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Abstract: A growing number of econometric examinations show that works councils
substantially shape the personnel policy of firms in Germany. Firms with works councils
make greater use of various HRM practices. This gives rise to the question of whether
employers view the shaping of personnel policy positively or negatively. Using data from
manufacturing establishments, this study finds that the incidence of a works council
increases the probability that the employer has positive attitudes toward the incentive
effects of performance pay, profit sharing, promotions, further training, and worker
involvement in decision-making. It decreases the probability of a positive attitude toward
the incentive effects of a high-wage policy. The pattern of results also holds when
accounting for the issue of endogeneity by applying a recursive multivariate probit
model. The results suggest that works councils play a redistribution role in wages and a
trust-building role in the other HRM practices.
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1. Introduction

Works councils provide a highly developed mechanism for non-union worker
representation substantially shaping the personnel policy of firms in Germany. A growing
number of econometric studies suggest that firms with works councils pay higher wages,
have larger internal labor markets, provide more training, and are more likely to adopt
performance pay, family friendly practices and flexible working time arrangements. This
gives rise to the question of whether the shaping of personnel policy is positively or
negatively valued by employers. Do employers consider the increased adoption of human
resource management (HRM) practices fostered by works councils as performance-
enhancing or do they consider it as useless or even counterproductive?

Addressing this question yields deeper insights into the nature of the relationship
between works councils and HRM practices. On the one hand, works councils can
contribute to trustful industrial relations within firms. Trustful industrial relations
increase workers’ cooperativeness so that HRM practices can be more effectively and
successfully implemented. This should result in positive employer attitudes toward these
practices. On the other hand, works councils may engage in redistribution activities. They
may use their bargaining power to push through practices that help workers enjoy a quiet
life or primarily increase their share in the surplus of firms. In that case, employers
should have negative attitudes toward the practices fostered by works councils. Thus,
analyzing employer attitudes toward the various HRM practices helps clarify whether the
influence of works councils on those practices is driven by their trust-building or by their

redistributive role.



This study uses data from manufacturing firms in Germany to analyze the link
between the incidence of a works council and the employer’s attitude toward the
incentive effects of a series of key HRM practices. Multivariate probit estimates show a
sharp difference between the attitude toward a high-wage policy and the attitudes toward
other HRM practices. The incidence of a works council is associated with a greater
probability that the employer regards performance pay, profit sharing, promotions, further
training and increased involvement in decision making as suitable incentives to motivate
workers. In contrast, it is associated with a lower probability that paying wages above the
collectively agreed-upon level is regarded as suitable for motivating workers. The pattern
of results also holds true in a recursive multivariate probit approach that accounts for the
possible endogeneity of the incidence of a works council.

Thus, with the exception of wages, works councils appear to contribute to an
increased effectiveness of HRM practices so that these practices are more favorably
viewed by employers. The works councils’ role in wages may be rather characterized by
redistribution of firm surplus. As a consequence, employers regard it as more difficult to
provide incentives through wages if there is a works council (informally) involved in
wage setting.

Our study complements examinations focusing on the formal presence of HRM
practices. Works councils not only have an influence on the formal presence of HRM
practices, they also shape employers’ attitudes toward the practices. While examining the
determinants of the presence of HRM practices deserves interest in its own right, there
are two potential limitations of focusing solely on formal presence. On the one hand,

HRM practices may exist in name only (Arthur and Boyles 2007, Budd 2010, Eaton



2003). The formal presence of a practice does not necessarily mean that the practice is
effectively used and in fact plays a productive role in the firm’s personnel policy. On the
other hand, a firm may informally use HRM practices even though the practices have not
been formally adopted (Mohr and Zoghi 2008, Yanadori and van Jaarsveld 2013). To the
extent employer attitudes are important for the effective use of formal or informal HRM
practices, our study helps mitigate these limitations. It provides insights into the question
of whether or not works councils influence employers’ support for the various practices.
This support can be important for the effective use of the practices, regardless of whether
they are of formal or informal nature.

The rest of the paper is organized as follows. Section 2 provides the background
discussion. Section 3 describes the data, variables and methodology. Section 4 presents

the empirical results, while Section 5 concludes.

2. Background Discussion

2.1 Shaping the Personnel Policy of Firms

Industrial relations in Germany are characterized by a dual structure of worker
representation with both works councils and unions. While collective bargaining
agreements are usually negotiated between unions and employers’ associations on a
broad industrial level, works councils provide a highly developed mechanism for
establishment-level participation (Behrens 2009, 2013, Keller 2004, Mueller-Jentsch
1995). Their rights are defined in the Works Constitution Act (WCA). Workers in

establishments with five or more employees may elect council members, but the creation



of a council depends on the initiative of the workers. Hence, councils are not present in
all eligible establishments.

On some issues, works councils have the right to information and consultation, on
others a veto power over management initiatives, and on still others the right to
codetermination in the design and implementation of policy. Their rights are strongest in
social and personnel matters, including the introduction of payment methods, the
allocation of working hours, the introduction of devices designed to monitor worker
performance, and up- and down-grading. Works councils have functions distinct from
those of unions. The WCA does not allow wage negotiations. Moreover, works councils
do not have the right to strike. If council and management fail to reach an agreement,
they may appeal to an internal arbitration board. Works council and employer are obliged
by the law to cooperate “in a spirit of mutual trust ... for the good of the employees and
of the establishment”.

The extensive participation rights provided by the WCA suggest that works
councils have substantial power to shape the personnel policy of firms. Works councils
may even informally extend their influence to issues that are nowhere covered by the
WCA (Jirjahn and Smith 2006, Jirjahn et al. 2011). A series of empirical studies confirm
that works councils indeed have a far reaching influence on the personnel policy of firms.
Firms with a works council pay higher wages and have lower wage inequality (Addison
et al. 2001, Addison et al. 2010, Heinze and Wolf 2010, Huebler and Meyer 2001, Jirjahn
and Kraft 2010). They are more likely to adopt performance-related payment schemes
such piece rates and profit sharing (Heywood et al. 1998, Heywood and Jirjahn 2002,

2014). These firms also provide more further training for employees (Gerlach and Jirjahn



2001, Huebler 2003, Zwick 2005) and have a higher probability of implementing family
friendly practices (Beblo and Wolf 2004, Heywood and Jirjahn 2009) and flexible
working time arrangements (Ellguth and Promberger 2004). Furthermore, firms with
works councils appear to have larger internal labor markets. They are characterized by
increased employee retention (Frick 1996, Frick and Moeller 2003, Heywood et al. 2010,
Jirjahn 20164, Pfeifer 2011) and a higher tendency to pay seniority wages (Zwick 2011).
At issue is whether this shaping of personnel policy is positively or negatively
viewed by the employers. On the one hand, a works council can play a trust-building role
(Askildsen et al. 2006, Freeman and Lazear 1995, Jirjahn 2009, Kaufman and Levine
2000, Smith 1991, 2006). The consultation rights of the council help reduce information
asymmetries between management and workers so that workers can better observe and
evaluate the employer’s behavior. Moreover, the codetermination rights help the council
prevent the employer from unilaterally taking action without considering workers’
interests. Thus, worker representation helps create binding commitments of the employer
and contributes to trustful employer-employee relationships. Trustful employer-employee
relationships increase workers’ cooperativeness and, hence, improve the effectiveness of
HRM practices. As a consequence, the employer has an increased interest in
implementing the practices when a works council is present. The employer may even ask
the council to participate widely in the design, implementation and operation of HRM
practices in order to strengthen workers’ support and cooperation (Jirjahn and Smith
2006). In this case, the works council plays a co-managerial role contributing to a more

positive employer attitude toward the HRM practices.



On the other hand, the increased influence of works councils on the personnel
policy of firms may rather reflect redistribution activities (Addison et al. 2001, Freeman
and Lazear 1995). A council may use its codetermination rights to obtain employer
concessions on a wide range of issues. If employer and works council fail to reach an
agreement in (informal) negotiations, the council can threaten to hinder decisions in areas
where its consent is necessary. In that case, the council uses its bargaining power to push
through practices that help workers enjoy a quiet life or primarily increase their share in
the surplus of the firm. As a consequence, the employer should have a more negative

attitude toward the practices fostered by the works council.

2.2 HRM Practices

In what follows we analyze the influence of works councils on employer attitudes toward
the incentive effects of a series of key HRM practices, namely performance pay, profit
sharing, high wages, promotions, further training, and workers’ involvement in decision-
making. In principle, works councils can play a trust-building or a redistributive role in
each of these practices. This gives rise to the question of whether or not the role of works
councils and, hence, their influence on employers’ attitudes differs between the various
practices.

At their best, performance pay schemes such as piece rates or bonuses provide
incentives to exert effort by aligning workers’ interests with those of the employer.
However, performance pay can also entail a series of dysfunctional incentives that are
more likely when employer-employee relations are characterized by distrust (Heywood

and Jirjahn 2006). A well-know example is the ratchet effect (Charness et al. 2011).



Workers, receiving performance pay, withhold effort when they fear that the employer
will increase performance standards after a period of good performance. Moreover,
performance pay may entail disincentives if workers assume that the measurement of
their performance is rather arbitrary. A works council may increase workers’ trust. The
codetermination rights of the council help prevent the employer from unilaterally altering
the payment terms. The council can also contribute to procedural fairness by helping set
clear performance standards and make performance measurement more transparent. This
should improve the productive incentive effects of performance pay schemes and, hence,
should result in a more positive employer attitude toward performance pay. However, the
works council may also use its codetermination rights to push through schemes that
primarily redistribute firm surplus in favor of the workers. In that case, the council
supports variable pay components that are just paid on top of the base wage without being
effectively linked to workers’ performance.! As this entails higher labor cost, but no
sufficient increase in worker productivity, the incidence of the works council should
result in a more negative employer attitude toward performance pay.

Profit sharing has the potential to provide incentives for cooperation and helping
on the job (Drago and Turnbull 1988, Heywood et al. 2005, Rotemberg 1994). However,
profit sharing may entail disincentives if workers do not trust the accounting of profit or
fear that management does not pursue complementary investments designed to increase
financial performance of the firm (Kurtulus et al. 2011). A works council playing a trust-
building role can increase the effectiveness of profit sharing by monitoring the
accounting of profit and participating in decisions that influence the financial

performance of the firm. Yet, a council primarily engaged in redistribution may support



profit sharing as an additional pay component that automatically ensures that workers
participate in the firm’s profit. The council may even influence the design of the sharing
scheme in such a way that workers participate in profits but not in losses.

Not only the method of pay but also the level of pay can provide incentives.
Efficiency wage theory suggests that the employer can induce effort by paying high
wages and threatening to dismiss workers who are caught shirking (Shapiro and Stiglitz
1984). However, the incentive effects of high wages are undermined if workers fear that
they might be dismissed arbitrarily. A works council playing a trust-building role can
improve the incentive effects by helping the employer implement a credible just-cause
employment policy. The improved incentive effects should have a positive influence on
the employer’s attitude toward paying high wages and, thus, should increase the
propensity to use this motivation tool. Yet, if the redistributive role of codetermination
dominates, the council will use its codetermination rights primarily for informal wage
negotiations regardless of the incentive effects. If employer and works council fail to
reach an agreement in the informal wage negotiations, the council can threaten to hinder
decisions in areas where its consent is necessary (Addison et al. 2001, Mueller-Jentsch
1995). The council may hold up decisions on staff movements or overtime to obtain wage
concessions by the employer. In this case, the influence of codetermination on wages
does not mainly reflect incentive issues, but rather rent sharing. Hence, the employer
should have a less positive attitude toward high wages if a works council is present in the
firm.

Promotions are an important feature of the internal labor markets of firms

(Gibbons and Waldman 1999, Lazear and Oyer 2004). On the one hand, a works council



may improve the functioning of the internal labor market by ensuring that the employer’s
promises are kept and workers are rewarded for good performance by being promoted
(Jirjahn 2009). On the other hand, the works council may primarily support internal labor
markets to increase workers’ insider power in order to capture a larger part of the firm’s
surplus (Addison and Siebert 1991).

Employer provided further training does not only increase the workers’ skills and
knowledge. It also has an influence on the incentives to exert effort (Hinerasky and Fahr
2015, Tharenou et al. 2007). Increased skills and knowledge help workers get better job
assignments and improve their career opportunities. Moreover, training often involves
feedback to workers influencing the self-assessment of abilities and, hence, the subjective
expectation of being successful in the job. Whether or not a works council fosters
productive incentive effects of training again depends on the trust-building or
redistributive role of codetermination. On the one hand, the council may improve the
incentive effects of training by ensuring that training programs are offered that take into
account workers’ preferences and career concerns. On the other hand, the council may
push through training courses that primarily have an entertainment value to workers or,
alternatively, increase their outside options by providing skills and qualifications largely
transferable to other firms.

Giving workers greater scope for decisions by delegating responsibilities to lower
layers of hierarchy or directly involving workers in management’s decision-making
implies that their interests and perspectives are taken into account to a larger extent. This,
in turn, can increase their incentives to exert effort (Aghion and Tirole 1997).

Nonetheless distrust may undermine the incentive effects of a participatory HRM policy.



Workers may fear that their decisions or proposals will be simply overruled when these
decisions and proposals appear not to be in the employer’s interest (Baker et al. 1999).
Moreover, the employer may use information obtained from the workers against their
interests, for example for innovations which entail job loss. A works council can help
build trust by ensuring that decisions are implemented as agreed upon. However, if the
council is concerned that alternative forms of worker participation are substitutes for
codetermination and, hence, weaken its bargaining power, the council will refuse to

support direct worker involvement.?

3. Data, Variables and Methodology

3.1 Data Set

Our empirical investigation is based on the Hannover Panel, a four-wave panel (1994-
1997) with data from manufacturing establishments in the federal state of Lower Saxony
(Gerlach et al. 2003). Investigating the determinants of employer attitudes in the
manufacturing sector is interesting for several reasons. First, a relatively high percentage
of economic activity in comparative context is still concentrated in manufacturing in
Germany (Vitols 2005). The importance of traditional branches, such as the automobile
industry, appears to even have increased within manufacturing as a whole. Second, the
dual system of employee representation with establishment-level codetermination and
industry-level collective bargaining is common in the manufacturing sector. Industrial
relations in this sector can be seen as the institutional benchmark (Addison et al. 2007).
Third, the focus on manufacturing helps avoiding a bias due to heterogeneity across

industries (Doucouliagos and Laroche 2003).
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The data set is unique in that it contains information on both works councils and
managers’ attitudes toward HRM practices.® Note that our study aims at examining the
general influence of works councils on managers’ attitudes in order to obtain deeper
insights into the functioning of establishment-level codetermination. Thus, the Hannover
Panel provides a solid basis for the empirical analysis even though it is from the 1990s.

The population of the survey consists of all manufacturing establishments with
five or more employees. The sample is stratified according to firm size and industry, with
an oversampling of larger establishments. The sample was designed in such a way that a
sufficient number of cell entries remained after four waves despite sample attrition. In the
first wave of interviews (1994), 51 percent of the establishments in the sample agreed to
participate. In spite of this non-response rate the difference between the planned and
realized stratification is so small that the data are representative of the manufacturing
establishments in Lower Saxony in 1994 and in the subsequent waves. The net sample of
the first wave was used as the basis for the following waves.

The Hannover Panel was financed by the Volkswagen foundation. Interviews
were conducted by Infratest Sozialforschung, a professional survey and opinion research
institute. The data were collected on the basis of a questionnaire in personal interviews
with the top manager of the establishment. The questionnaire covered various aspects of
establishment structure, establishment behavior and establishment performance with an
emphasis on issues relating to personnel. A nucleus of themes was addressed annually.
Different additional topics were sampled in consecutive waves. Information on managers’
attitudes toward HRM practices is available from wave 1 and wave 4 of the survey. Thus,

the analysis is based on pooled data for the years 1994 and 1997.
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3.2 Dependent Variables

The survey asks managers to assess the long-term incentive effects of a series of HRM
practices on a four-point Likert scale (1 = the practice not suitable at all; 2 = the practice
is not that suitable; 3 = the practice is well suited; 4 = the practice is very well suited).*
Our main dependent variables are dummy variables for positive management attitudes
toward the various HRM practices. The dummy variable for a particular HRM practice is
equal to 1 if management regards the practice as well suited or very well suited to
motivate workers. The dummy is equal to O if management regards the practice as not
that suitable or not suitable at all. In order to check the robustness of our results, we also
present regressions that use the four-point ordered variables as dependent variables.

Table 1 provides the variable definitions and descriptive statistics.® The survey
provides information on employer attitudes toward performance pay, profit sharing and
promotions. These are three classical incentive schemes widely considered in the
literature (e.g., Kruse et al. 2010, Lazear 2000, Lazear and Rosen 1981). Moreover,
perceived incentive effects of the level of pay are taken into account by employer
attitudes toward paying wages above the level specified in collective bargaining
agreements. Note that this variable is available for both establishments covered and
establishments not covered by collective agreements. In Germany, even uncovered
establishments typically use collective agreements as a reference point when deciding
about their remuneration policy. Furthermore, the survey provides information on the

employer attitude toward further training. Finally, perceived incentive effects of a
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participatory HRM policy are captured by the attitude toward providing more scope for
decision-making to workers.

Employers most frequently have positive attitudes toward providing scope for
decision-making (80%) and toward performance pay (79%). These practices are followed

by further training (67%), promotions (66%), high wages (62%) and profit sharing (59%).

3.3 Explanatory Variables

The data provide a rich set of explanatory variables. The explanatory variable of primary
interest is a dichotomous indicator of whether or not the establishment has a works
council. As discussed, works councils may have a trust-building role or a redistribution
role. If the trust-building role dominates, there should be a positive influence on the
employer’s attitude toward the respective HRM practice. Yet, if the redistribution role
dominates, there should be a negative effect.

Furthermore, industrial relations are captured by a dummy variable for the
coverage by a collective bargaining agreement. Collective bargaining agreements are
often thought to impose restrictions on the flexibility of firms (Lindbeck and Snower
2001). Such restrictions on flexibility may limit the incentive effects of HRM practices
and, hence, may have a negative influence on managers’ attitudes toward the practices.

Whether or not a specific HRM practice is regarded as suited is very likely to
depend on whether the practice fits in with the establishment’s strategy (Arthur 1992).
Thus, variables for a research-based, a quality-based and an expansive market strategy
are included in the regressions. The managerial environment is taken into account by

variables for the presence of owner-managers and the use of profit sharing for executives.
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Profit sharing provides incentives for managers to take steps to increase firm
performance.® This may result in a more positive view of HRM practices that motivate
workers.

The incentive effects of HRM practices and, hence, managers’ views toward these
practices should also depend on the types of workers employed in the establishment.
Thus, the structure of the workforce is controlled for by variables for the shares of
university graduates, blue-collar workers, skilled blue-collar workers, apprentices,
women, and part-time workers.

Furthermore, a series of variables control for general establishment
characteristics. These variables capture establishment size, subsidiary status, vintage of
production technology, and industry affiliation within the manufacturing sector. Finally, a

dummy for the year of observation is included.

3.4 Estimation Strategy

Using the dummy dependent variables for positive attitudes toward the HRM practices,
we start the analysis with a multivariate probit estimation.” The multivariate probit model
is a generalization of the bivariate model (Greene 2003: 931-933).2 Similar to the
bivariate model, the multivariate probit model allows for correlated error terms between
the various probit equations. However, the estimation procedure is more complicated.

Let the dummy variable HRM,, denote employer i’s attitude toward HRM
practice m (m = 1, ..., 6). The attitude depends on a latent variable HRM, : HRM, =1

if HRM;, > 0, and HRM,, = 0 otherwise. Thus, in our case, the multivariate probit

estimation is based on six equations:
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HRM;, = §;Woco; + B1x; + €4, 1)

HRM;, = §6Woco; + Bex; + €6, (6)
where Woco; is a dummy variable for the incidence of a works council, &,, its
coefficient, x; the vector of establishment characteristics, B,, the vector of coefficients
and g;,,, the error term. The error terms are assumed to be jointly six-variate normally
distributed, each with a mean of 0 and a variance normalized equal to 1. In order to
account for a possible correlation of the error terms, the equations are jointly estimated by
a specific maximum simulated likelihood approach. The practical obstacle in estimating a
multivariate probit model is the evaluation of high-order multivariate normal integrals.
Therefore, the multivariate standard normal distribution is evaluated by using a method
based on the Geweke-Hajivassiliou-Keane simulator (Boersch-Supan and Hajivassiliou
1993, Hajivassiliou and Ruud 1994, Keane 1994). This method exploits the fact that a
multivariate normal distribution function can be expressed as the product of sequentially
conditioned univariate normal distribution functions, which can be evaluated more easily.

In the next step, we address the issue of endogeneity. The incidence of a works
council may be endogenous for two reasons. First, there may be reverse causation.
Second, there may be omitted variables associated with both the incidence of a works
council and the attitudes toward the HRM practices. These two cases would imply that
the error terms in equations (1)-(6) are correlated with the dummy variable for works
council incidence. As a consequence the estimated coefficients on that variable would be

inconsistent and hiased.
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The multivariate probit model allows addressing the endogeneity of dummy
explanatory variables by applying a recursive approach (Balia and Jones 2008, Jones
2007).° The recursive multivariate probit model is an extension of the recursive bivarate
model (Greene 1998). Let us assume that the dummy for the presence of a works council

depends on a latent variable Woco; : Woco, = 1 if Woco, > 0, and Woco, = 0 otherwise.

Thus, we add a seventh equation to the multivariate probit model:

Woco] = y'z; + B7x; + &7, @)
where z; is the vector of establishment characteristics influencing works council
incidence, but not employer attitudes. The corresponding vector of coefficients is given
by y. The error terms are now assumed to be seven-variate normally distributed. The
recursive system of the multivariate probit consists of equations (1)—(7). The equations
are jointly estimated by the maximum simulated likelihood approach described above.
The model is called recursive as the works council dummy enters equations (1)—(6) while
the variables for the employer’s attitudes do not enter equation (7). Equation (7) can be
considered as a reduced form equation and equations (1)—(6) as structural equations.

The vector z; captures the exclusion restrictions. In principle, identification of the
recursive multivariate probit model is ensured by its inherent nonlinearity (Wilde 2000).
However, to avoid identification relying solely on the functional form, exclusion
restrictions are usually imposed to improve identification (Monfardini and Radice 2008).
Thus, we add an exclusion restriction to our estimation. We discuss the exact
specification when we introduce the estimates in the next section.

A test of the exogeneity of the works council variable is based on the correlation

Corr(&;7, €n) OF the error term &;, in the works council equation with the error term g;,,,
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in HRM equation m. If Corr(g;7, €im) = 0, the works council equation is independent of
the HRM equation and the null hypothesis of exogeneity is not rejected. If
Corr(&i7,€5m) # 0, the null hypothesis is rejected and the works council variable is
considered as endogenous. In that case, the recursive model has to be preferred as it takes

endogeneity into account.

4. Estimation Results

4.1 Initial Estimates

Table 2 provides the initial multivariate probit estimation. Nine out of the fifteen
estimated correlations of the error terms are significantly positive. This suggests that
unobserved random factors influence the attitudes toward the various HRM practices in
the same direction.

Many of the coefficients on the control variables are also significant.
Establishment size is associated with a higher probability that the employer views
promotions, further training and employee involvement in decision-making positively.
Subsidiary status increases the likelihood of a positive attitude toward promotions, further
training and a high-wage policy.

Furthermore, the results confirm that the establishment’s business strategy and
managerial incentives play an important role. Employers with a quality-b