this context, in 1998,
the Corporate Governance Forum of Japan (1998: 43) proposed a radical
reform plan: to allow companies to abolish the auditor system by
adopting an American-style 'board of directors' system utilizing outside
directors. This refoiin was located in a broader critique of the Japanese
system. In its Corporate Governance Principles the Forum states:

Global competition may be interpreted as a survival race between two cor-
porate systems for higher corporate efficiency: one system predominantly
promoting value for shareholders—so called 'shareholder value': and the
other pursuing multiple values including those of employees What
should be done m Japan is to promote the idea that shareholders are owners of
corporation and the purpose of corporation is to pursue their interest.
(Corporate Governance Forum of Japan 1998: 8-10)

The proposal resulted in a new corporate governance model in the
2002 corporate law revision. This is outlined below.
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103.2. Introduction of a new governance model with
outside directors and with three committees

The draft of the 2002 corporate law revision referred to the defects of
the existing Japanese board of directors system. Monitors are primarily
insiders and the number of directors is too large to function effect-
ively. Moreover. 'directors-with-employee-functions' are in reality
subject to senior directors. To cope with these problems. it was felt
necessary to institute the following: to separate the monitoring
mechanism from corporate administration in order to strengthen the
former; to delegate more power to executive officers (shikko-yaku) in
order to enhance business operations; and to establish three committees
(audit, appointments, and remuneration) with outside directors so
as to enhance the independence of the monitoring function from the
board of directors.

Thus, a new governance model called a 'company with the three
committees' (iinkat-to seccin kaisha) was introduced. To adopt this model,
it is necessary to establish committees for audit, appointments, and
remuneration. Each committee must have more than three directors,
the majority of whom must be outside or non-executive directors.
Where this new governance model is adopted, boards of auditors are to
be abolished and replaced by the audit committee. Such companies
must have one or more executive officer(s) (sitikkoyaku). The directors
and board of directors are to concentrate on monitoring while corporate
administration is entrusted to the executive officers (see Figure 10.1).
However, it should be noted that this model is optional. Therefore,
companies can maintain the traditional dual monitoring system.

The above reform is one of the most fundamental changes in postwar
corporate law. Unlike the traditional governance model with
internally promoted directors, this model consists of outside directors
representing the interests of shareholders. If widely adopted, the new
governance model might have a significant impact on the labour and
employment relations. So far, however, the number of companies that
have adopted the new governance model is limited. According to the
Nikkei (15 June 2003), only thirty-five listed companies have adopted
the new governance model although they include such leading cor-
porations as Sony, Toshiba. Mitsubishi, and Hitachi. Many Japanese
managers prefer the old system on the grounds that it makes for
clearer leadership and greater flexibility in the running of the com-
pany (Ministry of Finance, Policy Research Institute 2003: table 3-24).
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The scarcity of suitable candidates for outside directors has further

hindered the adoption of the new governance model. As a result, the
majority of listed corporations have maintained the traditional
governance model.

10.4. Employment

Employment security and worker flexibility have had a high priority
In the Japanese enterprise. It has been supported by aspects of the cor-
porate governance system referred to above and that employees are
an integral part of Japanese corporate governance. However. in the
last 10 years, circumstances surrounding employment relations have
changed substantially. Since the economic slowdown from the early
1990s, unemployment has increased to unprecedented levels for
Japan, reaching nearly 6 per cent by 2002. The traditional lifetime
employment system is said to be collapsing. Reflecting pressures for
corporate restructuring, judge-made law has started to relax the legal
regulations concerning economic dismissal. This section reviews the
traditional employment system and its recent changes.

10.4.1. Long-term employment practices

Japan's long-term or lifetime employment incorporating job security
was created and sustained by various social institutions: legal rules
concerning dismissals, state policy to maintain employment, and
social norms respecting employment. Even after the two oil crises of
the 1970s, Japan boasted of its low unemployment and managed to
maintain employment security for core workers.

10.4.1.1. Law restricting dismissals without just cause

From a comparative perspective, Japanese law on job tenure and dis-
missals has several features. Until the 2003 revision of the Labour
Standards Law, employment security was provided by case law
rather than statute. Japanese courts established a case law rule called
the 'abuse of the right to dismiss' which regardS a dismissal without
just cause as an abuse of the right to dismiss and thus null and void.
This doctrine arose in the context of post-war soon-economic condi-
tions which made protection of employment security imperative. In
the extremely difficult circumstances following the Second World
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War. dismissal meant extreme privation for workers. Even when
recovery was well underway and the practice of long-term employ-
ment had started to become established. dismissal was viewed as
detrimental to a worker's seniority (a decisive factor in the Japanese
personnel management and wage system) because seniority accrued in
previous employment could not usually be carried over to new
employment. Given strong internal labour markets in Japan, dismissal
has traditionally had more serious consequences for workers than in
countries where external labour markets are more developed.

In such circumstances. Japanese courts developed the doctrine that
workers should be protected through restrictions on the eiriployer's
right to dismiss at will. Relying on the general clause of the Civil
Code that prohibits abuse of rights, Japanese courts handed down a
series of decisions holding that an objectively unreasonable or
socially unacceptable dismissal was an abuse of the right to dismiss,
and thus null and void. The doctrine of abuse of the right to dismiss
was finally endorsed by the Supreme Court in 1975. Under sub-
sequent case law. an employer is required to demonstrate the existence
of just cause. Courts interpret just cause very strictly and tend to deny
the validity of dismissal unless there has been serious misconduct by
the worker.

In addition, Japanese case law sets stringent restrictions on eco-
nomic dismissals. In effect. the courts adopted the emerging practice
of large companies and their unions as the basis for general rules con-
cerning economic dismissals. These practices had come to involve
extensive consultation to avoid employment-adjustment dismissal
except as a very last resort. What resulted was case law which dictates
that any adjustment dismissal should be rejected as an abuse of the
right to dismiss unless it meets four requirements.

First, there must be a real and demonstrable business-based need to
resort to reduction of personnel. Second, the employer must take
every possible measure to avoid adjustment elismi.ssals including the
following: reductions in overtime, reductions in recruitment, voluntary
retirement, non-renewal of fixed-term and part-time contracts, and
implementation of transfers (haiten) or 'farming out' (shukko) of
redundant workers. In other words, dismissals must be the action of
last resort. The 'last resort' requirement is particularly stringent. Since
Japanese employers have many alternatives for cost reduction and
maintaining redundant workers, it is difficult for them to readily
satisfy this requirement. Third. the selection of workers to be dis-
missed must be made on an objective and reasonable basis. Fourth,
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management is required to explain the need. timing, scale, and
method of dismissal to the union or other worker body (if no union
exists) and consult with them in good faith concerning the dismissals.

The remedies against unjust dismissals are highly protective. In
many countries, unjust dismissals results in the payment of damages
or redundancy payments. By contrast, in Japan, the abuse of the right
to dismiss doctrine obliges the employer to pay wages during the
period of dismissal and to reinstate the dismissed employee. As a
result, if a dismissal is held to be abusive, the employer cannot
dissolve the employment relationship no matter how much the
employer might wish to pay the employee. These are, therefore. real
disincentives for Japanese employers to resort to arbitrary dismissals.

10.4.1.2. Internal flexibilihi to secure long-term employment
To compensate for restrictions on external numerical flexibility, the
Japanese employment system has promoted internal or functional
flexibility. In other words, through flexible deployment of workers,
Japanese companies have accommodated changing socio-economic
circumstances while maintaining employment security (Araki 2002:48).
There are a number of ways in which this takes place.

First, flexible modification of working conditions is rendered pos-
sible in that the employment contract does not specify the conditions
of employment, particularly the place and type of work. In drafting
work rules, employers reserve the right to deploy workers based on
business necessity, including the right to order transfers which entail
changes in the place and/or type of work. Therefore, the employer
can unilaterally order such changes without obtaining the worker's
consent. However, modifications in the place and/or type of work
may be reviewed for their validity by the courts where such changes
cause workers significant personal inconvenience.

Second, the Supreme Court ruled that a 'reasonable modification'
of work rules has a binding effect on all workers, including those who
opposed the modification. In drawing up or modifying work rules, the
employer is required to ask the opinion of the union or of a person
representing a majority of the workers (in the absence of a union).
However, an agreement is not required. Thus, the employer can
unilaterally establish and modify work rules, provided they are reason-
able. Moreover, the Supreme Court has repeatedly ruled that such
modified work rules are binding on all employees in the establishment.

The underlying notion is, therefore, that workers are expected to
accept and be subject to reasonable changes in working conditions in
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return for employment security. This is the legal basis of the internal
or qualitative flexibility of the Japanese employment relationship.

10.4.1.3. Governmental policy to maintain employment
Government employment policy has contributed to employment
security. Initially after the Second World War, policy focused on
unemployment benefit programmes and job-creation measures to
absorb unemployment through public works. From the mid-1960s,
however, economic growth and the spread of long-term employment
shifted government policy to providing various subsidies to enable
employers suffering from economic difficulties to retain their -Workers
rather than resorting to dismissals. In particular, the Employment
Adjustment Allowance programme for firms that were compelled to
shut down operations temporarily was extensively used, thereby
contributing to the maintenance of employment security. Thus, the
mainfocusofpolicybecametomaintainemploymentandprevent
unemployment rather than to absorb prior existing unemployment.
This is reflected in Japan's vocational training policy which focuses
less on providing vocational training to unemployed workers than on
supporting companies in their on-the-job and off-the-job training,
thereby enabling the employers to retain their workers (Araki 1994:
385; Takanashi 1997: 5, 1999: 7; Ohtake 2000: 5).

However, in response to the prolonged recession over the last
decade, Japan's employment policy is shifting its emphasis from
avoiding dismissals and maintaining employment to promoting the
smooth reallocation or transfer of redundant workers. Government is
increasing expenditure to encourage labour mobility to cope with
increasing unemployment while maintaining the traditional policy of
employment security! In sum, the current state of employment policy
can be viewed as a diversification of measures to mirror growing
workforce diversity and to partially adjust employment policy away
from too great a reliance on maintaining employment of regular
workers (Araki 1999: 5).

10.4.1.4. Norms concerning employment security
Apart from the law and government policy, the notion that dismissals
should only be condoned as a last resort is widely and deeply rooted in
Japanese society. In truth, case law and government employment policy
have resulted in an outgrowth of voluntary practices incorporating
employment security. In practice, it should be noted that the number of
dismissal cases in Japan is extremely small compared to other countries.8
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In 1993, in response to the recession triggered by the collapse of the
bubble economy, some Japanese employers cancelled their agreed
promises of employment to new graduate recruits. These unilateral
cancellations attracted considerable public attention and received
wide media coverage because they violated social norms. The
Ministry of Labour publicized the names of the companies that had
cancelled their agreements to stigmatize them. These events reflected
the social norm that employment relationships should not be unilater-
ally broken by the employer and furthermore that this principle even
applies to situations where the formal employment relationship has
not actually begun.

Corporate governance arrangements have arguably also Played a
part in promoting norms and practices favourable to employment
security Patient shareholders, the absence of a market for corporate
control, and relatively weak pressures from financial markets until
recently have allowed firms to maintain jobs. In addition, directors
are as responsive to employee needs as much as they are to share-
holder value.

10.4.2. Changing employment security

Employment is becoming unstable, and atypical or non-regular
employment is increasing. Between 1990 and 2002, non-regular
employees rose from 20.2 per cent of the Japanese work force to
29.8 per cent. To cope with increased mobility, the government has
introduced a series of measures to activate the external labour market
(Araki 1999).

Regulations on fixed-term contracts in Japan have been progressively
relaxed. Unlike many European countries where objecliye grounds are
required to conclude fixed-term contracts, no such grOunds are required
in Japan either to reach or renew such contracts. The sole legal restric-
tion on fixed-term contracts has been that the agreed term of the con-
tract may not exceed one year. HoWever, the 2003 revision of the
Labour Standards Law further relaxed the upper limit to 3 years. In
addition, temporary work agencies have been progressively legalized.
After several moderate revisions in the 1990s, the 1999 revisions of
the law lifted the general prohibition on 'worker dispatching'. The
2003 revisions extended legalized worker dispatching to production
sites that had continued to be prohibited under the 1999 revision.

Recently, there has been an important legal development concerning
economic dismissals. As mentioned above, the validity of economic
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dismissals had traditionally depended on whether all four require-
ments were met or not. If one of four requirements was not satisfied,
the dismissal was regarded as an abuse of the right to dismiss. A
recent decision by the important Tokyo District court has rejected this
interpretation. arguing that there are no good grounds for insisting
that all four requirements must be satisfied for economic dismissals
to take place.9 According to the decision, courts should determine
whether a dismissal is abusive_ The so-called 'four requirements' are
merely 'four factors' to analyse abusiveness. Therefore, an economic
dismissal can be legal and valid even if one of the four 'factors' is not
met by taking all other factors surrounding the dismissals into con-
sideration. Nevertheless, despite the changes, it is arguable that the
restrictions are still more stringent than in European countries and
certainly more so than in the United States.1°

The 2000 Labour Contract Succession Law. In the context of corporate
restructuring and growing labour mobility, several counter-measures
have been adopted to protect employees' interests. This can be shown
with reference to recent changes to facilitate corporate sell-offs and
transfers. To facilitate corporate restructuring and reorganization, the
so-called 'corporate division scheme' was introduced by an amend-
ment of the Commercial Code in 2000. Prior to this, corporation division
was carried out through transfer of the business or undertakings. In
order to transfer a business, the company (transferor) had to obtain
individual consent from all creditors and from workers who were to
be transferred to the other company (transferee). This procedure was
thought to be cumbersome and to have hindered restructuring and
reorganization. The 2000 revision of the Commercial Code introduced
a simplified procedure. When a plan to sell part of a company is
approved by the shareholders meeting by special resolution, the division
becomes legally binding on all parties concerned without the need to
obtain their individual consent (though dissenting creditors can
express objection and seek liquidation). However, it was feared that
this could be easily abused to downsize workforces and that
employment security would be severely damaged. To protect
employees interests in the event of a corporate division, the Labour
Contract Succession Law (LCSL) was introduced in 2000. Under this
law. employment relationships are automatically transferred to the
newly established corporation as a principle. However, a worker who
is only partially connected to the spun-off unit can object to moving.
Workers not involved in the unit can only be transferred with their
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consent. Also workers can object to exclusion from a transfer if the
work in the transferee organization is their usual work (Yamakawa
2001; Araki 2002: 142, 2003: 27).

In terms of effects, when an employment contract is passed to the
transferee corporation, the effect of succession is automatic and as
comprehensive as in the case of a merger. Therefore, all rights and
duties in the employment contract or terms and conditions of
employment are transferred to the transferee without modifications.
However. adjustments in the terms and conditions of employment
are not prohibited before or after the corporation division. Given the
necessity to establish uniform working conditions and adjust them to
changing corporate circumstances, it is possible for the transferor or
transferee to vary working conditions through reasonable modification
of work rules as well as through agreement with individual workers
or with labour unions (Yamakawa 2001: 10).

In the case of collective agreements, the fear is that workers lose the
protection provided by the collective bargaining agreement in the
previous company. Though terms and conditions of employment
provided by a collective agreement are to be transferred as they are,
they can be changed unfavourably (to workers) by individual consent
as long as there is no normative effect of the collective agreement.
Therefore, the LCSL provides that when an employment contract
between union members and the transferor is passed to the transferee,
it shall be deemed that a collective bargaining agreement with the
same contents is concluded between the transferee and the union to
which those workers belong.

The LCSL is a Japanese version of the acquired rights legislation
implementing the EC Directive on Transfer of Undertakings.
However, an important difference is that application of the LCSL is
confined to clisrnembeiment of companies whereas the EC Directive
covers transfers of undertakings as well as division of corporations
and mergers. Under Japanese law including the LCSL, automatic and
mandatory transfer of an employment contract is not required in the
event of transfer of undertakings.

Finally, there have been several other attempts to change the legal
regulation of employment. Battles have been fought between the gov-
ernment seeking to promote economic recovery, employers wanting
more liberalization, and unions and their supporters wanting to
defend and extend labour protection. For instance, the unions and
their supporters have tried unsuccessfully to reverse the 'four factors'
rule in the case of economic dismissals. They have won some victories
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against employer proposals which would have given employers a
freer hand at law to dismiss employees. One example was a require-
ment in the Labour Standards Law 2003 that strengthens employers'
obligation to provide written reasons for dismissal. The unions also
successfully opposed the introduction of monetary solutions to
dismissal disputes.

10.5. Industrial Relations, Employee Participation,
and Corporate Governance

For many years, a prominent feature of Japan's industrial relations
has been stable and cooperative relations between labour and
management. This is not the result of some deep cultural predisposition
on the part of Japanese managers and workers. Indeed, it should be
remembered that, from the end of the Second World War up to the
1960s, Japan experienced turbulent management–labour confrontations
(Hiwatari 1999: 276; Koshiro 2000). Japan's current stable industrial
relations should be understood as the result of the follow-mg three
factors: (1) enterprise unionism, (2) widespread 'faint
management–labour consultation practices, and (3) internal promotion
of management.

10.5.1. Enterprise unionism

Enterprise unionism is a hallmark of Japanese industrial relations
(Sugeno and Suwa 1996). Currently around 20 per cent of the
Japanese labour force are union members: 96 per cent of unions in
Japan are enterprise-based unions and 91 per cent of all unionized
workers belong to enterprise unions. Enbirpnse unionism is a system
under which unions are established within an individual enterprise,
collectively bargain with a single employer, and conclude collective
agreements at the enterprise level. An enterprise union organizes
workers in the same company irrespective of their jobs. As a result,
both blue and white-collar workers are organized in the same union.
Enterprise unions normally confine their membership to regular
workers, though there are no legal obstacles to prevent them from
organizing part-time or temporary workers. Within an industry, enter-
prise unions often join an industrial federation of unions, though col-
lective bargaining at that level is very rare. In their turn, industrial
federations are affiliated to national confederations.
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There are several reasons for the dominance of this pattern of union
organization. Prior to the Second World War, Japan had little experi-
ence with industry-wide unionism. The mobilization of workers into
units at the enterprise level during the war may have had some influence
in its emergence. After the war, when employers had defeated radical
left-wing unions but could no longer suppress union activities
altogether. workers resorted to enterprise-level workplace organiza-
tion and this was recognized by management.

Enterprise unionism has continued to predominate because it has
served well as a key component of Japanese employment relations.
Under the long-term employment system, dismissals are avoided at
all cost. In exchange, workers accept the flexible adjustment of working
conditions and are prepared to be transferred within a company and
receive in-house education and on-the-job training. Promotion
and wages are decided mainly by that individual's length of service
and performance. In this context, industry-level bargaining makes
little sense. Enterprise unions and enterprise-level collective bargaining
have been the main mechanism for reconciling worker demands and
employer expectations in the context of strong internal labour mar-
kets. In further defence of the system, it might be argued that, when
unions have their basis in a particular company, they tend to be more
pragmatic than ideological and more conscious of their own com-
pany's productivity and competitiveness.

10.5.1.1. Wages and enterprise unionism
However, enterprise unionism also arguably has defects. These
include weaker bargaining power. the lack of a universal Impact
across an industry, and the lack of political influence on national
labour policy (Sugeno and Suwa 1996).

To compensate for weakness in bargaining power and the lack of
industry or nation-wide influence. union leaders in the 1950s devised
a unique wage determination system called `Shinto- (Spring Wage
Offensive) (Takahashi 2002). In this system, industrial federations of
enterprise unions and national confederations set a target every spring
for wage increases and seek to coordinate negotiations and strikes
across enterprises and industries. Strong enterprise unions m a pros-
perous industry are selected as a pattern-setter to start negotiations
and to establish the market price for that year. Other unions then follow
suit. The market price established in Shunto has also been reflected inin
the public sector where strikes are prohibited and also in regional
minimum wages which are fixed under the Minimum Wages Law.
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In this manner, the Shunto strategy has compensated for the limitations
of enterprise unionism in terms of bargaining power and establishing
social standards across companies.

Where union influence is confined to particular enterprises, as in
enterprise unionism, it is difficult to deal with national issues. To fill
this gap, enterprise uruons have also operated through industry
federations and national confederations. In 1989, four former national
confederations merged to form the Japanese Trade Union
Confederation (Rengo). This has eight million members and covers
two-thirds of all union members in Japan. Through Rengo and its
predecessors, unions have been involved in national level
corporatist-style consultation. A tripartite council called the Industry
and Labour Round Table Conference (Sangho Rollo Kowa-Kai) has
operated since 1970. In this forum, representatives of labour,
management, and the public interest (the government and academic
experts) meet periodically to discuss and exchange opinions on
industrial and labour policy. In addition, from time to time, the
government creates other tripartite bodies to advise on labour and
social policies. These have become important in determining the
content of labour policies and labour legislation. It is an established
practice that the content of drafts proposed to the Diet by the
government is deliberated and developed in these bodies.

At the industry level, major companies and federation of labour
unions in the same industry voluntarily establish management-labour
councils. They exchange information and opinions on the state of the
industry, working conditions, and future strategies for the growth of
the industry and the enhancement of workers' welfare.

In these ways, Japanese labour has obtained a say in economic and
social policy at industry and national level even though Rengo and its
predecessors have never resorted to direct actions to promote labour
legislation. Thus, it should not be forgotten that Japanese industrial
relations, though based on enterprise unionism, are supplemented by
corporatist-type mechanisms (Shinoda 1994).

10.5.2. Joint management-labour consultation

At plant and company level, joint management-labour consultation is
an established practice in Japanese industrial relations and this
complements collective bargaining over wages and basic conditions.
Currently, 42 per cent of all establishments have such consultation
bodies, and, in unionized establishments, the figure is higher at
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85 per cent. In Japan, management-labour consultation is voluntary
and operates without any legal supports.

The origins of this system are to be found in the period of conflict
after the Second World War. By the nud-1950s, leaders on both sides of
industry had become increasingly unhappy with the tendency towards
adversarial relations and had begun to look for new, more pragmatic
and cooperative relations. In 1955, the Japan Productivity Centre was
established by business circles wider the auspices of the Ministry of
International Trade and Indiistry (MITI) and the American
authorities in order to promote joint consultation and productivity
improvements. Left-wing union confederations, especially Sohya, were
sceptical and regarded the movement as a new type of rationalization or
exploitation. However, the confederation of moderate unions (Sodontei),
agreed to participate on condition that consultation should not be used
to bypass unions and that their opinions should be fully respected.
Thus, three basic principles were agreed. One„ management-Iabour
consultation should be promoted in order to increase productivity.
Two, productivity increases should enhance employment security, with
any problems of surplus labour being resolved by transfers and the like
rather than by lay-offs. Thriee, the fruits of increased productivity
should be distributed fairly between the firm, employees, and
customers, in accordance with the conditions in the national
economy.

On this basis (and after the defeat of the leftist union movement
during the major dispute at the Miike coal mine in 1960), pragmatic
and cooperative labour relations gradually became established in
Japanese industrial relatiOns. Labour and management voluntarily
established consultation arrangements and developed extensive com-
munication channels. Employers provided information to employees
and their unions, and unions cooperated with management in
increasing productivity. However. it should be remembered that joint
consultation has been supported by the sanction of a union's right to
bargain.

10.5.3. Internal promotion of management

Internal promotion of management has also contributed to Japan's
cooperative industrial relations and employee-centred corporate gov-
ernance. In most larger companies, union shop agreements oblige all
employees to join the union. This means that senior managers and
directors were members of the enterprise union when they were
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rank-and-file white-collar workers. Furthermore, according to the
Top Management Survey, 28 per cent of top management had pre-
viously been leaders of an enterprise union (Inaganu 2000: 339). In a
sense, management-labour relations are relations between present
union members and former union members (sometimes between cur-
rent union leaders and former union leaders). This fosters a con-
sciousness that both labour and management belong to the same
community, facilitates the pursuit of common interests, and leads
Japanese management to adopt a consultative approach.

In addition, in firms with the traditional governance model, nearly
half of board members are 'directors-with-employee-function'. It can
be argued that this gives employees a further channel to voice their
opinions to corporate management. However, in firms adopting the
new governance model with the three committee structure, the
majority of committee members must be outside directors. The adop-
tion of the new governance model will significantly affect the internal
promotion system and the acceptance of 'directors-with-employee-
functions' practice. However, as mentioned earlier. few companies
have adopted this model so far.

10.5.4. Recent developments in industrial relations

In industrial relations, there have been no major legislative changes in
recent years. However, recent changes in the industrial relations
environment have started to raise questions about the traditional
system of worker representation.

10.5.4.1. Legislative developments promoting

corporate restructuring
From the late 1990s, the government has taken a number of measures to
promote corporate restructuring and market-oriented management in
the hope of dealing with the prolonged economic slump. In 1997, it
legalized holding company arrangements which had been prohibited
by the anti-monopoly legislation of early post-war period. In the same
year, changes were made to both the stock exchange and employee
transfer systems, thereby further facilitating the formation of holding
companies. Around this time. the law on stock options was also liberalized.
As discussed above, the corporate division scheme was introduced in
2000 to promote corporate reorganization and under the 2002 law the
adoption of US-type corporate governance became possible.
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These legislative changes are aimed at promoting corporate
reorganization and have implications for industrial relations. There is
the possibility-, and the beginnings of a trend, for companies to be
divided into several units, with each unit becoming an independent
firm. The headquarters of the original company becomes a holding
company governing the newly created subsidiaries. This raises a
number of issues for unions. The most important is whether the
union can bargain with the holding company. Another concerns the
role it will play in the different parts of the holding company.
According to the traditional interpretation, the holding company has
no obligation to bargain with the union organizing workers in the
subsidiary company when there is no evidence that the new holding
company intervenes in and decides the actual working conditions of
the subsidiary. However, since the holding company decides whether
the subsidiary exists or not. unions and their supporters contend that
holding companies have a duty to bargain.

10.5.4.2. Declining union density and emergence
of a new representation system
Union density has declined continuously since 1975 and fell to
19.6 per cent in 2003. In addition, the growing diversity of the workforce
has started to challenge the representative legitimacy of enterprise
unionism. Traditionally enterprise unions organized only regular
employees; non-regular employees such as part-time and fixed-term
contract workers remained unorganized. However, 30 per cent of all
employees are now non-regular employees. In addition, in the 1990s,
middle management employees were often the main losers in corporate
restructuring. But, since employees promoted to middle management
are supposed to leave unions, they have little protection by unions and
under law. Together, these factors prompt a reconsideration of the
traditional arrangements for employee voice. They might provide support
for a case to introduce a system of employee representation similar to
continental European works councils whereby all employees in an
establishment would be represented irrespective of union

membership.
Indeed, there are some very early signs that this could happen. The

1998 revised Labour Standards Law introduced a new representation
system called the 'management-labour committee' (Roshi Iinkai). Half
of the members of these committees must be appointed by the labour
union representing a majority of workers at the workplace concerned
or by persons representing a majority of the workers where no such
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union exists. This management-labour committee must be established
when the employer wants to introduce a white-collar exemption from
overtime regulation. (Araki 2002: 94). The management-labour com-
mittee is the first permanent organ with parity membership that
represents all the employees in the establishment. Therefore, this
committee can be regarded as an embryonic form of works council in
Japan, although the jurisdiction of this committee is currently con-
fined to working hour regulations, and its establishment is not com-
pulsory. To date, few such committees have been created. However,
further changes to the law in 2003 have simplified the procedure for
introducing the white-collar exemption and this may stimulate the
establishment of more committees of this type.

10.6. Conclusions: Future of Japan's Stakeholder Model

As outlined in the introduction, the Japanese employee-centred stake-
holder model relies heavily on a number of customary practices, such
as long-term cross-share ownership, internal promotion of manage-
ment and the existence of 'directors-with-employee-functions'. long-
term (lifetime) employment. and voluntary joint management-labour
consultation.

The chapter has reviewed how these practices contributed to and
sustained the traditional stakeholder model in Japan. It then consid-
ered recent changes which might affect the traditional governance
model. These include the following: there are important changes in
share ownership. with the dissolution of cross-shareholdings and the
rise of foreign ownership. With a shift from indirect finance via banks
to direct finance, the importance of banks in Japanese corporate gov-
ernance has been reduced. There have been changes in corporate law
giving large companies an option to adopt a US-type corporate gov-
ernance system utilizing outside directors. The revision of corporate
law in the 1990s has facilitated shareholders' representative lawsuits
and may stimulate 'shareholder value conscious' corporate governance.
In this context, the concept of shareholder value has emerged.

The employment system is also changing. In the last decade., Japan
has experienced the lughest unemployment rate in the post-war
period. Labour mobility has increased and the state's labour market
policy has shifted toward the promotion of the external labour market.
Stable regular employment has gradually shrunk and currently

Japan: Future of Stakeholder Model 281

non-regular and contingent workers account for 30 per cent of all
workers. Courts have started to relax economic dismissal restrictions.
In industrial relations, the decline in Union density and the growing
diversification of the workforce raise a question mark over the tradi-
tional collective labour relations system.

Compared to the legally based stakeholder model in Germany,
Japans system might be described as a 'practice-dependent' stake-
holder model. As such, this is more vulnerable to changes. Although it
is undoubtedly difficult to transform a system made up of inter-
dependent institutions (Aoki and Okuno 1996: 1), in an era of disequi-
librium, when several institutions change simultaneously, such
change may occur. Therefore, the question is whether these changes
will fundamentally transform the current stakeholder model into the
shareholder value maximizing model.

Given the existence of counter-pressures working against share-
holder value-oriented governance, the most likely outcome is that the
current stakeholder model will survive for the time being. Recent
developments can best be viewed as the realignment of the priorities
of various stakeholders within the framework of the stakeholder
model. A number of counter-pressures and tendencies may be cited.

First, although cross-shareholdings are dissolving, more than
80 per cent of companies still maintain cross-shareholdings and
recognize the merit of forming stable and long-term trading relations.
Moreover, the proportion of equity held by foreign investors has
levelled out (or even declined) after rising in the 1990s. Though it is now
easier to mount shareholders' representative lawsuits against manage-
ment, the 2001 Commercial Code revisions enable the shareholder
meeting or the board of directors to limit the amount of directors'
liability. Although the 2002 corporate law revisions introduced a
US-style governance model, the vast majority of Japanese corporations
maintain the traditional model.

As for employment security, the enactment of the Labour Contract
Succession Law in 2000 was a typical countermeasure to protect
employees' interests in the increasing number of corporate reorgan-
izations. The 2003 revisions of the Labour Standards Law, incorporat-
ing the case law rule on abusive dismissals, have a symbolic
significance confirming the social norm of employment security in
Japanese society. Though union density is declining, new forms of
worker representation are emerging and joint consultation remains a
key part of the Japanese system. These developments serve to sustain
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the stakeholder model centred on employees' interests or at least put a
brake on a radical transformation into a shareholder value model.

Second, survey evidence suggests that the stakeholder model is still
widely supported in Japan despite some moves towards a shareholder
value model. According to one survey, directors believe that any
increase in profits should be distributed evenly between shareholders,
employees, and the firm's business needs, rather than going
predominantly to shareholders. Similarly, only a quarter of directors
believe shareholders should have any special place in management
decision-making (JPC-SED 2003). Another survey by the Ministry of
Finance Policy Research Institute (2003) found that while banks and
trading companies have become less important and customers and
shareholders regarded as more important between 1999 and 2002,
employees are still regarded as an equal stakeholder. Indeed, there is
evidence that their perceived importance is rising. As for the external
control of corporate governance, it is also notable that customers and
product markets are seen as more important than shareholders or the
stock market. Another survey (Japan Institute of Labour 2002) exam-
ined the factors affecting restructuring and downsizing decisions.
Prominent factors are not changes in corporate governance (14 per cent)
but intensified competition in the domestic market (85 per cent) and
'limited demand due to market maturity' (74 per cent).

In terms of industrial relations, the JPC-SED 2003 survey showed
that a majority of directors think labour-management consultation
does not hinder the management decision-making. Moreover. 59 per
cent of directors and 66 per cent of HRM directors believe that unions
should be involved in management decision-making in the future.
This reflects the deep-rooted consciousness in Japan that employees
are the important constituents of corporations.

Given this evidence of attitudinal stability, coupled with the various
counter-trends and counter-measures to protect employees' interests, it
appears that Japan's stakeholder model will not be drastically modified
in the near future. Financial market pressures will have a growing
effect, but so will product market pressures. Japanese firms hope they
can cope with these through their internal flexibility. Current changes
in shareholder structure and management organization require some
reconsideration of the priority of various stakeholders' interests.
Shareholders. interests cannot be ignored and employment security is
no longer an absolutely supreme value in corporate governance.
However, such reconsideration seems to be occurring within the frame-
work of the traditional stakeholder model.
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NOTES
1. Some parts of the analysis of the traditional model are based on Araki

(2000b).
2. The survey of the top management and corporate governance (hereinafter

'Top Management Survey') was conducted in February 1999 by a study
group headed by Inagami, for the Research Institute for Advancement of

Living Standards (RIALS), a think tank of Rengo (The Japanese Trade Union
Confederation). The study group distributed questionnaires to the top
management of all the 1.307 companies listed in the first section of the
Tokyo Stock Exchange and received responses from 731 companies. The
resultant analysis was published in Inagami (2000).

3. Cross-shareholding includes indirect relationships where a company X's
shares are held by a company Y, a sister company of holding company Z, and
the company X owns a share of company Z.

4. Dore (2000a: 87-8, 2000b: 163-4) points out that critics of traditional
governance disregard various positive functions of Japanese boards of
directors, such as information sharing and commitment reinforcing.

5. According to Nitta (2000: 87), the average number of board members is
17.5 and average number of directors-with-employee-functions is 8.3.

6. While the debate continues over whether auditors' scrutiny covers the
issue of efficiency and the appropriateness of corporate administration the
majority opinion is that auditors' scrutiny is confined to checking on legality
and it is the board of directors which supervises the issue of efficiency and the
appropriateness of corporate admirustration (Maeda 2000: 238; Yoshihara
2001: 192).

7. However, subsidies for declining industries are being reduced since such
payments are criticized for delaying structural changes and hindering
labour reallocation.

8. Although rapidly increasing, the number of labour-related cases newly
filed in Japanese local courts (first instance) in 2001 was only 3,029 (2,119
ordinary civil cases; 749 provisional disposition cases; and 161 administrative
cases).

9. The National Westminster Bank case (3rd Provisional Disposition), 782
Rodo Hanrei 23 (Tokyo District Court, 21 January 2000).

10. German law requires detailed procedures for economic dismissals,
including drawing up a 'social plan'. However, if employers follow the
procedures, it seems easier to get rid of redundant employees in
Germany than in Japan. In the United States, the classic employment-at-
will doctrine is eroding and is being modified by case law. Stringent anti-
discrimination laws also restrain American employers from arbitrarily
dismissing employees. However, compared to Europe and Japan,
American employers still enjoy more freedom to dismiss employees and
restriction on economic dismissals hardly exists (Summers 1995: 1036).



A Comparative Perspective

Table 11.1 shows a set of such correlations for twenty-two OECD
countries in the mid-1990s. Ownership dispersion is associated with
shorter employee tenures. hi addition, high market capitalization.
private pension funds, and M&A were all associated with shorter
tenures or higher rates of corporate downsizing. Conversely, less
marketized capital coincides with more stable employment. One
caveat is that highly concentrated ownership is not correlated with
stable employment. suggesting stronger affinity on the market end of

Table 11.1. Correlation of corporate governance and labour management in OECD
countries to the mid-1990s

11.1. Two Families of Nations?

The study of corporate governance has become ever more pressing
for students of labour management. This book has illustrated important
linkages which cut across boundaries of finance, management,
industrial relations, and politics and law. This development chal-
lenges traditional theories of the firm and suggests areas for new
interdisciplinary work. The book has approached the subject largely
through the method of country case studies which feature rich insti-
tutional description and to a lesser extent evidence from firms within
a particular country. In looking across these case studies, what con-
clusions can be drawn from a comparative perspective? Rather than
trying to summarize the main findings for each country, this chapter
will return to an explicitly comparative perspective to draw out tent-
ative conclusions and to raise issues for further study.

The Introduction to the volume started by sketching out two types
of country patterns _ market/outsider and relational/insider regimes.
Very similar typologies are widely used m other comparative research.
These typologies reflect strong correlations in aggregate country-level
data between national capital market development (e.g. shareholder
nghts, market capitalisation, ownership dispersion, merger and acquisi-
tion (M&A) activity), labour market regulation (e.g. employment pro-
tection law), and coordination of industrial relations (e.g. coordination
of wage bargaining and employment turnover) across OECD coun-
tries (Hall and Gingeric_h 2001; Höpner 2003b: Waldenberger
2003).Indicates significance at the 0.05 level.
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Towards a Comparative Perspective
on Corporate Governance and

Labour Management: Enterprise
Coalitions and National Trajectories

GREGORY JACKSON
 Employee
board

Unionization Employment
protection law

Long-term
employment

Downsizing
rate

Corporate gorternance

Dispersion' -0.18 -0.03 -0.60* -0.69* 0.33
Concentrationb 0.04 0.05 0.51' 0.35 -0.33
Family owner' -0.21 0.03 0.35 0.09 -0.09
Investor rights`' -0.21 -0.13 -054* -0.52" 0.13

Accounting rules' 0.14 0.30 -0.58" -0.38 0.39
Private pensions' -a23 -0.08 -0.63" -0.47* 0.10
Market cap .g -0.34 -0.20 -0.48" -0.33 0.48'
M&Ah -0.16 0.24 -0.53" -0.56" 0.46"
Bank restrictions' -0.30 -0.18 -0.07 0.06 0.08
State banks) 0.29 0.06 0.52 0.32 -0.11
Labour indicators

Employee board!

Umonizationi 0.56"
Employment
protection
legislation

0.20 -0.06

Long-term
employment"

0.16 - 0.03 0.71"
 Dispersion: percentage of listed firms with less than 25% of their shares 'closely held'.
" Concentrat ion: the average percentage of shares held by the too 3 shareholders.
Family ownership: percentage of top firms with a family owner holding a block of 10% or more.
Investor protection: index of anti-director nghts.

Accounting: stnctrus of accounting standards.
Private pensions: assets of funds as percentage of ODE

g Market cap: stock market capitalization as percentage of ODE.
M&A: value of mergers and acquisitions as percentage of GDP. average 1990-5.
Bank restrictions: index of restrictions on bankS holding corporate equities.
State banks: assets of state-owned banks as percentage of GDP.

k Employee board: index of representation on corporate board.
Unionization: union membership as percentage of the labour force.

" Long-term employment average tenure of male employees in years.
" Downsizing rate: percentage of firms making a cut of 10% of more in total employment, average 1991-2001.

Sources: L.-trona, Lopez-de-Sitanes, and Schleifer (1999); Barth, Capno, and Leviri (2000); OECD (1997);

wwwlibv.ram,SDC Platinum Worldwide Merger, Thomson/Worldscope Data and various national sources.

Downsizing rate" -0.20 0.00 -0.34 -0.40 1
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he spectrum. Caution is required in interpreting these relationships
ecause the outcomes are also correlated with patterns of legal regulation.
ispersion and M&A are strongly associated with legal protections for

hareholders and employee tenure is associated with employment
rotection law. Yet, few countries appear to have strong legal rights for
oth shareholders and employees. Thus. it is difficult to differentiate
etween direct linkages between corporate governance and labour
anagement or indirect relationships due to the (perhaps

nintentional) interaction of regulatory choices.
Relatively few studies have explored these linkages by comparing

irms across countries. A small number of studies use comp-any data
n the context of one country. For Japanese firms, several studies con-
irm significant relationships between foreign investors and down-
izing (Ahmadjian and Robinson 2001) or main banks and
mployment stability (Abe 2002). Table 11.2 shows correlations across
pooled sample of listed firms in the same twenty-two OECD countries.
enerally, the expected associations exist between ownership patterns

nd share price volatility or price–book ratios (on the one hand) and
ates of downsizing and average wages (on the other hand). Beyond
hat, concentrated ownership is also associated with strategic

anagement outcomes such as less divestment of fixed assets and
ower profitability. Notably, the strength of association is very low
ompared to the country data.
Nor are the relationships identical across countries. The United
tates, the United Kingdom, and several countries with strong
mployment protection (such as France. Spam, Sweden. and the
etherlands) show no significant correlation between ownership and
ownsizing. In Japan and Italy, concentration has the expected asso-
iation with fewer employment cuts. Japanese corporate networks
ay concentrate ownership, but also tend to reinforce managerial

ontrol—capitalism without capitalists—and thereby support com-
itments to stakeholders within the firm. In Germany, the pattern

ppears quite complex. Dispersed firms are more likely to make big
uts in employment. but highly concentrated firms are also likely to
ake more small cuts in employment, not less. Perhaps German

lockholders, such as family owners, provide a counterweight to
mployee interests, whereas dispersed manager-controlled firms
emain more subject to employee influence?
Despite this complexity, most comparative research still relies on a
ichotomous contrast between market-oriented systems such as the
nited States and the United Kingdom (on the one hand) and countries
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Figure 11.1. Country clusters based on industrial relations

otes: The clusters are based on average linkages between employee representation,
mployment protection, and downsizing.

ist of countries: A: Australia; C: Canada: IRE: Ireland; NZL: New Zealand;
K: United Kingdom; USA: United States of America; CH: Switzerland; AUS: Austria:
IN: Finland; l: japan: NIL: Netherlands; G: Germany; SW: Sweden; NOR: Norway;
K Denmark; 13: Belgium; SK: South Korea; F: France: E: Spain; GR: Greece; Italy; P: Portugal.

here markets play a lesser role such as Germany and Japan (on the
ther hand). As noted in the Introduction, many countries do not fit too
ell within this broad typology. Figure 11.1 shows a cluster analysis of

ountries based on three labour variables—employee representation,
mployment protection, and downsizing—resulting in at least three
ajor groups. The group of Anglo-Saxon countries is the most

omogeneous with very marketized employment on all three measures.
his group is distinct from all the other clusters which have more stable
mployment. However, among countries with stable employment, a
urther division exists based on the degree of institutionalized voice
ithin the firm. Then, within each of these groups, we can find

ountries with greater or lesser legal employment protection. When
dding several governance variables such as ownership

Figure 11.2. Country clusters based on finance, governance, and industrial

relations measures

Notes: The clusters are based on average linkages between ownership dispersion, investor
protection, pension assets, downsizing, and employment protection.

List of countries: A: Australia; C: Canada; IRE: Ireland; NZL: New Zealand;
UK: United Kingdom; USA: United States of America; CH: Switzerland; AUS: Austria;
FIN: Finland; Japan; Netherlands; G: German

y
; SW: Sweden; NOR Norway;

DK: Denmark; 13: Belgium; SK: South Korea; F: France; F: Spain; GR: Greece; I: Italy; P: Portugal.

patterns and investor protection to the cluster analysis, the market/
insider group is largely reproduced again (see Figure 11.2). However,
the relational/insider group falls into a large and confusing number
of clusters. 1

In fact, the relational/insider group subsumes a great deal of diver-
sity. Little consensus exists on how to label this group, as is evident in
comparative typologies such as insider, relationship-oriented, stake-
holder, or coordinated economies. Concentrated ownership encom-
passes family firms, diverse forms of corporate networks, and various
forms of relationship banking. Cooperative industrial relations
involve diverse forms of unionism and labour–management consul-
tation. Employment security may result from legal employment pro-
tections as in continental Europe or be based on more informal norms
and firm-specific investments such as in Japan. The state also plays

L76-I5 -

1

IRE NZt.0 UK USA AUS DK NI, SRI G CH GR I P
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y
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very different roles in regulating both capital and labour depending
on particular regulatory styles and state capacities. In contrast to the
apparent homogeneity of market/outsider systems, the linkages
between different social forms of non-market organization are much
less well understood.

It is important to take this diversity seriously in order to study the
linkages between corporate governance and labour management.
Many relational/insider regimes incorporate significant market
elements. Countries such as Japan. the Netherlands. or Sweden have
strong investor protection law or high stock market capitalization, but
continue to have cooperative industrial relations and high employment
security. By contrast, few countries with predominantly market govern-
ance regimes have relational employment institutions. The absence of
capital market pressure. at least very strong pressure, may thus be a
necessary condition for relational employment. But not all elements of
market systems are equally linked to all elements of relational systems.
One reason is that not all 'relationship-oriented' institutions are alike.
The social forms of those institutions matter. although their effects may
display certain functional equivalence.'- For example. the impact of cap-
ital market pressures on employment security may depend upon
whether such security is based on strict legal regulation, is a by-
product of strong firm-specific investments in training, or is due to insti-
tutional opportunities for employees to exercise 'voice' rather than 'exit'.

Markets also come in various shapes and colours. When considering
the US or UK cases historically, the pressures emanating from capital
markets vary greatly over time. The heyday of 'managerial capitalism'
which arose through a high separation of ownership and control was
also a strong period for 'welfare capitalism' for labour in the United
States. Then the wave of hostile takeovers in the United States and the
United Kingdom in the 1980s led to a scaling back of large conglomer-
ates through de-diversification and also with a new harsher deal for
employees. Whereas the dispersed ownership of the post-war Golden
Age left much autonomy for management. dispersed ownership
evolved into a market for corporate control threatening that autonomy.
An interesting contrast to this is Japan, which also underwent a brief
period of high ownership dispersion in the early post-war years.
Japanese managers responded with initiatives to build up dense net-
works of stable shareholding centred around banks which historically
suppressed markets for corporate control. Such freedom from capital
market pressures is often seen as being an important prerequisite in the
emergence of the employee-oriented Japanese firm.

Further progress m understanding these relationships depends on the

ability to disaggr, egate various elements within these broad types and
assess their interrelationships in a more systematic way. By looking at
the specific configurations of institutions. linkages can be understood as
conjunctural causation. The impact of one institutional variable is
treated in conjunction with a wider set of institutions. Economic
theory considers such interaction effects in terms of institutional
complementarities, where the returns to one mstitution increase in the
presence of another institution or set of institutions (Aoki 2001). But
more work is needed to develop and refine such approaches to integrate
multiple dimensions of economic activity, as well as to compare a wide
and sociologically informed range of institutional forms.

A more configurational approach has also become relevant to
understand the issue of potential 'hybrid' configurations or cases
which mix elements of market and relational regimes. Major changes
are presently underway in the organization of capital markets and
corporate governance around the world. As the various country
chapters have shown, since the mid-1990s, almost all OECD countries
have been engaged in efforts to re-evaluate and reform their corpor-
ate governance arrangements. For its part, the European Union (EU)
has placed great pressure on member countries to liberalize their
financial markets. Stock markets have grown in importance, and
reforms have been introduced to strengthen investor protection and
accounting standards. The past influence of Japanese main banks and
German universal banks in corporate finance and governance of large
firms has declined (Jackson 2003). Cross-border mergers and acquisitions
have also been rising. In sum, liberalizatiOn has made relational/insider
regimes not just considerably more market-oriented, but in some ways
also less 'national' through their adaptation to international regulatory
standards and other Anglo-Saxon practices.

How have such changes in the area of corporate governance
impacted labour management thus far? Also what role has labour
played in shaping efforts to reform governance practices? If the
absence of capital markets is a necessary condition for relational pat-
terns of employment and industrial relations, then these changes may

result in the convergence of relational employment on a market
model. For the most part. the chapters in this volume suggest that the
patterns of change are more complex. While the diversity across
countries appears to be narrowing, the force of such change falls short
of achieving convergence in the foreseeable future. Firms are increas-
ingly being forced to cope with new capital market pressures, but do
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so by piecemeal adaptation of their existing inherited employment
relations and industrial relations.

These issues bring us back to the major questions which motivated
this book. How tight are the linkages between corporate governance
and labour management? What scope for managerial discretion exists
in mediating between the interests of investors and labour? How do
the specific institutional forms of ownership and control, as well as
Industrial relations, shape the nature of such linkages? What role has
corporate governance played in the historical evolution of labour
management in shaping diverse patterns of the present day? And. in
turn, how does labour impact on corporate governance?

In the rest of this chapter, Section 11.2 will briefly review different
economic theories helpful for understanding the linkages between
corporate governance and labour management, but will argue that
these represent multiple dimensions of economic activity which need
to be examined in an integrative fashion. Section 11.3 outlines a more
sociological approach to governance arrangements as coalitions
between capital, labour. and management within the firm. This view
stresses how the interests and rights of different groups of investors,
managers, and employees may overlap. Section 11.4 moves back to
macro-level country patterns by introducing a configurational
approach to examining institutional linkages. Some evidence is exam-
ined to assess whether corporate patterns act as necessary or suffi-
cient conditions for different labour outcomes. Section 11.5 extends
this discussion by discussing historical trajectories and patterns of
change in different national cases. Such patterns have both similar-
ities. and important differences, across cases. Finally, Section 11.6
concludes with thoughts about the future diversity of labour
management in the light of corporate governance trends.

11.2. Linkages in Economic Theory

Given two domains such as 'corporate governance. (CG) and 'labour
management' (LM), their linkages may be studied in several general
models:

(a) CG --->
(b) CG
(c) CG LM
(d) CG

LM
V Firm Strategy

Thus, corporate governance may be seen as independent variables
facilitating or constraining patterns of labour—or vice versa. Or both
factors can be seen as independent variables whose interaction effects
are important for some third institution or perforinance outcome.
Even more complex models may consider additional institutional
domains, such as welfare state institutions which may impact on
financial markets via the pension system (Jackson and Vitols 2001) or
through facilitating employment adjustment by 'externalising' costs
on the welfare state (see Chapter 4, this volume).

These domains each contain a number of different institutions
which may be linked in different ways. Thus, more accurately, we can
actually disaggregate such relationships as

CG —4- LM

according to various types such as

market vs. relational 4— market vs. relational

or even a series of single dimensions:

(ownership, banks, M&As, etc.) 4- (participation, employment security, etc.)

Understanding the relationship between corporate governance and
labour management poses the challenge of integrating such multiple
linkages. Here. economic theory offers several models of the linkages
between corporate governance (ownership and finance) and labour
management.

First, transaction cost models suggests that commitment by
investors to specific firms supports stable long-term employment,
investment in worker training, and cooperative industrial relations
(Hall and Soskice 2001)1). These institutional complementarities are
closely linked to dynamic (X-) efficiency in lower-volume,
higher-quality product markets which require high skills (Streeck
1992a, 1997)1). This view fits both models (a) and (d) above in terms of
credible commitments by management to labour directly or to
particular firm strategies.

Second, agency theory argues that employee strength increases the
agency costs to diffuse shareholders (Jensen and Meckling 1979) and
therefore reinforces the advantages of direct control corning from
relational finance. which are needed to counterbalance the strength of
labour. For example. Roe (1999: 194) argues that, in countries like
Germany, 'diffuse owners may be unable to create a blockholding
balance of power that stockholders would prefer as a counterweight
to the employee block' 3 This model stipulates a direct causal impact
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of labour management on corporate governance, as shown above in
model OD).

Third, the economics of information and cooperation offer a further
perspective which stresses potential positive-sum aspects between
corporate governance and labour management. For example, infor-
mation and disclosure may enhance the prospect of voice for both
investors and employees, thereby increasing the accountability of
management (Hirschman 1972: Aoki 1988).

This list is not intended as an exhaustive survey and other authors
could be cited within each school. The point is to illustrate that each
model stresses different causal arrows and different types of linkages.
However, rather than see these as competing models, each model
may represent different dimensions. These multiple dimensions of
economic exchange (Z1, Z,, Z„) have potential txade-offs or opposing
effects. Strong labour participation may increase agency costs but
lower transaction costs. Takeovers may lower agency costs for minority
shareholders, but increase transaction costs for employees. Or some
elements of market regimes. such as strict accounting rules, may be
neutral or beneficial for some elements of relational regimes such as
employee participation. Making inferences about the overall
complementarity between two institutions (let alone two Institutional
domains) would require a complex integrative model to sum up all,
the possible dimensions.' This makes empirical applications
complex.

In addition, we cannot tell a priori which dimension will drive
overall performance. Different dimensions may be more relevant to
economic performance under a given set of exogenous conditions.
For example, the relative costs of 'over-investment' by overly secure
managers or vested employee influence versus 'under-investment'
due to short-terrnism by investors may depend on the life cycle of
firms, sectors. and economies. Moreover, efficiency is always relative
to the context of particular strategies. Institutions may have different
comparative advantages for different sorts of strategies, as discussed
in the literature on varieties of capitalism (Hall and Soskice 2001a) or
national business systems (Whitley 1999). Yet. corporate strategies are
not a simple matter of choosing the best 'fit' to market conditions.
Rather, strategy is also a result of negotiation between different stake-
holder groups and coalitions formed among different subgroups
among investors, management, and employees. This raises the issue
of power among major corporate stakeholders in the firm.

11.3. Enterprise Coalitions

Even where economic models remain ambiguous. stakeholders must
cope with such ambiguity and potential trade-offs. The interests of
investors and employees may be opposed in a negative-sum fashion,
as stressed by agency theory. But. positive-sum outcomes are also
possible, such as when improved labour cooperation benefits share-
holders through productive efficiency or when corporate disclosure
sought by investors improves transparency for organized labour. The
potential degree of overlap depends on the institutionalized identities
and interests of each group. Thus, different patterns of coalitions may
arise between different subgroups of investors, management, and
employees.

The notion of corporate governance as coalition has important
roots in economics (Aoki 1994), but also in more sociological and
political models of the firm (Cyert and March 1963). This Section
draws specifically upon a sociological framework for studying cor-
porate governance in terms of coalitions between capital. mdnagement,
and labour (Aguilera and Jackson 2003). It begins by reviewing how the
institutionalized identities and interests of each group vary and then
proceeds to discuss three patterns of coalitions between them.

Investors may have different degrees of commitment or liquidity
with regard to their stakes in particular firms. Commitment may arise
from ownership concentration, but also other stable shareholding
arrangements related to cross-shareholding or relational contracting.
Liquidity is associated with dispersion. but may also depend on the
size of investor or other rules such as indexing used by institutional
investors. Investors also differ in the extent to which they pursue
purely financial interests or other strategic interests related to control
rights. For example, inter-corporate cross-shareholdings in Japan
have been motivated by various strategic interests related to mutual
assurance of managerial autonomy, but also by the coordination of
relational contracting across networks of allied firms. The preferences
of these owners may be quite different than family owners, who are
more willing to intervene in company affairs, let alone institutional
investors such as pension funds. These dimensions have parallels
among employees. Employees may be bound to the firm by the rel-
ative weight of firm-specific versus portable human capital. In turn,
this factor is strongly influenced by external institutions such as
national systems of education and training. Another dimension
relates to the orientation of organized labour toward external control
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versus internal participation in corporate decision-making. Here,
different traditions of union organization have vastly different ideas
about corporate governance.

Less attention has been paid to the independent role of manage-
ment and different group identities of managers based on their career
patterns and cultural context. A most obvious dimension is the forms
of managerial compensation. particularly the extent to which man-
agers are given strong financial incentives aligned to the stock market.
But other dimensions are also relevant. Managers may specialize in
different forms of expertise. such as engineering or finance. Their
careers may be more dependent on lateral moves across firms or
internal promotions through orderly quasi-bureaucratic career tracks.
Decision-making within the board itself may require greater degrees
of consensus building, delegation, or hierarchy depending on the
composition and structure of the board. For example. US boards tend
to have strong centralized power held by the chief executive, but
potentially balanced by independent outside directors. German and
Japanese boards are more consensual in terms of their internal com-
position, but differ in the degree to which outsiders are involved.

These various dimensions point to different lines of conflicts and
different types of coalitions forming across these three groups of
stakeholders.

Class coalitions may arise when the interests of capital and manage-
ment oppose the interests of labour, particularly regarding distributional
issues. Where capital and management pursue financial interests
such as in the United States, conflict is likely to arise around trade-offs
between wages and profits, capital re-investments and dividends, or
levels of employment and shareholder returns. Management may use
employee ownership or contingent pay as a means to align employee
interests with capital and to minimize governance conflicts. In Japan,
class conflict is lessened because cross-shareholding and the main
banking relationships tend to be complementary with lifetime
employment (Aoki 1994). Here. the strategic interests and long-term
commitment of capital support managerial alignment with employ-
ees and facilitate mvestanents un film-specific skills and stable
employment. Management may also play different roles in mediating
class conflict. For instance, whereas the dominance of functional
orientations among German managers helps balance financial interests.
US managers are mostly aligned with shareholders" financial interests
due to the prevalence of external careers and contingent pay
incentives.

Insider–outsider coalitions may arise when the interests of labour
and management (insiders) oppose the interests of capital (outsiders).
Insiders may favour internal diversification ('empire building'), block
efforts at restructuring, or erect takeover defences, all to the potential
disadvantage of external capital. Insider–outsider conflicts are often
evident in Japan due to highly committed management, the strong
internal participation of core employees, and the fixed commitment
of capital to specific firms. Insiders' interests conflict with minority
shareholders interests in greater liquidity and financial returns, as
well as the interests of certain employees, for example, mobile pro-
fessionals and non-core employees. In the US context of portable
employee skills and liquid capital, such conflicts may be less severe.
The introduction of more autonomous independent directors over
the last decades has helped insiders further to align management
with outside interests, and favour more severe methods of corporate
reorganization.

Finally, accountability coalitions concern the common interests of capital
and labour vis-a-vis management. Shareholders and employees may
foiiit coalitions to remove poorly performing management or to
demand higher corporate transparency. Here, managerial accountability
to different stakeholders is not a zero-sum relationship. In Germany,
strong labour participation in the supervisory board complements
committed blockholders in actively monitoring management. But,
where the interests of capital and labour diverge too sharply, such
coalitions may break down and give management increasing auton-
omy to pursue its own agenda and thereby damage accountability.

Different strategic issues cut across these lines in different ways.
Conflicts between capital and labour often play out in struggles over
corporate strategy---such as favouring growth or profits, target rates
of return, paying dividends or reinvesting capital, the definition of
core competence and so on. Here. different institutional configura-
tions may favour different coalitions which stress the latent
positive-sum or negative-sum aspects of such changes. The next
section turns to the diversity of such arrangements.

11.4. Beyond Correlation: Studying
Diversity as Institutional Configurations

Evaluating the impact of institutions faces some particular methodo-
logical challenges. Strongly institutionalized patterns of organization
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may vary relatively little within a single national context. Thus, only a
few Japanese firms do not have cross-shareholding, few US firms do
not use stock options, and all firms in a given country may be subject to
the same employment protection law. Institutional traits may also
co-vary strongly with other variables. For example, the strength of
codetermination among German firms depends, according to law, on
the size of firms. Strong isomorphism often leads to an absence of an
appropriate control group when using firm-level data.

Let us consider one example. Table 11.3 shows that the rate of
corporate downsizing displays significant differences across coun-
tries, as well as between firms with dispersed and concentrated own-
ership. This appears broadly consistent with the notion of market
finance being associated with market-oriented labour management.
However. Table 11,4 reports the results of a logic model predicting the
likelihood of firms making a 10 per cent cut in employment between
1992 and 2001 across twenty-two OECD countries. After controlling

Table 11.3. Rates of corporate aownsizin g for selected countries 1991-2001

Country 10% cut 10% cut Average annual Cumulative
2001 1991 rate 1999-2001 likelihood for

each firm

Australia 0.099 0.057 0.093 0.301
Canada 0.094 0.212 0.096 0.312
France 0.083 0.079 0.069** 0.306
Germany 0.093 0.099 0.101 0.402
Italy 0.147 0.088 0.096 0.413
Japan 0.059 0.020 0.041** 0.213
Korea 0.140 0.104 0.153** 0.548
The Netherlands 0.070 0.077 0.065* 0.351
Spain 0.015 0.122 0.077 0.292
Sweden 0.154 0.276 0.095 0.384
Switzerland 0.131 0.096 0.091 0.426
UK 0.179 0.164 0.129" 0.473
US 0.206 0.092 0.106** 0.445
Dispersed - - 0.105**

Concentrated - o.osr .

T-test for the difference of means with the overall sample is significant at 0.05.
'" Significant at an

Nolcs: Sample covers listed corporations with over 2,000 employees. Downsizing is counted
as a negative shift in total employment of 10% over a one year period. Cumulative likelihood is
calculated as the probability of each firm within the sample undergoing one or more
employment cuts within the time period. N = 33.094 firm-years.
Source: Own calculations from Thomson/Worldscope.

Table 11.4. Logit model of the likelihood of a 10% cut in employment,

selected countries in 200/

Odds ratio Standard error Significance

Assets (In) 0.9174195 0.0368193 - 2.15 0.032
ROA (t -1) 0.9895516 0.0023990 -4.33 0.000
Sales Growth 0.9391732 0.0036168 -16.30 0.000
Dispersed 1.000280 0.1923223 0.00 0.999
Closely-held 0.9968440 0.0039829 -0.79 0.429
France 0.5290478 0.1611784 -2.09 0.037
Germany 0.5609505 0.1637352 -. 1.98 0.048
The Netherlands 0.4319714 0.2151003 - 1.69 0.092
Japan 0.3223691 0.0620804 -5.88 0.000
UK 1.018149 0.1782022 0.10 0.918
Spain 0.1444043 0.1476633 -1.89 0.058

Italy 1.219077 0.4264672 0.57 0.571

Diagnostics: ii = 3414; LR chi= = 546.15; Chi= significance 0.000; Log-likelihood = -1181.966;
Pseudo R2- 0.1877.

Notes: The base model includes data from fimis in twenty-two countries. This table reports
seven selected country dummies using the United States as a baseline. Controls for general
industrial classification are not reported.

Source: Company data taken from Thornson/Worldscope Database. The sample includes all
listed firms with over 2,000 employees in each country.

for firm performance and industrial sector, country differences persist
but the impact of ownership dispersion was no longer significant.'
While this result is only a tentative illustration, it suggests that broad
institutional effects at the national level may be much larger than the
effects of ownership on employment at the firm level. Put another
way, the effects appear to be contingent on the overall institutional
setting in a country. So, while corporate governance may constrain
patterns of labour management, significant scope for variation within
and between distinct institutional settings remains.

When dealing with aggregate cross-national evidence, work on
corporate governance faces a situation common in other areas of com-
parative research-namely, a small number of cases and a large number
of potential explanatory variables which are highly correlated with
one another (Lijphart 1971: Ragin and Zaret 1983; Tilly 1984). The
cases also display limited diversity. For example, few or no countries
have very strong legal protection for both investors and employees.
Given these problems, traditional statistical methods cannot be
applied or may be highly nusieading. Statistical methods also have dif-
ficulty dealing with issues of institutional complementarity, because
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linear models make assumptions about how variables combine by
looking at marginal effects while holding other factors constant based
on their average value.

A common research strategy m this situation is to undertake indi-
vidual country case studies or paired cases. as witnessed in this book.
Case studies do well in examining the complexity and rich causal tex-
tures in a given case, but only permit limited generalization. In an
effort to bridge the gap between the findings of the country cases and
the country-level correlations. this section presents a brief analysis of
the cross-national data from Table 11.1 using the methods of qualitat-
ive comparative analysis and the logic of fuzzy sets.'

Fuzzy-set methods are tools for making inferences about necessary
and sufficient conditions for an outcome (Ragin 2000). Variables are
scored between 0 and 1 according to the degree of membership in the
conceptual category. A score of 1 represents a case which is 'fully in'
the category and 0 represents a case which is 'fully out', whereas 0.5
represents the transition point where a case is 'neither in. nor out'.
Necessary and sufficient conditions are evaluated using the member-
ship scores of an outcome across cases. When a necessary condition is
present, membership in the cause will be greater than or equal to
membership in the outcome. Here, the outcome is a subset of the
cause (e.g. all countries with ownership dispersion are rich). When a
sufficient condition is present. membership in the cause will be less
than or equal to membership in the outcome (e.g. all countries with
developed private pension systems have ownership dispersion). This
chapter adopts a benchmark proportion to determine whether a
factor can be considered probabilistically necessary or probabilistically
sufficient based on the proportion of cases.

Five sets of outcomes are examined: employee representation at
board level, unionization, employment protection law, centralization
of collective bargaining, and downsizing. Tables 11.5 and 11.6 report
the results of the fuzzy-set tests for necessary and sufficient conditions
of each variable individually. The coefficients show the proportion of
cases which meet these conditions. None of the corporate governance
variables were necessary conditions for any of the labour management
outcomes. Likewise, none of the governance variables were
individually sufficient to produce any of the labour management
outcomes. However, some combinations of governance variables or
conjunction of governance and labour management variables proved
sufficient to produce labour outcomes.'
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Table 11.5. Results offitzzy-set test: necessary conditions

Measure Cause >=

employee
represention

C a u s e
unionization

C a u s e > - - - - -
employment
protection

Cause >
downsizing

C a u s e > = - -
collective
barga in ing
centralization

Ownership dispersion 0.25 0.41 0.53 0.50 0.33
-owner 0.50 0.59 0.79 050 0.44
investor protection 0.42 0.55 0.53 0.56 0,28
-investor 0.58 0.59 0.68 0.61 0.50
Accounting rules 0.511 0.64 (1.58 (1.67 0.44
-accounting 0.25 0.36 0.37 0.33 0.11
Private pensions 0.33 0.36 0.37 0.50 0.33
-pension 0.75 0.64 0.84 (0.46) 0.67 0.50
Market capitalization 0.42 0.41 0.37 (1.44 0.28
-market cap. 0.42 0.45 0.79 0.50 0.61
Note: The level of significance for all proportions >0.80 is listed in parentheses. An adjustment fackir of 0.17 was
used in determining membership in each set.

Table 11.6. Results of fuzzy-set test: sufficient conditions

Measure Cause <= Cause <= Cause <= Cause <=

employee
representation

unionization employment
protection

downsizing

Ownership dispersion 0.55 0.68 0.68 0.64
-owner 0.50 0.50 0.68 0.55
investor protection 0.41 0.64 0.59 0.50
-investor 0.41 0.55 0.50 0.50
Accounting rules 0.45 0.50 0.55 0.55
-accounting 0.55 0.68 0.82 0.64
Private pensions 0.45 0.82 0.64 0.68

-pension 0.41 0.45 0.41 0.45
Market capitalization 0.41 0.59 0.55 0.54
-market cap. 0.41 0.55 0.50 0.45
M&A 0.50 0.68 0.59 0.68
-rn&a 0.41 0.64 0.45 0.50

Note: All proportions greater than 0.80 (using an adjustment factor of 0.17) and 0.65 were
tester/ for significance. P <- 0.05.

(a) Employee representation at board level. Corporate governance vari-
ables alone did not prove sufficient. However, strong centralized
unions plus strong investor nghts and accounting, but low dispersion
and market value, were sufficient for board-level codeterrnmation. This

M&A 11.42 0.45 0.42 0.67 0.28
-mika 0.67 0.55 0.74 (1.61 (1.50
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pattern fits closely to Norway and Finland, but also fits relatively well
to the other Scandinavian countries. This configuration is consistent
with a linkage to union power in the national arena and a lack of
capital market development. The lack of capital market development
might be interpreted in two ways—as a response to employee
strength (as predicted by agency theory) or in political terms such
that the absence of widespread popular involvement in the stock
market limited opposition for employee rights in the board. More
puzzling is the positive association with investor rights and good
accounting.
(b) Unionization. One configuration of corporate goYetnafice vari-
ables proved sufficient for strong unions, namely an absence of dis-
persion. investor rights, and private pension fund development.
Germany, Italy, Belgium. and Austria have high membership in this
category. But the Scandinavian countries fit less well to this pattern,
and it underestimates the level of unionization in the United
Kingdom. Ireland, and Australia.
(c) Employment protection law. The tests for this outcome are slightly
ambiguous. Several combinations were consistent with the test of suf-
ficiency, but did not achieve a good fit for countries with high positive
outcomes of employment protection. The absence of very strong capital
market development is a necessary condition—measured by the paint
presence of high values on market capitalization. mergers, and
pension funds. This suggests that the high correlation found in other
analyses with market finance is probably driven by the outlying cases of
the United States and the United Kingdom. It is perhaps noteworthy that
weak legal rights for shareholders are neither necessary nor sufficient
for strong employment protection. For example, Japan and Norway
have moderately high investor protection and employment protection
law, but an absence of high dispersion and M&A.
(d) Centralization of collective bargaining. Here. one pattern of governance
variables proved sufficient and had a very high degree of fit. namely
countries with high ownership concentration but weak investor
protection and low merger activity. Belgium, Germany, Austria, and
Greece have the highest scores in this set. These conditions are
consistent. but fit less well, with Sweden and Norway. This
combination supports the notion that high coordination or coopera-
tion among business facilitates multi-employer bargaining, as dis-
cussed in the Introduction.
(e) Downsizing. The fifth outcome of downsizing is particularly relev-
ant, since capital market pressures are often related to the propensity of

firms to cut their labour force. No necessary or sufficient relationships

were detected between ownership. investor protection, accounting,
private pension fund development, market capitalization, or M&A (on
the one hand) and the rate of downsizing (on the other hand). Looking
at ownership and downsizing, for example, countries such as Japan,
Greece, Portugal, Austria. and Norway appear relationship-oriented
on both ends, and contrast with the United Kingdom and the United
States at the opposite extreme. But a large number of countries fall
in the middle. Some countries with moderate dispersion do not have
particularly high downsizing rates - specifically, Ireland and Australia,
but also to a lesser extent France, Denmark, and the Netherlands. The
Netherlands appears to be an interesting case with highly 'marketized'
capital but not too marketized labour.

Nor did industrial relations Institutions alone offer a consistent
explanation of downsizing. Neither board representation, unioniza-
tion or employment protection law appears to be necessary or suffi-
cient for low rates of corporate downsizing. Countries with board
representation such as Germany, Austria, Sweden, and Finland are
not countries with particularly low downsizing rates. Countries with
low unionization rates such as France and Spain also have low down-
sizing rates, but Finland and Sweden again represent cases of strong
unions but frequent downsizing. Employment protection law seems
to have the strongest relationship, but falls short of being a necessary
condition for low downsizing. Here, Japan and Denmark prove to be
exceptions in having employment security 'in excess' of the legal
mandates. Conversely, Spain and Italy have strong employment pro-
tection but this proves insufficient to produce very low downsizing
rates. However, downsizing is associated with particular combina-
tions of governance and labour variables. Dispersed ownership and
private pension funds may lead to high downsizing when combined
with weak unions. Pension funds and high M&A are also sufficient
for downsizing when combined with weak unions.

Two further labour outcomes were examined by combining the
various measures related to relational employment in two ways—a
logical OR which takes the highest membership in any of the other
five sets and a logical AND taking the lowest value in any of the five
sets. The first indicator shows membership in the set of countries with
any type of strong employee rights, thus allowing us to consider pos-
sible functional equivalence between different institutional forms.
Here, all countries with the absence of some combination of investor
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protection. market capitalization, and M&A had some form of
employee strength. The second indicator looks at membership m the
set of countries which are relational across all of the measures. thus
conforming to an ideal-typical relational employment regime. Here,
the corporate governance scores were neither necessary nor sufficient
for strong relational employment institutions.

A composite indicator for strong market-oriented corporate govern-
ance regimes was also computed by taking membership among coun-
tries with high scores on market capitalization, mergers and pension
funds. The absence of market-oriented capital is a necessary...condition
for relational employment; however. relational capital is not a
sufficient condition. Conversely, the presence of market-oriented capital
is not necessary for market employment, but is sufficient for it. What
about the reverse impact of labour on corporate governance? Again
the absence of relational employment is necessary for strong capital
market development. but not sufficient to explain it. Thus, we can
expect a very high correlation between these measures despite the
fact the employment variables alone are insufficient to explain
capital market outcomes.

In sum, the linkages between corporate governance and labour
management seem strongest at the extreme ends of the spectrum.
Strongly market-oriented corporate governance may preclude
strongly relational regimes of employment, and vice versa. But cor-
porate governance factors alone are not sufficient to explain employ-
ment patterns. Nor is relational employment sufficient to explain
weak capital market development or patterns of ownership across
countries. This finding usefully qualifies the broad conclusions about
the impact of employee power on ownership and finance drawn from
cross-national correlations, such those by Roe (2003) or Pagano and
VoIpin (1999). The findings also have several other interesting

First. legal rights for investors may be relatively neutral
towards systems of relational employment, compared to the degree of
market activity and presence of institutional investors. In particular,
employee participation is quite compatible with strong investor pro-
tections. Second. ownership dispersion itself is only related to labour
outcomes in the context of other capital market or employment vari-
ables. Meanwhile, ownership concentration is only related to central-
ized collective bargaining. Third, the degree of capital market activity
by pension funds or through M&A seem to be particularly important
elements for labour.

11.5. National Trajectories

The discussion above confirms the linkages between corporate
governance and labour management. particularly the potential
incompatibility between market-oriented capital and relational
employment. But it also suggests that the linkages may be rather
loose, given intermediate levels of capital market activity, or the
effects may be highly contingent on industrial relations institutions.
Given the shift among OECD countries to stronger shareholder rights
and more capital market orientation, what can be concluded about the
impact of such liberalization on labour management across countries?

A starting point is to remember that the shift toward more
market-oriented corporate governance has different starting points and
takes on different forms in different countries. In France,
de-concentration is largely a process of privatization and
untangling of dense state-industry networks. In Germany, universal
banks are central players which are reducing their large stakes and
playing a less active role in governance in the boardroom. In Japan, the
ties between firms and their main banks have also weakened. but this
process has been driven by the post-'bubble asset deflation, the
non-performing loan issue, and changes in accounting which now put
banks at greater risk by reporting the current market values of
long-term holdings. This situation has sparked rapid unwinding of
cross-shareholdings since the late 1990s.

Such processes may also have different end points. Ownership
dispersion itself may lead to increased managerial autonomy as rela-
tional monitors no longer provide effective external control, or firms
may be subjected to intense market pressures through the market for
corporate control. In Europe, this process may still depend very much
on the political developments in the EU regarding takeover regulation.
However, privatization in France looks to be quite thorough, and has
subjected a large number of firms to pressures from foreign investors.
Likewise, the shift of German bank strategy has left firms increasingly
vulnerable to hostile takeover bids. Yet, Germany maintains a large
sector of family firms which are largely unaffected by recent
developments. Meanwhile, Japanese firms have sought to restructure
stable shareholdings rather than eliminate them and risk exposure to
hostile bids. The pressure from foreign investors remains limited to a
small group of top companies, while the decline of the main bank may
have reinforced managerial autonomy. This analysis
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could be extended by looking at how these different pressures are
magnified or diminished through the specific national patterns of
corporate law.

Looking across the eight countries studied in this volume, the shifts
in corporate governance are parallel to a number of common trends
in labour management. First, elements of variable or perfoi
______________________________________________ ulance-
related pay are becoming more widespread—linked either directly to
firm or business unit performance measures, or fess directly through
target setting at individual or small group level. Employee share
ownership has been an important change to align employee interests
with those of shareholders. Second, employment has become less stable.
Firms have come under pressure to maximize shareholder returns
by reducing excess employment or to divest from less profitable or
non-core businesses. Third. employee participation has been
challenged to adapt to new decision-making structures within large
firms and to manage increased organizational restructuring, via the
growth of direct participation and joint consultative arrangements.
Fourth, pressures for the decentralization of collective bargaining
are increasing, and more decisions are being taken at workplace
level, either jointly with labour or unilaterally by management. But
despite these common trends, variation can also be seen in labour
outcomes.

In Germany, elements of performance pay have largely come
'on-top' of existing pay schemes, rather than replacing them. They

have been implemented in a manner consistent with centralized
industry-level collective bargaining, thus representing only a controlled
decentralization of the German system. German patterns of
employment adjustment have largely been reinforced, if not intensified.
The welfare state, strong legal position of the works council and
industrial unionism work together to externalize employment
adjustment from large German firms. On the one hand, this also reinforces
the cooperative character of firm-level employee participation. as works
councils are increasingly called upon to 'co-manage' decisions over
corporate restructuring and to make employees an increasingly
valuable asset for the corporation. But, on the other hand, the character
of codeterrrunation as an encompassing and solidaristic political and
legal institution is changing dramatically. Participation has become
an increasingly 'contractual' affair, as decision-making structures are
adapted to new organization boundaries and hierarchies. Works
councils often lack access to centralized management decisions of
parent companies. In addition, greater divisions between core 'insider'

employees and peripheral 'outside' employees are straining the inter-
nal articulation of employee interests. On issues such as core compet-
ence and spin-offs. the interests of works councils may be divided
between weaker versus stronger business units, rather than on class
lines, with the result that a new type of insider–outsider conflict is
emerging.

In Japan, similar pressures are playing out in quite different ways
from Germany. Japanese enterprise unions lack legal rights for par-
ticipation as in Germany. Participation is not vested in particular
business units, but depends upon unions maintaining total member-
ship and solidarity across business units as a source of strength vis-a-vis
management. As shown in the case of NTT, Japanese unions have a
strong incentive to defend the boundary of the firm or corporate
group in order to internalize employment adjustment processes
across various business units (Sako and Jackson 2004). However, the
lack of integration into multi-employer agreements may mean that
enterprise-based unions may also be more willing to accept pay cuts or
wage freezes in order to assure job security. Japanese unions do not face
the German problem where performance pay threatens equal pay for
equal work across firms bound together under centralized collective
agreements. However, performance measures may be very difficult to
adapt to a context of seniority-based pay scales and stable internal
career patterns. Here, pressures are to differentiate internally between
different 'specialist' systems of employment stressing performance and
job-related pay in contrast to traditional company careers.

Both Germany and Japan contrast to cases where labour plays a
weaker role in the firm. Whereas Germany, Japan, and to a lesser
extent the Netherlands represent cases of adapting and modifying a
strong role of labour in the corporation, the changes in France, Spain,
and Italy seem to reinforce the weakness of labour. (See the respective
country chapters in this volume.) To be sure, these countries have
some degree of centralized collective bargaining and strong legal
employment protection. But such constraints outside the firM are
increasingly placed in tension with developments inside the firm.
French firms have engaged in very rapid de-diversification and have
done so unilaterally with little voice from organized labour. Similarly,
Spanish firms continue to face strong external constraints on employ-
ment adjustment through strict legal regulations, but have made
intensified use of labour market dualism in the form of temporary
employment outside these institutions. Italy seems also to be pressured
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by tendencies toward dualism and decentralization of collective
bargaining.

11.6. Conclusion

The linkages between corporate governance and labour management
will remain an exciting subject of study in coming years. National dif-
ferences still matter and the common trends observed in this book
do not seem to indicate convergence on a single model. At least. not
yet. What agenda emerges for new comparative studies of national
diversity?

In the future, international comparisons may be less categorical.
Differences in the areas of finance. ownership patterns, corporate law,
accounting rules, boardroom practices. or executive compensation
are narrowing. The question is no longer dispersion versus concen-
tration, banks versus markets, good versus weak shareholder rights,
independent directors or zero independence, or the presence or
absence of stock options. These differences have become much more
ones of degree, rather than kind. In some sense, it is helpful to
remember that they always were differences of degree, as this con-
clusion has tried to suggest. Nor will differences in kind disappear
completely. But the diversity of the future may be harder to measure
by traditional indicators. For example, what differences exist between
stock options schemes in Germany and the United States? Or who are
outside directors in Japan versus the United Kingdom? Here, our
interest will not just be the presence or absence of a practice. but on
how such practices are implemented in different contexts.

Along with corporate governance, the diversity of labour management
and industrial relations in large firms will also narrow, but not disappear.
Employment security and employee participation will remain in those
countries which already have them. but this type of security and rights
may cover an ever shrinking core. The prospects of diversity depend
very much on whether countries with strong employee 'voice" and
participation find a way to use that strength to promote greater
corporate accountability alongside investors. In practice, there seems
nothing antithetical in extending strong legal rights to both
shareholders and employees. A form of labour management which is
complementary to capital markets is not simply one which responds
quickly to the forces of the market, but one which can constrain the
excesses and short-term failures of such markets.

It remains to be seen whether organized labour can play a role in
promoting an 'enlightened' version of shareholder value that can
stress the positive-sum aspects of corporate governance. The
prospects for such a model will have a very real and substantial
impact of the welfare of employees in corporations around the world.

NOTES
1. The quality of such typologies depends on identifying the empirically

relevant dimensions which vary across contexts. Other variables might be
added, such as whether unions are organized around industry, occupa-
tion/craft, or enterprise lines, resulting in a different clustering of indus-
trial relations systems.

2. On the concept of functional equivalence, see Merton (1949).
3. German codetermination is sometimes argued to promote poor

managerial accountability by dividing the supervisory board into factional

benches, diluting the board's overall powers and promoting collusion
between management and employees (Pistor 1999).

4. See Aoki (2001) on the concept of complementarity. This concept is widely
used within discussion of corporate governance to specify the increased
returns to an institution in particular combination with another institution.

5. After controlling for various performance variables but no country variables,
the odds of downsizing increase by a factor of 1.27 for dispersed firms
relative to concentrated firms.

6. This analysis draws on data from another project with Ruth Aguilera
on determinants of corporate ownership. Further details on the dataset;
coding of membership scores, and the method of analysis can be found in
Jackson and Aguilera (2004).

7. Unless otherwise noted. the test for sufficiency required a proportion of
positive cases to exceed 80% and achieve a significance of 0.05. An adjustment
of 0.17 (generally equivalent to one degree of membership) was allowed to
control for measurement error.
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bank) 204
CaIPERS (California Public Employees

Retirement System) 54-5
Canad a 41
capital 66, 86, 209

bank-influenced firms benefit from
increased access to 132

bound to long-term fate of the
firm 96

central place for interaction between
labour and 175

constraints imposed by 5
control over 236
core 256
cost of 15. 16

debt 229
emphasis on growth 63

financial 46, 203-4
arm have to raise from outside 4-5
Fixed 243
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capital (cent.)
floating 203
Jureign 26. 200, 206. 223
higher free float of 26
highly marketized 303
important suppliers to industry 27
int erna l a l l ocat ions 16
investment certificates 182
less marketized 235
long-term commitment to developing 69
market cost of 105
marketized 25
market-oriented 100
maximum of firms controlled with

minimum of 184
minimum return to 105

liberalization of 245
patient 84, 206
percentage owned by employees 110
primitive accumulation of 228
private risk 239
rates of return to 96.97
regulating 290
role of 3

scarce, immobilized 185
shifting risk to labour 17
shucks absorbed by 60
shortage of 228, 239
st a t e- in j ec t ed 177
widely available 44
see also human capital; intellectual

capital

capital gams taxes 35
capital markets 29, 45. 114
active 100
codetermination reinforces the weakness
of 35

growing role of 99
informal 228
tack of pressure from 123
liberalization of 258
liquidity of 44
little competition in 199
more active 11
neoclassical claim about 43
regulations 89. 100
capitalism 79.227-41)
Anglo-Saxon 202
conglomerate 6
cooperative 6.9
coordinated 88
development of 27
failing enterprises 176

French, structure which typified 185
heavy use of options necessary to
reinvigorate 40
Japanese. four dominant features of 255
managerial 6, 9. 2D, 37
overthrow of 176
personal 6
predator 103
relationship-based 226
shareholder 6, 21. 200. 201, 217
shareholder value 221
stakeholder 10. 22, 217
state-enhanced/state-led 198
success combined with progressive social

policy on 175-6
varieties of 8, 9, 11, 22, 59. 62-3, 84,

149-50. 198
welfare 9, 10. 20. 37. 290

Cappelli, P. 17
career opportunities 36. 40
Carr, C. 15. 16. 65
case law 267. 268
cash flow 106. 112, 115. 129
Castronovo. V. 229
Catholic social tradition 242
CC.00. (Spanish trade union) 216. 217
centre-left governments 242
CEOs (Chief Executive Officers) 43. 190
charismatic 48
committees that select SO
concentration of power in the hands

of 181
highest paid 44
insider 48
levels of compensation 51
new requirements for 49
opportunity to influence selection

of 49
outsider 40.48
receipt of options 41
remuneration 68
CFDT (Confederation Francaise

Dernocratique du Travail) 180
CCU.. (Confederazitine Generale ltaliana del

Lavom) 241. 242, 243, 25(1
CGT (Confederation Generale du

Travails 175, 180
chairman of the board 50
chambers of commerce and industry Sr,
Chandler, A. 6
Charldiam, J. 259. 263
Charron, E. 223
cheap labour 223

Chief Financial Officers 47
choices:
managerial 19. 66
regulatory 286
strategic 5, 65, 71. 98. 230
Christian Democratic Party (Italy) 242
CISL(ConfederazioneItaliansSindacatidei
Lavoratori) 241. 242, 250

City of London 78
'clubby' nature of 77
destructive relationship between industry

and 59
'gentlemanly' action 80
institutions 76
little expertise in human resource

management 79
reorganization after 'Big Bang' 77

Civil Code (Japan) 268
civil law 8, 170

CNMV (Comisien Nacional del Mercado de
Valores) surveys 203

coalition control 231. 234, 239
defined 238

coalitions 72, 73, 85.94. 243
accountability 297
cross-class 98, 106, 116
enterprise 295-7
ideal-typical 95
insider-outsider 297
local 152
majority 35
potential 96
ruling 232
shifting patterns of 23, 86
small 227
codetermination 14, 17, 23. 85, 86, 94, 100.

114, 122-3. 135-44
aim 112
attempt to discontinue 115
board level 24
employee voice institutionalized

through 89
firm performance and 133-4
five trends in 115
most far-reaching 84
negotiated rules 115-16
no longer a strong barrier to hostile

takeovers 102
no provision made for any sort of 243
strong employee voice through 92
transparency is a tool for 113
whether it leads to factionalism within the

board 99

works councils' rights to 124
CodeterminationActs (Germans, 1951/1976)
133. 134

Coffee, J. 77. 78. 190
collateral 234, 239
collective agreements 91, 111

centralized 116, 164, 307
conditions of employment provided

by 273
employers increasingly attempting to

decentralize 171
employers seek to circumvent 169
main vehicle establishing terms of

employment 151
monitoring implementation of 92
pressures to decentralize 164
primary terms of employment mainly

covered by 160
PRP mostly found in workplaces not

covered by 169
tightly controlled 163
variable pay programmes implemented in
c o n f o r m i t y w i t h 1 1 0
wages in excess of 138

collective bargaining 2, 9. 11, 23, 106. 111,
163-5

centralized 25, 91, 92, 214, 302, 304,
307. 308

cooperative 256
decentralized 10, 29, 116
enterprise-level 275
highest proportion of workers covered

by 193
industry-wide 86, 90, 110
legislation entitling all workers to be

covered by 216
multi-employer 17. 70. 92
reference wage for 175
shift away from 13
single-employer 70

collegiality 93
collusion 28. 232, 236

promoting 85
top managers and top politicians 240

co-manag ement 112 , 115
Comis iones O bre r as 216
Commercial Code (Japan

1899/1993/2000/2001/2002) 261, 262,
265, 266. 272

commercial legal systems 8
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2003) 159
commodification 10-11
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common European currency 241
common law 8, 154
Communists 28. 175, 18U, 241, 242, 243
company law 262
comparability principle 68
Comparative Law 3
compensation 48, 93. 108, 141

cont ing ent 110 . 222
executive 29, 41, 51, 52, 109
financial, lay-offs 54
flexible 221
individual 46
managerial 41. 94, 96. 105
new strategies 221
productivity and 214
senior management packages 222
stock-based 68
variable 106-10

competition 231
banking sector, growth in 204
based on quality rather than price 93
cooperation rather than 255
effect on productivity growth 129
global /international 39. 130.

241, 265
growth in 221
intensification of IS, 39, 64
lack of 234
price 244
product market 10
wage 9, 92
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competitive advantage 40, 45. 123,

217, 219
cheap labour 223
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products 65
maintained via incremental process

innovat ion 15
competitive pressures 204, 250
competitiveness 200. 202

desire to improve 245
st imul at ing 202

complementarities 23. 27, 94-6. 199
see also institutional complementaries

compliance 202, 264
compromise 212
concentrated ownership 7. 23, 24, 25. 42, 44,

60, 72, 85. 88, 97. 184, 202, 289
countries typically categorized by 198
high 208, 211, 228, 235.239
reduction in 245
shareholder control and 124-32

concentration of power 186
conditions of employment

269. 273
Confederation Nationale du Patronat

Francais 193
Confindustria 242
conflict:

accountability 96. 98. 99
agency 88
capital and labour 297
class 95. 96, 99, 105, 110. 117. 296
c o n f l i c t l a b o u r 2 2 1
industrial 217
insider-outsider 95, 97-8, 99. 307
labour 193
managerial control 114

conflicts of interest 77, 99
conglomerates 45, 104, 131, 186

break up of 115
discount which made acquisitions

expensive 114
dismantling of structures 26, 173
diversified, tendency to split

up 45
large, scaling back of 290
perceived as inefficient orgaruzational

form 187
pyramidal BS

strong views against maintenance
of 187

consensus 93, 115, 143, 240
building 296

conservat i ves 44
corisreilo der delegati 243
construction industry 53
consultation:

extensive 99
rights in the case of dismissals 142
works councils' rights to 124
see also joint consultation

consultative committees 12
consulting firms 221
consumpt ion 43 -4

Cont inent a l 102 , 104
contingent employment 13. 22
contracts 64

atypical 218
breaches of 67
company-level 249-50
easy termination hindered 170
f i xed -t erm 140 , 271
f l e x i b l e 2 1 8 , 2 1 9
hiring 220

implicit 48
ind ef in i t e 218
national 242, 249.250
nexus of 135
permanent 213
rewr i t ing of 67
temporary 213, 218. 219

control:
c h a n g e s i n 1 4
fami l y mode of 28
separated from ownership 6
state 13
see also corporate control

controlling stakes 184
Colman, M. 67. 68
cooperatives 238
coordinated market economies 8, 11. 12, 13,

15, 59, 60, 63, 149
employee relations of type associated

with 150
liberal market economies and 154, 198

coordination 17. 75. 164, 233
five spheres of 149

relatively low 227
co-ownership 166
Corbett, I. 74
core competencies 114, 297, 307
diversification guided by 45
focus on 186, 187. 189
core employees/employment 29. 106-7
restructuring has impacts for 113-14
shrinking 105-6
stabilizing 91

corporat e con tro l 202
absence of a market for 131
absence of external market for 255
access 'reserved' 239
impossible to bring about changes

in 208
market emergence 100
nature of 204
negative effects on employment

security 22
strategic interest in 101
see also market for corporate control

corporate culture:
distinctive 45.46
idiosyncratic 40
inimitable 46

Corporate Governance Forum of Japan
256, 265

corporate law reform (Germany 1998)
102, 123
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dense 23, 88. 101-2
stable 23
unwinding of 23

corporatism 86. 150-1, 156, 163
Corus 67, 80-1
cost control 65, 108
costs 41-4

active governance 64
adiustment 42, 98, 192
agency 85. 130
concentrated ownership 126
coordination 72, 130
entry/exit 21
labour 66, 69, 97..116, 170, 216, 219
lawsuits by shareholders 261
monitoring 126
raw materials 97
sales 66
training 69
see also transaction costs

credit 8, 12, 26. 27, 28. 102, 227, 258
intermingling of industrial capital
and 229
long-term 229. 258
medium-term 229
short-term 229
subsidized 235

Credito Italian° 228.231_, 245
creditors:

agency conflicts between owners and BS
banks' extensive role as 234
conflicting interests between shareholders
and 132

secured, strong protection to 8
creditworthiness 234
cross-ownership 61, 62, 131
cross-shareholding 257. 259, 296. 298

bank 255, 258
blue-chip companies 173
costly 185
creation of corporate groups based
on 229

dec l ine in 124
dissolving 256. 260-1
large amount of cash immobilized in 184
merit in creating stable and long-term
trading relations 260

rapid unwinding of 305
sa l e o f 26 , 185
stable networks 181
strong 12, 28, 204
under pressure 182
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Danone 192
Deakin, S. 73, 80
Debis (Daimler Chrysler Services AG/ 111
debt 4, 80, 131

bank 205,226
constraint of 5
equity commingled with 88
highly leveraged 21
interest payments ratio 132
large 5
larger and broader markets 8
long-term 5, 15, 226, 239
market-based 7

notable reliance on 205
postponement of servicing 155
public, need to curb the rise of 245
short-term 205, 239

decentralization 164, 192
bargaining and production process 212
collective bargaining 29
controlled 116
determination of terms of

employment 164
need for 25
strategic business unit model 16
wage bargaining 112

decision-making 14, 15, 17. 152, 2%
centrality of finance questioned 49
consensus nature within board 89
densely regulated 86-7
distinct patterns of 22
exclusion of employees from 181, 191
exclusion of labour from 177. 186
far-reaching influence of big universal

banks on 123
gams contingent on commensurate

changes in 187-9
implications for 16
influences on 64-5
internal, influence of workers in 192
labour not represented in 173. 175
managerial unilateralism the norm

for 176
new structures 29
potential for labour to 51
shareholders kept at a distance from 157
strategic 49, 53
very low involvement of labour in 175
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demographic transformations 212
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Denmark 303
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bargaining and production process 212
labour market 218

Deutsche Bank 102, 116
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'deviant' institutions
dictatorship 199
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dilution effects 74
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directors 64, 89, 260
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directors-with-employee functions 256,
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disclosure 96, 98. 126, 186, 190

absence of 99
executive pay 68
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scope of reporting requirements 248
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discounts 114, 115. 182

conglomerate 187
pre-11'O 201

d ism is sa l s 137 , 138 , 140
clarifying the grounds for 218
collective 150
condoned as a last resort 270
consultation rights in the case

of 142
expensive and lengthy procedure 212
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'four factors' rule 272, 273-4
involuntary 91
legal regulations concerning 91, 267-9
preventive system of 170
rendered null under law 91
socially unacceptable 143
subsidies rather than 270
without just cause 267
workers not protected by collective labour

agr eement s 169
written reasons for 274

dispersed ownership 61.63. 64, 71, 72, 85,
88. 101). 126

disputes 51, 116
mator 277
public, avoidance of 77
tougher tactics 39

diversification 36, 186-7
excessive, curbing 42
guided by core competency 45
internal 297
reduction 187, 189

diversity 4, 6. 19, 29. 251. 279. 297-304
contractual arrangements 251
workforce 28

divestment 29, 201
dividends 37, 38. 63, 66, 88

distribution of 113
growth payments 69
high profits distributed as 106
in the form of new shares 184
increased 110
maintained at the expense of employment
reductions 65
proportion of profits paid out in 66
yields 97

division of labour 139
rigid 190

Donaldson, G. 38, 39
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downsizing 272, 302-3

middle managers worry about 40
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investors and 286
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earnings 115, 249
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distribution of 113
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dividends 66
related to company performance 250
retained 36. 37, 38. 66. 74

earnings per share 184
East Germany 135. 138. 139. 140
EC (European Community) 200

average unemployment 213
requirements 204

econometric tools 129
economic growth 97.270

banks crucial role in financing 234
d e c e l e r a t i o n o f 2 3 1
import-substitution model of 200
slow 102

economic performance 24, 41,
45. 186

codetermination and 133-1
good 150
works councils and 134-5

economic recovery 273
economies of scope 187
education 104. 149. 150. 217

in-house 275
Edwards, J. 126. 128. 132
efficiency 37, 52, 202, 265

distributional objectives often cloaked
under the guise of 40

d y namic 239 . 240
greater, emphasis on 202
orientation 115
single-minded search for 49

static 239. 240
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llguth, P. 140
/ fins 204, 205
lston, I. 132

merging industries 44
milia-Romagna 244
mployability 81, 192
mployee involvement 11, 12, 13. 46
stiinulation of 168

mployee ownership 21, 54, 165-n
introduction of 1111
through stock options •7, 53

are also ESOPs
mployee participation:
challenge to 29
financial 15-1
limited 48
strong 186

mployee relations 149, 150
mployee representation 36.84
formal or informal 51
impact of capital structures on 3
legally mandated system of 24

employee voice 12, 84, 2511
decline in 2
deterred 47
development inhibited 242
efforts to expand/increase 34, 47
incent ives for 88
i n s t i t u t i o n a l i z e d 8 9

lack of 11, 28
modest growth in 21
much less common at strategic

level 48
no legal basis supporting 28
positive effect on labour productivity 24
reduction in 256
statute-based 29
strong 23. 92
systems based on joint consultation 70
weak(er) 25. 26

mployers associations 86, 178, 193,
216. 242

coordination by 12
discipline of members 92
mployment Adjustment Allowance

programme (Japan) 270
mployment protection 57, 217
law 302
statutory, relative weakness of 67
strong 286. 303
weak 65, 81

mployment relationships 4, 10, 11
atypical 139-11

automatically transferred to newly

established corporation 272
bureaucratized 9
central to institutional arrangements 135
circumstances changed substantially 267
employees should also receive information

relevant to 52
immediate and substantial changes

to 22
interactions with 105-12
less stable 169
long-term 20
mediating role in introduction of. changes

in 23
unique leature in 170

employment rigidities 97
employment security 170, 206
changing 271-4
demands for 216
high 290
long-term or lifetime employment

incorporating 267
maintained for core workers 267
maintenance of 270
market for corporate control has negative

effects on 22
productivity increases should

enhance 277
promises of 70
significant 223
reasonable changes in working conditions

in return for 269-70
shrinking of 29
worker flexibility and 267

employment systems:
changes in 2, 25-9
lifetime 2, 28, 29, 193, 255.

256.267
marketized 29
strong pressure on 8
viability of 2

Endesa 209
ENEL (Italian National Electricity

Corporation/ 231, 245
English common law 8

ENI (Italian National Hydrocarbon Agency)
231, 236. 245

Enron 41. 43, 48, 50
enterprise unionism 28, 274-6, 278,

279. 307
entrepreneurs L07, 223,

22ti. 235
companies controlled by the same 236

financial obstacles to 240
long-term strategies 234
making resources available to 239
new 28
offspring of 239-40
relatively stronger 8
risk-averse 208
substantial funds transferred to 235

entry:
lowering of costs of 21
rigid rules to govern 199
also barriers to entry

equity 131
debt commingled with 88
foreign capital 211
fragmented savings funnelled into 228
high returns from 63
interests exceeding 2 per cent 248
large stakes 88
median shareholder 72
new 74
prices steadily rising/declining 41,
43, 208

private households 211
proportion held by individual
shareholders 157

rate of return on 182
re-concentration of ownership 6
voting 128

equity markets:
active 6.59-60
broader
central role in UK financial and industrial
system 61

comparatively small scale of 14
developed 7, 226, 228
dominated by institutional investors 61
emphasis on financial returns from 16
extensive 7
growth of 6
important long-term dynamic influence on
size of 63

investment buoyed by surge of new
investors 43

large 8, 59-60
less developed 227
liquidity of 16, 42
little use made for raising new capital 74
'matching' in 80
narrow and underdeveloped 222
pressure fur high, short-term returns
from 65
quasi-speculative atmosphere in 35

60 IIndex
volatility and speculation 21
widely-held 7

ESOPs (employee stock ownership plans)
46-7, 107

extensive use of 70
growth of 53
significant 48

Esping-Andersen, G. 217, 218
Estevez-Abe, M. 69
EU (European Union) 169

closer integration of 198
constraints on state funding 245
currency crisis 243
Directives 113. 202. 203. 273
financial integration 202
foreign banks 204
harmonization policies 200
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political developments 305
pressure on member countries to liberaliz

financial markets 291
social policy 221
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European Central Bank 194
Eurostat data 171
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lowering of costs of 21
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rigid rules to govern 199
threat of 14
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lace-to-lace exposure 76
family control 27. 72, 227. 230. 231.

234, 238
disrupting the fundamental balance of

power within 235
entrepreneur's offspring 240

fascism 230
Federal Constitutional Court (Germany)

133, 134

feedback 75, 221
FIAT 227. 236. 243
fiduciary discretion 54
finance 14, 22, 59-83, 203-9

access to 150
big, legislation which constrained 18
changes in 10
considerable emphasis on lorms of 8
development of 6
differences between countries 20
diminution of the function 49
external, importance of banks in 23.88
important autonomous effect of labour

on 19
important dimension of 5
internal 88
key features of 4
labour can shape 18
new alternative modes of 102
outside 6
relational forms of 7
system based on state-led, bank-based

credit 26
trade union support for legislation on 113
typo log y for unders tand ing 7
variations in 15

Financial Economics 3, 4, 7, 59, 62, 74
increased importance in education 104
financial indicators 182

financial institutions 24. 61
abuses of 202
activist 249
bankruptcies of 256
credit relations and equity

subscription 228
cross-shareholdings dissolving 260
Failure to act as advisers or
intemiedianes 235
firms governed by 132
importance of equity ownership by 131
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lack of monitoring 233
little involvement in monitoring

companies 228

need to provide returns 62
sh a reh o ld in gs 257 -8
takeover defences 154-6

financial instruments:
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financial markets 202, 208, 244-9
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increasing internationalization of 198
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pressures from 13
sophisticated 201

financial protections 76
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tinancialization 11. 174
financiers 8, 14

closer integration into the firm 15
direct representation of 15

Finland 299, 303
first-mover advantages 42
fixed income securities 74
flexibility 25, 27

external 140
foreign pressures for 213
further steps toward 251
internal 140, 269-70
lack of. in industrial relations 28
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state control 235
state intervention 25
system of law 154
vocational training 69
weak employee voice 25
weakness of labour 307

ranco dictatorship 198-9, 200, 211.
212, 220

rankfurt 194, 211
ranks, J. 61. 72, 73, 126, 128, 130, 131
ree shares 182-1
ree trade 230
reelance professionals 170
reeman, R. 36, 39, 136
rick, Bernd 24, 133, 134, 137, 141. 143
ringe benefits 138.222
FFSE (Financial Times Stock Exchange) firms

68, 69, 72, 76. 78
top ten 73, 75

ukao, M. 255
ull employment 199
unctional flexibility 1I.24, 28, 91. 220. 269

high 92
und managers 79. 235
intense competition among 64
specialist 63
transaction costs for 72

unds, see mutual funds; pension funds
Furubotn, E. 135

AAP (US General Accepted Accounting
Standards) 89. 112

ale. D. 65
amir, L. 201
edaljovtc, E. 128
elauff, G. 149
ermany 9, 10, 13, 19, 41, 84-147, 174, 286,
288. 302

bsence of hostile takeovers 14
ank and corporate cross-ownership 62
oard representation and works

c o u n c i l s 1 8
EO-manufacturing workers pay

ratio 68

certifiable skills 189
civil law 8
'cooperative capitalism' 6
debates about corporate governance I
direct representation of financiers and
labour in management 15
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downsizing 303
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Regint, M. 217. 218
regulation 164, 209. 212

external 86
innovative 202
labour market 214
legal 86
mutual funds 230
pensions 150
secur i t y 150
stock market 150
wages 150
working conditions 1511

R e i c h h e l d , F . 3 8
re investment 49 . 105
relational/insider systems 7. 14, 17.

20, 28. 29, 60, 65, 167, 226, 227.
289, 290

labour relations 27

remuneration 68. 69, 86, 91, 185
based on profitability and

performance 107
committees established to design

schemes 222
contingent 17
executive 167-8
flexible schemes 108
gap between board members and other

employees 263
new variable 107
policies voted at AGM 74, 75
stock-based 68
unfair 1
vanable management 105

Renault 177. 192, 223
Rengo (Japanese Trade Union

Confederation) 276
rent-seeking activities 132, 170
rents 40, 135

relationship-specific 88
reorganization 170, 173

intimately tied up with labour relations
system 180

Portfolio 187
promoting 278-9
radical 177, 189

Repsol 209
reputations -19.77.78.81,

102, 234
re-regulation 218
resource allocation 49
resource-based approach 21. 40, 45
restructuring 36, 96, 200. 272

capital widely available to finance 44
claimed to be about becoming lean and
mean 40
complicated 176
constructive engagement in the

processes 191
cross-shafeholdings instrumental

in 182
delayed, subsidies to realize 235
employees demand 113
extensive programme of 199
firms in crisis 230
key rationale for 67
large firm 177-81
legislative developments promoting

278-9
major corporate law reforms

facilitating 256
management pressed into 114



376 Index Index 377

restructuring (cunt.)
middle management often the main losers

in 279
negative impact of 113
pressures Mr 267
production 243
pronounced adverse effects on

labour 67
short-term 42
works councils made to tolerate 107

retirement 254
retraining 93, 217
retrenchment 91
returns 16. 21, 36. 52, 53, 69, 112, 182

capacity to achieve real increases in 14
distribution of 65
financial institutions' need to provide 62
future 80
market, most promising 45
short-term 7. 15, 59, 65
see also ROA

rewards:
activism 64
contingent 166
distribution of 110
link between individual performance

and 108
stock-based 70
top executives 43

RIALS (Research institute for Advancement
of Living Standards), see Top
Management Survey

Right-wing groups 193
rights 29

abuse of 267, 268, 269, 272
anti-director 201-2
cocletermination 14
consu l t a t ion 142
control 95, 130. 136
information 67. 173. 189
inheritance 240
intervention 14
legal 7, 14, 30, 286, 304, 307
manag ement 38
m o n i t o r i n g 1 7 3
non-contractual status 86
ownership, diluting 94
participation 84
shareholder 29. 202, 208, 248
trade union 243
veto 189
voting 88-9, 110, 123. 132, 166, 182, 236

rights issues 74

ask:
downside 17, 42
greater, managers exposed to 21
low 59
portfolio 189
redistribution of 40

risk-aversion 35-6, 208
risk-minimizing policies 36
ROA (returns on assets) 128. 129,

130, 204
significantly higher 126

Rodriguez, J. 214, 223
Rodriguez-Pinero Rovo. S. 220
Roe, M. 18.85. 190, 197, 254, 293. 304'
Rogers, j. 36
Rolls Royce 19, 69
Roman law 154
Romero, M. 771

ROIMI Gyosei Kenkvu-10 264
Reshi finkai (Japanese management-labour

committee) 279-80
Royal Bank of Scotland 67

Sadowski, D. 143
salaries 49. 170. 190
escalating 113

huge 48
sales downturns 78
sanctions 24-1

Sankio Mk; Konii'a-Kai (Japanese
Industry and Labour Round Table
Conference) 276

SAP WI
Sarbanes-Oxley Company Accounting

Reform and Investor Protection Act
(US 2002) 49, 511, 203

savings:
channeled to investment 239
f r a g m e n t e d 2 2 8
household 206
private, growing reliance on 206

scale economies 45, 73
scandals 41, 43, 51, 98

involving various forms of corporate
misconduct 256

law enacted in response to 203
major 1, 49-50

Scandinavian countries 8, 69, 150, 171
sir al:,•-o Denmark; Finland; Norway;

Sweden
Scheming 101
Schimmelbusch, Ii. 104
Schmid. F. 131

Schmidt, V. 177. 181, 198, 209
Schnabel, C. 137, 139
Schneider A. 104
Schott AG 111
Schroder Investment Management

Ltd 77
Schwalbach, j. 68
Sears Roebuck 53
SEC (US Securities and Exchange

Commission) 49-50. 51. 230
secrecy ailture
securities companies 257
Securities Market Law reform (Spain

1998) 206
securitization 206
self-employment 232
self-financing 230
self-interest 40
self-interest short-term 37
self-management 180
self-regulation 49, 150
Se iner , F . 189 , 190
sell-offs 272
'sell-side" analysts 77
seniority:

pay based on 9. 10
wages and benefits rising with 28

SER (Netherlands Social and Economic
Council) 158, 159, 163

service sector 46, 167, 212, 232
shifts from manufacturing to 10

Shaprro, D. 128
share option schemes 165, 166,

167-8
share plans 70
see also ESOPs
share prices 40

de-conglomeration tends to raise 187
depressed 184
driven up 43, 66
falls in 49. 67. 74
financial gains from appreciation and

dividends 88
high, managers seek to maintain 66
low , l arge compani e s 182
p e r f o r m a n c e o f 1 0 5
plunge in 48. 229
relentless and unrealistic demands for

gains 49
rise after announcement of job cuts 67
single-minded focus on boosting 44
volatility 44

shareholder sovereignty 41, 50

shareholder value 6, 19, 99. 184, 221, 265
aligning managerial interests with 17
charismatic and outsider CEOs can

boost 48
emergence of the credo 65
emphasis on 22, 28
enhancement of 14
how it impacts key aspects of employment

relations 105-12
impact of industrial relations on 112-15
i m p o r t a n c e o f 6 7 , 2 0 2
introduces a form of redistribution 106
introduction of 186
key characteristic of 109
leading practitioners of the approach 49
legitimacy of 70
maximizing 37
movement in favour of 25
operative side of 114
orientation to 70-1, 168
pursuit of 181
rise of 66
strategies 104-5, 152
succes s fu l d e l iver y o f 68
unilateral implementation of 174
variable compensation as a consequence of
106-10

wholesa le ad opt ion of 186
workforce training a casualty of 69
shareholders, see large shareholders; majority

shareholders; minority shareholders;
small shareholders

share-ownership schemes 12
Shell 24, 75, 151, 169
shift work 106. 223
Shiller, R. 43
Shleifer, A. 4
shocks 60. 243
shop-floor workers 69
short-tune working 170
short-termism 15, 42, 65, 294
encouraged 21
pressures towards 63
reinforced 15
system weakened by 44

shrinking firms 138
Shinto (Spring Wage Offensive) 275-6
Siemens 104, 130
'silent shareholders' 255, 258.259

skills: J. 189, 190
k
allocation of 239
basic configuration 192
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skills (cont.) Spanish stock exchange 201, 203.206 underdeveloped 239 strikes 116

broad, less training in 11 specialization: see also Deutsche Borst!: Euronext; general, one-day 217
certifiable 189 functional 93 Frankfurt; Landon; Milan; highest rate among EU
company-wide 192 institutional 229 NYSE; Pans; Stockholm; countnes 217
employers hope to acquire 1U regional 248 Tokyo/Nikkei major, periodic well-publicized 193
firm-specific 89, 151 speculative investments 35, 43 stock-for-stock method of payment 190 outlawed 212
flexible 93
general 17, 26. 179. 191-2

spin-offs 16. 114, 208, 307
stable employment 23, 30, 36. 89, 105

stock markets 24, 26, 114, 200, 202-11,
221,224

se t t l ements of 51
striker replacement 39

high 85 cure of 106 boom 41 sustaining operations during 39
industry-specific 151
lack of connection between job stability

guaranteeing 255
key to 91

collapse 43
crash (1929-31) 229

subsidiaries 113, 177, 187, 220, 223, 224,
232, 236

and 214 less marketized capital coincides creation of, relying on broad-based public 214
occupationally based 91, 93 with 285 shareholding 248 reaction in part to EU pressures
portable 89 stakeholder capitalism 10, 22, 217 development of 28 regarding 245
social 179 stakeholder value orientation 70-1 growth in importance 291 to realize delayed restructuring 235

Slinger, G. 73 stakeholders 20, 29, 44, 50, 51 inadequate 229 substitution 92
stump 256, 278 employee-centred 254-7 liquidity of 68 supervisors 89
small firms 227. 236, 243, 244 exclusion from corporate decisions 4-1 listing on 70 Supreme Courts:
small- and medium-sized firms 202, 205. 232 information for 52-3 massive flow of funds from pension japan 268. 269

company-level contracts 249 insufficient incentives for 240 funds 63 Netherlands 160
small investors 245 losses for I moderate increases 182 surphis 14, 37, 38. 277
small shareholders 96 major, interests of 54 performance of 221 export of 199

bank representation of 89 money which should have been recovery of 230 suspended share trading 78
benefit from relatively stable returns 98 distributed to 49 small 228 Sutton, F. 38
works council may be much more presumption that employees are not 47 steep nse in capitalization 245 Sweden 69, 286

important than 163 relationships between 3, 4 underdeveloped 27, 228, 229 downsizing 303
social Democrats 241 responding to the needs of various 39 stock options 16, 19, 21, 26, 27. 37, 46, 68-9. strong investor protection law 290
social norms: right legally to challenge directorial 167, 173, 298 syndicalist organization 212

core investors and corporate managers decisions 54 being incentivized with 48 synergies 45, 187
shaped by 79 standards: belief that they were a 'magic' alignment system conformity 115

relatively egalitarian 40 accounting 112, 113,185, 190-1, 291 device 43 systemic cohesion 9
respecting employment 267 quality 93 benefits of 44
violated 271 state intervention 25 big growth in employee ownership Takanashi, A. 270

social partners 12, 80, 163. 164, 212, 216. 217. direct, massive 230 through 47 Takeover Law (Spam 2003) 208
'_41.249 inefficiency of 220 diffusing throughout management takeovers 54

cooperation between 171 overhaul of role 245 ranks 41 absence of 97
social security 140 strong 26, 198, 199 employee ownership through 54 adverse impact on labour 67
Socialists 241 traditional 209 expensing 51 announcements of 202
solidarity 107, 116 state-owned companies 13, 26. 175, 200,210, heavy use of 40 avoidance of 36
Sony 266 231, 236 law liberalized 278 construction and real estate sector,
Soskice, D. 14, 15. 17, 59, 69, 70, 149 banks 204, 234 senior management 221-2 reactions to 208
Southern European regimes 7 crisis for 232 shareholder approval for critical point for mounting 72
Spain 12, 13, 20, 197-225, 286 major, need to adjust finances 245 all plans 50 defences 151-6

concentrated ownership of large firms 25 top managers of 240 symbolic effect of 222 disciplinary effects/role of 22, 73
labour market system 27 virtual standstill 244 taint attached to 49 fear of 64
low unionization rates 303 static inefficiencies 244 stock prices: fending off the possibility of 184
new governance model shaped by its own statute law 151, 156, 267 movements 42, 44, 70. 260 friendly, agreed 73

traditions 26 statutory protection 15 stock turnover rates 43 high premium 97
profound effect on employment steel 114, 290. 229. 230, 250 stockbrokers 77 increased, especially by value 208

relations 19 Stiglitz, j. 126 Stockholm 211 leveraged 247
state intervention 25 stock exchanges: Stout. L. 54 managers seek to maintain high share
weaknesses 25, 307 governance reforms introduced by 49 Streeck, W. 20, 92-3 price to deter 66

379
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takeovers (=LI
new regulations on 206
reducing risks associated with 190
relatively high incidence of 67
relatively low number of 208

t h r e a t o f 5 9 , 7 4 too
expens ive 208 unfriendly,
avoidance of 131

unwanted 185
use as a growth strategy 74
virtual absence of a market for 123
wave of 187

sec also hostile takeovers
targets:
goal-setting 107
performance, value-oriented 105
profitability 106

reasonable rewards for meeting 110
tax concessions 208
tax evasion 245
Taylonsm 178
teams 192, 221
briefing 11
se l f -d i rec t ed 46

technical competence 93
technology industries 46
technology transfer 223
Teece , D . 16 .46
Telecom Italia 245, 247
telecommunications 114
TelefOnica 201. 209, 211
temporary employment 169, 214,

218, 241
widespread 218

tensions 23, 94, 98
terms of employment:
determining 164
main vehicle establishing 151
primary 160
regu l a t ion of 163

Thyssen 101, 102, 103. 130
Thyssen Krupp 104, 114
Tokyo:
District court 272

stock exchange 61
Tomkins. C. 15, 16, 65
Top Management Survey 258, 263, 264, 278
top managers 17, 60
ability to shift resources quickly 189
accountability 75
chief executives in 40 biggest listed

industrial corporations 103
'civil service' characteristics of 80

concentration of power in the hands
of 181

development of performance standards
decided centrally by 190

divorcing from organizing production and
services 16

growing financial orientation of 23
incentives to 173
increasingly subject to shareholder

pressures 21
informal and private contacts investors

between and 22
long-term relations with others 93-4
market for 68
pay 3
quality 76
recru i ted from out s ide 103
relationships between major investors
and 77
relative proximity to ordinary

workers 28
relatively wide pay gap between ordinary

workers and 22
salaries should be variable 113
single-minded focus an boosting share
prices 44
state-owned companies 2411
stock options programmes to 222

willingness of boards to fire 103-4
'Toshiba 266
total quality management 46
tourism 199
Towers Perrin survey 68, 69
-royalism 223
tracker funds 73
trade-offs 37
control and initiative 128
costs and benefits 128
potential 295

trade unions 20, 54-5, 181, 223
blocking role in the firm 25
capacity to block organizational

change 180
Catholic 241, 242, 250
Communist 28, 175. 180. 241. 242
declared illegal 212
decline in density/membership 10, 28,

216, 256-7. 279-80
eliminated as countervailing forces 193
firms have chosen to marginalize 26
high wage floor 97-8
historic defeat of 243
'horizontal' feature of structure 241-2

inability to serve as strategic partner at
firm level 186

large firms reorganized by
c i r c u m v e n t i n g 1 7 7

l e f t - w i n g 2 5 0 , 2 7 5 , 2 7 6
long-term weakening of 21
management dealing in coordinated

manner 12
management hostility towards 39
often opposed to direct involvement 13
p e n s i o n f u n d s 1 8 . 5 1
political attitude towards hostile

takeovers 103
problems for 251
radical 178
resilient to erosion 23
rights 243
role of 112
strong 178
strong bargaining power 27
support for legislation on company
finance 113
trying to stop pnvatizations and minimize

job lasses 201
unwilling and incapable of supporting

r e f o rm p r op o s a l s 1 7 8
weak 39 , 176 , 242 , 303
willingness to block institutional

change 186
works councils and 116
sec also collective bargaining; collective

agreements; enterprise unionism;
strikes

training 71, 91
employer-provided 171
firm-level 220
firm-specific 290
higher educational 103
in-house 28
investment in 15, 16. 23, 46. 79. 85, 92-3,

171. 220. 290
job-related 171
multi-employer and quasi-public

system 89
occupational 92
off-the-job 270
on-the-lob 220. 270, 275
pos i t i ve re turns to 53
relatively underdeveloped 27
state-led initiatives to Impose 189
subsidized 220
task-related 171
technical 178

underdeveloped 220
sec also vocational training

transaction costs 72
high(er) 73. 170

transfers 91
transparency 27. 50. 89,
105 financial 186, 190.
191 increased 98, 112
lack of 158, 202
measures to improve 96
reforms awned at 198
shareholder agreements 248
tool for codeterrrunation 113

Transparency Law (Spain 2003) 202
Trento, S. 27, 228
Tn_ts, F, 164
trust 22
breach of 76, 96
low 191
mutual 255

Tuscany 244
Two-Tier Act (Netherlands 1972) 156-7
t w o - w a y c o n v e r g e n c e 4 4 - 8
Tyco 41,43

UGT (Spanish trade union) 216. 217
(Unione Italians del Lavara) 24i
Ulnian, L. 17

uncertainty 237
under-capitalization 182
underd eve lopment 208
underground economy 214
underperforming companies 62, 78
unemployment 179.2I6
bene f i t p rog rammes 270
encouraging labour mobility to cope

with 270
high 212-43, 221
increased to unprecedented levels 267
lob-creation measures to absorb 270
lowtert 41. 267
partial 170
potential to increase 201
problem 200
rising 28

Unilever 24, 151, 169
Union General de Trabajadores 216, 217
Un ion S ind i ca l O brear a 212
United Kingdom 8, 9, 10. 286. 303
average annual pnvatization receipts 245
' c o n g l o m e r a t e c a p i t a l i s m ' 6
debates about corporate governance I
employer-provided training 171
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nited Kingdom (cont.)
growing concentration of ownership 7
NM Treasury 63
hostile takeovers 290
institutional investors likely to be very

active shareholders 130
tub insecurity and pay inequality 2
'managerial capitalism' 6
manufacturing employment 232
marketization or financialization of
economy 11
markets and relationships 59-83
market/outsider systems 7
operative rates of return 97
other main exemplar of Anglo-Saxon

system 21-2
ownership and governance system 22
rate of return on equity 182
shareholder sovereignty 41
shareholder value 14, 17
similarities and differences with US and

20
state control 235
unionization 302
nited States 8, 9, 10, 33-58, 286. 303
average number of directors 263
'conglomerate capitalism' 6
conglomerate dismantling 187
debates about corporate governance
emphasis on financial issues in key

decisions 65
employee ownership rates 110 evolution
of corporate governance system 2(1
financial interests 296
financial rehabilitation 230
flexible and dynamic labour markets 217
'golden parachutes' 170
institutional investors likely to be very

active shareholders 130
inter-industry wage differentials 90
lob insecurity and pay inequality 2
key characteristic of the economy 59
labour problems in late-19th century 18
'managerial capitalism' 6
manufacturing employment 232
marketization or financialization ot
economy 11
market/outsider systems 7
median shareholder equity 72 nature of
ownership 63
physical investment financed inteniallr 7

pronounced income inequality 68

shareholder value 14, 17
shares held by a large number of

investors 126
similarities and differences with UK

and 20
takeovers 187. 290
voting stock 125
wage inequality 68
welfare capitalism 9
see also NASDAQ; NYSE

unlisted companies 88, 248
unskilled labour 92, 139. 219
upward social mobility 240
Urban, Horst W_ 104

Valencia 206
Valle Cabrera, R. 222
value 260
market 182
maximization 126
share trades by 73
see also shareholder value

value-added 96, 97, 134
distribution of 105

extraction of a greater proportion of 190
high 106
Van het Kaar, R. 160. 161
Van Kersbergen, K. 148
Van Wilarden, F. 148
variable pay 13. 17. 23. 105, 107. 108, 109. 173
emergence of 185

impact on industrial relations 110-12
see also stock options
varieties of capitalism 8, 9, 11, 22, 59. 62-3,

64, 149-50
Veba 101, 104, 106
venture capital 41, 208
drying up of 43
Verboon, F. 169
veto rights 189
Vishny, R. 4
vocational training 17, 69. 151, 270
and education 149, 150
low prestige of 219
reorganized 178
subsidized 220
Vodafnne 102
Vogel, D. 10-1
Volkswagen 131.223
Volpin, P. 304
voluntary practices 12
voting rights 88-9, 110, 132
limitations abolished 123

limited 166
minority shareholders 236
shares without 182

Waddington, i. 219
wage indexation 243, 250
wage-setting 175. 193, 194
wages 20, 37. 138-9

adverse effects on 67
centrally negotiated scales 192
comparatively uniform 92
concessions on 106
core 70
determination systems 70
differentials 24, 89-90. 139
egalitarian dispersion 105
finn-level variation of 91
firms cooperate in fixing 17
flat structure 92
flexible increases 249
higher 24, 36. 92, 191
homogeneous structure 110
impact of capital structures on 3
industry-based 151
inequality 68
link between productivity and 242
low 214, 244
minimum 175
nominal rigidity 250
'pay-for-knowledge' component of 192
premium 106
rising 28. 213
seniority-based 254, 255. 256
solidanstic policies 92
standardized across firms 92

Wagner, J. 137, 139
Walter, 13. 104
Wassenaar Agreement (Netherlands 1982) 163
Watson Wyatt 222
wealth 18, 43

disposal of 240
long-term accumulation of 228
maximizing 37
redistribution of 105, 128
shift from labour to shareholders 67, 187

Weicberineder, A. 128
Weigand, J. 130, 131, 132
Welch, Jack 49
welfare 9. 59. 10. 20, 37

expansion of provision 212
reforms of the system 243
welfare state 23. 98

'whispering campaigns' 78

Whitley, R. 217
Whittington, R. 186
Winter, I. 129
women 213
work practices:

flexible 168, 169, 221
high-performance 46, 141
key aspects 28
little innovation in 214
modernizing 192
restnctive 11
unfair 21, 39

Workers' Statute (Spain 1980) 220
workforce reduction 193, 201
working conditions 139-11

firm-level variation of 91
flexible adjustment of 275
flexible modification of 269
precarious 213

Works Constitution Act (Germany) 124, 142
works councils 2, 14, 18, 142-3. 151

absence of 67
active in negotiating 'site pacts' 106
central goal of 90-1
closely involved in work organization 9:
confrontation becoming rare between

employers and 115
disinterested or excluded 141
effective 24
embryonic torn of 280
employment security pursued by 97
extensive participation rights 84
e x t e n s i v e r i g h t s 8 9
firm performance and 134-5
firm-specific interests of 98
hiring not subject to approval of 189
import ance of 91 . 215
influence of 137-41. 159-63
legally mandated 17
made to tolerate restructurings 107
nomination rights to upper board 25
opposition to profitability goals 113
potential benefits of 135-7
relationship complicated between unions

and 116
resilient to erosion 23
right to sign company level agreements 25
role in supervisors board 160-1,162
specific rights 124
support for planned stock listing 114
WorksCouncilsAct (Netherlands1950)
159-60, 161, 163

Worldcom 41, 43, 48. 50
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X-effiuenc-y 85, 93. 293

Yamakawa, ft, 259, 273
Year Book of Personnel Management'

(Dutch Association of Personnel
Management) 168-9

Yoshihara, K. 265
young employees 179, 213, 220
young firms 167

aribalsu 257. 258
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...citirrtry-basecl chapter providm an anattisis of the evolution and key

iiactenstics of corporate governance and then links this tin labour management institutions and
practices. The chaptecs cover the United States, United kingdom,
lip4n, Rance, Germany, Maly, Netherlands. and SNin, 4.vith each written by leading inadeiniC
experts in the feld. Ely prowling an htstoncal review of the evolution

national systems, the Contrbi li tlX5 provide judicious evaluations of the current -,tete and
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