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The Benefits and Costs of Employee
Ownership

Despite the widespread attention given to employee ownership, it is
still poorly understood. We begin our analysis with a survey of the
pattern of employee ownership actually observed in modern econo-
mies. Then, with this pattern as a guide, we examine systematically the
form’s strengths and weaknesses. The conclusions that emerge, point-
ing to governance problems as the critical factor, are sharply at odds
with most preceding analyses.

The Distribution of Employee-Owned Firms
The United States

Employee-owned firms are rare in the industrial sector of the Amer-
ican economy. If we exclude companies that have adopted employee
stock ownership plans in recent years (to which we shall return shortly),
employee-owned manufacturing firms have seldom proved viable over
the long run. Among contemporary industries, the unique exception is
plywood manufacturing, in which worker cooperatives in the Pacific
Northwest have maintained substantial market share since the first
cooperative was formed in the 1920s." As of 1984 there were fourteen
such firms, each with between 80 and 350 members, most of which had
been in business for more than twenty years. Together they accounted
for more than 10 percent of all plywood produced.? In the nineteenth
century, there were a few hundred worker cooperatives—whose mem-
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bers were generally skilled artisans—in other industries such as barrel
making, shoe manufacturing, and shingle weaving. But those firms
largely disappeared early in the twentieth century.’

In sharp contrast, employee-owned firms are common in the service
sector. In particular, employee ownership has long been the prevailing
mode of organization in the service professions, including law, ac-
counting, investment banking, management consulting, advertising,
architecture, engineering, and medicine. Although discussions of em-
ployee ownership usually focus on industrial firms and rarely make
reference to the partnerships and professional corporations common in
the service professions, the latter are among the world’s purest exam-
ples of employee ownership. Moreover, the service professions are
virtually the only industries that are dominated by employee-owned
firms. Yet this dominance may be nearing its end. In advertising, in-
vestment banking, and primary medical care, for example, investor-
owned firms have recently come to occupy large shares of the market.

Employee-owned service firms also appear occasionally where the
employees involved are not professionals. For example, taxicab com-
panies in large cities are quite frequently employee-owned,* and there
has long been a group of employee-owned refuse collection companies
in the San Francisco Bay Area.’

Employee Ownership Abroad

The pattern of employee ownership observed in the United States is
roughly duplicated in other market economies: the types of industries
in which employee-owned firms are found and the structures those
firms assume are remarkably similar everywhere.’

Italy and France are the two Western European countries generally
regarded as having the largest numbers of successful worker coopera-
tives.” Available estimates (which, however, are dated and apparently
do not include partnerships of service professionals such as lawyers)
indicate that as of 1983 there were in France several hundred firms
organized as worker cooperatives employing a total of roughly 40,000
persons, of whom 61 percent were members;® in Italy, as of 1980, there
were several thousand worker cooperatives employing a total of
roughly 215,000 persons.” The average size of these firms is small (in
each country around fifty-five workers) and the median size is much
smaller still—perhaps no more than a dozen workers."” In France
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roughly half of these cooperatives, in terms of both numbers and ag-
gregate income, are construction companies, and the fraction repre-
sented by construction firms is similarly high in Italy.'* Many of the

cooperatives that are not construction companies are firms of artisans, -

such as printers or locksmiths.'? In both countries, there are apparently
only a handful of manufacturing firms of substantial size organized as
worker cooperatives.'” In Italy, many of the manufacturing firms that
are cooperatives were converted from failing investor-owned firms.'*

The most prominent example of successful industrial worker coop-
eratives in a market economy is found not in France or Italy but,
rather, in the well-established group of closely affiliated worker coop-
eratives in Mondragon, Spain. The Mondragon group has received
considerable attention in recent years, and its success is frequently
cited by advocates of employee ownership as the best evidence that this
form of organization offers a promising alternative to investor owner-
ship."” The performance of the group has indeed been impressive.
From a single small cooperative established in 1956, the Mondragon
system has grown rapidly to comprise roughly one hundred affiliated
firms with a total of approximately 20,000 employee-members.'® These
firms produce a broad range of goods, including home appliances,
furniture, heavy machine tools, and agricultural products. They de-
serve special attention and will be examined more closely in Chapter 6.

Throughout the world, transportation companies are among the
types of firms most often organized as worker cooperatives—and it is
generally the drivers who are the owners. In Sweden, for example, all
taxicab services and 50 percent of truck transport services are provided
by worker cooperatives.!” ‘This is in contrast to the Swedish manufac-
turing sector, where worker cooperatives account for only 1 percent of
all firms and presumably a much smaller percentage of output.'®
Similarly, in Israel, drivers’ cooperatives provide nearly all bus trans-
portation’” and 50 percent of truck transport,® while at the same
time—and despite strong cultural and institutional support of cooper-
ativism—worker cooperatives have never become well established in
manufacturing. In fact, as of 1972 employment in the Israeli bus and
truck transportation cooperatives alone was more than four times that
in all manufacturing cooperatives combined.”’ More recently, this
widespread pattern of driver-owned transportation cooperatives has
been extended to airlines: in 1994, the 7,000 pilots of United Air Lines,
the world’s largest airline company, finally succeeded in their seven-
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year effort to acquire a majority of the company’s stock. Unlike the
typical transportation cooperative, however, United is not purely a
driver-owned company; to succeed in their acquisition, United’s pilots
were ultimately led to bring members of the airline’s machinists’ union
into the transaction as well, extending a share in ownership to 54,000
of the firm’s 76,000 employees*>—an important fact that we shall say
more about in Chapter 6.

Partial Employee Ownership

The firms just described are, in general, fully employee-owned in the
sense that the firm’s employees, or some subset of them, share among
themselves full rights to control the firm and to appropriate its net
earnings. In addition to these instances of full employee ownership,
there are many firms that are organized so that employees have a
partial share in control or earnings. For example, under German co-
determination, employees elect half of a corporation’s (supervisory)
board of directors and have, at least formally, an important but partial
share in control. Yet since they remain salaried employees, they do not
participate directly in net earnings. Conversely, in most American firms
with employee stock ownership plans (ESOPs), employees (through
the ESOP) have a claim on some or even all of the firm’s residual
earnings and assets, yet control over the firm generally remains in
other hands. In order to keep the inquiry sharply focused, this chapter
will concentrate principally on firms that are fully owned by their
employees. We will explore various partial forms of employee partic-
ipation (including codetermination and ESOPs) in Chapter 6. As that
chapter illustrates, an understanding of the strengths and weaknesses
of full employee ownership also provides useful perspective on the
efficiency of partial forms of employee participation, and vice versa.

The Costs of Market Contracting

A survey of the costs of hiring labor on the market leads to two broad
conclusions. First, those costs can be substantial and provide an impor-
tant incentive for employee ownership. Second, paradoxically, the
magnitude of those costs correlates quite poorly with the pattern of em-
ployee ownership that we observe, which strongly suggests that they are
not decisive in determining the overall efficacy of employee ownership.
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Asymmetric Information

Because of the difficulty of monitoring individual employees, a degree
of moral hazard necessarily infects market contracting for all but the
simplest types of labor. One of the strong attractions of employee
ownership is the prospect of mitigating this problem and hence im-
proving the productivity of the firm. To be sure, if there are many
employees, each individual employee bears only a small fraction of the
costs of her own shirking even with employee ownership. But em-
ployee ownership also gives each employee an incentive to monitor her
fellow employees and to apply pressure on them not to shirk, an in-
centive largely lacking in an investor-owned firm.

This logic has led many to argue—most conspicuously Alchian and
Demsetz, in a well-known article’>—that employee-owned firms are
particularly likely to arise when monitoring employees is unusually
difficult. Alchian and Demsetz, for example, say that “[w]hile it is
relatively easy to manage or direct the loading of trucks by a team of
dock workers where input activity is so highly related in an obvious
way to output, it is more difficult to manage and direct a lawyer in the
preparation and presentation of a case.””* This explains, they claim,
why the partnership form is so common among lawyers and other
groups of individuals with artistic or professional skills.*’

In fact, however, Alchian and Demsetz are mistaken about the dif-
ficulty of monitoring service professionals, and, more generally, the
existing pattern of employee ownership is just the reverse of what one
would expect if it were primarily a response to the difficulty of mon-
itoring employees. In the service professions, where employee owner-
ship is the norm, the productivity of individual employees can be, and
generally is, monitored remarkably closely, because the quantity and
quality of each individual’s inputs and outputs can be observed with
relative ease. Lawyers in corporate law firms, for example, commonly
document the use of their time in intervals of six or ten minutes,
indicating whether and to which client the time can be billed and the
precise nature of the work done for the client in that interval.*® Such
records yield a close measure of the kind and quantity of work pro-
duced by an individual lawyer over the year and of the client revenue
that this work has produced for the firm. Moreover, it is relatively easy
to assess the quality of a lawyer’s work, in part because the work
product frequently consists of written documents produced by that
lawyer alone.
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In contrast, investor ownership is the dominant mode of organiza-
tion in most firms in which employees commonly work in large teams
or have extensive supervisory or managerial tasks—settings in which an
individual’s productivity is extremely difficult to measure. Thus while
it is relatively easy, and in fact a common practice, to compute with
some accuracy the marginal contribution to a law firm’s net earnings
that a given individual lawyer makes each year, it is inconceivable to
think of undertaking such a calculation for an assistant vice president,
or even a shop foreman, at General Motors.

This is not to say that monitoring can be done perfectly in law firms
or in other firms of service professionals. Nor is it to deny that em-
ployee ownership improves productivity in such firms by helping to
cope with monitoring problems. In fact, improved incentives for pro-
ductivity are probably a significant reason why employee ownership is
so common among these firms (although efforts to establish an em-
pirical correlation between worker ownership and improved produc-
tivity have so far offered ambiguous results).?” ‘The point is simply that
there must be other factors that are much more important in deter-
mining the distribution of employee ownership, since the types of
firms in which employee ownership is most common seem to be firms
in which employee monitoring is relatively easy.

Lock-In

Firms rarely occupy a position of monopsony in the labor market.
Consequently, simple market power does not provide an important
motivation for the formation of employee-owned firms. As we ob-
served in Chapter 2, however, for many employees there may be a
substantial problem of ex post market power, or lock-in. After working
for a given firm for a number of years, an employee’s skills may become
specialized to that firm and he may be firmly rooted in the local com-
munity. One might expect employee ownership to arise where this type
of lock-in is particularly severe.

Yet the distribution of employee-owned firms appears to correlate
poorly with the degree of employee lock-in. Although clear data are
lacking, it seems a reasonable inference that, in large industrial and
service firms, middle- and upper-level managers (and perhaps blue-
collar employees as well) often become specialized to their current
employer over time and are therefore considerably more productive in
that firm than they would be in any alternative employment.”® These
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firms also accumulate information about the productivity of their em-
ployees that is unavailable to other prospective employers, and this
should also reduce the wages the employees can obtain elsewhere.
Nevertheless, such firms are rarely employee-owned. Rather, in the
types of firms that are employee-owned, the employees appear unusu-
ally mobile. This is evidently true for the blue-collar employees who
most commonly form worker cooperatives, such as taxicab drivers,””
refuse collectors, and the semi-skilled laborers in the plywood coop-
eratives. And it is arguably true as well for service professionals such as
lawyers and accountants.

To be sure, a professional such as a lawyer develops a special famil-
iarity with her firm’s personnel, procedures, and clients that is consid-
erably more valuable within that firm than in another firm. Yet in part
because service professionals typically provide services directly to their
firm’s clients rather than providing intermediate services to the firm
itself, such professionals have mobility advantages that other types of
employees lack: their skills are generally highly transferable; they have
the option—Ilargely unavailable to other types of skilled individuals—
not only of taking a position with another established firm but also of
forming a new firm of their own; and they can often take some of their
clients with them when they leave their current employer.*°

The types of employees who are found in employee-owned firms
thus appear, if anything, to be less subject to lock-in than are employ-
ees in typical investor-owned firms. Again, this is not to say that lock-in
does not provide an important incentive for employee ownership. But
there must be other considerations that are more important in deter-
mining where employee ownership is most viable.

Strategic Bargaining Bebavior

With investor ownership, management often has information that la-
bor lacks about the firm’s future prospects, including profitability, em-
ployment needs, and plant closings or relocations. Similarly, employees
have knowledge that management lacks concerning the employees’
own opportunities and preferences, including the minimum wages they
would find acceptable, the ease with which they can increase their
productivity, and changes in workplace organization that will improve
productivity but require fewer employees or greater employee effort.
The resulting asymmetries in information provide the incentive for
both labor and management to adopt bargaining strategies, such as
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strikes and lockouts, that significantly raise the transaction costs of
reaching agreement.”' One of the strong advantages of employee own-
ership is its potential to reduce or eliminate these costs.

In the types of firms in which employee ownership is common,
however, the potential asymmetry of information between manage-
ment and employees seems comparatively low. Consider, for example,
partnerships of professionals such as law firms. The smallness of such
firms and the shallowness of the hierarchy between management and
the firm’s professionals (indeed, the senior professionals in these firms
are the firm’s management) suggest that the professionals in these
firms, even if they were not partners, would among themselves have
most of the information available to management and vice versa. It is
in large firms with substantial hierarchy and division of labor between
management and the rest of the labor force that information asymme-
tries are likely to be most pronounced. But such firms are rarely
employee-owned.

Communication of Employee Preferences

We also observed in Chapter 2 that, because employees in investor-
owned firms may have information concerning their preferences that
they cannot credibly communicate to management, investor-owned
firms may be handicapped relative to employee-owned firms in fash-
ioning the most efficient package of financial compensation and work-
ing conditions for their employees. Yet this advantage also fails to
explain the existing distribution of employee ownership since, as just
noted, employee ownership tends to appear in precisely those settings
in which management is likely to have relatively little difficulty under-
standing employees’ preferences.

Responsiveness to Average versus Marginal Employee Preferences

There are many situations in which the preferences of the marginal
employee are likely to be different from those of the average employee.
Workplace safety is an example considered in Chapter 2. Job security
is another, and for similar reasons: the marginal employee may well be
a young person who does not have a family and who is easily retrain-
able, and therefore is less averse to the possibility of layoff than an
older employee might be. The organization of work, workplace aes-
thetics, and employee benefits are also areas in which the interests of
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the marginal and the average employee may diverge. Thus employee
ownership, which should tend to emphasize the preferences of the
average employee, may often be more efficient in aggregating employ-
ees’ preferences than is the hiring of employees through market con-
tracting, which emphasizes the preferences of the marginal employee.

The actual importance of this problem in investor-owned firms is
difficult to assess. Collective bargaining presumably mitigates its ef-
fects wherever there are unions. In any event, it does not seem impor-
tant in explaining the distribution of employee-owned firms. As will be
discussed at much greater length below, ownership in employee-owned
firms is generally shared only among employees who have unusually
homogeneous interests, which means that the difference between mar-
ginal and average preferences among the employee-owners is unusu-
ally small.

Alienation

Finally, it is a familiar argument that market contracting for labor leads
to worker alienation. And indeed labor contracting is prototypically
the type of setting in which, if anywhere, one would expect to find the
problems described under this heading in Chapter 2.

Once again, however, the distribution of employee ownership is
arguably the reverse of what one would expect if problems of worker
alienation were important. Employee-owned firms tend to arise in
industries in which most firms, whether capitalist or employee-owned,
are small and have relatively homogeneous work forces with little
hierarchy, which is precisely the setting in which one would expect
relatively little worker alienation. Moreover, concern about worker
alienation generally focuses on blue-collar employees, while it is ser-
vice professionals that are most commonly employee-owners. (To be
sure, the focus on blue-collar workers may simply reflect the strong
concern with social class in much of the relevant literature. Whether in
fact blue-collar employees resent selling their services through market
relationships more or less than do professionals is not obvious a priori.)

Summary

When compared with contracting for labor on the market, employee
ownership holds the promise of significant efficiency advantages, in-
cluding improved employee productivity, avoidance of opportunism
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associated with employee lock-in, less strategic behavior in bargaining,
better communication of employee preferences, and reduction in
worker alienation. These advantages presumably explain the success of
employee ownership in those industries where it is commonly found.
But the magnitude of the potential efficiency gains from these sources
correlates poorly with the actual pattern of employee ownership. In
general, these potential gains seem greatest in large-scale hierarchical
firms, which are typically investor-owned, and comparatively much
more modest in the small-scale professional service firms where em-
ployee ownership is most common. We must look elsewhere for an
explanation of the existing distribution of employee-owned enterprise.

Raising Capital

It is conventional wisdom that employee ownership is poorly suited to
capital-intensive industries. While there is some truth in this view, the
importance of capital intensity is often exaggerated.

If an employee-owned firm needs capital primarily to purchase assets
that are not firm-specific, the firm can usually borrow the capital on
reasonable terms. The resulting leverage may impose substantial risk
on the employee-owners. But employees are often prepared to bear a
relatively large amount of risk. In fact, employee-owned firms are
surprisingly common in relatively capital-intensive industries that em-
ploy fungible assets. Transportation companies, much of whose capital
is invested in vehicles that are easily resold, are among the types of
firms in which employee ownership most commonly appears. Invest-
ment banking also requires substantial capital per employee, but again,
the firms’ assets are highly fungible.

The family farms that dominate American agriculture provide yet
another example. They are employee-owned firms owned by a single
individual or family. And they are often quite capital intensive. But,
because the land and equipment are not firm-specific and thus provide
good security, individual farmers can borrow extensively to obtain the
capital necessary to permit them to be owners.

In contrast, if capital is needed to purchase assets that are firm-
specific, the costs of contracting for capital on the market can be heavy,
as described in Chapter 4. Where the amount of firm-specific capital
per employee is modest, or where the employees are prosperous, these
costs can be avoided by having the employees themselves supply the
capital. For example, under the ESOP approach to employee owner-
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ship, the employees invest their pension savings in their employer’s
stock. Then both labor and capital are provided by owners, avoiding
the costs of market contracting for each factor. But this solution cre-
ates two problems of its own.

The first and most familiar problem is that, when employees invest
any significant portion of their wealth in the firm that employs them,
they increase significantly the amount of risk that they bear. They not
only reduce the diversification of their investment portfolio, but also
reduce the diversification between their investment portfolio and their
source of earned income—that is, their human capital. If the firm goes
bankrupt, they lose not only their jobs but their savings as well.

The second problem is that, when the firm’s owners are suppliers of
capital as well as labor, the opportunities for divergence of interest
among them is likely to increase. Generally some employees—often
the older employees—will have proportionately more capital invested
than others, with the result that the balance between individuals’ in-
terests as investors and as employees will vary. This imbalance threat-
ens, in turn, to increase the costs of collective decision making.

In short, if an employee-owned firm requires large amounts of firm-
specific capital per employee, the firm may incur substantial costs
whether the capital is borrowed or supplied by the employees them-
selves. This presumably helps explain why employee ownership seldom
appears without subsidy in the industrial sector. For those industries,
ownership by the lenders of capital has the strong advantages described
in Chapter 4.>*

This point should not be overstated. As we observed before, the
success of leveraged buyouts with high debt-equity ratios suggests that
today sufficient debt can often be obtained to cover a large fraction of
a firm’s capital needs. The proliferation of ESOPs in the manufactur-
ing sector indicates that a firm’s employees can themselves provide
substantial equity capital without crippling costs. The employee-owned
firms at Mondragon have not had difficulty obtaining capital even
though they are in moderately capital-intensive industries; indeed, by
the early 1990s the firms in that group, together with their affiliated
bank, had become net lenders.>® Finally, other types of non-investor-
owned firms have had significant success in capital-intensive industries.
Consequently there is good reason to believe that capital accumulation
is not an insuperable obstacle to employee ownership in most indus-
tries.

Employee Ownership 77

Conversely, although a relatively low level of firm-specific capital
per employee is helpful in making employee ownership viable, it is
apparently not sufficient. There are many industries in the service
sector that involve low amounts of firm-specific capital but in which
employee ownership has remained rare, such as hotel and restaurant
services, retailing, and (at least in the United States) the construction
trades.

It seems, then, that the costs of obtaining capital cannot by them-
selves explain prevailing patterns of employee ownership either within
or without the industrial sector.’

Costs of Ownership

The existing distribution of employee-owned firms clearly cannot be
explained just in terms of the costs of market contracting. More par-
ticularly, employee-owned firms do not, as one might at first suppose,
simply arise where the costs of hiring labor on the market are unusually
high and the costs of hiring capital are low. For an explanation we must
turn to the costs of ownership.

Agency Costs of Delegation to Management

The problem of the separation of ownership and control—that is, the
agency cost of policing management—is potentially much less acute in
employee-owned firms than it is in investor-owned firms. Investors of
capital are often widely dispersed, have no sources of information
about the firm beyond publications, and hold the firm’s securities as
only one of a number of investments. As a result they are in a poor
position to police the firm’s management. In contrast, employees know
a great deal about the firm simply as a by-product of their employment
and are in a good position to learn more; they have a large personal
stake in the fortunes of the firm, since most of their income comes
from it; and they can be easily assembled for collective action. They
have both the opportunity and the incentive to acquire information
about the effectiveness of management—or to appoint and hold ac-
countable representatives who will do this for them—and then to act
collectively to hold management accountable to their will.

To be sure, investor-owned firms have the benefit of the market for
corporate control as an aid in policing management. Yet it is not
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necessary to forgo the benefits of this market when a firm is employee-
owned. The employees can sell the firm to outside investors at any
point they wish.** In fact, such transactions have occurred frequently
(for example, among plywood cooperatives,’® advertising firms, and
investment banking firms).

It follows that one might expect to find employee ownership in those
circumstances where investors would be in a particularly poor position
to monitor the firm’s management. Yet successful employee-owned
firms are in most cases sufficiently small that, if investor-owned, they
would be closely held firms. They would not experience a significant
separation of ownership and control, nor the agency costs associated
with such a separation.?” The potentially high agency costs of investor
ownership therefore fail to explain why employee ownership appears
where it does.

Risk Bearing

Poor risk sharing is a commonly cited disadvantage of employee own-
ership. Workers, lacking the ability to diversify risk by taking jobs in a
number of different firms simultaneously, are in a worse position than
investors to bear the risks of fluctuating residual earnings.

Tt would be reasonable to conclude from this that risk bearing is a
major obstacle to employee ownership in all forms of enterprise, and
particularly in capital-intensive enterprise where the risks borne by
employee-owners are amplified. Interestingly, however, the observed
distribution of employee ownership does not provide much support for
this conclusion. The plywood industry is both moderately capital in-
tensive and relatively volatile.”® Investment banking is highly capital
intensive and highly volatile. And farming is often highly capital in-
tensive, as already noted, and also highly volatile. Indeed, the inability
of investor-owned firms to gain an appreciable market share in most
important crops is dramatic evidence of the relative unimportance of
risk bearing in assignments of ownership: farms continue to be owned
overwhelmingly by the individuals who work them, despite the large
amounts of risk those individuals must consequently bear. Clearly there
is a substantial segment of the working population that is quite willing
to bear substantial risk in return for other efficiencies.

Moreover, we should not underestimate the amount of risk that
employees bear even in investor-owned firms. It would be efficient, if
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an enterprise were viewed simply in terms of risk bearing, for the
investor-owners of an industrial firm to bear the overwhelming share
of the risk of the enterprise and to insure employees against the va-
garies of the market by providing substantial job security. Yet in the
United States, industrial'workers have traditionally been hired as em-
ployees at will who can be laid off on a day’s notice whenever the firm’s
fortunes take a turn for the worse—and this has been true even in
unionized firms.’” There are presumably several explanations for this
seeming anomaly, including the incentives created by the prevailing
system of collective bargaining,*” the reduction in productivity that
might accompany greater job security,*' and the limitation on em-
ployees’ prospective downside losses resulting from unemployment
insurance, social welfare programs, and the prospect of reemploy-
ment. But whatever the reason, job security in many industries has
traditionally been very low, with the result that a shift to employee-
owned enterprise might not cause employees to bear substantially
more risk than they do already.

In short, there is good reason to believe that risk bearing is not in
itself a major obstacle to employee ownership, and that it plays at best
a modest role in explaining the distribution of employee ownership
that we observe.

Collective Decision Making

This leaves us to assess the third and final principal cost of ownership,
the cost of collective decision making. In fact, this factor seems to play
a surprisingly strong role in determining where employee ownership is
viable. The next chapter is devoted in large part to exploring this issue.
First, however, we must turn to several other considerations that,
though not included among the basic costs of contracting and of own-
ership surveyed in Chapters 2 and 3, are often said to present major
obstacles to the success of employee-owned enterprise.

The Horizon Problem

It has been argued that employee-owned firms have too little incentive
to invest in projects that will pay off only over long periods of time (the
“horizon problem”).** The source of the problem, it is said, is the
employees’ lack of transferable residual claims. Because employee-
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owners freely sell their ownership rights on the capital market, they
lack the ability that investor-owners have to realize, in the present, the
value of the future returns that their investments will bring.

‘There may well be a horizon problem in firms, such as those formed
in Yugoslavia during the decades of communist rule, in which employ-
ees have control but only a limited right to appropriate net earn-
ings and assets—that is, in which firms are employee-managed but
not employee-owned. In free enterprise economies, however, most
employee-owned firms with any significant amount of invested capital
are organized to provide their employees with residual claims that are
transferable. In some firms these claims are transferable at all times and
in others they are transferable only when the employee leaves the firm.
For example, shares in the plywood cooperatives can be freely sold to
new employees by departing ones, subject only to a right of first refusal
by the firm.*

Even if employees could never withdraw capital from the firm, they
should have a relatively long time horizon. The median employee’s
expected tenure with a firm may well be as long as fifteen or twenty
years, or even longer if pension payoff periods are included.** And a
fifteen-year investment horizon is quite long by contemporary indus-
trial standards.

There is thus little reason to believe that the horizon problem has
been a major obstacle to employee ownership.

Reversion to Investor Ownership

Successful employee-owned firms frequently convert (or, as advocates
of employee ownership say, “degenerate”) to investor ownership. For
example, there has been gradual attrition from the ranks of the U.S.
plywood cooperatives as their members have sold the firms to inves-
tors. Similarly, failing investor-owned firms that were bought out by
their employees and subsequently succeeded (rather than going bank-
rupt) have sometimes reverted to investor ownership.*> And in some of
the service professions, such as advertising and investment banking,
many firms formerly organized as partnerships have been acquired by
outside investors in recent years. Noting this pattern, some scholars
have argued that a tendency to convert to investor ownership is an
inherent characteristic of employee-owned firms, and that this is an
important explanation for the minuscule market share that employee-
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owned firms occupy in the industrial sector.*® At least two different
mechanisms have been offered to explain this supposed tendency.

A Tendency toward Hired Labor

First, it has been argued that when a successful employee-owned firm
takes on additional employees, it has a strong incentive to hire them on
a salaried basis rather than to make them owners. For if the firm’s net
earnings per employee are higher than the market wage rate—which
is what “successful” means in this analysis—the existing employee-
owners will find it profitable to take on new workers only as mere
salaried employees who receive the market wage rate rather than as
co-owners who have a pro rata share in the firm’s profits. Conse-
quently, over time the ratio of employee-owners to hired employees
will steadily decline until ownership is concentrated in the hands of a
small number of individuals and the enterprise has essentially assumed
the character of an investor-owned firm.*

The soundness of this argument, however, depends on the assump-
tion that the productivity of a worker in the worker-owned firm is the
same whether she is hired as a salaried employee or made an owner.
But in that case worker ownership has no efficiency advantage over
investor ownership, and there is no reason why the workers should
own the firm. The success of the hypothetical employee-owned firm in
this analysis must be due, not to the fact that it is employee-owned, but
rather to some other factor such as market power, accumulated repu-
tational goodwill, or possession of an important patent. The firm would
then be just as successful, or perhaps even more so, if it were investor-
owned, and a tendency to convert to investor ownership would be
neither surprising nor inappropriate.

"This case is in contrast to those in which the success of an employee-
owned firm is due to employee ownership, perhaps because the em-
ployees are more productive when they are also owners, or because
they derive other tangible or intangible rewards from ownership and
are hence willing to work for lower cash compensation. In that case, it
should be more profitable for the existing members of the firm to add
new employees by giving them a share in ownership*® than by taking
them on only as salaried employees, and there should be no tendency
toward investor ownership.

In some industries in which employee ownership is the dominant
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mode of organization, there has been no conspicuous tendency to
substitute hired labor for employee-owners. Large law firms, for ex-
ample, have for generations almost universally followed an up-or-out
system whereby an employee must leave the firm if she has not been
made a partner within a period of six to eight years. This practice
ensures that all but the most junior lawyers in the firm will always be
owners. Continued adherence to this system arguably reflects a rec-
ognition by all involved that employee ownership is the most efficient
system of organization for these firms and that deviation from that
system would in the long run be costly. To be sure, in recent years it
has been increasingly common for law firms to create a class of hired
senior attorneys termed “permanent associates” and in the process
abandon strict adherence to the up-or-out system. But, as we shall
discuss in the next chapter, this phenomenon seems best explained by
considerations other than the theory of inevitable degeneration just

described.

Capital Accumulation

The second mechanism alleged to cause successful employee-owned
firms to convert to investor ownership is that, owing to the firms’ very
success, their value per employee becomes so large over time that
younger employees cannot afford to purchase a share in the firm from
older employees who are retiring. As a result the older employees have
a strong incentive to sell their shares to outside investors, thus con-
verting the firm to investor ownership.

The problem with arguments of this type is that they rarely make it
clear precisely why the firm’s net worth per employee has increased
over time. There are, broadly speaking, two possibilities. On the one
hand, net worth may have increased because the firm has retained and
accumulated net earnings over the years. In that case, the firm should
be able to distribute the accumulated retained earnings to the retiring
employees (by repurchasing their shares) and replace them with debt,
bringing net assets per employee down closer to the original level so
that new young employees can afford to purchase shares in the firm.

On the other hand, net assets per employee could have increased
because the firm has adopted new technology that requires more firm-
specific capital per employee than the technology employed when the
employees first acquired ownership, and the firm has used retained or
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forgone earnings over the years to acquire the required new technol-
ogy. (Note that goodwill is among the common forms of firm-specific
capital that a firm can accumulate over time.) The requisite amount of
equity capital per employee may now be much higher than a new
employee could or would'contribute. Employee ownership is therefore
less appropriate, and conversion to investor ownership may be effi-
cient.

In short, financial success need not in itself make it more difficult for
a new generation of employees to become owners of the firm than it
was for previous generations of employees. If there have been no
changes in the industry that make employee ownership less efficient,
then it should be possible to rearrange the firm’s financing—perhaps
by increasing the firm’s leverage—so that new employees can afford to
purchase shares and the retiring generation of employees can realize
the earnings accumulated during their tenure as owners.

Why Are There Conversions to Investor Ownership?

If, as just argued, there is no perverse mechanism that causes successful
employee-owned firms to convert to investor ownership simply as a
consequence of their very success, then why do conversions from em-
ployee ownership to investor ownership occur so frequently? The most
likely explanation is simply that employee ownership is not an efficient
mode of organization for the firms involved.

In some firms that convert from employee to investor ownership,
employee ownership was probably an inefficient way to organize the
firm from the start. For example, in some cases employee-owned firms
are established out of miscalculation or excessive idealism; conversion
to investor ownership is then simply a belated recognition of that fact.
In other cases employee ownership, though in itself perhaps inefficient
for the firm in the long run, is evidently adopted to facilitate an
efficiency-enhancing one-time transaction that could not otherwise be
arranged. A common situation of the latter type occurs in investor-
owned firms that fall into severe financial difficulties. Selling such a
firm in whole or in part to its employees has a variety of potential
advantages. It offers a way for the employees, and especially their
union, to accept the substantial concessions necessary for the firm to
continue—such as layoffs, severe reductions in wages, and changes in
work rules —without loss of face and without creating a precedent that
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will compromise the union’s bargaining strategy vis-a-vis other more
successful firms. It gives employees a benefit (the stock in the reorga-
nized firm) of uncertain value to set off against their specific reductions
in wages and benefits, making the net magnitude of the employees’ loss
less specifically concrete and hence easier to accept psychologically. It
is a credible way for the investor-owners of the firm and their managers
to signal credibly to the workers the management’s view of the seri-
ousness of the firm’s financial difficulties and the consequent necessity
for employee concessions, thus averting costly bargaining. Finally, it is
a credible way to assure the employees that, if the firm survives and
prospers, the fruits of the employees’ concessions will not go dispro-
portionately to the firm’s current investor-owners.*” There remains
the option that, if the firm succeeds, the employees can ultimately sell
it back into investor ownership. This transactional use of employee
ownership arguably characterizes the recent employee stock acquisi-
tions in the airline industry, including United Air Lines, as well as the
prominent employee buyout of the Weirton Steel Company described
in the next chapter.

Finally, there are situations in which employee ownership was once
efficient, but has ceased to be so, perhaps because the character of the
industry has changed. This is arguably the situation in investment
banking, for example, in which the capital required per employee and,
perhaps more important, the size and internal complexity of individ-
ual firms have increased in recent years to the point where, for most
firms, investor ownership may now be the most efficient mode of
organization.

Perverse Supply Response

The economics literature on employee ownership shows an almost
obsessive fascination with a simple theoretical model, originally devel-
oped in the 1950s by Ward, portraying the behavioral incentives facing
a worker cooperative.’® This fascination owes much to the model’s
prediction of “perverse supply response”: when worker cooperatives
experience an increase in demand for their product or a decrease in
their costs of production, they have an incentive to reduce both the
amount of their output and the size of their work force; conversely,
when the price at which the cooperatives can sell their product de-
clines, or the costs of their nonlabor inputs rise, they have an incentive
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to add more workers and increase output. The model likewise predicts
that worker cooperatives will be smaller than comparable investor-
owned firms and will underemploy labor. The basic reason for this
strange behavior is that the firms in the model maximize average profit
per worker-member rathér than total profit.

Despite the attention given to it, this model does little to explain the
observed distribution of employee-owned enterprise. To begin with,
the inefficient behavior predicted by the model depends on a variety of
unrealistic assumptions—such as that the firm produces only a single
product, that the number of hours worked per employee is fixed, that
there can be no nonmember employees, and that new employee-
owners will always be brought in on the same terms as their predeces-
sors (without, in particular, having to pay anything to the existing
members for the privilege of joining). Moreover, as has long been
recognized, even if these restrictive assumptions are granted, entry by
new cooperatives should ultimately lead to efficient levels of output
and employment both for individual firms and for the industry as a
whole. Presumably for these reasons, empirical work has failed to un-
cover clear evidence of the phenomena predicted by Ward’s model.”?

Legal Constraints

It is sometimes suggested that lack of a legal structure well adapted to
employee ownership is heavily responsible for the general paucity of
employee-owned enterprise in market economies. Yet in the United
States, at least, it is hard to argue that the law has been a serious
obstacle to the success of employee ownership.

There are no explicit legal prohibitions on employee ownership of
enterprise in any industry. On the contrary, there is at least one busi-
ness—the practice of law—in which employee ownership is explicitly
required by law throughout the United States. The American Bar
Association’s Model Rules of Professional Conduct, like the Model
Code of Professional Responsibility and the Canons of Professional
Ethics that preceded them, explicitly proscribe any arrangement
whereby a lawyer serves as an employee of a profit-seeking organiza-
tion that sells legal services to the public if that organization is not
wholly owned by lawyers who practice in it, as in the conventional law
partnership or professional service corporation.’? Because this provi-
sion of the Model Rules, or a close counterpart, has the force of law in
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virtually very state,”®> employee-owned firms are presently the onl
y very ploy Y Y Y

available form for organizing the practice of law.”* Analogous legal
restrictions forbade the formation of investor-owned, rather than
doctor-owned, medical practice firms in most states before those laws
were overridden by the federal Health Maintenance Organization Act
of 1973.

More generally, existing organizational law—that is, corporation law
and partnership law—is sufficiently flexible to permit the formation of
nearly any type of worker cooperative. In some states the cooperative
corporation statutes appear suitable for this purpose, and in theory
these statutes provide the simplest and most direct approach.’® In
many jurisdictions, however, the business corporation statutes are more
workable, owing largely to the rudimentary and sometimes narrowly
constricting character of the cooperative statutes.’® Using the business
corporation statutes, to be sure, requires some manipulation to ensure
that earnings are distributed according to work contributed. One can
argue, therefore, that employee-owned firms have been disadvantaged
vis-a-vis investor-owned firms in that statutes embodying a standard
form have not been available for the former while they have been for
the latter.

The new worker cooperative corporation statutes that have recently
been enacted in some states are designed to provide the missing stan-
dard legal form. Those statutes do no more than this, however; even
their promoters do not claim that they extend the range of available
organizations beyond those that can be formed under the existing
business corporation statutes. Nevertheless, such a standard form may
offer significant advantages. It not only reduces the transaction costs of
forming an employee-owned firm (for example, by making the form
comprehensible to a broader range of attorneys), but also presumably
gives the form a degree of visibility, recognizability, and legitimacy it
might otherwise lack. A bank lending officer, for instance, might well
feel more secure making a loan to a worker cooperative formed ac-
cording to a standard pattern set forth in a special worker cooperative
statute than to one formed under a business corporation statute by
means of complex articles of incorporation, bylaws, and shareholder
agreements.

"That said, it is nevertheless highly unlikely that the inconvenience of
the lack of a standard statutory form has in itself been an important
obstacle to the development of employee-owned enterprise. The busi-
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ness corporation statutes generally serve as a standard form only for
publicly held corporations, in any case; closely held business corpora-
tions, which represent the overwhelming majority of all firms, often
require some special drafting. In addition, there have long been con-
spicuous examples of employee-owned corporations, such as the ply-
wood cooperatives, that have been successful without the benefit of
standard statutory forms and whose corporate charters and bylaws are
available to serve as organizational models for other employee-owned
firms. (Some of the plywood cooperatives are incorporated under co-
operative corporation statutes and some under business corporation
statutes.)’” It would be surprising if the adoption of the new worker
cooperative statutes were to increase significantly the popularity of
employee ownership.

Moreover, tax law is probably more important than organizational
law in determining which organizational forms prosper, and tax law has
long been biased in favor of, rather than against, employee ownership.
At least since 1931, net earnings distributed to members of a workers’
cooperative have been able to escape (at least to a substantial degree)
the corporate income tax that is levied on net earnings distributed to
investors in investor-owned firms.’® In addition, since 1964, worker
cooperatives have qualified for the special regime established for all
types of cooperatives in Subchapter T of the Internal Revenue Code—
described in more detail in Chapter 7—under which all the net earn-
ings of a worker cooperative, whether distributed or retained, are free
from the corporate income tax.’® Finally, since the early 1970s there
has existed a generous package of tax subsidies for employee stock
ownership plans.*

Ideological Hostility

It has been argued that, whatever the formal legal rules and institutions
that bear on the matter, American society in general, or key actors such
as bankers in particular, are hostile to employee ownership on ideo-
logical grounds and have used their authority to hamper its develop-
ment and deprive it of cultural legitimacy.®! Yet while some Americans
undoubtedly see employee ownership as socialistic and therefore evil,
the evidence makes it hard to argue that ideological resistance to em-
ployee ownership is strong or widespread. As was noted in the Intro-
duction, employee ownership has shown broad ideological appeal to
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the right as well as to the left in the United States, and the advocates
of ESOPs have exploited this appeal quite successfully.

Moreover, lawyers, accountants, investment bankers, and manage-
ment consultants—the actors in society principally responsible for the
design of business organizations—have long organized themselves in
employee-owned firms. They cannot be unaware of the benefits of
employee ownership or opposed to it on principle. At most they can be
accused, rather implausibly, of hoarding the benefits of employee own-
ership for themselves and—whether out of spite or just lack of imag-
ination—denying those benefits to firms in other industries.

To understand the prevailing pattern of employee ownership, we
must turn instead to the costs of governance that are the subject of the
next chapter.

6

Governing Employee-Owned Firms

A recurrent theme in the voluminous literature advocating employee
ownership (or, more broadly, “economic democracy,” “worker partic-
ipation,” or “labor management”) is that employee participation in con-
trol of the firm through democratic processes is of value in itself, quite
apart from the quality of the substantive decisions reached by those pro-
cesses. In Chapter 3 we speculated on three reasons why this might be
so: that participation in governance is a consumption good; that it pro-
vides a valued sense of control; and that it stimulates and informs par-
ticipation in political life beyond the boundaries of the firm. The last of
these reasons might provide some justification for public subsidy to em-
ployee ownership as a means of making workers more responsible cit-
izens in a democratic society. Unfortunately, the available empirical
evidence provides little support for it." The employees themselves enjoy
the other two potential benefits of employee participation. If those ben-
efits are actually important, they should influence employees’ choices
about the types of firms in which to work. That is, they should give
employee-owned firms a survivorship advantage.

Participation is not free, however. It brings with it all the costs of
collective decision making. And there is substantial evidence that these
costs can be large.

The Costs of Collective Decision Making

In many respects a firm’s employees are often better situated than its
investors to oversee management effectively, as we observed in Chap-
ter 5. But there is a compensating disadvantage: employees are far
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more likely than investors to differ among themselves concerning the
firm’s policies. .

To begin with, employees may disagree about their relative wages.
Further, employees often have different stakes in the firm’s investment
decisions, such as which plants to keep open, which processes to au-
tomate, or where to improve safety. The extent to which employees’
interests diverge in these respects is likely to increase as the division of
labor within the firm increases. Where all employees do essentially the
same job, there is little reason for disagreements about pay; moreover,
the employees will be similarly affected by most decisions and thus
generally in agreement about them.

Employees can also experience conflicts of interest that have other
sources besides differences in job assignments. For example, employees
can differ substantially in the amount of equity capital they have in-
vested in the firm. This is particularly likely to occur if, as is common,
the firm’s pension fund is the principal vehicle for employee invest-
ments. Older employees, who have disproportionately large amounts
of capital invested, will prefer to have a larger amount of the firm’s
earnings attributed to capital (and hence distributed as earnings on
amounts invested in the pension fund) and a smaller amount attributed
to labor (and hence paid out as wages) than will younger employees.

Such conflicts might not be troublesome in practice if there were
obvious objective criteria to employ when making the decisions in
question. For example, if the actual marginal product of both labor and
capital within a given firm could be easily measured, then it would be
natural to apportion the firm’s earnings between wages and return on
capital in proportion to those marginal products. Such objective cri-
teria, however, are usually absent or unobservable at reasonable cost.
In most firms, for instance, the marginal productivity of labor and
capital cannot be accurately measured. Therefore, in important deci-
sions, there is often considerable room for judgment and discretion,
and hence for active disagreement. And disagreement, as discussed in
Chapter 3, can make governance costly.

We observed in Chapter 4 that, while different groups of sharehold-
ers in investor-owned firms sometimes have conflicting interests, cor-
porate law provides means for constraining and resolving the worst of
these conflicts in corporate decision making. It is reasonable to ask
whether the law could place analogous constraints on collective deci-
sions made by employees. One place where this has been tried is under
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the “duty of fair representation” that American labor law imposes on
unions to prevent the exploitation of the minority by the majority. But
in contrast to the analogous doctrines in corporate law, this body of
law has been singularly unsuccessful in limiting opportunistic behavior
by majorities. In general, the duty of fair representation has been
effectively employed only to bar overt discrimination based on con-
ventional personal characteristics such as race or sex.” The reason for
this is apparently not that the law has had inadequate opportunity to
develop, but rather that, unlike the situation with investors, there are
no simple objective criteria by which to determine whether a particular
subgroup of employees is being treated unfairly.

When we survey the types of firms in which employee ownership has
succeeded, the costs associated with collective decision making appear
surprisingly important in determining where employee ownership is
viable and how it is organized. In fact, these costs seem to go far toward
explaining the large residual in the existing pattern of employee own-
ership that is left unexplained by the other considerations surveyed in
Chapter 5.

Which Firms Succeed?

The most striking evidence of the high costs of collective decision
making is the scarcity of employee-owned firms in which there are
substantial differences among the employees who participate in own-
ership. Most typically, employee-owners all do extremely similar work
and are of essentially equivalent status within the firm. Rarely do they
have substantially different types or levels of skills, and rarely is there
much hierarchical authority among them. This is evident in the pro-
fessional service firms, where employee ownership is best established.
The partners in a law firm, for example, are all lawyers of roughly equal
skill and productivity who work more or less independently of each
other; rarely does one partner have substantial supervisory authority
over another. Similarly, the employees in the U.S. plywood coopera-
tives are unspecialized and only semi-skilled, and commonly rotate
over time through the various jobs in the mill. They thus have little
reason to differ concerning the policies to be adopted by the firm. The
manager, who is the only person in the firm with specialized skills and
tasks and with substantial supervisory responsibilities, is generally not
a member of the cooperative but rather hired as a salaried employee.?
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The driver-owned transportation cooperatives that are so common
throughout the world also fit this mold; the drivers have extremely
similar stakes in any decision made by the firm. '

The predominance of this pattern suggests strongly that employee
ownership works best when there is little opportunity for conflict of
interest among the employee-owners. Evidently the viability of em-
ployee ownership is severely compromised when the employees who
share ownership play diverse roles within the firm* and consequently
will be differently affected by important decisions taken by the firm—a
conclusion supported by substantial anecdotal evidence from a variety
of different types of employee-owned enterprise.’

Conversely, employee ownership evidently is viable when the em-
ployees involved all play a similar role within the firm, even if in other
respects the net benefits from employee ownership do not appear un-
usually strong in comparison to situations in which investor ownership
is the rule. As we saw in the last chapter, employee ownership does not
typically arise where the costs of contracting for labor on the market
are unusually high; indeed, quite the contrary. Apparently employee
ownership is worthwhile, as a means of reducing the costs of labor
contracting, even where those costs are, compared with those of other
industries or other types of employees, relatively low—as long as col-
lective decision making is not a potential problem. This remains true,
moreover, where the risk-bearing costs associated with employee own-
ership are relatively high.

‘The natural conclusion from this pattern is that, if costs associated
with collective self-governance were not a problem, employee owner-
ship would be far more widespread than it is.

Structures to Avoid the Costs

Another important indication that collective governance can be costly,
and that the costs involved play a critical role in the success or failure
of employee ownership, lies in the strong tendency for employee-
owned firms to adopt rules and practices that promote homogeneity of
interest among the employee-owners.

For example, the plywood cooperatives nearly all adhere rigidly to a
scheme under which all members of the firm receive the same rate of pay
regardless of task or seniority. The firms explicitly justify this practice
as necessary to avoid excessive dissension among the members.®
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Even more striking, many of America’s largest and most prosperous
law firms have long followed a practice of sharing the partnership’s
carnings equally among all partners of a given age, regardless of indi-
vidual productivity. This is an astonishing fact. As we have seen, law
firms not only can, but do, monitor the productivity of their individual
lawyers quite closely. It would therefore seem natural to adjust each
partner’s return to reflect her productivity, and thus provide a strong
financial incentive for efficient performance. Yet the equal-sharing
firms abandon all such financial incentives. Obviously there must be
some strong countervailing value served by equality in distribution of
earnings.

One explanation that has been offered for this practice is that itis a
mechanism for risk sharing.” Yet it is hard to believe that risk sharing
is the principal motivation. At the time they enter into the equal-
sharing scheme, the lawyers involved have already achieved great pros-
perity and security. They have proved their professional competence
and have become partners, with effective lifetime tenure, in an estab-
lished law firm. Commonly their expected earnings are at least several
hundreds of thousands of dollars per year. Could such individuals
nevertheless be so risk averse that they are prepared to relieve their
partners of all financial incentives for productivity simply to ensure
that their own income will always be the same as that of the other
partners their age?

This is highly implausible.® It is more likely that these equal-sharing
schemes serve principally to reduce the costs of collective decision
making. An equal-sharing rule provides a simple focal point for decid-
ing how to divide the pie. Using a political process to decide on a more
complex differentiated scheme of division would be time-consuming
and divisive for all involved, and there is no reason to believe that a
stable outcome could be easily achieved.

Law firms that do not adopt equal-sharing rules commonly employ
formulas under which a partner’s share is determined according to
specified indicia of productivity, such as hours billed or number and
value of new clients brought to the firm. Such formulas—as opposed to
less formal approaches under which a manager or committee is simply
given discretion to set relative shares as seems appropriate, without
being bound to a rigid formula—are evidently an alternative effort to
establish more or less objective, and hence uncontroversial, criteria for
dividing the pie where equal sharing is too difficult to justify. Even so,
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there is considerable dissension within law firms about the structure of
these formulas, and the resulting disagreements are an important
source of instability and dissolution among law partnerships.

Indeed, employee ownership generally seems to thrive only where, if
equal sharing is not practicable, individual employee productivities are
sufficiently easy to measure so that some relatively objective, and hence
uncontroversial, method of pay based on that measure can be em-
ployed. We find employee cooperatives among taxi drivers and refuse
collection crews, where members of the cooperative bill clients in-
dividually and can simply be compensated with a fraction of those
billings. Employee ownership is correspondingly rare among those
firms—which constitute the overwhelming bulk of all large firms to-
day—in which production requires the joint effort of large numbers of
employees with different skills performing different tasks, so that the
productivity of individual employees is difficult to assess with any pre-
cision.

Employee-owned firms also commonly strive to ensure that not only
pay, but also amount and even type of work, is equalized among the
members of the firm. The employee-owners in the plywood factories,
as already noted, commonly rotate through the different jobs over
time, so that there is little long-run specialization of work among
them. Law firms strongly resist admitting to the partnership any law-
yer who is not of roughly the same competence and productivity as the
other partners; less-qualified lawyers, if valuable to the firm, are kept
on as permanent salaried associates rather than as partners who receive
a smaller share of earnings.’

Similarly, law firms strongly resist letting some partners work fewer
hours than average in exchange for a smaller share. The recent rapid
increase in the number of women lawyers, for example, has created
considerable pressure for part-time work arrangements to permit time
for child rearing. Many law firms now willingly accept such arrange-
ments for salaried “associates” (young lawyers not yet promoted to
partnership), and at the same time refuse to permit women to be
partners on a part-time basis.'® This refusal is sometimes explained on
the ground that clients demand that attorneys be available full time or
that attorneys must practice full time to keep up their skills."! But these
explanations seem forced. Rather, it appears likely that such inequal-
ities among members of the firm are resisted at least in part because
they tend to destabilize the cooperative governance structure. A simple
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rule under which everyone does essentially the same amount and kind
of work, and receives the same pay, is by far the easiest to agree upon
and to enforce,'” and these advantages evidently are often sufficient to
outweigh the costs such a simple rule engenders in the form of inflex-
ibility, poor incentives, and lack of diversification among the work
force. (This is not to deny, of course, that simple sexism also plays a
role in denying partnerships to women under conditions acceptable to
them.)

To be sure, it is possible that such egalitarian practices are unusually
common in employee-owned firms at least in part for other reasons. In
particular, it could be that causation runs the other way from that
suggested here: employee-owned firms may be unusually inclined to
adopt egalitarian practices simply because they are employee-owned,
and not because such practices are necessary to reduce governance
costs. For example, there is evidence that employees judge the ade-
quacy of their salaries in relation to the amount paid other employees
at the same firm. Consequently, an employee will accept a lower wage
if he is among the best paid at the firm, and will require a larger wage
if he is among the lowest paid. The result is that the wage structure
within a given firm is less dispersed than differences in productivity
among employees would predict; the employees at the top of the wage
scale compensate the employees at the bottom, as it were, for the
privilege of being on top."> Perhaps this effect is intensified when
employees are co-owners rather than simply salaried employees, be-
cause they are then even more inclined to view themselves as a collec-
tive reference group for purposes of judging their individual welfare. If
so, this would lead employee-owned firms to have less differentiated
wage structures than similar investor-owned firms.'* Such a phenom-
enon would not, however, explain why it is that employee ownership
tends to arise only where the employees involved are highly homoge-
neous to begin with.

In recent years, the size of corporate law firms has increased dra-
matically. Firms are now highly departmentalized, and the size of teams
that work on major projects has also become large. As a result, there is
now substantial horizontal and vertical division of labor within firms.
Under such circumstances, norms requiring equal contributions from
all senior attorneys become harder to maintain, and equal sharing of
earnings becomes harder to justify. These developments presumably
help explain the increasing tendency among law firms to hire “perma-
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nent associates” who remain with the firm indefinitely as salaried em-
ployees rather than as partners. By this device, ownership of the firm
can be confined to a relatively homogeneous class of attorneys without
cramping the firm’s growth or diversification. For similar reasons, it
seems predictable that law firms might seek to accommodate as per-
manent associates rather than as partners the increasing numbers of
senior women attorneys who wish to work only part time, although
laws and norms concerning sex discrimination may inhibit firms from
pursuing this approach.

The ultimate means for a service firm to avoid the governance costs
associated with employee ownership, however, is to convert to investor
ownership. And this is, in fact, the path being followed in many of the
service professions. Advertising firms began converting from the part-
nership form to investor ownership in the early 1960s, and most of the
larger firms are now investor-owned."” Similarly, investment banking
began abandoning the partnership form in the 1970s, and many of the
larger firms there, too, are now investor-owned.'® Medical practice has
been following the same route, as investor ownership has spread rap-
idly among health maintenance organizations."

Evidently one reason such firms convert to investor ownership is to
attract larger amounts of capital than can conveniently be supplied by
the professionals who work for them. But there is evidence, too, that
the conversions serve to alleviate governance problems. Firms in these
industries have been growing larger and more complex, offering a
broader range of services and exhibiting more internal specialization
and departmentalization. Presumably consensus among the profession-
als within these firms concerning policies to be followed and division
of the firm’s earnings has become increasingly difficult to secure. Strik-
ing evidence of this appears in the well-documented sale of Lehman
Brothers, one of America’s oldest investment banking partnerships, to
American Express in 1984. Although a need for capital seems to have
played a role, the sale was precipitated by a breakdown in internal
governance that had its roots in conflicts between the old-line bankers
and the newly powerful traders within the firm.'®

Further evidence comes from the recent emergence of a number of
“boutique” investment banking firms organized as partnerships.'?
These firms have only a small number of partners and concentrate on
only a portion of the investment banking business (such as mergers and
acquisitions), hence reducing opportunities for serious conflicts in de-
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cision making. At the same time they are often exceptionally well
capitalized.?® This indicates that the need for capital is not a decisive
factor in the choice of ownership in investment banking, and suggests
strongly that governance also plays an important role.

B

What Constitutes Homogeneity of Interest?

The preceding evidence implies that employee ownership works best
where the employee-owners are so homogeneous that any decision
made by the firm will affect them roughly equally, or where, though
the employees differ in ways that cause the burdens and benefits of
some decisions to be shared unequally, there is an objective and widely
accepted basis for making those decisions. That is, employee owner-
ship is most viable where either no important conflicts of interest exist
among the employee-owners, or some simple and uncontroversial
means is available to resolve the conflicts that are present.

What constitutes a difference, and what constitutes an objective and
legitimate way to resolve a difference, are of course relative things.
Formal public choice theory confirms what common sense suggests:
that strong homogeneity of interest is not in itself sufficient to elimi-
nate the pathologies of collective choice mechanisms. If the range of
available outcomes to choose from is sufficiently large, then majority
rule may not yield a stable outcome even if preferences are only very
slightly heterogeneous.?’ To take a mundane example, if a majority of
the pilots in a pilot-owned airline have brown eyes, they might vote for
a policy under which brown-eyed pilots get paid 20 percent more than
do blue-eyed pilots. But then, if the pilots over five feet ten inches in
height form a majority, they might subsequently vote to eliminate the
eye-color-based pay policy in favor of a policy in which pilots over five
feet ten inches get paid 30 percent more than do shorter pilots. And so
forth. :

We must therefore ask why voting ever works. Why doesn’t shared
decision making among a group of owners always break down, in favor
of either chaos or atithoritarianism, when there exists any basis for
distinguishing among the owners, no matter how trivial—as there vir-
tually always is among a firm’s employees? If, as the evidence suggests,
substantial (but of course never complete) homogeneity of interest is
sufficient to reduce considerably the costs of collective decision mak-
ing, there must be some special reason why this is so.
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One answer, presumably, is that culture and institutions place im-
portant limits on the range of legitimate voting outcomes. Where
there is substantial perceived homogeneity of interest, as where all
workers have essentially the same role within the firm, socially shared
norms of fairness, as well as the fiduciary rules that a reviewing court
will enforce, place all but a few potential outcomes beyond reach. Thus
neither conventional morality nor the courts are likely to sanction a
system in which pilots with brown eyes get paid more than do those
with blue eyes.

It follows that homogeneity of interest is, in important degree, a
social construct. Consequently, what passes for homogeneity in one
setting may not in another. There was a long period in which it would
have been both morally and legally acceptable in the United States for
pilots with white skin to be paid more than pilots with black skin. As
we shall see in Chapter 7, an important reason why farmer-owned
marketing cooperatives were for a long time much less common in
tobacco than in other crops was apparently the presence of much more
racial diversity among tobacco farmers than among other types of
farmers, with the result that shared governance was less workable
among the tobacco farmers. '

Ownership by a diverse constituency can be made more viable by
creating and maintaining institutions—including shared norms, formal
legal and charter limitations on voting procedures and voting out-
comes, and review by outside agencies such as courts—that constrain
the available range of choices.””> We have already seen a number of
examples. The costs of constructing and sustaining these institutions,
which increase as the perceived degree of heterogeneity among the
Owners increases, are an important component of the costs of collective
decision making. :

Representative Democracy in Practice:
The Case of Mondragon

The firms in which employee ownership is found are, like law firms,
often small enough to permit the use of highly participatory forms of
direct democracy. This is not to say that such firms are, in reality,
usually highly participatory. In partnerships of professionals, such as
law firms, although the partners may have substantial nominal rights to
participate in collective decision making, governance is often effec-
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tively confined to a small group of senior partners who are essentially
self-appointing—a practice that itself suggests that collective decision
making among employees is costly.

In any event, in larger employee-owned firms, highly participatory
forms of decision making are unwieldy, and direct democracy must
usually yield to a representative form of governance. The most obvious
model is one, analogous to that employed in widely held investor-
owned corporations and in other types of large cooperatives, under
which the employee-owners elect representatives to a board of direc-
tors. The board, in turn, is responsible for appointing and overseeing
the firm’s managers. Direct voting by the owners is then confined to
major “constitutional” changes in the firm, such as merger or liqui-
dation. Where the work force is heterogeneous, indirect representa-
tion of this sort could have an advantage over more direct forms of
democracy in securing professional management and avoiding high
process costs or inefficiently biased decisions. Yet such a system of
indirect representation might also insulate management so well as to
sacrifice some of the potential advantages of employee control.

Few well-documented examples of large employee-owned firms with
heterogeneous work forces exist, and so it is difficult to assess directly
and in detail how well a representative system of employee governance
can function in such a setting. The case that has been most extensively
studied is the affiliated group of worker cooperatives at Mondragon,
Spain. Because of the substantial success these firms have achieved (by
a variety of measures their average productivity has regularly exceeded
that of Spanish industry in general),?’ and because of the extraordinary
amount of attention they have received among advocates of employee
ownership, they call for special consideration. Unfortunately, even the
literature on Mondragon does not focus very carefully on matters of
governance. We cannot draw strong conclusions, consequently, but
rather can only point to some aspects of the Mondragon experience
that offer evidence of the costs of decision making.

In an individual firm within the Mondragon group, direct employee
participation in governance is largely confined to annual meetings at
which the employees elect representatives, in at-large elections, to a
nine-member supervisory board of directors for staggered terms of
four years. The board, in turn, is responsible for appointing the firm’s
managers, who serve for a minimum of four years and cannot be
removed during that term except for cause.”* (In contrast, the mem-
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bers of the board of directors of American business corporations are
typically elected for terms of only one year, and managers serve at the
discretion of the board.) Fach firm also has a “social council” that is
elected by the employees separately from the elections to the board of
directors and that serves as the principal avenue by which the interests
of the employees in a firm are made known to management. In contrast
to the members of the board of directors, who are elected at large, the
members of the social council are elected by local constituencies within
the firm. The social council, however, acts only in an advisory capacity
to management and has no formal authority.*

In addition to these procedural rules, which blunt the use of elec-
toral mechanisms as a direct means of controlling management, there
are limitations on the substantive decisions that the employees can
make. In particular, the employees in an individual firm within the
Mondragon group are constrained in the extent to which, and the ways
in which, they can appropriate the firm’s net earnings. They are not
free to set their wages at any level they wish; rather, each firm must
adopt a system of wages that deviates only within specified bounds
from a scale established by the Mondragon system’s central bank.2
Moreover, 10 percent of the net earnings remaining after payment of
these wages must be devoted to educational, cultural, or charitable
purposes;”” the rest must be retained and invested in capital accounts.
At least 20 percent of net earnings must be put in a collective account
that cannot be appropriated by the firm’s employees, even upon re-
tirement from the firm, and this percentage increases according to a
formula as the firm becomes more profitable. The remaining prof-
its—no more than 70 percent of total profits—are invested in accounts
for the individual employees. The amounts in these accounts cannot be
withdrawn before retirement but earn interest (which is paid to the
workers annually in cash) at 6 percent. These financial restrictions are
imposed on the individual cooperatives by a “contract of association”
that they enter into, at the time of their formation, with the Mon-
dragon system’s central bank; the restrictions are apparently not sub-
ject to alteration by a cooperative’s employees or management.® Other
potentially contentious topics, such as precedence in hiring and layoff,
are also governed by systemwide rules.?’

This attenuation of employees’ rights to earnings and control in the
individual cooperatives is reinforced by other features of the system.
Individual cooperatives that are engaged in a given type of production
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—consumer goods manufacturing, for example, or furniture making,
or agricultural production—are federated into a larger organization
whose leadership is effectively appointed by the managers of the con-
stituent cooperatives. These higher-level organizations often have con-
siderable authority over'their member firms. In particular, there is
substantial pooling of profits among the firms within a given group, so
that profitable firms underwrite the losses of unprofitable ones. Sim-
ilarly, individual workers can be reassigned from one firm to another
within the group.

In addition, each individual cooperative must affiliate itself with the
system’s central bank. The bank, whose own board of directors is
largely composed of managers of the constituent cooperatives, exer-
cises substantial authority over the individual firms. The bank’s wage-
setting authority has already been mentioned. Each firm must also
obtain whatever additional capital it needs from the bank and must
invest any capital surplus with the bank.’® The bank also retains and
exercises the authority to replace an individual cooperative’s manage-
ment, or to take over the firm’s operations directly, in case of poor
performance.’’

"This system, with its strong delegation to management and its cen-
trally imposed restrictions on individual firms’ decision making, has
evidently been designed self-consciously to mute the play of political
forces among the firm’s employees, preempting opportunities for
costly conflict. Not surprisingly, given this structure, the Mondragon
firms have a somewhat managerial character. It appears that leadership
comes largely from the top; for the most part, the electoral mecha-
nisms are employed largely to ratify proposals made by management.*
The powerful bank at the center of the system itself appears distinctly
managerial; as late as 1987, the two individuals who had long served as
chairman of the bank’s board of directors and as its chief executive
officer were both among the five persons who had founded the Mon-
dragon group more than thirty years before, and the chairman of the
bank’s board was also chairman of the board of the oldest and largest
individual firm in the Mondragon system and of the federated group to
which that firm belongs.’® An eight-day strike of workers against man-
agers at the latter firm, in 1974, is indicative of the managers’ inde-
pendence from their workers.>*

In short, workers’ rights to control and to participation in earnings
are attenuated in the Mondragon system, and the individual firms
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cannot really be said to be fully owned by their workers. Rather, the
system has something of the character of a large nonprofit holding
company that delegates to the employees of each subsidiary the right
to elect the subsidiary’s management. More particularly, Mondragon
bears some resemblance to the more decentralized American private
universities, such as Harvard, whose constituent schools and depart-
ments have substantial budgetary autonomy and are largely self-
governing but are subject to the right of the central administration to
intervene when it feels necessary.

None of this is to deny that the employees at Mondragon participate
meaningfully in control. An indication of that control (though perhaps
also of some instability in governance) is the departure from the group
of at least four of the cooperatives through conversion to investor
ownership, and the departure of at least another twelve firms as inde-
pendent cooperatives. All of these departures took place despite the
opposition of the central administration.*

The wage structure has been among the most contentious issues at
Mondragon. Initially, the systemwide top pay index—the maximum
permissible ratio of highest to lowest rate of pay—was three to one.
Over the years, this ratio has been increased to attract and hold tal-
ented executives. Thus in 1988 the top pay index was raised from 4.5
to 6. The new top index was imposed only as a ceiling, however;
individual cooperatives were left free to adopt a lower ratio if they
wished. The change was unpopular with the rank and file, which re-
peatedly voted down acceptance of the higher top index at individual
firms. Five years later, in 1993, only 8 of 125 affiliated firms had
adopted the new top index of 6, and nearly three-quarters remained at
4.5 or below. (Even the latter firms appear liberal as cooperatives go:
three-quarters of Spain’s other—generally much smaller—producer
cooperatives report that, as with the American plywood cooperatives,
all their members receive the same wage.)*®

In sum, Mondragon does not offer a straightforward demonstration
of the feasibility of adopting full employee ownership in a large firm
with a heterogeneous labor force. But it does show that an attenuated
form of employee ownership, in which the firm is managed on behalf
of its employees though not fully owned by them, can sometimes be
successful in industrial enterprise.

The representativeness of the Mondragon experience, as many have
noted, remains unclear. There are reasons to be cautious in concluding
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that replication will often be feasible. Among these reasons are the
ethnic homogeneity, insularity, and low mobility of the Basque pop-
ulation from which the Mondragon system draws its work force.*’
After forty years in operation, and despite substantial publicity, Mon-
dragon has still spawned few successful imitators on a similar scale,
either in Spain or elsewhere.*®

In any event, examination of Mondragon reinforces the inference
that the costs of collective decision making are significant in employee-
owned firms, and that structures to constrain those costs are a strategic
element in the design of those firms.

Other European Experience

Mondragon aside, the characteristics of worker cooperatives through-
out Europe—for all one can tell from the literature, which tends to be
scanty on significant details—seem to follow a consistent pattern that
reinforces the observations made above concerning the efficiency of
employee ownership.

Among European countries, as we have noted, Italy and France
apparently have the highest concentrations of successful worker coop-
eratives.”” In the case of Italy, this may be at least in part because that
country (like Spain) subsidizes worker cooperatives in general through
tax exemptions and special credits.** In addition, both France and Ttaly
grant construction cooperatives special advantages in bidding for gov-
ernment business, which may be quite important in explaining the high
concentration of cooperatives in that industry.*' The construction
companies and artisanal firms that constitute the bulk of the worker
cooperatives in these countries seem to conform roughly to the type of
firm in which employee ownership has proved most viable elsewhere,
with relatively little internal hierarchy, although the Italian coopera-
tives evidently include some construction companies and manufactur-
ing firms of substantial internal complexity.*?

The Italian worker cooperatives are generally affiliated with one of
three associations, each of which has traditionally been connected with
one of the nation’s political parties. In particular, well over half of the
cooperatives, including most of the largest and most successful firms,
are members of an association (the “Lega”) historically affiliated with
the former Italian Communist Party (now the Democratic Party of the
Left). Although it is difficult to obtain a clear view of these coopera-
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tives from the available literature, there is some reason to believe that
their decision-making autonomy is constrained to an important degree
by control exercised from the top down through the Lega.*’ Moreover,
the cooperatives’ members are represented by a national labor union
also affiliated with the former Communist Party, and wages in the
cooperatives, like those in similar investor-owned firms, are deter-
mined by industrywide bargaining—with the Lega serving the role of
the employers’ representative for the cooperatives in these collective
negotiations. Furthermore, in Italy (as in France), the statutes govern-
ing worker cooperatives impose on them a quasi-nonprofit structure,
requiring that a substantial fraction of net earnings be retained in
accounts not distributable to the worker-members and prohibiting the
distribution of net assets to members upon dissolution.** Profit-sharing
bonuses are limited by law to 20 percent of wages. In practice, these
bonuses are commonly paid to nonmember employees as well as to
members, are often small or nonexistent, and (like wages) do not ex-
ceed those paid in investor-owned firms.** In sum, although the evi-
dence suggests an important degree of real employee governance in the
most successful Italian worker cooperatives, those cooperatives operate
in an environment of favoritism and constraints that make it difficult to
draw general conclusions from them about the behavior and viability of
fully worker-owned firms.

England has far fewer employee-owned firms than France or Italy.
Onmitting partnerships of service professionals, such as solicitors, the
firms that have been successful over the long run can be divided into two
groups. The first group has its origins in the labor and cooperative
movements of the late nineteenth century. The number of these firms
has been declining throughout this century; by one count there were
only sixteen remaining in 1973. The firms in this group are typically
small artisanal cooperatives; more than half are in printing or bootmak-
ing.* The second group consists of more recently founded firms asso-
ciated with the Industrial Common Ownership Movement (ICOM).
There were eleven of these firms as of 1977. They include some
moderate-sized industrial enterprises with a fair record of success. The
ICOM firms, however, are not truly employee-owned. The employees
have no claim on the firms’ net assets, their rights to participate in cur-
rent net earnings are constrained, and ultimate authority over important
aspects of the firms’ affairs are in the hands of trustees who are not
elected by the employees.”” These firms are, like many other firms
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called worker cooperatives, essentially nonprofit firms that are managed
on behalf of their workers and not actually owned by them. They have
also benefited from some generous subsidies. Four of the eleven ICOM
cooperatives, for example, were essentially donated to their employees
by their former owners.*

The experience in these countries thus does not provide clear evi-
dence of the viability of large firms with heterogeneous work forces

under full employee ownership.

Experience with Partial Employee Participation

The importance of governance costs relative to the other costs
and benefits of employee ownership is further underscored by the
accumulated experience with various forms of partial employee partic-
ipation in earnings and control that fall short of full employee own-
ership.*’

Employee Stock Ownership Plans

Since the 1970s many American firms have adopted employee stock
ownership plans under which most or all of the firm’s employees re-
ceive a portion of their compensation in the form of stock in the firm.
Typically ESOPs are structured as deferred compensation plans in
which the employer deposits stock in a trust fund that holds the stock
for the benefit of the participating employees, often as the reserve for
the employees’ pensions. By 1986 approximately 4,700 companies had
adopted such plans. Roughly 25 percent of these plans owned more
than 25 percent of the stock in their firms, and somewhat less than 2
percent owned all of the stock.’® By 1990 the number of companies
with ESOPs had grown to roughly 10,000,%" and estimates suggest that
the ESOP owned a majority of the stock in more than 1,000 of these
companies.”>

The rapid proliferation' of ESOPs is not an unbiased indicator of
their efficiency. Although the ESOP concept has been actively pro-
moted since the 1950s,%? it did not become popular until ESOPs were
granted substantial federal tax subsidies beginning in 1974—tax sub-
sidies that have since been broadened and deepened®*—and until it was
discovered that creation of an ESOP could be a useful defensive tactic
for management in an attempted corporate takeover.’® It is entirely



106  Producer-Owned Enterprise

possible that, without these special advantages, ESOPs would remain
rare. The numerous studies of ESOPs that have been undertaken to
date, while not conclusive, have failed to present clear evidence of
improvements in either employee productivity or firm profitability
once allowance is made for tax subsidies.*®

Whatever the motivation for adopting ESOPs, one of the most
striking facts about them is that they generally provide for participa-
tion only in earnings and not in control. Only rarely have they been
structured to give the employees a significant voice in the governance
of the firm. A substantial fraction of the stock held by ESOPs is non-
voting stock.’” Further, the power to vote any voting stock held by an
ESOP is commonly not exercised by the employees who are the ben-
eficiaries of the plan. In the latter regard, the tax law plays a significant
role. For a privately held corporation to obtain the tax benefits pro-
vided for ESOPs, the power to vote stock held by the corporation’s
ESOP need not be passed through to the employees, but can be voted
by the plan’s trustee.’® The trustee, in turn, can be appointed by the
firm’s management without consultation with the employees who are
the plan’s beneficiaries. In publicly traded corporations, in contrast,
voting power must be passed through to the employees on all ESOP
stock actually allocated to the employees—which is to say, not pur-
chased through borrowing, as in the popular “leveraged” ESOP.’®

These tax law provisions are evidently important in understanding
the pattern of ESOPs that has evolved. If we exclude so-called tax
credit ESOPs—that is, ESOPs created under a special (and now re-
pealed) provision effectively giving a 100 percent tax subsidy to the
plan—roughly 90 percent of all ESOPs are in privately held firms.
Moreover, there are very few publicly traded firms in which an ESOP
has more than 20 percent of the firm’s stock, and perhaps none in
which the plan has a majority of the stock.%® Firms in which a majority
of the stock is held by an ESOP are, it appears, almost exclusively
privately held. And, although the law permits (but does not require)
that votes on ESOP stock be passed through to employees in privately
held firms, this is done in only a distinct minority of such firms.®! Thus
ESOPs generally do not permit much employee participation in con-
trol of the firm in either publicly or privately held firms. In fact, an
extensive 1986 survey found that only 4 percent of sampled firms with
ESOPs had any nonmanagerial employee representatives on their
boards of directors and found no firms with ESOPs in which employee
representatives constituted a majority of the board of directors.®
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What is particularly interesting is that voting rights have not been
passed through to employees even in some firms—including, for most
of its young life as an employee-owned firm, the much-publicized
Weirton Steel Company®*—in which the ESOP owns 100 percent of
the firm’s stock. Instead, voting rights are commonly held by the
ESOP’s trustee, who is appointed by a self-perpetuating board. In
effect, these firms are operated as nonprofit institutions in which di-
rectors with control but no claim on residual earnings are charged with
managing the firm as fiduciaries for the benefit of the employees.

A commonly held view is that employee participation in corporate
governance is highly desirable but that the risk and the high cost of
capital that employees face when they participate in ownership are
serious liabilities. From this, one would expect employee ownership to
be structured to maximize employees’ participation in control but to
minimize their contribution of capital. ESOPs, however, have just the
opposite character. Since they provide for participation in residual
earnings through the purchase of stock (rather than, for example,
through a simple profit-sharing plan), they amplify employees’ prob-
lems of illiquidity and risk bearing. Yet at the same time they typically
give employees no voice at all in the management of the enterprise.®*

If the advantages of employee participation in control exceeded its
costs, then one would surely expect to see much more employee con-
trol in firms with ESOPs, and particularly in the thousand or more
firms in which the ESOP owns a majority of the firm’s stock. These
firms, or their employees, are already incurring most of the principal
costs of employee ownership—particularly the high costs of bearing
undiversified risk that employee ownership imposes on employees.
The fact that employees typically do not participate in the governance
of these firms suggests strongly that the persons responsible for struc-
turing them believe that any reduction in agency costs that might
result from making management directly accountable to the firm’s
employees, even though the employees are already the firm’s beneficial
owners, would be outweighed by the costs—whether in the form of
inefficient decisions or high process costs—that would be engendered
by the political process required for such accountability.®®

To be sure, the creation of ESOPs in which votes are not passed
through to employees can probably be explained at least in part as an
effort by corporate managers to preserve or increase their own auton-
omy—that is, as a means of protecting the managers both from hostile
takeovers and from direct accountability to the employees. But man-
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agerial opportunism alone seems insufficient to explain the virtually
complete absence of employee control even in firms in which an ESOP
holds a majority of the firm’s equity. If creation of an ESOP with
pass-through of votes to the employees would be more efficient than
either no ESOP or an ESOP without pass-through of votes, then one
would expect to see hostile takeovers initiated with the aim of creating
such a structure—or at least to see such ESOPs put in place upon the
successful completion of hostile takeovers attempted for other reasons.
In fact, one would expect to see employees themselves, perhaps through
their unions, participating in such hostile takeovers.

Beneficial Ownership

As just noted, firms in which an ESOP owns a majority of the com-
pany’s equity are typically controlled not by their employees but by
trustees who manage the firms as fiduciaries for the employees. Thus
these firms are not fully employee-owned but rather, in a sense, are
nonprofit firms that are operated on behalf of their employees. Indeed,
a number of often-cited instances of “employee ownership” in the
United States—including, for example, the car rental company Avis,
the publisher Norton, and the now-defunct airline People Express®—
have not, in fact, put voting control of the firm in the hands of their
employees; on the contrary, they have given voting rights only to a
small group of top managers, leaving most employees to participate
only in earnings and not governance.

Similarly, the most successful large-scale experiments with em-
ployee-owned industrial enterprise in Britain, the ICOM cooperatives,
have also been structured with only beneficial employee ownership.
The same is apparently true to a substantial degree of many French and
Italian worker cooperatives, and one can even argue that this charac-
terization has some application to Mondragon. In short, examples of
successful employee ownership in industrial enterprise frequently
involve not true worker control but rather firms that are only benefi-
cially owned by their workers, with actual authority exercised by fidu-
ciaries.

A plausible inference to be drawn from this pattern, as already noted,
is that full employee control tends to bring serious inefficiencies with
a work force as heterogeneous as those to be found in most industrial
firms. One might concede this point, however, and nevertheless argue

Governing Employee-Owned Firms 109

that even firms that are only beneficially owned by their employees are
often preferable to investor-owned firms. Indeed, many advocates of
employee self-governance explicitly call for giving employees only at-
tenuated property rights in their firms’ earnings and assets.®”

Some of the most important benefits of employee ownership dis-
cussed in Chapter 5 could presumably still be realized with only ben-
eficial ownership instead of full employee ownership. The problems of
monitoring employees, employee lock-in, strategic bargaining behav-
ior, and poor communication of employee preferences arise principally
because of the conflict of interest between employees and owners that
characterizes an investor-owned firm. Even beneficial employee own-
ership promises to eliminate that conflict of interest in substantial part.

At the same time, serious countervailing inefficiencies may result if
industrial firms are structured, to an important degree, as nonprofits in
which employees have beneficial ownership but lack essential elements
of full ownership, such as ultimate authority to replace top manage-
ment or to compel distributions of earnings or assets. We will explore
the nonprofit form more carefully in Chapter 12, and here simply note
that such a structure largely insulates the firm’s management from any
direct incentives to perform efficiently. Further, such firms are subject
to special problems in adjusting their capital stock. When nonprofit
firms need a rapid infusion of capital, they often have difficulty raising
it since they cannot sell equity shares. Conversely, when market con-
ditions permit, nonprofit firms tend, by retaining earnings, to accu-
mulate capital well beyond the amount needed for efficient operation.

For these reasons, only under two conditions does it make sense to
organize an industrial firm as a nonprofit, managed in substantial part
on behalf of but not by its employees: (1) if severe inefficiencies in
contracting for labor would result if the firm were investor-owned; and
(2) if collective governance by the employees would be extremely
costly. In such circumstances, the inefficiencies of the nonprofit form
might be smaller than either the costs of labor market contracting that
would accompany investor ownership or the costs of collective decision
making that would accompany true employee ownership.

The fact that employee ownership in the industrial sector is confined
largely to firms that are only beneficially owned by their employees
rather than being fully employee-controlled suggests that condition (2)
holds. The fact that even beneficial employee ownership rarely appears
in complex industrial firms where it is not heavily subsidized suggests
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that condition (1) does not hold. Taken together, these conclusions
imply two things. First, if employees are to be given some form of
ownership interest in an industrial firm, it is most efficient to structure
the firm as a fiduciary entity managed on behalf of, but not fully
controlled by, its employees. Second, the costs associated with con-
tracting for labor on the market—that is, the inefficiencies of investor
ownership—are nevertheless insufficient to justify the costs of adopt-
ing the nonprofit form to avoid them. As a general matter, industrial
firms that are only beneficially owned by their employees may be more
efficient than fully employee-owned firms, but are evidently less effi-
cient than investor-owned firms.

It should be kept in mind that we are talking here only of what we
have loosely termed “industrial” firms—that is, firms with sufficient
hierarchy and division of labor to have a work force with significantly
heterogeneous interests. As we saw in Chapter 5, employee ownership
can be, and is, quite successful when the employee-owners can be
drawn from a relatively homogeneous group for whom the costs of
collective decision making are not an important issue.

Codetermination

German-style codetermination, providing for substantial worker par-
ticipation in corporate governance but no direct participation in net
earnings, has roughly the opposite characteristics from ESOPs.%® More
particularly, under legislation adopted for the coal and steel industry in
1951 and extended to German industry in general by stages in 1952
and 1976, German workers are entitled by law to elect half of the
members of the supervisory board of directors in all large German
firms, though workers otherwise remain salaried employees with no
equity stake in the firm.*

If all workers were homogeneous, and if the workers had complete
‘parity on the corporation’s board, then codetermination would yield a
structure roughly like a two-person partnership, in which the two
parties must continually bargain between themselves over all relevant
matters concerning the operation of the firm. It would also have some-
thing of the character of ordinary collective bargaining, except that it
would have the advantage that information would be fully shared and
that the terms of the agreement might be more easily adjusted as time
goes along.”’

Such a structure is, arguably, roughly what one finds in the German
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coal and steel industry. The worker representatives there have been
granted substantial parity on the board of directors. Moreover, those
worker representatives arguably speak with a roughly unitary voice as
a consequence of the heavily blue-collar nature of the work force and,
probably much more important, of the substantial role given to the
union in representing the workers on the board. The highly central-
ized structure of union authority in Germany presumably tends to
yield a common policy for the worker representatives vis-a-vis the
investor representatives on the boards in these firms.

The industries covered by the Co-Determination Act of 1976
(namely, all firms outside of coal and steel in which there are more
than 2,000 employees) present a somewhat different picture. These
firms evidently exhibit all the work-force heterogeneity typically en-
countered in modern industry. And the unions have not been given a
central role in the process of selecting worker representatives to the
supervisory board. As a result, the worker representatives on the board
represent constituencies with diverse interests. The legally mandated
system for selecting worker representatives reinforces this, because it
requires that there be included at least one representative from each of
three classes of workers: wage earners, salaried employees, and man-
agerial employees. From all that has been said above, one would not
expect that this system of representation would be highly viable as a
means of governing the firm. Given the apparent difficulty of making
collective self-governance workable for employees alone when the la-
bor force is heterogeneous, it would be surprising if a firm’s electoral
mechanisms, including voting for and within the board of directors,
could effectively be employed not only to resolve conflicts among
different groups of employees but also to deal with the more serious
conflicts of interest between labor and capital.

The German experience does not clearly belie that expectation. To
begin with, codetermination has been imposed upon German firms by
force of law; no similar system seems to have been adopted by any
significant number of firms either inside or outside of Germany in the
absence of compulsion:

In addition, a variety of elements in the German system of codeter-
mination seem well designed to prevent politics at the board level, both
among workers and between workers and shareholders, from yielding
instability and inefficient decisions. First, outside the coal and steel
industry, labor lacks full parity on the board: if there is deadlock be-

tween the worker and the shareholder representatives, a tie-breaking
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vote is effectively granted the shareholder representatives. Second,
German firms have a dual board structure in which the higher “su-
pervisory” board, on which the worker representatives sit, is distant
from all but the broadest decisions of policy. Third, the provision for
separate managerial representatives among the employee representa-
tives creates the likelihood that one or more of the worker represen-
tatives will often side with the shareholder representatives. Fourth, the
matters of most direct importance to workers are not decided at
the level of the supervisory board. Either they are decided higher up,
at the industry level, through collective bargaining between the unions
and the employers’ associations, or they are decided at a lower level in
dealings between management and the legally mandated works coun-
cils. As a consequence, the board is not used for making the particular
types of decisions where workers and shareholders have the most
strongly conflicting interests, and where the workers have the most
strongly conflicting interests among themselves.

Indeed, it appears that codetermination has not had a substantial
impact on firm decision making at the board level, which continues to
be dominated by shareholder interests in firms outside the iron and
steel industry. The worker representatives to the supervisory board
arguably play a largely informational role, providing a credible source
of information from the firm to the workers (and vice versa) in support
of collective bargaining by the unions and decision making in the
works councils, where the real worker influence takes place and where
shared information presumably reduces the incentive for, and hence
the costs of, strategic bargaining. This suggests, in turn, that there may
not be much difference between the regime imposed on those firms
covered by the 1976 law and the smaller firms still covered by the 1952
law, which provides for only one-third of the directors to be worker
representatives, and indeed that both these systems may be little dif-
ferent in practice from the regimes imposed in the Scandinavian coun-
tries and elsewhere, under which workers have the right to have only
one to three members on the board—enough to serve as informational
conduits, but not enough to exercise meaningful control.

Unionization

In those firms in which employees bargain collectively through labor
unions, employees already employ a political process for the purpose of
aggregating their individual interests. The difference between such an

Governing Employee-Owned Firms 113

arrangement and the type of collective representation involved in em-
ployee ownership, of course, is that the union’s political process is used
not to select the firm’s management but to select representatives to
bargain with a management chosen by the firm’s shareholders.

It might seem that unions have most of the costs and few of the
benefits of employee ownership. On the one hand, because unions do
not involve full employee ownership, they do not entirely remove the
possibility that the management of the firm will behave opportunisti-
cally toward the employees (or vice versa). Yet, on the other hand, they
potentially have all the costs of collective decision making among em-
ployees.

There is surely some truth to this view, and it presumably helps
explain the near abandonment in the contemporary United States of
the adversarial model of collective bargaining that was adopted in
American law in the 1930s.”" Whatever the overall efficiency of that
model of employee representation, however, there are many ways in
which it adapted to the problems of collective representation on which
we have been focusing.

For one thing, employees with managerial or supervisory responsi-
bilities are generally not unionized; it is usually only the employees
who make up the lower, more horizontal strata among the firm’s em-
ployees who belong to a union. (Where more senior employees form
unions, they tend to be highly homogeneous, as in the case of teachers
or pilots.) Where the jobs held by the unionized employees are par-
ticularly diverse, the employees are frequently split up into separate
bargaining units. As a consequence, there is commonly a fair degree of
homogeneity of interest among the employees represented by any
given union.””

Further, unions typically bargain with management only over a rel-
atively narrow range of issues immediately touching on the employees’
interests, such as wages, hours, and job classifications.”® Other issues,
such as the firm’s investient policies or even its policy on layoffs, are
seldom bargained over even though in theory it might be more effi-
cient if employees were more actively involved in deciding them.”*
Indeed, unions themselves seem to avoid broader involvement of this
sort, intentionally keeping the scope of bargaining narrowly con-
fined.”” There may be a variety of reasons for this. But whether it is
cause or consequence, with this strategy a union averts certain possi-
bilities for costly internal conflict. By confining themselves to such
matters as wages, hours, and job classifications, unions avoid the ne-
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cessity of making a variety of hard choices where the interests of their
members conflict. They leave that task to management and stay fo-
cused on the less controversial aim of generally pressing for greater
equality with respect to the subjects they bargain over.

Finally, it is often observed that unions are seldom democratic.”®
This is commonly deplored in both the social science and the policy
literature, much as the general absence of genuine shareholder democ-
racy in publicly held business corporations was deplored several de-
cades ago. But it may be that greater democracy would bring much
higher governance costs without a corresponding improvement in the
accuracy with which the union members’ preferences are represented.
Michels’s iron law of oligarchy”” may in fact be an economic law, at
least where unions are concerned.

Similar considerations may help explain why it is that bargaining
between a union and a firm is often conducted in large part by repre-
sentatives from the union’s national office and not just by local union
officials: this helps defuse even further the problem of local internal
politics.

Experience with collective bargaining thus does not provide strong
evidence that democratic processes can be effectively employed to rep-
resent the interests of a heterogeneous class of employees in general
corporate decision making.

Other Problems with Employee Governance

One might concede that the high costs of employee governance have
been a critical constraint on employee ownership but nevertheless be-
lieve that these costs have some source other than conflicts of interest
among the employees or that, whatever the source of the costs, they
can be made manageable through experience and organizational inno-
vation. Two such arguments deserve special attention.

Employees May Lack Managerial Skills

Itis sometimes argued that employee ownership is common among ser-
vice professionals but rare among industrial employees simply because
the latter lack the skills necessary for governance of a firm. For example,
blue-collar employees may have insufficient knowledge of management
or finance to select or police the firm’s managers effectively. Or such
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employees may be inclined to be short-sighted in planning; the high
salience of wages and working conditions may make the employees fo-
cus on those concerns to the detriment of new investment.

Perhaps there is some truth in this view. The prevailing patterns of
ownership suggest, however, that the skill level of employees is much
less important than their homogeneity of interest in making employee
ownership feasible. Employee ownership is evidently viable among
blue-collar employees where there is little diversity of interest, as with
the drivers in the transportation cooperatives or the semi-skilled em-
ployees in the plywood manufacturing cooperatives. Conversely, em-
ployee ownership is rare among white-collar employees who are not
highly homogeneous, such as those employed in retailing, hotel and
restaurant services, health care other than physician services, or com-
puter programming.

An individual employee need not herself have the expertise to make
managerial decisions in order to exercise her voice effectively as an
owner. She need only be able to vote intelligently in electing the firm’s
directors. Consider, for example, a firm like General Motors. It is quite
believable that even an assembly line worker at GM is in a position to
act more thoughtfully in electing directors than are most of that firm’s
public shareholders, since she is likely to be more willing and able to
obtain relevant information about the candidates and to act on it.
Furthermore, many of GM’s employees are not assembly line employ-
ees but financial planners, design engineers, and marketing execu-
tives—employees who have a great deal of information relevant to an
assessment of the firm’s management and who are likely to influence
less-informed blue-collar employees in deciding whom to elect as di-
rectors. Consequently, it is quite plausible that, if the employees owned
General Motors, they would elect a more effective board of directors
and hold them more accountable than do the firm’s current public
shareholders—or at least it is quite plausible that this would be the case
if, contrary to fact, there were no important conflicts of interest among
the firm’s employees.

Employees Lack Experience with Governance

It has also been argued that a major obstacle to widespread employee
ownership is simply the absence of the customs, mores, and standard
procedures necessary to make employee governance effective.”® Ac-
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cording to this theory, employees must first become accustomed to the
notion of managing the firm where they work and develop the expe-
rience and methods needed for the task. This is presumably a cumu-
lative process; employees in one firm can benefit from the example of
another. Once the proper institutions and procedures are well estab-
lished and there is substantial accumulated experience in working with
them, employee ownership will compete effectively with investor own-
ership in a broad range of settings, including those in which there is
substantial heterogeneity of interest among the employees.

We cannot easily dismiss this argument. Organizational innovation
and its diffusion have sometimes proceeded slowly in other settings.
But there is strong reason to be skeptical.

Institutions for collective governance play a central role in American
culture and are familiar to most citizens in a broad range of settings,
from presidential elections to the student council and the local Moose
Lodge. Employees, in particular, have long been familiar with collec-
tive governance in unions. In such a cultural environment, it is hard to
argue that lack of experience with collective decision making in general
is a major obstacle to the viability of employee ownership. At most, one
can argue that the obstacle is lack of knowledge about, or experience
with, the specific types of governance mechanisms that are needed to
permit employees to act collectively in managing industrial enterprise.

The experience with ESOPs and at Mondragon suggests that the
most suitable forms for employee self-governance in large-scale en-
terprise may involve a complex combination of representative and fi-
duciary mechanisms. Further experimentation and experience in
developing these organizational forms may therefore help to reduce
their costs. Perhaps there are sufficient gains yet to be had in this
respect to yield important improvements in the viability of employee
ownership. But this seems unlikely. Even in the United States there has
already been considerable experience with forms of employee self-
governance in service enterprise and in small-scale industry. Further,
as later chapters will discuss, there has accumulated over many decades
substantial experience with consumer cooperatives and with other types
of producer cooperatives (such as farmer-owned processing and mar-
keting cooperatives), some of which rank among the nation’s largest
industrial firms. These firms provide obvious models for the gover-
nance of worker cooperatives. Their success suggests strongly that
where there are substantial gains to be had from collective ownership,
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its development will not long be inhibited simply by lack of experience
with institutions for collective governance in the particular setting
involved.

The experience with housing cooperatives and condominiums,
which is explored in detail in Chapter 11, is instructive in this regard.
Prior to 1961 the condominium form was essentially unknown in the
United States, and its close cousin, the housing cooperative, was largely
confined to the wealthy. Since then, however, changes in property law
have made the condominium form feasible, and developments in tax-
ation have made it financially attractive for a broad range of individ-
uals. As a consequence, the condominium form has now spread rapidly
and widely through the housing market even though it requires, at its
core, a mechanism for collective self-governance by the owner-
occupants. There is reason to believe that collective governance in
housing condominiums is costly and that, in part for that reason, with-
out substantial tax subsidies the condominium form would be far less
common than it is. It also appears that the mechanisms for collective
governance in condominiums are continuing to evolve—for example,
by delegating increasing authority to hired management—in ways that
reduce these costs. Nevertheless, the basic governance mechanisms
necessary to make condominiums viable in competition with investor-
owned (that is, rental) buildings developed quite rapidly. If so many
individuals can so quickly become accustomed to collectively govern-
ing the apartment building where they live, why can they not also
quickly become accustomed to collectively governing the firm where
they work? Evidently more is required to make employee self-
governance viable than simply additional time to get accustomed to it.

A Test Case: United Air Lines

The employee buyout of United Air Lines in 1994 promises to provide
an illuminating test of the importance of governance problems and of
the potential mechanisms to cope with those problems. Originally the
company’s 7,000 pilots'sought to purchase the firm by themselves, and
in fact reached a preliminary agreement with the company’s share-
holders for such a transaction in 1989. If that transaction had
succeeded, the result would have been very much the type of employee-
owned firm that has proved successful elsewhere, with ownership
shared by a single highly homogeneous group of employees. The pi-
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lots’ 1989 buyout ultimately failed, however, in part because of the
strong opposition of United’s 23,000-member machinists’ union, re-
flecting the serious conflicts of interest between these two quite dif-
ferent groups of employees.

In the successful 1994 buyout, the pilots brought the machinists in
as participants. The participating employees acquired, through ES-
OPs, 53 percent of United’s stock, with the remaining 47 percent left
in the hands of public shareholders. The consequence is a conspicu-
ously heterogeneous set of owners, with potential conflicts of interest
not only between the employees and the public shareholders but also,
among the employees, between the pilots and the machinists. In ad-
dition, the machinists are themselves, in comparison with the pilots, a
highly heterogeneous group. In an apparent effort to cope with these
potential conflicts, United’s governance mechanisms were revised, as
part of the buyout, to provide for selection of the company’s board of
directors in a complex and highly constrained fashion that involves no
direct voting for any of the board members by either the pilots or the
machinists. Rather, majority control of the board is in the hands of
quasi-self-appointing outside directors who are apparently intended to
serve as fiduciaries simultaneously for all of the factions among the
owners.”” (In addition, both the pilots’ and machinists’ unions com-
mitted themselves, as one of the terms of the buyout, to six-year no-
strike agreements.)

United’s new governance structure reflects the general pattern we
have seen elsewhere, with substantial muting of electoral democracy and
heavy reliance on control by fiduciaries. The size, economic impor-
tance, and potential profitability of the airline make this an important
experiment. It will be interesting to see whether this complex ownership
structure proves viable in the long run, suggesting that participation in
ownership is a promising route for restructuring labor relations across
the economy in general, or whether it ends up being simply a temporary
expedient to resolve the bargaining impasse reached under the old re-
gime of adversarial collective bargaining, with the company ultimately
reverting to a more homogeneous class of patron-owners.

Conclusion

The classical model of the business firm, under which formal control
is confined to suppliers of capital while management in turn deals with
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employees through market contracting, leaves room for considerable
inefficiency in the form of agency costs between owners and managers
and opportunistic or strategic behavior between the firm and its em-
ployees. In theory, employee ownership promises substantial efficiency
improvements in these respects. And in practice it appears that, when

the employees involved are highly homogeneous, employee ownership -

often is more efficient than investor ownership. The evidence suggests,
however, that with a heterogenous work force direct employee control
of the firm brings substantial costs—costs that are generally large
enough to outweigh the benefits that employee ownership otherwise
offers. For similar reasons, true sharing of control between labor and
capital does not appear promising as a route to efficiency. Paradoxi-
cally, the aspect of employee ownership often extolled as its principal
virtue—active participation in governance of the firm through demo-
cratic institutions—appears in fact to be its greatest liability.

Consequently, forms of employee participation that fall short of true
ownership may offer better prospects for improving on the efficiency
of the classical model. For example, simple profit-sharing plans may be
a better approach to increasing incentives for productivity, while qual-
ity circles, shop floor committees, works councils, labor-management
committees, and informational seats for labor on the board of directors
may be more workable means of improving the flow of information
between management and employees.

To be sure, all such conclusions must be tentative. Organizational
innovations may yet make employee ownership viable in circumstances
where it has previously failed to make headway. But for the present, it
seems most reasonable to predict that successful instances of employee
ownership will remain largely confined to firms with highly homoge-
neous classes of employee-owners.

The chapters that follow, which explore other forms of producer and
consumer-owned enterprise, strongly reinforce the conclusion that the
problems of collective decision making play a key role in determining
patterns of ownership. Indeed, that role is often much easier (and less
controversial) to identify in other forms of shared ownership than it is
in employee ownership.



