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Introduction
Theendofthetotalitariansocialistrulehascreatedaninstitutional

vacuumin EasternEuropeandtheformerSovietUnion.The transi-
tion processwe are witnessingin that region is, in effect, the search
for a new set of institutions?We still do not know as much about
the processof institutional changeitself, aboutwho shouldchange
the rules and underwhat circumstancesthe rules ought to be
changed.2The transitionprocessin EasternEuropeis, therefore,a
gift from heavenfor socialengineers.And theyhaverespondedto
this gift by floodingthe intellectualandpolitical marketswith mod-
els, ideas,andproposalsfor the developmentof new institutional
arrangementsin the region.

Industrialdemocracyis anumbrellafor all the different forms of
labor participationin themanagementof businessfirms. A striking
featureof industrialdemocracyis that it hasfailedto emergesponta-
neously. It has also failed to perform successfullywheneverand
whereverimposedby fiat, Codeterminationin Germany,the labor-
managedeconomyin formerYugoslavia,andvariouslaborparticipa-
tow schemesin someWestEuropeanandSouthAmericancountries
aregood examples.
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areusuallydefinedas the legal, regulatory,andcustom-madearrange-
mentsfor repeatedhumaninteractions—thatis, institutionsarethe rulesof the game
whosemajor functionis the predictabilityof behavior,
5DouglassNorthandmembersof thePublic ChoiceSchoolhavecontributedmostto
ourunderstandingof theprocessofinstitutionalchange,
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It would be, however,a mistake to underestimatethe survival
powerof the conceptof industrialdemocracy.Laborparticipation
in the managementof businessenterprisesoffers too manyopportu-
nitiesforsocialengineeringandsatisfiestoomany ideologicalprefer-
encesto bediscardedon accountof its poorrealworld performance.
This is especiallytrue in EasternEuropeand the former Soviet
Union wherethe endof the communistrule could notand indeed
did not put an endto all the communistinstitutions and legacies.
Thus,the searchfor new rulesof the gamein that regionprovides
the supportersof industrial democracywith an opportunity to be
heard(Vanek1990).And theirchancestobe heardarelikely to grow
as free-marketpolicies fail to producequick returns,

Thispaperconcentrateson a specifictypeof industrialdemocracy:
the labor-managedfirm. The support for the labor-managedfirm
comesfrom severalsources:(1) the old communitariantraditionin
mostEastEuropeancountries; (2) the collectivistmodeof thinking
in that region—alegacyof thecommunistrule; (3) laborleadersand
socialdemocratsin WesternEurope;and(4) a handfulof academic
supportersin the West, suchas JacquesDreze,HenrykFlakierski,
JamesMeade,JanSvejnar,andJaroslavVanek. Also, somecurrent
proposalsfor privatizingstatefirms in Russia,Serbia,Slovenia,and
Poland contain strong elements of labor-participation in
management.

In a free societypeopleget what they want to pay for. And that
appliesto all thedifferentmethodsfororganizingproduction.Invest-
ors in private-property,free-marketeconomiesare freeto write any
kind of agreementwith their contractualpartners.Indeed, we
observea largenumberof different typesof businessfirms in the
West.All thosefirms haveemergedvoluntarilyandsurvivedcompe-
tition from othertypes of businessorganizations.

Dreze(1976), Meade (1974), Prasnikarand Svejnar(1990), and
Vanek (1990),amongothers,haveassertedthat the labor-managed
firm is or couldbeanefficient methodof organizingproduction.Yet,
this typeofbusinessorganizationhasfailedto appearon a significant
scalein free-market,private-propertyeconomies.An implicationis
that the value of labor participationto the employeesof business
firms is worth less than the costs to their contractualpartnersof
providingit. By failing to specifythe propertyandcontractingrights
within which the labor-managedfirm exists,Vanekandothershave
ignoredtheeffectsof negativeincentivesandhightransactioncosts
on its ability to survive in competitivemarkets.

Thepurposeof this paperis to show how the bundleof property
rights in the labor-managedfirm createstwo behavioralvariables
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that arespecific to that bundleof rights (and of no significancein
theprivate-property,free-marketeconomy).Thosetwo variablesare
the key to explainingthe inefficiency of investmentdecisionsby
labor-managedfirms.

PropertyRightsandtheLabor-ManagedFirm
TheYugoslavexperienceandacademicresearchhaveshownthat,

like all othertypeofbusinessenterprises,labor-managedfirmscould
differ from eachotherin termsof their internal rulesandorganiza-
tions.However,thebundleof propertyrightswithin whichanytype
of organizationexistsis the key to analyzinghow it functions. It is,
therefore,necessaryto identify thebasicbundleof rightswhichsets
the labor-managedfirm apartfrom other types of businessenter-
prises.This bundleof propertyrights is characterizedby the follow-
ing five features:

1. The employeesgovernthefirm. The employeesaredecision-
makersin their respective firms. We assumethat the firm’s
decisionmakingstructure,chosenby either its employeesor
the state(on theirbehalf),takesinto accountpreferencesof the
medianworker.

2. Theemployeeshaveclaims on thefirm’s cashflows.This right
saysthattheemployeesof thelabor-managedfirm are responsi-
ble for all the financialandlegal obligationsof the firm as well
as the allocationof the firm’s residualto anypurpose(i.e., the
wagefund,investmentfund, reservefund)that is notexplicitly
forbiddenby law.

3. Theemployees’rights specUiedunder(1) and(2) are not trans-
ferable.Theright of ownership3in (1) and (2) would, in effect,
allow the employeesto sell both their right to governthe firm
as well as their residualclaims on the expectedfuture cash
flows of the firm. The labor-managedfirm would then turninto
a private-ownershipfirm.

4. Theemployees’rights spectfiedunder(1) and(2)arecontingent
on their employmentwith thatfirm. A worker’s claim on his
shareof the residualterminateswhenhe leavesthe firm. To
extendhisnon-tradeableclaimson thefirm’s cashflows beyond
that time would be costly to implementandmonitor. It would
alsoimposearisingburdenon thefirm’s futurecostsof produc-
tion.This specificright makestheemployees’lime horizon(the

‘Transferabilityof assetsat mutually agreedpricesis acriticalcomponentof theright
of ownership.
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expectedlength of stay with theirfirm) a critical variablein the
labor-managedfirm’s choiceof investmentprojects.

According to Eirik Furubotn(1976), the time horizonof the
employeesof the labor-managedfirm is rathershort, It is also
likely to fall shortof theemployeesexpectedterminationdates.
First, an important implication of the rights specifiedunder
(2) and (3) aboveis that the employeescannotdiversify their
portfolio of non-tradeableclaims on thefirm’s cashflows. Thus,
we shouldexpectto observea conservativebias in the firm’s
decisionsthat have future consequences.An importantpaper
on the codeterminingfirm in Germany(Benelli, Loderer,and
Lys 1987) confirms this proposition. Second,hiring younger
workerscouldeasilyshrink theemployees’timehorizon.A 45-
year-oldworker has,in general,a shorterwork horizon thana
youngerman.However,histime horizonwith thefirm is likely
to be longerthan thatof ayoungermanwho hopesto move up
by movingaround.

5. Thelabor-managedfirm has no ownershipin its capitalassets.
Theemployeesdeterminetheuseof capitalassetsheldby their
firm; however,theyonly holdnon-tradeableclaimsonthefirm’s
cashflows while theywork for that firm.

Researchhasshownthat thebundleofrights specifiedunder
(1) - (5) abovecreatessomenegativeincentivesand positive
transactioncosts that are responsiblefor the inefficiency of
investmentdecisionsby labor-managedfirms (Jensenand
Meckling 1979, Milovanovich 1990,Pejovich1990).To allevi-
atethoseeffects,somewritershaveproposedvariousimmuniz-
ing stratagems(Flakierski1989,pp.67—70)which eitherignore
transactioncosts of making, maintainingand enforcingthose
changes,or tend to privatizelabor-managedfirms, or both.

The Labor-ManagedFirm and
InvestmentDecisions

The labor-managedfirm canacquirecapitalassetsthrougha state
agency,by renting them from others,and by issuingdebt claims.
Also, the employeescanallocateapartof theresidualinto the firm’s
investmentfund.

Acquiringcapitalthrougha stateagencyhasmanyefficiencyimpli-
cations, It takes an act of faith to assumethat the social welfare
function exists, that the stateknows it, that the stateis going to do
somethingaboutit, andthat the statewill be willing to relinquish
its controlover theassetsgivento enterprises.Thereis no empirical
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evidenceto supportthis type of naiveexpectationsaboutthebehav-
ior of any government(Brunner 1987).

Therentaloption for acquiringcapital assetshastwo majorprob-
lems. First, a numberof intangible productiveassets,such as the
firm’s investmentin thedistributionsystems,thedesignof products,
andtraining of the laborforce,cannotbe rented.Second,the rental
of durableproductiveassetsis a costlymethodof acquiringcapital
assets.4

Givenits bundleofpropertyrights,thelabor-managedfirm’s main
sourcesfor acquiringcapitalassetsare thenthe claims of debt-own-
ers, andthe personalcontributionsof the employees.The former
are purefinancialclaims.As for the latter, sincetheemployeeshave
no ownershipclaims on the firm’s capital assets,they cannothave
claims on the moniesthey give to the firm to purchasenew assets.
Theemployeesonly hold non-tradeableclaims on the firm’s return
from thoseassets,and eventhat for only as long as they stay with
the firm.

ExternalFinancing of Investmentsby the Labor-ManagedFinn

The sourcesof external funds could be stateand/or bank loans,
saleof bonds,interfirm borrowing,andperhapssomeothermonies.
This paperconcentrateson the effectsof bankcredit on investment
decisionsby labor-managedfirms, Otherexternalsourcesof funds
would be subjectto similar incentives.

Theemployees’benefitsfrom investmentsfinancedbybankloans.
The employeesof the labor-managedfirm havenon-transferable
claims on the streamof annualreturns(B) from anyspecific invest-
ment (I) madeby their firms. Thispropertyright createsincentives
for the employeesto transferthe firm’s cashflows from the future
to the present.The employeescan run down inventories,fail to
replacecapital assets,under-investin the maintenanceof capital
goods,vote themselveslargepensionbenefitswith no funding pro-
visions, grantthemselveslargeseverancepayments,sell long-term
bondswith no sinking-fundprovisions,and soon. To alleviate the
effectsof thoseincentives,the governmenthas to investresources
in enacting,maintaining,andenforcinga numberof constraintson
the propertyandcontractingrights of theemployees.Examplesare

4The obvious agencycosts of the rentalarrangementarethoseassociatedwith the
reducedincentivesfor theuserto maintainthe assetsproperly,to guardit from theft,
andthe increasedincentivesto misuse it. Themagnitudeof thesecosts alongwith
themonitoringandbondingcoststhatwouldbeincurredin the effortto control them
explainswhy rentalor leasingofmostdurableproductiongoods is not observed.It is
simply amore costly contractingarrangement(JensenandMeckling 1979,p. 480).
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the depreciationrules for capital assets,the rules for maintaining
andrepairingphysicalassets,the rulesfor severancepayments,and
so on. An importantconsequenceof thoseconstraintsis that they
require a costly bureaucracythat is specific to the labor-managed
firm.5

Two implicationsof the employees’non-tradeableclaims on the
firm’s cashflows are the following. (1) The employeesdo not view
equivalent-presentvalueprojectsas being equal—thoseprojects
whosereturnsoccur morequickly are preferredto thosewith even
flows, andthe latter are preferredto investmentswhoseyields are
bunchedin laterperiods.(2) The absenceof financialmarketsmeans
that the rateof interestdoesnotexpressthepresentpricesof capital
goodsrelativetotheircurrentcostsofproduction;it merelymeasures
a cost of investment,

An employee’sbenefitsfromanyspecificinvestment(I) arelimited
to theannualreturns(B)from that investmentover theemployee’s
expectedstay with thefirm (t).°The time horizon of the median
memberof the collective or whatever the decisionmakinggroup
happensto beis thena critical factorin choosinginvestmentprojects
in the labor-managedfirm. In comparison,the time horizon of an
investor in the private-property,free-marketeconomyis irrelevant
becausethe flow of benefitsover the productivelife of his assetsis
availableto him in one lump sum.

The employees’costsfrom investmentsfinancedby bank loans.
The employees’costof anyspecificinvestment(I) financedby bank
creditis the seriesof payments(C) to thebankoverthe employee’s
timehorizon(t). Giventherateof interest,thefirm’s annualpayments

‘Fhat is exactlywhathappenedin Yugoslavia,theonly countrythathasexperimented
with this systemon alargescaleandovera periodoftime long enoughto provide us
with a strongdatabase.PrasnikarandSvejnar(1990,p.

5
) missedthepointwhenthey

tried to separatea theoreticalconstructof thelabor-managedfirm from theYugoslav
experience:The stronginfluenceof the Leagueof Communists,theCommunist-ori-
entedtradeunionsandthevariousgovernmentauthoritiessuggeststhat oneought to
examineseriouslytheextentto which the behaviorofYugoslav firms resemblesthat
of a proto-typical socialistenterpriserather than that of a labor-managedfirm. The
labor-managedfirm needsthepolitical monopolyto protectit fromcompetingmethods
of organizingproduction,andthe economyneedsthe self-managementbureaucracy
to protectit from theemployees’incentivesto eatup theiT firms.6Theemployees’benefitscouldnlso beexpressedin termsof their presentvaluesas
follows:

J’V = [B(.J + IY 1]/i(1 + Vt

wherePV is the presentvalueof theflow of returns(B) from a specificinvestment(I)
over the employees’time horizon(t). PVequalsthetruepresentvalue only whenU)
is equal to orgreaterthanthe expectedlife of that investment.This paperfocuseson
annualreturnsandcosts. It is a simplerapproachthat hasno effect on our results.
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dependon the length of time overwhich the loanhasto berepaid
(n).Thelengthofbankloanis anitemin thecontractthatisnegotiated
betweenthe borrowerandthelender.It is thenimportanttoidentify
the borrower’sandthe lender’sincentiveswith respectto (it),

Supposethe labor-managedfirm securesan investmentloan that
hasto be paidbackto the lendingbankoveraperiodof time (n) If
the time horizonof the firm’s employees(t) wereequalto or greater
than the length of that loan (n), the currentgroupof workerswould
bearthe entire costs of investment(I). However,if the employees’
timehorizonfell shortof the lengthof loan, a panofthe total cost
ofinvestment(I) wouldbeshiftedto thenextgenerationofworkers
in the samefirm.

The employeesof the labor-managedfirm havethen incentives
to seekinvestmentloans with as lengthy repaymentschedulesas
the banksare willing to go alongwith, andto negotiateagreements
topay onlyintereston investmentloansoverthe currentemployees’
time horizon,

The employees’annualcosts of any specific investment(I)
financedby bankcredit is then

_L

C—I 1
— (1+i)~— 1’

where(n) is the length of bank loan.
Thechoiceofinvestmentprojectsby labor-managedfirms. The

employees’benefitsfrom an investmentproject are the expected
returns(B) overtheir time horizon.The employees~costsfrom that
sameinvestmentaretheannualpaymentsto the bank(C) overtheir
time horizon. It follows that the investmentdecisionof the labor-
managedfirm dependson therelationshipbetweenthesetwo flows.
To simplify discussion,we assumethatboth flows are uniform over
the employees’time horizon.7Then,

111 _L

B>I ~ - 2
< (1+i)~—1

Since the ]ength of loan (it) is determinedcontractually between
the lenderandborrowerof investmentfunds,it is possibleto adjust
(n) so that

n.

— (1+l)a* — 1

7
Unevenflows of (B) and (C) couldgeneratedifferent technicalsolutionsbut they

would not changetheeffectsof the bundleof propertyrights in thelabor-managed
firm on theemployees’incentivesin choosinginvestmentprojects.

467



CATO JOURNAL

Theequality(3) showstheminimum(n’ ) requiredto makea specific
investmentprojectacceptabletotheemployeesofthelabor-managed
firm. The investmentdecision of the labor-managedfirm then
dependson the ability of its managerto negotiatea loan that, at the
minimum,hasto be repaidoveraperiodof timethatmakesthe flow
of returnsfrom aninvestmentequalto its productioncoststimesthe
flow of incomeover (n’ ) yearsfrom $1 now. Whateverthe rate of
interest, the length ofbankcredit (it) is a significant, perhapsthe
mostsignificant, variable in thefirm’s choiceof investments.8

In comparison,the decisionmaker’stime horizonandthe length
of bankloanplay no role in thechoiceof investmentprojectsin the
private-property,free-marketeconomy.

Changesin the lengthof bankcreditand their implications.Let
usnow look at the effectsof changesin the length of bank loanson
the efficiencyof investmentdecisionsby self-managedfirms.

The employeesof a labor-managedfirm are looking at an asset
thatcosts$1,000,000,hasaproductivelife of 15 years,andpromises
to yield $118,326peryearovera periodof 15 years.At the market
rate of interestof 10 percent,the presentvalue of that assetis
$900,000,andthe investmentis clearly inefficient. However, sup-
posethat the managerof the firm is ableto borrow$1,000,000from
the bankon a20 year loan at 10 percent.A private-ownershipfirm
would still turn theprojectdown,but the labor-managedfirm would
not.Theemployees’annualpaymentstothebankwouldbe$117,460
peryear, while their annualbenefitsare $118,326.As long as the
employees’time horizon is 15 yearsor less, the employeeswould
have$866eachandeveryyearto divide amongthemselves.Sothey
would makean inefficient investment.The costsshifted to thenext
generationof workers (including thosecurrent employeeswhose
time horizon exceeds15 years) would equal annual paymentsof
$117,460per year over the last five years of the contract. If the
employees’ time horizon were, say, 12 years,the costs shifted to
the next generationof workerswould be $117,460peryear for the
remainingeight years,andso on,

If the length of loan is 19.57 years,the firm’s annualpayments
(C) to thebankwouldbe equalto annualreturns(B) from that invest-
ment. However, a 20 year loan gives theemployeesan additional
$866 peryearover their timehorizon with the firm, It meansthat

‘Our resultsarecontraryto thoseMeade(1972),Vanek(1970,1977),andotheradvocates
of thelabor-managedfirm whoconsiderthemarket(clearing)rate of interestto be a
critical variable that assuresthe systemof the efficiencyof externally financed
investmeats.
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TABLE I

RELATION BETWEEN THE LENGTH OF LOAN AND REWARDS

OFFERED

Lengthof Loan Benefits(B) Costs (C) Benefits—Costs

19.56years $118,326 $118,326 $ 0
20 118,326 117,460 866
21 118,326 115,624 2,702
22 118,326 114,005 4,321
23 118,326 112,572 5,754
24 118,326 111,300 7,026
25 118,326 110,168 8,158

the managerof the firm hasincentivesto offer somepeopleat the
bankan equivalentof up to $866 peryearin cashor specific goods
in exchangefora 20 yearloan.And hewould haveincentivesto offer
evenbetterrewardsfor longerloans.Table 1 showshow changesin

the length of loan increasethe amountof money the managercan
use to seeka goodcontract.

Supposethe time horizon of the employeesis 10 years,andthe
firm hasthreeinvestmentprojectsunderconsideration.Theproduc-
tive life of eachprojectandtheirrespectiveannualstreamsofbenefits
per$1 areshownin Table2, columns(1) and(2). Column (3) shows
the minimumlength of bankloan (n’) thatmakesthe flow of annual

TABLE2

PROPERTYRIGHTS AND THE INVESTMENT DECISION

Minimum
Life of Asset Benefits (B) Lengthof Loan(n’)

10 years $146 12.12years
15 .118 19.73
20 .106 30.13

benefits equal to the employees’annualcosts from those invest-
ments.At a 10 percentrateof interest,aprivate-propertyfirm would
clearly turn all threeprojects down becausethe presentvalue of
eachprojectat the 10 percentrateof interestis 90 cents.However,
ifthe managerof thelabor-managedfirm wereableto negotiatebank
loans in excessof (n’) years the employeeswould find all three
investmentsacceptable.
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Internal Financingof Investmentby the Labor-ManagedFirm

The employees’non-tradeableclaims on the firm’s cashflows cre-
atetwo wealth-increasingoptionsfor them.Theemployeescantake
thefirm’s residualoutaswagesandinvestin assetstheywould own.
The employeescan also leavea part of the residualwith the firm
for investmentin new capitalassetsin which theywould hold non-
tradeableclaims contingenton employmentby the firm.

Propertyrights differencesbetweenthosetwo optionshavebeen
researchedin somedetail (Pejovich 1969, Furubotnand Pejovich
1970,JensenandMeckling 1979).Themajorresultsofthat research
are summarizedherein orderto completeour discussionon invest-
mentdecisionsof the labor-managedfirm.

The employeeshavethe right of ownershipin the assetsthey
purchaseasindividuals.Theycantradethoseassets,give themaway,
will them to their heirs, or do anythingelse that is not explicitly
forbiddenby law. On the otherhand,theemployeeshaveonlynon-
tradeableclaims on the firm’s year-to-yearcashflows contingenton
employment.Thatis, theyhaveclaims on neitherthe amountof the
residualthey leave with the firm for purchaseof new productive
assetsnor the year-to-yearreturnsfrom thoseassetsoncetheyleave
the firm,

The employees’cost of any specific investment(I) financedfrom
the firm’s residualis the sumtotal of annuities(y) they couldhave
receivedover the period(t) by takingthe amountequalto (I) out as
incomeandsavingtheir respectivesharesat (i) rateof interest.The
annuity per $1 is

— i(1+i)
t 4

— (1 + i)~— 1

The employee’sbenefitsfrom the sameinvestment(I) financedfrom
the firm’s residualis the flow of returns(B) overtheirtime horizon
(t).

For the employeesto be indifferent betweeninternallyfinanced
investmentsandtheir own individual savings,the formermustearn
the rate of return (r’ ) equalto (y) in (4); that is, the requiredrateof
return (r’) for internally financedinvestmentsmustbe equalto the
annuity from one dollar at the rate (I) over the employees’time
horizon(t).°The rateof return(r’ ) is therateof interest(i) adjusted

‘The assumptionis that thetwo investmentalternativesarealike with respectto risk
level and liquidity. It is a simplifying assumptionthat hasno effect on theresultsof
our analysisin the paper.
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for the incentiveseffects of property rights in the labor-managed
firm:

r* = i(i + Ø~ (5)
(1 + iY — 1

The ratesof return that would make the employeesindifferent
betweeninvestmentsthat are internally financedandtheir ownpri-
vateinvestmentscouldbe easilycalculated.At a 10 percentinterest
rateandtime horizonsof 1, 5, 10,and15 years,theyare110 percent,
26 percent,16 percent,and 13 percent,respectively.’0Given the
firm’s scheduleof investmentopportunities,thedifferencebetween
themarketrateof interest(i) andthe requiredrateofreturn(r’) must
result in an inefficient level of sellfinancedinvestmentby labor-
managedfirms.

Conclusion
This paperdescribesthe prevailingpropertyrights in the labor-

managedfirm, identifies incentivesand transactioncosts that are
specificto that bundleofpropertyrights,andanalyzesthe effectsof
thoseincentivesandtransactioncostson theemployees’investment
decisions.Remindingthosewho advocatelaborparticipationin the
managementof businessfirms that institutions mailer, Jensenand
Meckling (1979,p. 480) wrote,

Ignoringtheagencycostsofalternativecontractualformsin compar-
ing two systemswherethe only differencebetweenthetwo is the
contractualform allowed is unlikely to shed light on the major
issues.But Dreze,as well as mostotherswritingon thetopic, does
exactly this.

The analysisof this papershowsthat the length ofbank credit
(or any other financial claim) and the employees’time horizonare
the two critical variablesfor the employees’choiceof investments,
And thosetwo variablesare specificto thebundleof propertyrights
in the labor-managedfirm,”

With respectto externally financedinvestments,the analysis
showsthat whenthelength of bankcredit exceedsthe employees’
time horizonandthe employees’time horizonfalls shortof the pro-

‘°Asin thecaseof externallyfinancedinvestments,equivalent-returnprojectswhich
pay off quickly would be favored relative to thosewhosepayoffsoccur later in the
future.
“When theemployees’time horizonis greaterthanthe productivelife of assets,the
relationshipbetween(0 and (a) would determinewhetheran inefficient investment
is chosen.
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ductive life of assets,the labor-managedfirm has incentivesto
financeinefficient investmentprojects.The factthat the labor-man-
agedfirm has notemergedvoluntarily on a significantscalein pri-
vate-property,free-marketeconomiesis evidencethat the market
for businessorganizationsconsidersthe length of bank credit to
be greaterthan the employees’time horizon, the employees’time
horizon to be shorterthan the productive life of assets,and the
lender’sincentivesinsufficient to offset the employees’incentives
to seekloans in excessof their time horizon.

The labor-managedfirm would avoid making inefficient invest-
mentsonlyif theprevailingincentivesandtransactioncostspushed
the employeestowardequalizingthe lengthof bankcreditswith the
expectedlife of capital goodsto be purchasedwith thosecredits.
For that to happen,severalconditionshaveto be satisfied, First,
the employeesof the labor-managedfirm must haveincentivesto
negotiatecontractsthat would equalizethe length of bank credits
with the life of assetsto be purchasedwith thosecredits.It is clear
from the analysisin this paperthat the employeesdo not havesuch
incentives.Second,the cost of information to the lenderaboutthe
expectedlife of capitalgoods,including intangibleassets,mustbe
low relativeto thatof theborrower.However,theabsenceof tradea-
ble claims in financialmarketsraisesthe lender’sinformation costs
aboutboth the productivity as well as the life expectancyof capital
goodsto befinancedby loans.Finally, the lendermusthavestrong
incentivesto incur thecostof negotiatingcontractsthatwouldequal-
ize the length of his loans with the life of assetsto be purchased
with thoseloans.Thereare manypossibletypes of lending institu-
tions,suchasprivate-ownershipbanks,labor-managedbanks,vari-
ous financial institutions,governmentagencies,and specialized
superbanks,The analysis of all those types of lendersandtheir
incentivesis beyondthe scopeofthis paper.It is, however,difficult
to envisagea bundleof rights in all those lending institutionsthat
would createincentivesandtransactioncosts sufficient to change
this paper’sconclusions.

References
Benelli,Giuseppe;Loderer,Claudio;andLys,Thomas.“Labor Participation

in CorporatePolicy-MakingDecisions:WestGermany’sExperiencewith
Codetermination.”Journal of Business60(1987): 553—75.

Brunner, Karl, The Limits of EconomicPolicy. In Socialism:Institutional,
Philosophicaland Economicissues,pp. 33—54. Editedby SvetozarPejo-
vich. Dordrecht: Kluwer AcademicPublishers,1987.

472



LABOR-MANAGED FIRM

Dreze,Jacques.“Some Theoriesof Labor ManagementandParticipation.”
Econometrica44 (November1976): 1125—39.

Flakierski, Henryk. The EconomicSystemand IncomeRedistributionin
Yugoslavia.Armonk, N.Y.: M.E. Sharpe,1989,

Furubotn,Eirik. “The Long-RunAnalysis of theLabor-ManagedFirm: An
Alternative Interpretation.” AmericanEconomicReview66 (March 1976):
104—23.

Furubotn,Eirik, andPejovich,Svetozar.“PropertyRightsandtheBehavior
of the Firm in a Socialist State.” Zeitschrift für Nationalokonomle30
(1970): 431—54.

Jensen,Michael,andMeckling,William. “RightsandProductionFunctions:
An Application to Labor-ManagedFirms andCodetermination.”Journal
ofBusiness52 (1979): 469—506.

Meade,James.“TheLabor-ManagedFirm in Conditions ofImperfectCom-
petition.” EconomicJournal 84 (December1974): 817—24.

Milovanovich, Milic. Teorija i PraksaSamoupravljanja.Beograd:Naucna
Knjiga, 1990.

Pejovich,Svetozar.“The Firm, MonetaryPolicyandPropertyRights.”West-
ern EconomicJournal 7 (September1969): 193—99.

Pejovich, Svetozar.“A PropertyRights Analysis of theYugoslavMiracle.”
Annals507 (January1990): 123—32.

Pejovich,Svetozar.“A PropertyRightsAnalysis oftheInefficiencyof Invest-
ment Decisionsby Labor-ManagedFirms.”Journalof Institutional and
TheoreticalEconomics148 (March 1992): 30—41.

Prasnikar,Joze,andSvejnar,John.“Workers’ Participationin Management
vs. SocialOwnershipandGovernmentPolicies.” WorkingPaperno. 264,
Departmentof Economics,Universityof Pittsburgh,1990.

Vanek,Jaroslav.The GeneralTheoryof theLabor-ManagedEconomy.Ith-
aca:Cornell UniversityPress,1970.

Vanek, Jaroslav.TheLabor-ManagedEconomy.Ithaca: Cornell University
Press,1977.

Vanek,Jaroslav.“Bewareof theYeastofthePharisees.”EkonomskaAnaliza
24 (1990): 113—24.

473




