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Abstract

I use a question about works council relations from the 2006 wave of the IAB Estab-
lishment panel to analyze the heterogeneous effects of works councils on productivity,
wages, and profits. The results indicate that the effects differ significantly between works
council relationship types in a systematic pattern. The overall findings are in line with
productivity-enhancing and rent-sharing functions of works councils.
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1. Introduction

In the last two decades, many empirical studies have been conducted that ana-
lyze the economic consequences of works councils in German firms (for detailed
literature reviews see Frege, 2002; Addison/Schnabel / Wagner, 2001, 2004; Jir-
jahn, 2005, 2006; and articles by Jirjahn, 2011 and Mueller, 2011, in this special
issue). Most of these studies use the IAB Establishment Panel or the Hannover
Firm Panel and compare firms with and without works councils. The findings are
mostly in line with theoretical considerations about productivity-enhancing and
rent-sharing functions of works councils (Freeman/Lazear, 1995; Hiibler/ Jir-
jahn, 2003). For example, most studies report positive or at least non-negative
effects of works councils on firms’ labor productivity, positive effects on work-
ers’ wages, and negative or non-significant effects on profits.

One shortcoming of previous econometric studies is that they only look at
the existence of a works council, but cannot look into the black box of works
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council-management-relations due to data limitations. The pioneering study of
works council typology by Kotthoff (1981; 1994) follows a case study ap-
proach to analyze the social relationships between works councils and manage-
ment in 63 German firms. Although Kotthoff does not explicitly analyze the
economic consequences of different works council types, his study is important
because it distinguishes between effective and ineffective works councils in
terms of interest representation. Most firms in Kotthoff's sample have ineffec-
tive works councils that can be characterized as ignored by management or
workers, as isolated by an authoritarian management, or as part of the manage-
ment. On the other hand, effective works councils are characterized as respec-
ted regulators, as respected surveillance, or as cooperative counter-power.
Nienhiiser (2005) uses data from a telephone survey with HR officers in firms
that have a works council. He identifies four types of works councils along the
two dimensions bargaining power and willingness to cooperate and examines
their impact on firm-level bargaining agreements. A recent study by Jirjahn/
Mohrenweiser / Backes-Gellner (2009) uses a small works council survey to
analyze the determinants of bad works council relations as perceived by man-
agement. Their main focus is on learning dynamics; economic consequences of
works council relations are not considered.

An exception in the evaluation of economic consequences of works council
types are studies by Dilger (2002; 2006). Dilger connects data from the NIFA-
Panel with the Bochumer Survey of Works Councils. He uses perceptions of the
relationship between management and works councils by both sides to identify
different types such as antagonistic or cooperative works councils. The findings
indicate that the effects of these works council types on labor turnover, flexible
working time arrangements, product innovations, and profit situation differ signi-
ficantly in size. For example, the cooperative type and a more positive perception
of works council-management-relations reduces labor turnover by most.

In this paper, I use a question about works council relations from the 2006
wave of the large-scale IAB Establishment Panel to analyze the heterogeneous
effects of three works council types on economic outcomes such as labor pro-
ductivity, wages, and profits. The main results are that the effects between the
three works council types differ significantly in a systematic pattern, which is
consistent with theoretical expectations of productivity-enhancing and rent-
sharing effects of works council types. For example, more cooperative works
councils have stronger positive effects on productivity and more bargaining
works councils have stronger positive effects on wages. Because I use a sample
of firms with and without works councils as well as firms with different works
council types, the results are important for the economic consequences of
works councils as a whole, which is most important for policy, and for the effi-
cient organization of industrial relations on the firm level.

The remainder of the paper is structured as follows. The data set and varia-
bles are described in Section 2. Section 3 presents the econometric results. The
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paper concludes with a short summary and discussion of the results in Sec-
tion 4.

2. Data and Descriptive Statistics

The IAB Establishment Panel contains rich data on establishments from all
sixteen German federal states (“Bundesldnder”) and all industries (Kolling,
2000). Every year more than 15,000 firms with at least one employee covered
by social security are interviewed in an unbalanced panel design survey. The
sample is stratified according to ten establishment sizes and sixteen industries,
with oversampling of larger firms. The observational unit is the establishment,
i.e., the local unit in which major activities of an enterprise are carried out.
Main concern of the survey is to gain insights into the firm’s most important
parts of operation, decision-making, and more specifically employment. For
the purpose of this study, I can only use the wave 2006 because it is the only
year that contains a question about works council-management-relations. Since
productivity and profit information are stated for the last business year, these
economic outcome variables are taken from the wave 2007. Thus, firms in the
estimation sample have to participate in surveys in both years 2006 and 2007.
Further sample restrictions had to be applied. First, the sample includes only
firms with at least five employees, because smaller firms do not need to estab-
lish works councils under the legislation of the Works Constitution Act (“Be-
triebsverfassungsgesetz”). Second, firms from agriculture, hotel, restaurant,
education, health, social, non-profit, public, or financial sector are dropped, be-
cause they usually do not report profits or sales, which is important for the
computation of the productivity variable. Third, only firms without missing
values in the used variables are considered. Overall 4693 firms remain in my
sample for the subsequent empirical analysis.

The question about works council relations and the three possible answer
categories, from which the explanatory variables of interests are generated, are
worded as follows:

How would you characterize the role of the works council in managerial
decision making in your establishment?

(1) Works council is in line with management in most decisions from the outset.
= Dype 1: “mostly in line with management”

(2) Works council has often a different opinion, but in the end a consensus is
reached.

= Dype 2: “different opinion but with consensus”
(3) Decisions have often to be enforced against the works council.

= Type 3. “different opinion without consensus”
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If the works council complies with most management decisions from the out-
set, this relationship type can have two reasons. One the one hand, the manage-
ment decisions might take already employees’ interests into account so that the
works council must not disagree with management. On the other hand, a works
council might be simply too weak to bargain with management or might follow
own interests instead of representing the workforce interests. The second type
describes works councils that express different employee opinions and bargain
successfully with management so that a consensus is reached in most cases.
The third type is mostly against decisions of the management and agreements
between works council and management are seldom reached so that decisions
have to be enforced against the works council. The three works council types
can be broadly characterized along the two dimensions cooperation and bar-
gaining. Type 1 and type 2 can be seen as cooperative, whereas type 3 is likely
to show few interests in cooperation with management or at least is unsuccess-
ful in finding a consensus. Furthermore, type 1 is probably not strongly enga-
ged in bargaining activities with management, whereas type 2 and type 3 are
likely to bargain more and harder with management; the former mostly with
and the latter mostly without a consensus. Because cooperation has producti-
vity-enhancing effects and bargaining is often associated with rent-sharing acti-
vities, the effects of the three works council types on productivity, wages, and
profits are expected to differ between each other, i.e., a homogeneous works
council effect is rather unlikely.

Table 1 informs about the frequency of works councils and their relationship
types. The incidence of works councils is about 31 percent among all firms in
my sample. Almost three out of four firms with a works council judge their
works council of type 2 (“different opinion but with consensus”), about 23 per-
cent of type 1 (“mostly in line with management”), and less than 4 percent of
type 3 (“different opinion without consensus”). Thus, the large majority of
works councils has a rather cooperative relationship with firms' management.
An important determinant of works council relations seems to be the existence
of a union bargained collective contract. Split samples for firms with and with-
out collective contracts show that type 2 is more likely if the firm is bound to a
collective contract. A rationale for this finding might be that unions strengthen
works councils (e.g., advisory, financial, and personnel capacity) in their posi-
tion to bargain with a firm's management.

To estimate the economic consequences of the works council types, three
outcome variables are used: productivity, wages, and profits. A firm's average
labor productivity is proxied by the log value added per employee, which is
sales minus inputs in the entire business year 2006 divided by the number of
employees in June 2006. Firm's average wages are proxied by the log of total
gross monthly salaries divided by the number of employees in June 2006. The
data also includes the perceived profit situation in 2006, which could be an-
swered on a five-point scale ranging from one for very good to five for very
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Table 1

Frequencies of works council relationship types

Complete ~ Without union ~ With union

sample contract contract
(n=4693)  (n=2374)  (n=2319)
Works council existence 31.39(100)  13.31(100)  49.89 (100)

Type 1: “mostly in line with management” 7.35(23.42) 3.96 (29.75) 10.82(21.69)
Type 2: “different opinion but with consensus” 22.97 (73.19) 9.01 (67.72) 37.26 (74.68)
Type 3: “different opinion without consensus”  1.07 (3.39) 0.34 (2.53) 1.81 (3.63)

Notes: Frequencies in percent. All four variables are dummies. The reference group for works
council types is no works council so that the frequencies of the types sum up to the frequency of
works council existence. The relative frequencies for firms with a works council are in parentheses.

Source: 1AB-Establishment Panel, 2006/2007 (controlled remote data access via FDZ); own
computations.

bad. In addition to this ordinal profit measure, a binary indicator for an at least
good profit situation is generated. The basic econometric model looks as in
equation (1), in which Y denotes the outcome variable (log productivity, log
wages, good profit dummy, or ordinal profit situation), WC indicates the exis-
tence of a works council as well as the three works council types (reference
group are firms without works councils), X includes a set of control variables
(union contract, mainly foreign capital owner, firm founded before 1990, state
of technology, average working time, employment shares of qualification
groups, part-time, fixed-term contracts and females, number of employees and
squared term, 9 industry dummies, 16 regional dummies), Greek letters indicate
parameters to be estimated, & the usual residual term, and 7 is a firm index.
Descriptive statistics for all variables are presented in Table 2.

(1) Y; = a+ BVC ! + BWCEY R + B WCT 44X, + e

For productivity as well as wages, linear regressions can be applied, whereas
ordered probit estimates are the appropriate estimation technique for the or-
dered profit outcome and binary probit estimates for the binary profit situation.
In all estimates, heteroskedasticity robust standard errors are computed. Also
note that, though effects of works councils on outcomes are discussed, the ap-
plied regression analyses estimate in principal only correlations, which are not
necessarily causal effects due to unobserved heterogeneity and reverse causal-
ity issues.
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Table 2

Descriptive statistics

Mean Std. Dev.  Min. Max.
Economic outcome variables
PROD: log productivity per employee 10.7360 0.8767 5.4146 14.3437
(sales minus inputs divided by number of
employees)
WAGE: log wage per employee (total monthly 7.4890  0.5489 4.8721 8.9120
salaries divided by number of employees)
PROFIT_G: at least good profit situation (dummy) 0.4856  0.4998 0 1
PROFIT _O: ordinal profit situation (1: very good, 2.6851 1.0389 1 5
2: good, 3: satisfactory, 4: bad, 5: very bad)
Works council relations variables (reference group: no works council)
Type 1: “mostly in line with management” 0.07351 0.26101 0 1
dummy)
Type 2: “different opinion but with consensus” 0.22970 0.42069 0 1
(dummy)
Type 3: “different opinion without consensus” 0.01065 0.10268 0 1
(dummy)
Control variables
Union bargained collective contract (dummy) 0.4941  0.5000 0 1
Mainly foreign capital owner (dummy) 0.0712  0.2571 0 1
Firm founded before the year 1990 (dummy) 0.5172  0.4998 0 1
State of technology is alright (dummy) 0.2742  0.4462 0 1
State of technology is new (dummy) 0.5152  0.4998 0 1
State of technology is very new (dummy) 0.1784  0.3828 0 1
Normal average working hours per week (hours) 39.1895 2.1619 15 60
Employees unskilled for easy tasks (share) 0.1734  0.2437 0 1
Employees with apprenticeships for qualified tasks 0.6199  0.2458 0 1
(share)
Employees with college degrees for qualified tasks  0.0888  0.1595 0 1
(share)
Apprentices (share) 0.0513  0.0709 0 0.5625
Employees with part-time work (share) 0.1669 0.2144 0 1
Employees with fixed-term contracts (share) 0.0445  0.1069 0 0.9745
Female employees (share) 0.3192  0.2588 0 1
Number of employees in June 2006 158.2924 791.6042 5 35019

Notes: Number of firms in the complete estimation sample is 4693.
Source: 1AB-Establishment Panel, 2006/2007 (controlled remote data access via FDZ); own

computations.
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3. Econometric Results

Table 3 presents the regression results for the complete estimation sample.
The linear regression results for productivity (log value added per employee)
are displayed in the second column. Firms with a works council of type 1
(“mostly in line with management”) have on average a significant larger pro-
ductivity (about 20 percent) than firms without a works council; and firms with
a works council of type 2 (“different opinion but with consensus”) have an
even larger productivity (about 40 percent).' These findings are consistent with
the consideration that cooperative works councils have a productivity-enhanc-
ing effect. But to enhance productivity, an exchange of information between
works council and management in bargaining processes seems to have an addi-
tional positive effect. Moreover, it is a remarkable result that the existence of a
works council does not harm productivity even if management decisions have
to enforced against the works council (type 3). The estimated coefficients indi-
cate that firms with a works council of type 3 (“different opinion without con-
sensus”) are on average not less productive than firms without works councils.
In fact, these firms have on average a productivity that is about 15 percent
higher than in firms without works councils. The estimated effect for works
councils of type 3 is however not statistically significant. The large standard
error might be reasoned by effect heterogeneity, which can be seen in separate
estimates for firms with and without collective contracts in the robustness sec-
tion.

The estimated coefficients for the wage function (log total salaries per em-
ployee) in the third column show that wages are significant larger in firms with
works councils. Wages in firms with a works council of type 1 (“mostly in line
with management”) are approximately 15 percent, in firms with a works coun-
cil of type 2 (“different opinion but with consensus”) approximately 17 percent,
and in firms with a works council of type 3 (“different opinion without consen-
sus”) nearly 30 percent larger than in firms without works councils. The results
are consistent with the rent-sharing function of works councils, i.e., works
councils increase workers’ share of the increased value added (Freeman/La-
zear, 1995). That works councils of type 3 (“different opinion without consen-
sus”) have the largest effect on wages might be reasoned by strong works coun-
cils, which mostly care about income of workers and not about firm perfor-
mance in the longer run. It seems however questionable why firms can afford
to pay such high wages, although the productivity estimates have shown no
significant productivity-enhancing effect of this relationship type. An explana-

I To compute the percentage change in productivity and wages measured in Euros
from OLS coefficients of log-linear functions, the subsequent formula is applied:
(e® — 1) The estimated productivity effects of up to 40 percent are quite large but fall
into the range of previous findings (e.g., Addison/Schnabel/Wagner, 2004; Jirjahn,
2011; Mueller, 2011).
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tion might be that profits of capital owners are negatively affected, on which
we focus in the next step.

Table 3 also informs about the results of the binary probit estimates for an at
least good profit situation (marginal effects in fourth column) and ordered prob-
it estimates for five profit categories (very good, good, satisfactory, bad, very
bad) (coefficients in fifth column and marginal effects for single outcomes in
subsequent columns). Firms with a works council of type 1 (“mostly in line
with management”), which might be cooperative but not very strong in bargai-
ning worker interests, have no significant different profit situation than firms
without works councils but a significant better profit situation than firms with
the two other works council types. Firms with a works council of type 2
(“different opinion but with consensus”) are on average significantly less likely
to perceive their profit situation as good or very good. The effect of a works
council of type 3 (“different opinion without consensus”) on profits is also sig-
nificant negative and even stronger than for type 2. The last finding is consis-
tent with the above consideration that high wages in firms with works council
type 3 are not explained by large productivity-enhancement but by large rent-
sharing effects, which reduce firms’ profits.

The estimates in Table 3 reveal also some interesting results for the control
variables. Union bargained collective contracts have only a significant effect in
the ordered probit estimates for the perceived profit situation. Although only of
weak significance, firms with collective contracts have a slightly better profit
situation than firms without collective contracts. The dummy variable, which
indicates if capital owners are mainly foreign, has significant effects in the pro-
ductivity and wage regression but not in the profit regressions. Firms with
mainly foreign capital owners have on average a productivity that is nearly 20
percent larger and wages that are nearly 10 percent larger than in other firms.
Firms founded before the year 1990, i.e., which are at least 17 years old, have
on average significant larger productivity and wages but a slightly worse profit
situation than younger firms. The state of the technology has significant posi-
tive effects on productivity, wages, and perceived profit situation. The newer
the technology, the larger are the effects.

Some studies point out that results for works councils are not robust across
different subsamples (e.g., Addison/Schnabel / Wagner, 2004). Thus, I re-esti-
mated the productivity, wage, and profit functions for different subsamples as a
robustness check.” First, I split the sample into firm size classes. The main re-
sults are robust. As an example, the results for the subsample of firms with 21
to 100 employees are presented in Table 4. Second, the sample is split into
firms with and without union bargained collective contracts. The results are
also presented in Table 4. Whereas the overall results are qualitatively identical,

2 The complete results can be requested from the author.
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it can be seen that the productivity enhancing effect of works councils is larger
in firms with a collective contract. This finding is consistent with previous
studies and might be explained by the fact that some distributional conflicts are
solved outside the firm in collective contracts which might encourage the
works council to engage more in productivity-enhancing activities (Hiibler and

Jirjahn, 2003).

Table 4

Impact on productivity, wages, and profit situation in subsamples

Complete sample (n = 4693)

Type 1: “mostly in line with management”
Type 2: “different opinion but with consensus”

Type 3: “different opinion without consensus”

Adjusted/Pseudo R?

PROD  WAGE PROFIT G PROFIT O
0.1842%%*% 0.1444%%* 00210  -0.0293
(0.0468)  (0.0187)  (0.0315  (0.0655
0.3564%%% 0.1600%%* 0.0607*** 0.1095%*
(0.0351)  (0.0153)  (0.0230)  (0.0477)
0.1412  0.2594%%*% 0.1401%% 0.4011%*
(0.1162)  (0.0434)  (0.0691)  (0.1981)
03243 05998  0.0515  0.0261

Firms with 21 to 100 employees (n = 1597)

Type 1: “mostly in line with management”
Type 2: “different opinion but with consensus”

Type 3: “different opinion without consensus”

Adjusted/Pseudo R?

PROD  WAGE PROFIT G PROFIT O
0.2548%%*% 0.1626%**  0.0432  -0.0518
(0.0676)  (0.0276)  (0.0474)  (0.0953)
0.2753%%% 0.1241%%% -0.0925%* (.2003%%*
(0.0541)  (0.0219)  (0.0373)  (0.0789)
0.0307  0.2682%** 00158  0.1384
(0.1855)  (0.0993)  (0.1278)  (0.2471)
02710 05509  0.0529  0.0276

Firms without collective contracts (n = 2374)

Type 1: “mostly in line with management”
Type 2: “different opinion but with consensus”

Type 3: “different opinion without consensus”

Adjusted/Pseudo R?

PROD  WAGE PROFIT G PROFIT O
0.2364%% 0.1390*** 00114  0.0029
(0.0793)  (0.0312)  (0.0588)  (0.1310)
0.2513%%% 0.1094%%*% _0.0976%* 0.2194%*
(0.0652)  (0.0270)  (0.0416)  (0.0881)
20.1027  0.2243%%* 00782  -0.0144
(0.2298)  (0.0559)  (0.1773)  (0.5018)
02947 05771 0.0537  0.0277

Firms with collective contracts (n = 2319)

Type 1: “mostly in line with management”

PROD  WAGE PROFIT G PROFIT O
0.1775%%*% 0.1483%%% 00061  0.0155
(0.0602)  (0.0242)  (0.0395)  (0.0796)
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Type 2: “different opinion but with consensus”  0.3986*** 0.1771*** -0.0726**  0.1178*
(0.0448)  (0.0207)  (0.0302)  (0.0613)

Type 3: “different opinion without consensus” 0.2005  0.2794%** -0.1999*** (.5325%*
(0.1370)  (0.0520)  (0.0733)  (0.2156)
Adjusted/Pseudo R? 0.3410 0.6144 0.0588 0.0303

Notes: All regressions include the control variables also included in the estimates for the complete
sample in Table 3. The results for the complete sample are summarized in the upper part of this table
for comparison reasons. Reference group are firms without a works council. OLS is applied for
productivity and wages (coefficients). Binary probit is applied for probability of at least good profit
situation (marginal effects). Ordered probit is applied for ordered profit situation (coefficients).
Robust standard errors in parentheses. Coefficients and marginal effects are statistical significant at
*10%, ** 5%, and *** 1%.

Source: 1AB-Establishment Panel, 2006/2007 (controlled remote data access via FDZ); own
computations.

4. Conclusion

The combined effects of works councils on the three outcomes productivity,
wages, and profits are consistent with theoretical expectations about productiv-
ity-enhancing and rent-sharing functions. The results might also explain why
management has an interest in cooperative but weak works councils (better
profit situation in firms with works councils of type 1), whereas workers and
their representatives have preferences for strong works councils that bargain
with management about higher wages. From a total welfare perspective bar-
gaining and cooperative works councils (type 2) seem to be most desirable,
because the positive productivity effects are the largest, while showing also sig-
nificant positive effects on workers’ income and moderate negative effects on
firms' profits. One limitation of this paper, which has to be addressed in future
research, is the causality of the effects, because my regression analysis has only
estimated correlations in cross sectional data. Due to the systematic findings
that concur with theory and intuition, it is however not unrealistic to assume
that the overall findings might indeed be causal.
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